RISK MANAGEMENT

Banking involves exposure to a
multitude of risks. To avoid or reduce
their negative impact, they must

be identified at the earliest possible
stage and effectively managed.

Macroeconomic changes,
technological developments,
competition and changes in
Government policies are among the
principal risks faced by the People’s
Bank, which strives constantly to
strike the perfect balance between
customer and shareholder value

on the one hand and sensible risk
management on the other.

All banking activity involves the
analysis, evaluation and the
management of risk. A bank’s
capacity to attain and sustain
profits, depend to a great extent
on how well it can identify and
manage these risks. This risk
management process is subject to
continuous development. It also
aims at contributing to increased
and sustainable profitability, thus
achieving a lasting and durable
increase in shareholder value.

RISK MANAGEMENT PROCESS

In order to achieve success, risk

must be managed in a manner that
ensures that all necessary measures
are taken to minimise risk where
possible. In order to enhance such
risk management processes, the

Bank took some new initiatives
during the course of the year. Chief
among these was the setting up of an
integrated risk management function.
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The Board of People’s Bank approves
the Bank’s risk appetite through the
Board Risk Management Committee.
One of the main objectives of the
Committee, is to have an integrated
review throughout the Bank of

the necessity to put in place a risk
management profile, risk issues and
necessary managerial action. The
Committee also reviews the measures
that have to be taken to gear the
Bank to meet the stringent new
requirements proposed in BASEL Il.

The Board Executive Credit
Committee consisting of Directors
and members of the management
team appointed by the Board of
Directors, formulates the credit

risk management policy, monitors
credit risk and regularly reviews the
effectiveness of the Bank’s credit
risk management policies. The Asset
and Liability Committee (ALCO)
comprising senior and corporate
management appointed by the Board
of Directors undertakes the same
role with regard to other financial
risks. The Bank’s senior management
formulates policies, procedures

and controls to achieve the Bank’s
overall financial goals within the set
risk appetite. The management has
defined risk as being the volatility

of future income and the economic
value of our shareholders’ funds that
result from changing environmental

and market conditions.
The Audit Department reviews and

reports on the adequacy of controls
and procedures on a systematic
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basis. This ensures that an internal
system is in place to constantly
monitor potential risks and identify
them early. This enables the Bank to
take necessary measures to mitigate
or prevent their impact on the
operations of the Bank.

All staff are trained and encouraged
to manage risks in their respective
business activities. In an endeavour
to further enhance knowledge and
focus on risk management, the
Bank formulates risk-based training
programmes as part of its future

improvement initiatives.

A STRATEGIC APPROACH TO
RISK MANAGEMENT

People’s Bank continues its strategic
approach to risk management with

a combined commitment to further
enhance and strengthen the Bank’s
risk management capabilities,
processes and procedures across

all operations. This is particularly
important in the context of past
experience where historical problems
relating to an immense portfolio of
non-performing loan balances and
the consequent result of capital

erosion occurred.

The Bank’s focus on resolving the
capital deficit currently supported by
a Letter of Comfort by the Ministry
of Finance has been communicated
to all levels within the management.
In line with this, the Bank has
developed a risk mitigation vision
and strategy which focuses on



cushioning and protecting the
required capital adequacy level
from unacceptable losses or further
erosion of the Bank’s capital.

We continued to strengthen the
comprehensive management
framework that has been established
in the Bank. This has created a

solid base to work upon and marked
the Bank’s rejuvenation, leading to
long-term financial success, growth
and sustainable performance. The
second strategic plan, begun in
2004, was completed in 2008.

ASSET AND LIABILITY
MANAGEMENT

Asset and liability management,
defined as the continuous process of
balancing risk and return in structural
positions, results from the role played
by the Bank as an intermediary in
financial markets. This specifically
relates to a framework that involves
developing a co-ordinated approach
to the management of assets,
liabilities and off-balance sheet
items. It also involves mapping out

a structured approach to positioning
the balance sheet of the Bank,
mapping out a structured approach
to strategically manage all market-
related risks of the Bank and
providing a framework for senior
management towards an effective

strategic decision-making process.

ASSETS AND LIABILITY

MANAGEMENT COMMITTEE

(ALCO)

ALCO co-ordinates asset and liability

management and carries out the

following processes to achieve its

objectives:

e protecting the Bank's required
capital adequacy level from
extraordinary losses;

e stabilising the earnings of the
Bank by managing potential
volatile positions;

e quantifying and developing
mechanisms to further quantify
the impact of risks;

e meeting regulatory reporting
and capital management related
requirements;

e articulating strategies for overall
Balance Sheet management;

e formulating and executing
business strategies;

e engaging in product development,
pricing and promotional strategies;
and

e developing processes to measure
the risk-adjusted performance of
the various business segments
within the Bank.

