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Abstract

The last global financial crisis has revealed a felwortcomings in the financial systems. The finahci
institutions regulation and banks risk managemgstesn belong to them. This paper focus on presentaf
the key success factors which were identified byaging risk in the commercial bank in Slovakia dgri
downturn period. To better understand environnueker which commercial banks operate brief desoripbf
the Slovak economy, its banking sector and speciff¢he global crisis impact are described atéginning of
paper. Positive opinion on contribution of the bagkregulation to success of the commercial bask ri
management under downturn is presented in the aeppart. Key success factors are classified asdrited
within three groups: |. Risk management systemh(\migh level of I.T. support) which fulfills eithéBasel 2
requirements or ERM (enterprise risk managemesethb#st practices. 2. Bank governance bodies ienadnt
and readiness to widely support changes in the baarhkagement due to downturn marketCRO (chief risk
officer) leadership role and key risk managemetiviéies during downturn

I. Global Financial Crisis versus Slovak Economy iad Banking Sector

Global financial crisis has influenced the Slovakmomy and banking sector more than one and half ipger
than in the U.S. — at the beginning of 2009. Initoil to that since January' 2009 Euro currency has been
adopted in the Slovak republic. Main crisis imphat been through distress of the real economy ¢acion
crisis) and starting recession. Slovak small opemnemy(5,4 mil. inhabitants) highly depended oreiign
demand (in 2008Export+Import/GDP was168%) wassety hit in 2009 when previous years of GDP growth
(2007:10.6%, 2008:6,2%;) was replaced by sharpiredt4,7% the highest among Visegrad countfjes)
growing unemployment rate (12,1%; 4.8% growth sitioe beginning of crisis is also the highest among
Visegrad countries) and growing budget deficit — 62007: 1,9%; 2008,2,3%). In spite of that Slovakia
(together with Czech Republic has the best courttipg among CEE countries (A+) and due to thatdiss
benefited from Euro adoption with country intereste premium (0,9%). On the other side due to Hrees
reason (Euro adoption) Slovakia cannot react tordom market via exchange rate that is more experfsir
country. The highest crisis hit from sectors paifhview have reached in cyclical industrial sect@stomotive,
steel, chemicals); construction and in servicasnsport/logistics and tourism.

In spite of fact that the banking sectbiasn’t been involved among those ones heavilpyhitrisis but it has
been impacted mainly through real economy. Secttared into crisis with almost 98% banks owneddrgign
capital; highly concentrated (more than 60% of @sewned by 3 largest banks); highly competitivis(fully
licensed banks and 11 branches of the foreign bap&gating on 1 license); sufficiently capitalizaxd liquid;
core business activities are focused mainly on cerial banking and special activities in the areinancing
housing construction; local banks operate mainl\Slavakia; banks operate under Basel 2 regulatioces
January 1st, 2008. Impact of the crisis on the &tdvanking sector had a few specifics in comparisothe
other Western European and U.S. Banks. Backgrotirilese specifics is mainly following: a/ sectorshd
been influenced by liquidity crisis directly mainthanks to approaching Euro adoption, traditionalbver
liquidity in the market (which has continued al§teaJanuary 3 2009), highly conservative securities portfolio
with approx. 76% government bonds, absence of assets. However, liquidity crisis had indirecti§lienced
sector through increased costs of funds (liquidnigrgins applied on international financial marketsh/
“timing“ of the global financial crisis which waspitive for Slovakia in three ways: ba/preventeu Slovak
banking sector from deeper problems related toitcteslses from aggressive lending. During the [zsstiod

! Doc. Ing. Anna Pilkova,PhD, MBA. Faculty of Managent. Comenius University Bratislava, Department of
Strategy and Entrepreneurship, Bratislava, SlovaklaSeptember 2009 Chief Risk Officer in the aoercial
bank in Slovakia.

2 viSegrad Countries — four Central European CoestiHungary, Czech Republic, Slovakia, Poland.

