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What is covered in the presentation

O  What are the challenges in implementing a risk management system
O Select issues in credit, market and operational risk

O Some possible interventions to overcome the challenges
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Why should each bank evolve its own strategy?

O The business (target segments) may be different

O The systems may be different

O The risk culture may be different

O Ability to spend may be different
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Preparation for implementation of Basel norms

People Policies

Systems / Tools / Reports

Best practices and compliance with
CBSL and Basel guidelines

Availability and treatment of data is a big challenge in many banks

Fully automated capital calculator integrated with transaction systems
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Challenges in data availability and aggregation

O How reliable is the captured data?

O How should the data be cleaned ?

O Form of data capture — physical or electronic ?

Financial
Statements of
borrowers

Information
about retail
borrowers

Collateral,
guarantee

Recovery from
collateral in
case of default

Recording operational risk events
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Challenges in developing internal rating models

>
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O Model development

How many models are required?

Is it better to procure an Off the shelf model or make a Custom built one?
How do you model portfolios with low defaults?

Credit risk is non-linear and requires good understanding for modelling

Is sufficient time devoted to documenting models?

O Where do banks go wrong in model validation ?

> Are the objectives clear at the time of model construction?

Is the model tested for out of time and out of sample at the time of construction
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Is high sales growth always good?
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Gearing increases risk exponentially
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Information on collaterals - A key hurdle in moving to AIRB

O Are all information relating to collateral including guarantors captured?

Q Is the information stored in a manner that facilitates analysis and interpretation

O Is the information on recovery captured in detail
> How long did it take to recover the dues?
> How much did it cost to effect the recovery?
> If the recovery was done in parts, are all the dates of the receipt of money recorded?
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Portfolio Risk is different from individual credit risk

O Internal rating models help in identifying specific borrower risks, but not aggregate
portfolio risks

O Is there a correlation between the risks of different borrowers?

O Portfolio risks should be monitored regularly to arrive at inputs for managing

exposures
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Managing market risk models

O How do you choose the right VaR model?

O The variance covariance might underestimate VaR if the actual distribution contains

more outliers or fatter tails than normal distribution

> Conduct statistical tests such as Chi- square, Skewness, Kurtosis etc to ascertain the nature

of the distribution

O Simple historical simulation may not be representative of the future - should you

adopt age-weighted or volatility weighted historical simulation

L 4
IMaCs 2013
lr MHCS Printed 24-Jan-13

Page 11



Operational risk is highly data intensive - both qualitative and
quantitative

Quantitative

Direct Cost

Q

Q

Legal /
Settlement Cost
Regulatory
Compliance Cost
Write Down Cost
Loss of Fixed
Assets Cost
Restitution Cost

Indirect Cost

a
a
a

Cost to Fix
Forgone Income

Business
Interruption

Credit Losses

Qualitative

Event Details

Q

(I R

(I i

Date of
Occurrence

Date of Detection
Date of Valuation

Date of
Recoveries

Incident Status
(Actual, Misses)

Causes
Credit Recoveries

Event Type &
Description

Failed Processes

Recoveries

O Credit Recoveries
O Insurance
O Other Recoveries

Accounting Details

Date of Debit
Amount

Account Numbers
Department / Branch

Direct Losses
Valued

Losses Accounted
Unaccounted Losses

O 00000

(I
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Key Challenges in measurement and management of operational
risk

O How do you collect information relating to operational risks?

Development of loss databases
> Do individual banks have information covering all risks?

> |s data pooling the way to go?
O Need for adaptive models to measure and fit non-linear data, including extreme
events
Develop sophisticated risk measurement model based on Bank’s own operations

Introducing effective risk transfer methods
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ICAAP Framework

\
Identification of all Q RMD, CRMC, ORMC & ALM Cell
material risks 0 Based on materiality
e N
| ™~ _
Oversight QReporting of risks Measurement and 9 Measurement met_hod_ology aligned
process and 0 Reporting of CRAR reporting of all the with reglllatory.g.wdellnes
structure 0 Actions material risks QO Scenarios sensitized to bank’s profile
Strategy for | DAdditional Capital for Capital cushion B Q Requir_ed to manage unexpected
ensuring capital normal growth based on scenarios
Q Additional capital for understanding of 0 Stress testing framework to provide a
adequacy increased risks implicit risks | measure of capital cushion
™
\ Linking capital /
requirements to DAdditional Capital for normal growth
the level of Risks 0 Additional capital for increased risks
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Strategic Risk...a possible measurement approach

|

Historical volatility in earnings

Scale up based on additional risks envisioned

Change cash flows based on the stress scenarios

Change capital expenditure

Q
Stress scenarios
Q
. Q
Stress projected cash
flows and Capex
Q
a
An EaR proxy for
measuring risk =