The Bank has identified the necessity
for risk management in the main
areas of credit risk, liquidity risk,
interest rate risk, market risk,
operational risk and legal and
reputation risk. To mitigate or

nullify these risk areas, we have
introduced strong risk management
mechanisms, which permeate all
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levels of the organisation. The
primary objective of ALCO is to
control the levels and volatility of
income, while managing capital
adequacy levels. To achieve this
objective, ALCO focuses primarily on
liquidity risk management, interest
rate risk management and market

risk management.

EXPOSURE TO RISK

The Bank is exposed to several risks.
Its risk management policy is designed
to identify and analyse credit risk,
liquidity operational and market risk

as well as other risks, setting suitable
risk limits and continuously monitoring
these risks and limits via appropriate
information systems. Continuous
modification, revision and adaptation
of risk management policies and
systems reflect changes in markets
and products.

Risk Impact
Legal
Compliance
Reputation
Operational
Market
Liquidity
Credit High

Minimal

Moderate

CREDIT RISK

Credit risk is the risk of counterparties
of the Bank failing to fulfil their
agreed obligations and the pledged
collateral is insufficient to cover the
Bank’s claim. Factors that contribute
to this risk include market recession,
high loan concentration and poor
initial appraisal of credit proposals.
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As a full-service commercial and
development bank serving a wide
range of clients, the Bank’s exposure
to credit risk is high.

The credit risk process involves

an independent Credit Controller
reporting to the Board Executive
Credit Committee through the
Senior DGM (Risk Management),
thus providing a high-level
centralised management of credit
risk. Strategies are then initiated
and designed to improve credit
risk management. These strategies
reflect the Bank’s appetite for

risk in consonance with capital
restraints, level of profitability the
Bank expects to achieve for incurring
such risks and the imperative of
improving the quality of our loan
portfolio. Obtaining the approval
of the management and the Board
Executive Credit Committee for
these strategies, the committee
members then ensure that such
strategies yield the desired results.

The Bank took several measures to
manage risk during the course of the
year, among them the following:

e Training in credit risk analysis to
staff whose work covers credit
risk management and credit
evaluation. This enabled staff
to develop their understanding
of credit risk and the means by
which to manage such risk.

e The establishment of individual
limits of authority for initiating
and approving credit, together
with accountabilities for recovery
of such credit led to better

management of risks.
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A hierarchy of approvals to review
potential risks at several levels,
enabling large exposures to be
reviewed at the highest levels.

Portfolio management including
sectoral and large exposure caps
ensuring no undue concentrations
of credit risk and maintenance of
portfolio quality.

Monitoring and post-disbursement

reviews.

A number of risk measurement
systems were adopted by the Bank.

Early identification of impairment
and remedial action including
adequate provisioning.

Ensure that robust procedures
and controls are in place for
identifying and managing the
credit risk inherent in products
and activities at both individual
credit and portfolio levels.

Obtaining advance approval of the
Board Executive Credit Committee
before the introduction of any
new products or activities.

Constant post-sanction monitoring
with MIS support from the
computer system, accompanied
by suitable corrective action.

Clearly defining accountabilities
and responsibilities covering
every aspect of credit evaluation,
approval, finalisation of securities,
disbursement, collection,
monitoring and recovery
processes, ensuring that valued
customers are assured of prompt
and efficient service and the
Bank’s interests remain protected.
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OPERATIONAL RISK

Operational risk is inherent to every
organisation and covers a wide
spectrum of issues. This risk arises
from fraud, unauthorised activities,
error, omission, inefficiency, systems
failure or due to external events
including man-made and natural
disasters. The Bank’'s exposure to
operational risk is moderate.

Operational risk cannot be
completely eliminated but the Bank
tries to minimise these through a
set of procedures which includes
the following:

e clearly-written procedures and
controls that enable the Bank to
manage this risk in a controls-
based environment in which
processes are documented,
authorisation is independent and

transactions are monitored;
e regular reconciliations;

e adequate segregation of duties
in each area of operations, line
management is responsible for
establishing an effective and
efficient operational control
environment;

e periodic audits by Internal Audit
under the guidance of the Board
Audit Committee;

e contingency planning, including
disaster-recovery plans for all the
business units, daily back-ups of
important data at all important
business units, insurance against
computer crime and ‘banker’s

blanket’ insurance; and

e insurance.



Future improvements in operational
risk management will include a
system for self-assessment of
operational risks across the Bank.