% Sources of Slovak Banking Sector Data: [ 1], [13]Jovak banks financial data and the Annual Report
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(2003 — 2008) some signs typical for pre-crisisqeein the U.S. were recognized in Slovakia, taalrestate
housing prices bubble and high growth of the hoakkfinancing (2008/2002 housing price index soarpdo
270% and household and non-profit institutions ahfaans growth was more than 20% in this time frauork,
bb/positive “timing” impact was also due to shttm period since the previous Slovak banking €r@sid the
banking sector recovetybc/ sector was well capitalized (with high qualitier 1 capital close to 90%) and
profitable before crisis. c/ foreign mother commaniisk policies were mostly strict and the riskgnsactions,
products and investments were mostly concentrateldeadquarters not in local banks. d/ most ofidore
owners belong to more conservative groups whiciteggly have been focused mainly on traditional coroiale
bank business model not on speculation or modesineéss model focus on “origination and distributien
strict local regulator (National Bank of Slovakiahich was alert and since the beginning of crigishie U.S.
and Western Europe applied stricter regular monigpoof each banking institutions through reportifmew
daily reports were introduced) focusing mainly dmors-term and long—term liquidity. At the same éim
regulator seriously focused also on monitoring Base®illar 2 implementation by the local banks.

However, 2009 banking activities and results hafected crisis impact. Due to increased cregk tending
activities stagnated and investment into the SldRefublic state bonds and state bonds of surrograiantries
grew. While volume of corporate loans decrease@42ZD08 -3%), retail segment financing still grev(%).
However, non performing loans ratio reached leyg¥®which is more than 70% higher than in 2008 ndref
stagnated loan volumes, worsening loan portfolexrdased volume of deposit, low interest rates auaabwith
Euro adoption seriously impacted financial resaftthe Slovak banks. 2009 profit after taxesamhing sector
decreased almost by 50% and 11 banks posted Ins80(08 it was 5 banks). Key drivers of decreased
profitability were revenues (mainly decreased iffmeexchange revenues due to Euro adoption amdesit
income) and creation of loan loss provisions (threased by 25% on annual basis). On the other thiel
banking sector achieved quite high level of capétdéquacy ratio (12,6%/ increased by 1.4% duriray)}e
good liquidity position (e.g. loans to depositoatias 77%) and manageable market risk.

All of these circumstances tested commercial b&tikmanages and CROs learnt lessons what to dacteesed
in downturn markets.

II. Banking Regulation as a Contributor to Key Sucess Factors of the Commercial Bank Risk
Management during Downturn Market

The bank risk management system and financiakunistn regulation have been identified among thg iksues

of the current financial crisis. On the other siéin Hamptor? presented that “Many business people pay lip
service to Sarbanes-Oxley, Basel Il, and ERM. kirthearts, they believe the processes requiredllithree
were designed by bureaucrats, professors, or megslavho do not really understand risk”. Howeveuny o
opinion coming from the last years experiences atpeg during crisis is different and is presentedhis paper
through identification of the key success factofshe commercial bank risk management under downtur
market within Basel 2 framework. Banking regulatio Europe has long-term histérgnd regulators effort has

* The previous crisis started in 1998 and in 20@lptfivatization and restructuring of the major Sllobanks

had been completed. In that period, “non perfogaans ratio” reached 30%, 4 banks (out of 25khasted
and 1 was restructured and then sold. Ownerseofi¢tvly privatized banks introduced more consereati
approach towards credit risk — to be in line with best banking principles.

> Level of minimum capital adequacy required by tetr is 8%.

¢ Hampton, J. John: Fundamentals of Enterprise Riskagement, “How top companies assess risk, manage
exposures and seize opportunities”, AMACOM 200924p.

" In 1930 the Bank for International Settlements (BHas been established in the aftermath of the tGrea
Depression. The first bank capital accord - pressae basis of the current regulation has beerclaohin 1988
under the name New Basel Capital AccdBagel J). Originally in this regulation capital requirememas set to
cover onlybank credit risk ( is defined as the risk that an unexpected chasfgihe credit quality of a
counterparty might generate a change in the valubeocredit exposure towards it — it includ@sfault risk,
Migration risk, Country risk, Pre-settlement Risk, Delivery Risk, Securitization Risk, Residual risk)

and its amount was simply calculated using riskgivéng structure based on type of borrower (obligmd not
directly on the risk of losses. This regulation veasended in 1996 — extended to cover atsoket risk ( is
defined as the impact that movements in markeettadgriables can have on the economic value oB#rk’s
portfolio. It includesinterest rate risk, Exchange rate risk, Equity risk, Commodity risk, Volatility risk, Credit
Foread Risk)

. Basel | has been heavily criticized for being toode, opening the door to regulatory arbitrage @fncburse
related to the “credit crunch” of the early 199Dsie to that the reforming process of Basel 1 dfasted has
been finalized in 2006 and new regulation has le@mched under the name Basel 2.
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been materialized in Basel 2 regulafioBasel 2 started to be valid in the countries ofdpean Union since
January, 1st 2008. Unfortunately, due to the glabigls timing for its validation was not the bese. Due to
that at the moment it is not possible to fully ferhypothesis that the banks which applied for more
sophisticated approaches (based on usage of owrelsnadeated on own data...) to calculate capital
requirements are better off than those that usplsistandard approaches. At the beginning of 208@rity of

the banking institutions in Slovakia were prepafed Pillar | implementation mostly only for the giest
method for capital requirements calculation forddreoperational and market risks. They were aksady for
Pillar 3 application. However, in years 2008 afR02 they still worked on projects of Pillar 2 implentation.

In our opinion in spite of fact that the last fiméal crisis discovered serious weaknesses of Biisele of the
positive sides of this regulation is that in aduitito intention to motivate banks to apply morehssiicated
approaches for capital requirements calculationPillar 1, regulators also “legally” enforced finaaic
institutions to develop and introduce comprehensisk management system (or let’'s say enterprisie ri
management system) through Pillar 2. This systens ifully developed and implemented creates a good
framework for assessment, valuation and mitigatibthe bank risk position during crisis period, toBillar 2°
(and particularly its part Internal Capital AssessiProcess - ICAAP) put pressure on commerciakfan
develop tailored-made risk management system fatigvkey principles formulated by Basel 2 documents
(including relevant EU Directives).

lll. Key Success Factors in Downturn Market

We have classified key success factors into threaps. The best practices that have been usethweidith of
these groups during the last downturn are furtiescdbed.

1. Bank Operates under Risk Management System (withigh level of I.T. support) which fulfills either
Basel 2 requirements or the best practices of Entprise risk management (ERM) system.

.Banking institutions which historically put effoand interest to systematically build relevant ms&nagement
system were among the first to apply for advanoedels for capital requirements calculation (witRitlar 1)
and in usinglCAAP tool which could be markeds an alternative for the ERM
ICAAP is known within the commercial banks as aulatpry requirement. It is important to admit tiséll isn’t
widely accepted by bankers as a good frameworldeelopment of an internal risk management systéioh
in line with Basel 2 /Pillar 2 principles is focuken:
» Adequately identify, measure, aggregate and monhferinstitution’s risks. Banks are required to
correctly assess all material risks which are eggdse: a/ in addition to the risks of Pillar 1,Rillar 2
those part of risks which are not covered by chpiidculated in Pillar 1 are included in Pillar .
market risk of banking book if iffillar 1 market risk for trading book is only incled). b/business
risk, strategic risk, liquidity risk, financial iestment risk, real estate risk, reputational risk e
* Hold adequaténternal capital in relation to the institution’s risk profile. Wkiregulatory capital is a
key for Pillar 1, in Pillar 2 capital categoriekdieconomic and internal*'are crucial. In addition to

®¥The goal of regulators during long-term historyasegulate setting appropriate level of capitatording to
the riskiness of particular bank institution. Cap#erves as a cushion to cover unexpected loasegd by
external environment or specific events causedbividual bank. Basel 2 [6,7,18B2) regulation is often
described as an architecture resting on 3 pilRitir 1 - Minimum capital requirements, Pillar 2 -
Supervisory review and Pillar 3 — Market discipline

° There have already been proposed changes by Bagehittee (in summer and December 2009) to fixghes
shortcomings (see more in European Commission:d@ador a DIRECTIVE OF THE EUROPEAN
PARLIAMENT AND OF THE COUNCIL amending Directive®)06/48/EC and 2006/49/EC as regards capital
requirements for the trading book and for re-séi@ations, and the supervisory review of remunerafiolicies
(COM(2009)362(CRDIII) — in approval process; Eurape&Commission: Consultation regarding further guesi
changes to the Capital Requirements Directive (CYRDunder discussion.

