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RISK MANAGEMENT IN BANK & BASEL ACCORD
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¥ 4
Conservation Buffer before 2016 = 0%, 1st
January 2016 =0.625 %, 1st January 2017 =
1.25%, 1st January 2018 = 1.875%, 1st January
2019 = 2.5%.
There is no Countercyclical Capital Buffer. A countercyclical buffer within a range of 0% —
2.5% of common equity or other fully loss
absorbing capital will be implemented
according to national circumstances.
There is no Capital for Systemically Important Systemically important banks should have loss
Banks. absorbing capacity beyond the standards
announced today and work continues on this
issue in the Financial Stability Board and
relevant Basel Committee work streams.
»  Total Regulatory Capital Ratio = [Tier 1 Capital » Total Regulatory Capital Ratio = [Tier 1 Capital
Ratio]+= [Tier 2 Capital Ratio] Ratio] + [Capital Conservation Buffer] +
[Countercyclical Capital Buffer] + [Capital for
Systemically Important Banks]
» No such ratios » In addition, Basel lll introduces a leverage ratio
Calibration of the Capital Framework
Capital requirements & buffers (all numbers in percent)
Standards Common Equity (after deductions) | Tier | Capital | Total Capital
Minimum 4.5 6.0 8.0
Conservation Buffer 2.5
Minimum + Conservation Buffer 7.0 8.5 10.5
Countercyclical Buffer Range 0-25
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RISK MANAGEMENT IN BANK & BASEL ACCORD ' /

e The capital adequacy rules of Basel Il do not adequately capture risks posed by bank
exposures to transactions such as quality of capital, liquidity, derivatives.

e To address this, BCBS has come out with humber of reforms/ regulatory framework for the
banking system with the Basel-lll proposal/document.

OBIJECTIVES OF BASEL-III

® To strengthen global capital and liquidity regulations with the goal of promoting a more
resilient banking sector; and

® To improve the banking sector’s ability to absorb shocks arising from financial and
economic stress.

To achieve these objectives, Basel-lll proposals are broken down into two main areas :
o Capital Reforms
o Liquidity framework

COMPAIRING THREE PILLARS BASEL Il vs 1l

Basel Ill
- ji=———=————— -} — —— ———— =]

=—————=
=S ————— 88— 11—
Pillar | Pillar Il Pillar Il
Pillar | Pillar I Pillar III Enhanced Minimum Enhanced Enhanced Risk
Minimum Supervisory Disclosure * Capital & Liquidity Supervisory Review Disclosure &
Capital Review & Market Requirements Process for Market Discipline
Requirements Process Discipline Firm-wide Risk
Management and
Capital Planning
I B S I N
.| 1 ——

Basel Il strengthens the three Basel Il pillars, especially pillar 1 with enhanced minimum capital and liquidity requirements.

IMPACT OF CAPITAL UNDER BASEL-Il vs BASEL-III
BASEL-II BASEL-III

> Tier 1 capital ratio = 4% > Tier 1 Capital Ratio = 6%

> Core Tier 1 capital ratio = 2% Core Tier 1 Capital Ratio (Common Equity

after deductions)

» The difference between the total capital » The difference between the total capital
requirement of 8.0% and the Tier 1 requirement of 8.0% and the Tier 1
requirement can be met with Tier 2 capital. requirement can be met with Tier 2 capital.

> There is no capital conservation buffer. > Banks will be required to hold a capital

conservation buffer of 2.5%.Capital
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® The new accord is making capital allocation of banks more risk-sensitive and encouraging
banks to invest in sophisticated tools for measuring and managing risk.

® Basel Il objectives include the enhancement of financial stability and the promotion of
sound risk measurement standards to ensure safe and sound operation of banking
industry.

e Basel Il Framework is intended to ensure that banks have adequate capital to bear the
risks

® Banks to develop and use better risk management techniques in monitoring and
managing their risks

= Itincludes three risks:

=  CREDIT RISK

= MARKET RISK

=  OPERATIONAL RISK

THE THREE PILLARS OF BASEL- I

regulatory capital ratios

PILLARI PILLAR 1l PILLAR 1l
Minimum Capital Requirement Supervisory Review Process Market Discipline
> Specifies standards for | > Banks should have Internal Disclosure  requirements
minimum capital Capital Adequacy for banks
requirement of a Bank in Assessment Process To complement the
relation to Credit Risk, (ICAAP) minimum capital
Market Risk and | » Supervisory review and requirements ( Pillar I) and
Operational Risk. evaluation of banks’ the supervisory review
>  Provides distinct internal capital process (Pillar Il)
approaches for adequacy assessments & Recognizes the fact that,
computation of capital strategies apart from regulators,
Requirement for Credit, > Supervisor to keep checks banks are also monitored
Market & Operational Risk on adequacy of by markets
capitalization  levels  of Market Discipline involves
banks enhanced transparency in
> Supervisors to expect disclosure by banks
banks to operate above the especially the risk
minimum processes and risk

positions prevalent in the
banks.

This is intended for
general public.

BASEL-1II

The economic and financial crisis in 2007 and the build-up of excessive on-and off-balance
sheet leverage in the banking system as well as insufficient liquidity buffers lead to gradual
erosion of the level and quality of the capital base of the banking sectors of many countries.
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Risk Identification: The risk identification involves

1. The understanding the nature of various kinds of risks.

2. The circumstances which lead a situation to become a risk situation and
3. The causes due to which the risk can arise.

