Risk Management at Indian Exchanges: Going Beyond Value at Risk

Abstract

In recent years, the theoretical literature on risk measurement has moved away from value at risk to coherent risk measures like expected shortfall. In a parallel advance, risk modelling has embraced fat tailed distributions with non linear dependence structures. The regulatory framework for risk management at Indian exchanges is still supposed to be based on the 99% value at risk mandated by the L C Gupta Committee a decade ago. In practice, however, Indian exchanges and their regulators have adopted several features of a fat tailed expected shortfall approach. Risk management practice has thus outgrown the regulatorily mandated value at risk to which it still pays lip service. The time has come to formally discard value at risk from the regulatory lexicon and adopt a more modern vocabulary. This would provide an opportunity to spur new research on improving exchange risk management systems. For example, current global best practice in handling exposure to multiple underlyings ("inter commodity spreads") in exchange risk management can only be characterized as crude and ad hoc. Research is needed on standardized and scalable copula based models for dealing with this problem.
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