19 Minimum Capital Requirements from Basel | wereangied by Basel Il to include the Supervisory Review
Process (Pillar 2) and the Market Discipline (PiBy. Pillar 2 - regulates: a/ implementation odgesses for
assessment of capital adequacy; b/strategies fimtain@ng capital levels; c/ establishment of sbigarisk
management systems ; d/ evaluation process by\dspey authorities; e/necessary supervisory mess(on
basis of evaluation process).

11 Economic capital

= capital to cover potential unexpected risks, whigtallocated for 1 year and is expected to yield a
required return with required level of confidence.
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that level ofavailable own fundswhich are define@s sourcedor coverage of all risks are important,
too.

» Use sound risknanagement systems and develop thefarther. This part should focus on “design”
and implementation of relevant risk managementgsees and adequate organizational structure which
ensures risk relevant corporate governance.

If the bank operates under ICAAP it has an ero¢llechnical support framework both for modelifignéernal

capital needed for individual risks and their grtion (applying diversification effects). In atidn to that risk
processes should fulfill minimum standards requisgdegulator. All-in (including risk culture wih usually
is built-in these types of institutions ) are vémportant assumptions to manage risk during downboarrectly

as at that time commercial bank risk managemerst getlly complicated. However, lesson which werle#

that adjustment and correct activities particularly two components of the bank risk managementesys

Governance Bodies and CRO leadership and rightagenent of his/her activities play key roles dgri
downturn.

2. Bank Governance Bodies Involvement and Readinegs Widely Support Changes in the Bank
Management due to Downturn Market

The Bank Governance Bodies play crucial role inwh®le process of adjustment to a new situationnathe
key bank system — risk management gets complicdteely should bring in consensus the whole banktand
apply common approach (particularly risk and bussnenits) to manage new situation. Key succesegidriare :
a/ Bank Governance Bodie¥ are involved from the beginning in the process afhanges to prepare bank in
advance for a new situation. Their key role angoesibility in relation tayeneral managerialareas are:

. to approve newly projected risk profile and rtaking capacity expected due to new conditionsdptance
how much risk is the bank willing/ able to acceptime with shareholder’s appetite and own capacity

. to communicate newly expected risk profile argk iaking capacity to key shareholders to knowrthisk
appetite and readiness to support it by capitategded. Important part of this communication isi¢égotiate
with shareholders potential changes in goals amygts of the bank.

. to launch process of changes and approval maahgercuments (Bank Strategy/Budget and KB Risk
Strategy and Policies ...) to reflect a new risk pe¢parameters) and capacity if market conditioreschanged
or are expected to be changed significantly ang nk@nagerial documents don’t reflect them.

.to ensure that all approved documents are coyrexmmunicated throughout the whole bank and truly
implemented taninimize strategic and business risks?

. to ensure clear alignment of risk and businessetso@ihe leadership role of CEO and the governance bodie
are inevitable mainly if institution hasn't operaten this mode before downturn and senior leadprésam
responsible for business is reluctant to this afignt. Risk adjusted performance measurement sysised on
a newly created managerial documents and condistenilemented through all managerial levels of laak is
important factor to ensure this alignment.

. to O\rlfsrsee risks without owners but with high intpaoce for the bank: strategic, business, reputation
horizon™.