Risk Quantification: Risk quantification is an assessment of the degree of the risk which a
particular transaction or an activity is exposed to. Though the exact measurement of risk is not
possible but the level of risk can be determined with the help of risk rating models.

Risk Control: Risk control is the stage where the bank or institutions take steps to control the
risk with the help of various tools.

Tools for Risk Control
e Diversification of the business

e |[nsurance and hedging

e Fixation of exposure ceiling

¢ Transfer the risk to another party at right time
e Securitization and reconstruction

Risk Monitoring: In risk monitoring the bankers have to fix up the parameters on which the
transaction/activity is to be tested to be sure that there is no risk to viable existence of the
financial unit or investment of the bank.

BASEL ACCORD

® The collapse in 1974 of Bank Haus Herstatt in Germany and of the Franklin National Bank in the
US; prompted the G10 Central Bank Governors to set up the Basel Committee on Banking
Supervision (BCBS).

® BCBS formed in the end of 1974 by the Central Bank Governors of the Group of G10 countries

¢ The Committee's members came from Belgium, Canada, France, Germany, ltaly, Japan
Luxembourg, Netherlands, Spain, Sweden, Switzerland, United Kingdom and United States of
America.

BASEL - |
BCBS released the Document titled: International Convergence of Capital Measurement &
Capital Standards in July 1988 popularly known as BASEL - | implementation by end 1992.
Initially BASEL- | included only Credit Risk. Later on Market Risk was introduced in 1999

BASEL - 1|
® |n the year 2004, BCBS released a document
- “International convergence on capital Measurement and Capital standards: A revised
framework” - Popularly known as Basel-ll Accord
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Financial Risk . ),
Non-Financial Risk
CREDIT RISK MARKET RISK
Counter Party or Borrower Risk Interest Rate Risk Operational Risk
Intrinsic or Industry Risk Liquidity Risk Funding Risk
Portfolio Risk Currency FOREX Risk Political Risk
Concentration Risk Hedging Risk Legal Risk

Credit Risk: Credit risk is defined as the possibility of losses associated with decrease in the
credit quality of the borrower or the counter parties. In the bank's portfolio, losses stem from
outside default due to inability or unwillingness of the customer or the counter party to meet
the commitments, losses may also result from reduction in the portfolio value arising from
actual or perceived deterioration in credit quality

Market Risk: Market risk is the risk of incurring losses on account of movements in market
prices on all positions held by the banks. Liquidity risk of banks arises from funding of long term
assets (advances) by short term sources (deposits) changes in interest rate can significantly
affect the Net Interest Income (NII). The risk of an adverse impact on NIl due to variations of
interest rate may be called interest rate risk. Currency FOREX risk is the risk of loss that bank
may suffer on account of adverse exchange rate movements against uncovered position in
foreign currency.

Non-Financial Risk: Non-financial risk refers to those risks that may affect a bank's business
growth, marketability of its product and services, likely failure of its strategies aimed at
business growth etc. These risks may arise on account of management failures, competition,
non-availability of suitable products/services, external factors etc. In these risk profiles,
operational and strategic risk have a great need of consideration. Operational Risk: It may be
defined as the risk of loss resulting from inadequate or failed internal process, people and
systems or because of external events.

Process of Risk Management: To overcome the risk and to make banking function well, there is
a need to manage all kinds of risks associated with the banking. Risk Management becomes one
of the main functions of any banking services. Risk Management consists of identifying the risk
and controlling them, means keeping the risk at acceptable level. Followings are the functional
areas in establishing the process of Risk Management in banks.

e Risk identification

e Risk measurement or quantification
e Risk control

e Monitoring and reviewing
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The fast changing financial environment exposes the banks to various types of risk. The concept
of risk and management are core of financial enterprise. The financial sector especially the
banking industry in most emerging economies is passing through a process of change. Rising
global competition, introduction of innovative products and delivery channels have pushed risk
management to the forefront of today's financial landscape. Ability to gauge the risks and take
appropriate position will be the key to success. Here we would like to take an attempt to
discuss in depth, the importance of risk management process and throws light on challenges
and opportunities regarding implementation of Risk Management Program.

We are in the process of transition towards compliance of International Best Practices in
Banking Industry. It is tending towards great advancement in terms of quality, quantity,
expansion and diversification and is keeping up with the updated technology, ability, stability
and thrust of a financial system, where the commercial banks play a very important role,
emphasize the very special need of a strong and effective control system with extra concern for
the risk involved in the business. In banks and financial institutions risk is considered to be the
most important factor of earnings. Therefore, they have to balance the relationship between
risk and return. In reality we can say that management of financial institution is nothing but a
management of risk. Managing financial risk systematically and professionally becomes an even
more important task. Ability to gauge the risks and take appropriate position will be the key to
success. It can be said that risk takers will survive, effective risk managers will prosper and risk
averse are likely to perish. The risk arises due to uncertainties, which in turn arise due to
changes taking place in prevailing economic, social and political environment and lack of non-
availability of information concerning such changes. Risk is an exposure to a transaction with
loss, which occurs with some probability and which can be expected, measured and minimized.
In financial institutions risk result from variations and fluctuations in assets or liability or both in
incomes from assets or payments and on liabilities or in outflows and inflows of cash. Today,
banks are facing various types of risks that financial intermediaries are exposed to, in the
course of their business, which can be presented through following chart:



