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International congresses,
conferences& meetings

There will be an International
conference in Kabul in March

Who form Turkey will be at the
conference?

They participated in our conference
2 years ago

The schedule is very busy

We’ll have plenary sessions,
sittings, roundtable talks,
discussions

What language are you going to speak
in?

Let me introduce the members of

our delegation

The organizing committee is on the
second floor

I am a representative of the Afghan
delegation

We came here in accordance with
the exchange program.

You are welcome!

The motto of the festival is peace
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There are 5 items on the agenda

The conference is declared open
The conference is very interesting
Addition

Agenda
Amendment
Candidate
Chairman

Closing speech
Debate

Draft

Leaflet

Minutes
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Motion

National anthem

To object to
Opening speech
Placard

Protocol department
Report

Salutary speech
Speaker

Theme

Theses

Visiting card

Vote

iluo s

KWJy gl Wi gV Y 113
Gl sl . o S
(48Ls1) 2gMe

(lial) S ygiawd
Zoeas ol
3500 ¢lag il

o)

ol (Cou

Tob g

8932 ¢ 9092

Ay (domp) aoM

s ¢ £9b90
(sole Wlio ogohe) (o 5o
(B ©,5) &, o9

ool sl




Eighth Years- Vol,87-88-89 June-July & August 2016 Rt el vl

Ghazanfar Bank Monthly Magazine

OPERATIONAL RISK MANAGEMENT IN BANKS =
' '

5. Payment & Settlement -Beta (18%)
6. Agency Services -Beta (15%)
7. Asset Management -Beta (12%)
8. Retail Brokerage -Beta (12%)

e Capital Charge for each business line is calculated by multiplying
Gross income by a Beta Factor assigned to a business line

e Total Capital charge is calculated as three year average of simple
summation across each business line each year.

Advanced Measurement Approach is the most risk sensitive of all the three
approaches as mentioned above.

e Capital requirement is based on bank’s internal operational risk measurement
system.

e Focuses on both measurement & management of operational risk.

e Requires Supervisory approval based on qualitative and quantitative
standards.

e Consistent with sound and rapidly evolving industry practices.

Operational Risk mitigation techniques:

* Natural / Manmade disaster — Insurance.

* Business disruption due to Electrical/Telecom/IT System failure — Establish
redundancies/back-up.

» Loss due to internal reason — Strong Internal Audit process.

* Good Management Information System.
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the amount of a fixed percentage, a (which as per Basel Il Capital Accord is defined
to be 15%), multiplied by the amount of gross income.

Basic Indicator Approach (BIA)

Under this approach, banks must hold capital charge equal to the average over the
previous three years of a fixed percentage of positive annual gross income.

KBIA=[{(GI1...nXa)]/n

Where, KBIA= the capital charge under Basic Indicator Approach

Gl = annual gross income, where positive, over previous three
years

n = no. of the previous three years for which gross income is
positive

o = 15% (set by BCBS)

Standardised Approach represents a further refinement along the evolutionary
spectrum of approaches for operational risk capital. This Approach requires
classification of Gross Income into eight Business Lines as defined by Basel I
Capital Accord and multiplication of Gross Income in each Business Line by  factor
as defined by Basel Il Capital Accord. The total capital charge is the sum of
regulatory capital charges across each of the business lines. For the purpose of
computing Operational risk capital charge using Standardised approach
assumptions, if any, it is required to map income streams to the eight business lines
as outlined in the Basel-Il Capital Accord for assessing gross income for each of the
business lines.

Standardized Approach (SA)

Banks activities are divided to eight Business Lines

). Corporate Finance -Beta (18%)
Y. Trading and Sales -Beta (18%)
Y. Retail Banking -Beta (12%)
¢. Commercial Banking -Beta (15%)

b
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System Risk -
» Technology Risk- system failure, system security, programming error,
communications failure.
» MIS Risk.

Legal and Regulatory Risk - Failing to comply with laws and regulations (e.g.
company, industry, environment, data protection, labor, taxation, money laundering) to
protect fully organization’s legal rights and to observe contractual commitments.