= Dbasis for calculation are the corresponding VaRytg
= covers all risk types included in calculation ofnimum capital requirements (market, credit and
operational risks), as well as those not accoufdege.g. interest rate risk in banking book, resiate
risk, business risk, financial investment risk etc.
Internal capital is defined as total capital needdoverage of risks, the bank is exposed to atwgi@n of its
activity. It is expressed as the summary of aggeshaconomic capital adjusted by diversificatiofeetf and
capital cushion. Capital cushion might be usedotaec such risks as cyclicality, model risk etc.
2Governance bodies are statutory bodies: Board mefcltirs and Supervisory Board defined in line wiité
Slovak Commercial Code and Banking Act.
13 KPI — key performance indicator.
14 Strategic risk is defined as the risk of suffering potential Esslue to taken decisions or radical changes in
the business environment, improper implementatfateoisions, lack of responsiveness to changdsan t
business environment, etc.
1% Business riskis define as loss which can occur due to adversexpected changes in business volume
and/or margins that are not due to credit, markdtaperational risks-
15 Reputational risk is current or prospective risk to earning and te@irising from adverse perception of the
image of the financial institution on the part astomers, counterparties, shareholders, investaegalators.
Horizon risk is defined as an external exposure that arises Wieeorganization is not actively scanning its
external environment for developments and changamygs that could affect business and operatioBp[195]
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b/ To ensure and underlineleadership role of Chief Risk Officer (CRO) and Chié Financial Officer
(CFO) in key areas of importance -in the capital management and risk management.

¢/ To support and ensurestrong independent position of risk management unif(in line with its mission)
not only formally (via organizational chart requiréy valid legal acts) but also informally to dme risk
culture in the bank.

3. CRO Leadership Role and Key Risk Management Actities during Downturn

CRO and his/heteam are one of th&ey success factord:

. CRO is authority accepted by the others (inclgd®EO and Board of Directors) due to his/her pemkon
characteristics (strong personality with high leeélintegrity...), communication skills but also peskional
capabilities and capabilities to encourage othersctept risk management missi6ide/she has to be flexible
and able to manage under high level of uncertaamty should be rather conservative than liberal rityan
decision on expected risk parameters, provisiomsinmm level of capital, capital cushion etc. ).

. CRO behaves very transparently and has in mindptrate social responsibility” of his/her institut when
does or proposes risk management solutions.

. CRO has a clear vision, own strategy and plan toreview the whole risk management system, émtifly
key risk drivers at each phase of the risk managtprocess and their impact on the bank’ s riskilp and
risk taking capacity. In this way he/she has toasca coordinator of numerous tasks and activitiesby his
own staff and closely cooperating units

. risk team is both from professional and motivation sidesabl assess impacts of the new environment on
risk types and exposures they are responsiblenibisaalso able to propose alternatives to mitigiaen. CRO
must assess team capabilities from those perspsctiv fix discovered weaknesses and encouragsugpbrt
team to work under new circumstances.

. CRO adjusts reporting system to serve his/her nigediswnturn market.

. Simply saying he/she is both a good leader and gana

Key Risk Management Activities:

a/ Review, adjust and communicate Risk Management Msion to reflect appropriately new
circumstances.

It is quite usual that mission of the Risk Managamit is very narrowly stated within commercialni.

Due to that risk management role is many timesrigotly understood just as a narrow control functi®his
understanding is particularly danger during dowmtwhen risk management unit should play its adgéagling
role to properly respond toward crisis in its cotepee area. Therefore communication of missionuidnoits
key building blocks (see below) were found usefothbas an explanatory tool and as a road map foewe

181t appeared that CRO who is well familiar (evenertpwith Basel 2 processes brings an additionkievto
the organization (both in risk mitigation area aagital efficiency management).
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adjustment and communication of the risk managemesie and system under new situation.

Mission and Goal of Risk Management Unit

Proactive Approach to Risk Management under Global Financial and Economic Crisis!!!

Mision of the Risk Management: &/ to set up quidelines (policy, limits), b/ to identify, measure, monitor and report LEVEL OF:

Credit risk

Other risks: e.g.