Determine changes to the NPV of the initiative

The worst case changes based on a confidence interval

can be used as a proxy
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Quantification of strategic risks and reputational risks is a

challenge

Unethical Practices

System Failures

Litigation

Poor Customer
Service

Poor Disaster
Management
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 Loss of Customers * Loss of Market Share and
Shareholder’s Value
* Loss of Key Staff
) * Loss in Co’s Assets Value
* Loss of Public Faith
* Impacting Co’s Top-line and
* Loss of Regulator’s Faith Bottom-line

Intangible and Financial Impacts
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The operational Risk measure could be scaled up by a multiplier
to account for potential losses as a result of reputational risk

Judgement of senior management is key © acs 2013

Printed 24-Jan-13
Page 16




What does it take to implement a good risk management system ?

Stage 3

Portfolio

Reporting

Stage 2

Obligor >  Estimate regulatory capital
Risk Memt >  Measure RAROC
= 8 > Reporting to Senior Management

Stage 1

Data & > Bw_ld Internal Ratings sys_t.e.ms
> Estimate Default Probabilities
> Transaction rating with LGD measures

Infrastructure

>  Collect & Organize Customer Data
» Introduce data infrastructure
»  Train Staff
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In summary....

O Risk measurement and management is dependent on:
> Availability of quality data

> Use of appropriate models

O Leverage technology to achieve the risk management objectives, but do not be

dictated by technology
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Thank You

© ICRA Management Consulting Services Limited (IMaCS)
WWW.Imacs.in
January 2013

Disclaimer

This presentation and the analysis herein are based on data and information collected by ICRA Management
Consulting Services Limited (IMaCS) from sources believed to be reliable and authentic. While all reasonable care
has been taken by IMaCS to ensure that the information and analysis contained herein is not untrue or misleading,
neither IMaCS nor its Directors shall be responsible for any losses, direct, indirect, incidental or consequential that
any user of this presentation may incur by acting on the basis of this presentation or its contents. IMaCS makes no
representations or warranties in relation to the accuracy or completeness of the information contained in the
presentation. IMaCS’ analysis in this presentation is based on information that is currently available and may be
liable to change. This presentation and the analysis herein should not be construed to be a credit rating assigned by
ICRA Limited or ICRA Lanka for any securities of any entity. Other than as expressly stated in this presentation, we
express no opinion on any other issue. Our analysis/advice/recommendations should not be construed as legal
advice on any issue.

For any clarifications on this presentation, please contact:

R. Raghuttama Rao raghuttama.rao@imacs.in
V. Sriram sriram.v@imacs.in
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About the Presentation

These slides were presented by Mr. V. Sriram at the Breakfast Presentation on ‘Building Bank’s
Strategy around Risk Management’ held on January 16, 2013 at Colombo

Mr. V. Sriram has more than 21 years of work experience in Management Consulting, with about 15
years in Group ICRA and six years with Tata Consultancy Services. He brings deep experience gained
from working with a wide variety of banks, financial institutions, non-banks, and Central banks in
India, Bangladesh, Sri Lanka, UAE, UK and Africa. He has successfully led consulting teams working on
complex projects in the areas of restructuring and risk management with large banks in several
countries. He has developed risk scoring models for several business segments for banks in Asia and
has assisted a number of banks in implementing Basel compliant risk management systems. Mr.
Sriram is a Chartered accountant by training, and is a qualified Cost Accountant and Company
Secretary.
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About IMaCS

ICRA Management Consulting Services Limited (IMaCS), the consulting arm of Group ICRA, is a
management consulting firm headquartered in India and with an operating footprint in over 40
countries around the globe. It offers consulting services in the areas of Policy advisory, Strategy, Risk
management and Transaction Advisory to Governments, Banks & Financial Institutions, Investors and
Corporates.

Over its 18 year operating history, IMaCS has completed over 1500 consulting projects with over 700
clients, including over 100 banks and financial institutions. It has deep expertise in the area of Risk
management, where it has completed several projects addressing credit risk, market risk, and
operational risk. Besides consulting, IMaCS offers end to end implementation assistance to banks in
risk management including diagnostic assessment, model building, risk calculators, advanced risk
management systems for Basel Il, training, and software systems for credit risk and operational risk
management.

More details at www.imacs.in
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