Reputational Risk - The loss of esteem in which customers, staff, regulators and the
public hold the organization, due to the failure to conduct its business to the standards
expected e.g. adverse publicity resulting from poor customer service, criminal activity of
member of staff, unethical sales practice etc.

Event Risk - Operating Environment Risk (external factors risk) unanticipated changes
in external environment other than macro-economic factors.

Management of Risk

Management of operational risk is about identifying, mapping, monitoring and controlling
failures or inadequacies in systems and controls. It may often be the case that there is
no clear boundary between its risk management systems for operational risk and all
other systems and controls. The Bank shall try to distinguish between its systems and
controls for credit, market, liquidity risks and systems and controls for operational risks.
Where such a distinction is not possible, the Bank shall still try to identify those systems
and controls that are used in the management of operational risk, even when they have
other purposes as well.

Operational Risk Capital Charge Assessment

Basel-Il Capital Accord has proposed following three methodologies for estimation of
minimum capital requirement for Operational Risk.

e Basic Indicator Approach (BIA)
o Standardised Approach (SA)
e Advance Measurement Approaches (AMA)

Basic Indicator Approach allocates operational risk capital using a single indicator
as a proxy for an institution’s overall operational risk exposure. Gross income is
proposed as the indicator, with the bank holding capital for operational risk equal to
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Classification of Loss Events

While classifying an actual loss in different categories such as credit, market, and
operational losses due consideration shall be given to the cause of loss. Thus, the
definition of Operational risk losses has to be read carefully and understood in right
perspective. If the loss is the result of inadequate or failed internal processes, people
and systems or from external events, it's an operational risk loss. Where adequate
distinction cannot be made between operational risk losses and other losses
appropriate classification based on facts of the case shall be decided.

The assessment of operational risk can be quantified from the following viewpoints:

e Write-down: Reduction in the value of assets due to theft, fraud,
unauthorised activity or market and credit losses arising as a result of
operational events.

e Loss of recourse: Payments or disbursements made to incorrect parties
and not recovered.

* Restitution: Payments to clients of principal and/or interest by way of
restitution, or the cost of any other form of compensation paid to clients.

* Regulatory action: Fines, or the direct cost of any other penalties, such as
license revocations.

e Loss or damage to asset: Direct reduction in the value of physical assets,
including certificates, due to some kind of accident (neglect, accident, fire,
earthquake)

* Legal liability: Judgements, settlements and other legal costs.

The operational risk could result from (for e.g.)

People Risk - Placement, competency, work environment, motivation, and Turnover/
Rotation.

Process Risk -
» Transaction Risk- Transaction guidelines, errors in execution of transaction,
product complexity, competitive disadvantage documentation/contract risk.
» Operational Control Risk —violation of controls, operational disruptions
exceeding of limits, money laundering, fraud etc.
» Model Risk- mark to model error, model methodology error.
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Contributed by: Jayanta Ray (Chief Risk Officer)

Background

Operational Risk differs from other banking risks in that it is not incurred in return for an
expected reward but is implicit in the ordinary course of corporate activity. This apart, it
has also the potential to affect the risk management process of the bank. Any failure to
properly manage operational risk can result in a misstatement of a risk profile of the
bank and expose the concerned bank to significant losses. 'Management' of operational
risk is taken to mean the 'identification, assessment, monitoring and control / mitigation'
of this risk. The ‘International Convergence of Capital Measurement and Capital
Standards—A Revised Framework’, issued in June 2004 by Basel Committee on
Banking Supervision (Basel Il Capital Accord) has formalised the discipline of
operational risk management. This treatment of operational risk as a distinct risk
category in the Basel Il is a clear manifestation of the vital role played by the operational
risk in impacting the risk profile of a bank. The Basel Il Accord has suggested a
common definition of operational risk across banks and financial institutions. It has also
defined various approaches for operational risk capital assessment.

Definition

Operational Risk has been defined by the Basel Committee on Banking Supervision as
the risk of loss resulting from inadequate or failed internal processes, people and
systems or from external events. This definition includes legal risk but excludes
strategic and reputational risk. This definition is based on the underlying causes of
operational risk. It seeks to identify why a loss happened and at the broadest level
includes the breakdown by four causes:

. People,

° Processes,

. Systems, and

o External factors

ﬂ