+ Strategic risk . Marie
+ Business risk Integrated risk including

Market risk

« Real estate risk liquidity risk

* Reputational risk Operational risk

for

a) Individual transaction / standalone risk
b) portfolio

through application of relevant

a) risk models / tools
b) risk processes - risk / return value
- the amount of economic capital

With goal to mitigate potential losses and identify
new business opportunities
to add SUSTAINABLE value to

! Lol
STAICrnorucrs

to be in compliance with regulatory requests

Chart 1: Key Building Blocks of the Commercial BankRisk Management Unit Mission and Goals.

b/ To review/set up process to regularly scan exteah and internal environment with aim to identify,
measure and mitigate impact of discovered changesn the bank’ s risk profile and risk taking capacity.
This must be a permanent process: it is never knowwhich risk can pop-up or change its importance
during downturn.

To do the first “fast and dirty analysis and vailoat of the warning signals which come from extdr(global
and local macroeconomic, industrial) and intert@nk) environments at the beginning to assessahk& bsk
position fast and fairly and to propose to the gonaace bodies the first strategic and operationalective
actionsis inevitable This activity highly influenced the bankorizon risk. It is not unusual that at the
beginning of downturn CRO is exposed to critiquantyafrom business people when he/she stressesrtanpme
to consider incoming changes in external envirortra@d their impact on concrete risk types. As thasmnges
are still not “visible” in the bank’s income statemh business people are suspicious and think thatteir bank
doesn’t have to be affected by crisis etc. Failmthis activity at right time might create serigu®blems for
future.
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Commercial bank which has already implemented ICAAR similar ERM system) is in advantage as it aa@
ICAAP tool to assess level of risk types and identify impdattmnges through comparison current/estimated
level with level achieved originally /at previowssessment. In line with model applied in thigcpss each risk
type is measured according to expected loss, edongapital for unexpected loss and finally ( ineliwith the
best risk management practices) it is useful tdyapgiresstesting for calculation of required internal capita
Outcome of this analysis is the level of capitadtfbregulatory and internal bank capital) whiclméeded to
cover assessed bank’s risk prdfiléThe best practice is to calculate level of ecomocaipital needed and the
bank risk taking capacity) at least on quarterlsi®ar more often if market conditions are veryatité.

Based on achieved results it is important to setiskppriorities the bank should focus on. Durihg fast crisis
the Slovak commercial banks identifiegkdit risk as one that has been mainly affectedybdownturn. *8

¢/ CRO Main Attention (Priority) Put on the Risk Types Heavily Influenced by Downturn: Credit Risk

The first crucial task is to reviegredit risk strategy and propose its adjustment.
Based on observation of the Slovak banks practicesimportant to set up a right credit risk $&égy for current
crisis. It meant to take into consideration pasetlitrstrategy. Two scenarios have been identified:.

(1) banks with aggressive credit risk strategy in thetf they were focused primarily on loans growth
through fast market share acquisition both in coafoand retail segments). At the beginning dfisri
those banks applied strict credit risk parametelfjssament (both on customer and product levels);
exposure reduction for customers that have not bekme with expected credit risk parameters,ngsi
etc). Result of these strategies was radical stop in loagxpansion — credit crunch with serious
macroeconomic impacts and threats also for customerwho were temporarily influenced by
downturn.

(2) banks with conservative credit risk strategy in ffast (they were focused on steady loan growth
through retention of existing customers and actjaisiof new ones with better ratings and applying
stricter product credit risk parameters}. tAe beginning of downturn those banks only moderely
adjusted their credit risk strategy and continued b do business as usual. It is a case when risk
management (in line with its mission) discovers andupport business opportunities in the market.

When credit strategy is approved, the next actigishould be done to implement it:

Comprehensive credit risk management reviewed bothn aggregated and single transaction levels.

CRO should focus on comprehensive credit risk mamemt review which means both review on aggregated
level (loan portfolio and credit policies) and dmgransaction review (from processes and organizalt point
of view) .

Credit risk management assessment was on an aggrega level.

There are the following areas of focus on aggrebdével credit risk policies and credit portfolio
monitoring.

Information collected from external and internascing. Agreed credit strategy created input datalianging
of relevant credit risk policies. CRO role is tepare these changes for wide discussion mainly buiginess
units, to achieve agreement on their implementagind to propose them for final approval to the Bloaf
Directors/Supervisory Boards. This is a very chagdiag task as it usually affects the bank busiséisdegy and
budget. But it belongs to the critical succesgdiss when agreement on changes is achieved anemgr s
management team members and in the next step gsiatedy communicated to the lower levels throughbat
bank. If these agreed changes are not properlymaoncated within the bank, then confusion partidyla
among business and risk units, can cause destagifar the bank and its management.