MARKET RISKS

Market risks are risks that arise due
to regular changes in the market.
These translate into potential losses
that may result from changes in
market value of tradable assets

due to adverse variances in interest
rates, exchange rates, bond prices or
stock prices. At People’s Bank, we
are very conscious of such potential
losses and take various measures to
mitigate them, including:

e providing training to ensure
adequate skills are in place;

e imposing limits on exposures,
gaps and losses;

e conducting regular valuations; and

e stress testing of positions.

The Assets and Liability Committee
sets in place a framework of risk
management measures designed to
minimise the risk of unfavourable
changes in market conditions which
adversely effect the prices of our
trading and investment portfolio of
Government and other securities
with strict limits on, exposure,
holding period, maturities and

maximum level of loss.

The Bank is currently taking further
measures to strengthen market risk
management.

LIQUIDITY RISK

Liquidity risk occurs when the Bank
is unable to meet obligations that are
due, owing to an inability to liquidate
assets or obtain funding. This means
that funding liquidity risk can be
redefined as the risk to the Bank’s
earnings and capital adequacy arising
from its inability to meet obligations
that become due on a timely basis,
without incurring unacceptable
losses. The Bank is also taking

steps to further develop the liquidity
management process through the

following measures:

e monitoring future cash flows to
ensure requirements can be met
and stress testing these positions;

e maintaining a pool of liquid assets;

e managing the advances to deposit

ratio within set parameters;
e diversification of funding sources;
e ensuring availability of credit lines;
e actively matching funding horizons
of liabilities to liquidity; and
e maintaining a stable retail
deposit base.

LEGAL RISK

As a corporate entity and a
commercial bank, People’s Bank
engages in a large number of legally-
binding transactions and contracts
with counterparties including
customers, suppliers, service
providers and employees. The risks
associated with management of laws
relating to the proper documentation,
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execution and enforcement of these
transactions and management of
changes in the regulatory laws that
can affect the Bank adversely can be
classified as legal risk.

The Bank employs internal and
external legal advisors to help in the
management of this process. The
other measures employed include:

e using standard documentation for
routine transactions;

e implementing policies and
procedures to ensure effective use

of its internal and external counsel;

e keeping abreast of changes in laws
relating to business of the Bank
and other relevant areas and taking
measures to adhere to them;

e keeping abreast of developments
in regulatory laws; and

e ensuring that proper action is
taken to comply with orders of
courts, tribunals and authorities

whenever necessary.

REPUTATION RISK

The reputation of a bank is its most
valuable asset. A negative impact
on reputation will have a disastrous
impact on its financial performance
and can affect its license to operate.
We are aware of the need to
manage and maintain our image and
values by avoiding and preventing
unfavourable episodes which if
subject to public scrutiny would
reflect badly on our reputation and
status. The Bank has taken several

People’s Bank Annual Report 2008 E E



measures to preserve the confidence
of shareholders, including:

e investing in brand;

e Corporate Social Responsibility
activities to connect with the
community and give back;

e code of conduct for all staff
to ensure the highest ethical
behaviour at all times; and

e training to enhance the
performance of the workforce.

COMPLIANCE

Compliance risk is about ascertaining
whether relevant policies, procedures
and controls are in place to mitigate
risk and verifying whether the Bank’s
operations are in compliance with
relevant laws and regulations. A
Chief Compliance Officer has been
appointed to co-ordinate these
efforts. The Bank has also made the
following endeavours in this regard:

e submission of compliance status
reports to the Central Bank of
Sri Lanka and the Board of Directors;

e instilling a compliance culture
across the Bank; and

e intensive training in KYC/anti-
money laundering and CDD
procedures.

IMPLEMENTATION OF BASEL I
The People’s Bank is strongly
committed to achieving full
compliance with each of the
progressive initiatives that have been
and will continue to be initiated by
the Central Bank of Sri Lanka (CBSL)
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in relation to the implementation of
the above in Sri Lanka. Preparatory
arrangements were made to
implement BASEL Il in line with
CBSL guidelines. People’s Bank is
also laying the foundation to move
into the more advanced versions of
BASEL II. These initiations include:

e training of selected staff in
finance, credit, credit control,
Treasury and Treasury Operations
Divisions inter alia, on the
requirements of BASEL II;

¢ the circulation of educational
newsletters and materials to
all staff of the Bank on risk
management and BASEL II;

* selected staff being provided with
local and overseas specialised
training in risk management and
BASEL Il implications;

® commencing a process to procure
a risk management and ALCO
system and a credit scoring and
evaluation system to facilitate
compatibility with BASEL Il
requirements at the Bank.

The management of People’s Bank is
confident that the measures initiated
on an on-going basis will facilitate

the Bank’s full compliance with all
regulatory requirements relating

in particular to all ‘new aspects’
underlying the BASEL Il capital
adequacy computation framework and

related risk managements implications.
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