Credit portfolio development monitoring is also very important component of the credit riskneagement on
an aggregated levdh addition to a regular credit portfolio review ORnust ensure to monitor credit portfolio
mainly from industrial and single exposure concaiins points of view. Outcome of this monitorisgusually

" This level of capital needed is compared to thekb@wvn funds (information is provided by CFO areas)l
based on that the bank can assess its risk takjpgcty — how much capital is still available toveofuture risk
arising either by a new businesses or increasisgs rfrom existing exposures due to downturn market
development. These results serves as a basisR@r @roposal to governance bodies to decide wival lef

risk taking capacity (in relation to risk profiléy acceptable for the bank: either mitigate riskuse rising
opportunities.  This process (assessment, calonldével of capital and risk taking capacity ) skiobe
regularly repeated during downturn time.

18 spite of fact thatiquidity and market risks were not identified as high ones as in the other European
countries and the U.S., it was critical to regylamhonitor their development (e.g. following settifigit
fulfillment etc.) during the whole volatile period.
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proposal for changing concentration limits for thasdustries which are heavily influenced by downtand
special review /monitoring should be set up forltdrgest exposure which default would cause sigaifi losses
and can be potential threat for the bank. To aehimnsensus among risk management, finance andelsssi
units at the first step and the Board of Directorthe second step, contributed important sucaessifs.

Single transaction credit procesS screening and CRO role.

At each credit process phase there are eventsatyipicdownturn, which ask for CRO involvement dixihg.
Underwriting 2°

. due to customer credibility worsening and shataf business opportunities, risk managers/riskyats in
underwritingunits are exposet higher pressure from business peopl® approve loans which are not fully in
line with approved/valid rules (number of requefsts exceptions from business side is increasing ih a
potential source of portfolio worsening in the fietu CRO should ensure that appropriate “exceptions
management policy, their recording and monitorsgiplace” and regularly valuated.

. fraudulent documentation and data— worsening external environment conditions enagersome customers
to present fraudulent documents within loan appbca process. CRO should focus on review of data
verification process (to be independent from bussnenits) particularly in retail segment to revigalidulence
in advance. Potential loss which is related to #usvity is classified as a risk type on edge dareperation
risks).

. review credit rating/scoring models whether they are still reliable for decision makipgpcess during
downturn conditions or should be adjusted or regaduy individual risk manager assessment

Credit Risk Mitigation %

To review credit risk mitigation means and procedselong to the most difficult and important taskcredit
risk area. To be sure about legally correct barditjpm to be able to enforce its rights from egllateral is
very important due to increasing number of defalittastomers during downtuff Those banks which passed
through Basel 2 approval process for advancedalagitjuirements calculation models (IRB approacheare

in better position also in area of credit risk gatiion. They had to proof that all types of thetlateral are
correctly managed in line with Basel 2 rules (earectly recorded in the banking system, regulegiyaluated
etc).

Monitoring %

Monitoring plays a very important role during downt as through early warning systems informs mamage
well in advance on a potential credit risk increbséh on single level of exposures and within thakbcredit
portfolio. CRO should ensure that relevant monitgrprocesses (either manual or automated) areage@nd
may extend regular early warning system both fda deom areas that were not part of monitoringobef
downturn(e.g. information from Social Security st Tax Offices etc.) and from companies liquidity
perspectives.

Work-out **

In a downturn work-out plays a key role in a cregik management as a level of non-performing loartfolio
and efficiency of its recovery depends on work+mainagement strategy and capacity. CRO has to revk-
out strategic alternatives and proposed the bdsti@o which is the most acceptable for the bangmfr
cost/benefit analysis point of view. Basicallyrdare two possible options : a/ in-house solutidhis option
means to analyze expected future flow-in of norfgraring loans, calculate work-out internal capgacit
extension and base on that run cost/benefit arsabfsihis alternative. Following experiences in\v@lkia, this

%1n line with the best commercial banking practicedit process for single transaction is dividet ithe
following phases: underwriting, monitoring and warbt

% Goal of underwriting is to grant loans or renenedit lines to bank clients to minimize risk of deft and
maximize the possibility of recovery in case ofaiéf

ZCredit risk mitigation is defined as a set of means processes which serve to the bank to protsinst
potential losses caused by borrower” s defaultoer liabilities towards bank from its primary soes of
repayment (cash flow). Key parts of these meansliffiexent types of collateral which bank accepts

2n cases of defaulted customers collateral is tsetbcrease losses via yield from executed codhter
which the bank apply its ownership rights.

% Goal of monitoring is to actively monitor and mgsahe credit risk profile of the bank clients afieanting
loans, in order to minimize their risk of defauttdamaximize the possibility of recovery in casalefault.

2 Work-out is defined as a process which is apphiaen customer is in default. In line with the bestking
practices defaulted customers should be transfamtedgspecial unit (Work-out) and special treatmambuld be
introduced to minimize losses from client’s exp@siWork-out in this paper is defined as an unitolhdealing
with corporate customers through RestructuringRethil and Small Business customers through regover
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option is preferable for banks with majority of porate and mortgage portfolio. b/ outsourcing ofrkaout
activities either through selling part of non-penfing loan portfolio or transferring of work-outtadgties but
related non-performing loan portfolio is kept omkabalance sheet. This option is preferred by bamikls
majority of retail portfolio.

d/ CRO and the Other Commercial Bank Risks during Dowturn.

Regarding CRO role towards the other commelwaalk risks it is important to stress that he/shesisally
directly responsible for those risks which ownems directly identified which means in additiondedit risk
his/her responsibility is also for operational, ketrand liquidity risks>

Operational ris® after credit risk presents tendency to increaséng downturn in Slovakia. It is mainly
caused by worsening of the operating environmehts Ts also area where is evident that banks that h
implemented Basel 2 advanced measurement app(adth) for required capital calculation (within Far 1)
are better prepared for operational risk managemedéer downturn market. Reason is that they hapags
strict approval process run by regulator duringolthihey had to proof that their processes were thdpped,
risk owners identified, communication with centrigk control unit defined, system of data collentis properly
operating. Data are correctly transferred to theAAModel for capital calculatianDue to that their internal
structure and processes are better manageableatidliable during downturn.

As far as risks types without owners (strategik, risusiness risk, horizon risk, reputational ristg.) are CRO
plays mostly supporting role both as their methodgland capital requirements quantification arespite of
this role it is important to stress that thosegiskght be a big threat for the bank with highlgatve influence
on the level of requested capital during downt@RO role is both to check whether bank has sufftcoapital
to cover those risks and to play the “next levetontrol” whether right processes to mange thesesrare in
place. During downturn strategic, reputational &ndzon risks are many times neglected as capéatied to
cover them is not explicitly required by regulatorbe presented (and of course is difficult to bewated) but
might be critical and CRO must be sure that goveraabodies receive all relevant information to grbp
oversee them.

Conclusion

Recent financial crisis encouraged world-wide déston what to do to minimize financial crisis oaeumce in
the future. New (adjusted) financial system ratjahs are currently either under discussion oraad. It is
natural that financial institutions are many tinrefuctant towards further regulations mainly wheeyt are
excessive and ill-designed. But our opinion ig Basel 2, Pillar 2 principles can serve as a ggaideline to
set up such the commercial bank risk managemetgrayshich (if is fully developed and implementednde
helpful tool for the correct bank management dudognturn. However, it is equally important to iti§nright
factors and measurements on the level of each ewaimh bank which could allow fully exploit featuod the
risk management system built on Basel 2, Pillari@ciples. Practical experiences from managing iiskhe
commercial bank in Slovakia helped to identify lseccess factors. They can also serve as a loadisrther
discussion how to built efficiently operating comntial bank risk management system which couldesboth
for prevention of crisis situation and also formagement if crisis occurs.
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