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Preface

1. WELCOME
Welcome to the module Risk Management for Bankers.

The management of banking risks has in recent years become an increasingly important field
of study. During 2007/2008, the world suffered the most serious financial crisis since the
1930s, resulting in prolonged detrimental effects on the global economy. Many countries went
into a recession, experiencing higher employment and soaring levels of government debt. The
financial crisis was caused primarily by the failure of a number of major global banks. Most
bank failures were linked to a high ratio of non-performing loans to total loans.

A number of adverse events, such as terrorist attacks and weather-related disasters, high-level
fraud cases and other important global trends also resulted in a greater emphasis being placed
on operational risks, with the Basel Committee on Banking Supervision (BCBS) playing a
leading role. This Committee advocates sound risk management practices for the entire global
banking industry. The Basel Committee has published various papers aimed at guiding banks
in the management of risk. These papers are available from the web-site at www.bis.org.

The learning content and activities contained in this module will assist you to interpret the
specific types of risks experienced by banks, identify the main risk management techniques
and recognise the increasing need for banks to adopt more formal and quantitative risk
measurement and risk management procedures and processes.

I hope that you will enjoy this dynamic area of study and that it will add value to your role at
your workplace.

2. OVERVIEW OF THE MODULE
All profit-maximising businesses must deal with a variety of risks, including macroeconomic
risks such as recession and microeconomic risks such as new competitive threats. These are
just as relevant to banks. However, banks are also faced with a set of unique risks and, of their
own accord; they assume higher risks to increase their profits.

“The fact is that bankers are in the business of managing risks. Pure and simple, that is
the business of banking.” (Walter Wriston, former CEO of Citibank; The Economist, 10
April 1993)

These risks, and how they should be managed, are the subject of the module.

3. PURPOSE OF THE MODULE
The purpose of this module is for students to develop a sound understanding of the concepts
of risks within a banking environment and how to best manage these risks.

Under the increasing pressure to improve shareholders’ returns, banks often have to assume
higher risks while, at the same time, managing these risks effectively to avoid losses. Recent
changes in the banking environment, in particular, have posed serious risk challenges to risk
managers in banks.
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4. LEARNING OUTCOMES OF THIS MODULE
On completion of this module, students should be able to do the following:

Specific outcome 1
Explain the concept of risk and identify the various types of banking risks.

Assessment criteria
● The broader concept of risk is defined.
● The types of risks that constitute a risk to a bank are identified.
● The way in which these risks arise and where they are concentrated are explained.

Specific outcome 2
Describe the risk management process.

Assessment criteria
● A risk management framework is explained through practical examples.
● The key steps of the risk management process are listed and explained.
● The significance of each step in the process is identified.

Specific outcome 3
Provide an overview of the financial management of banks.

Assessment criteria
● The main assets and liabilities of banks are identified.
● The role of equity in the management of banks is explained.
● The areas of focus for the financial management of banks are highlighted.

Specific outcome 4
Assess the importance of the management of risks in the banking industry

Assessment criteria
● An explanation of the goals and roles of risk management are given.
● The application of risk management as a policy tool for banks is evaluated.

Specific outcome 5
Analyse the various types of risks faced by banks.

Assessment criteria
● The different risks used in the calculation of regulatory capital in terms of Basel II (credit
risk, market risk and operational risk) are clearly explained.

● The risks that are part of the asset and liability function of banks (interest rate risk and
liquidity risks) are identified and their impact on the bank explained.

● Various other risks faced by banks are identified.
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Specific outcome 6
Explain how banks can manage their risks.

Assessment criteria
● The measurement of potential losses is explained.
● The components of credit risk and market risk are described.
● The key sources of interest rate risk are identified.
● The gap analysis as a technique to manage interest rate risk is evaluated.
● The use of the duration gap analysis for the estimation of the bank’s overall interest rate
exposure is explained.

5. MODULE FRAMEWORK
The module is divided into two parts and consists of seven learning units.

PART 1
Learning unit 1: The concept of risk and various types of banking risks

1.1 The definition of risk
1.2 The types of risks specific o the business of banking
1.3 Practical examples of some common banking risks

Learning unit 2: Introduction to bank management – the balance sheet and income
structure
2.1 Management of finances
2.2 A bank’s balance sheet and income structure
2.3 Focus areas in bank management

Learning unit 3: Managing banks

Learning unit 4: The roles of risk management and the risk management process
4.1 Definition and role of risk management
4.2 Increased awareness of banking risks
4.3 The risk management process

PART 2
Learning unit 5: An analysis of specific banking risks

5.1 Credit risk
5.2 Interest rate risk
5.3 Liquidity risk
5.4 Foreign exchange risk
5.5 Market (trading) risk
5.6 Country and sovereign risk
5.7 Operational risk
5.8 Other risks
5.9 Capital adequacy and solvency

Learning unit 6: Banking risk management
6.1 Introduction
6.2 General risk management

RSK1501/1 (vii)
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6.3 The management process of specific risks
6.4 Conclusion

Learning unit 7: Regulatory response to the global financial crisis of 2007–2009
7.1 Introduction
7.2 Specific examples

6. COMPOSITION OF THE STUDY
The composition of the learning material will consist of selected chapters from a prescribed
book, a study guide and tutorial letters. The study guide and tutorial letters will also be
available online. Further reading material will be posted on myUnisa during the semester and
students are also encouraged to participate in the online discussions.

The prescribed book for this module is

Casu, B, Girardone C & Molyneux, P. 2006. Introduction to banking. Essex: Prentice Hall.

7. EFFECTIVE LEARNING
It is important to test whether you understand the ideas presented in each learning unit and
complete the assessments and activities before attempting the next learning unit.

7.1 Suggestions on how to approach your studies
Tutorial Letter 101 and the study guide will direct you on how to approach the learning and
all other resources and explain how you can use these to your benefit.

In the study guide we make a definite distinction between the parts of the prescribed book
you have to read and those you have to study. Certain parts of the prescribed book do not
form part of the syllabus of the module.

Studying. The sections that have to be studied are clearly indicated and form the basis of the
assignments and examinations. You need to understand the content of these sections in the
study guide to be able to do the activities and assignments, to achieve the learning outcomes
and to pass the examination. In particular, you should use the prescribed book for studying
Part 2 of the module. Chapters 10 and 11 of the book deal extensively with the subject matter.
A limited number of copies of chapter 11 are available from the library as part of the
electronic resources.

To understand the learning material, you must, firstly, accept responsibility for your own
studies. Secondly, learning is not the same as memorising. You will be expected to understand
and apply the information, not just remember it. You are therefore encouraged to participate
in the online discussions forums.

Reading. In some parts of the study guide, you will be instructed to read certain sections in
the prescribed book. This means that you should take note of these sections, either because
they contain useful background information or because they offer another perspective on the
study material or because they give further examples. These sections will give you some
context, help you to make notes and generally improve your understanding of the topic.

You should follow a schedule and allocate your time for studying the various topics, learning
units and doing the activities in the study guide as well as the assignments contained in
Tutorial Letter 101. You are also encouraged to research the various topics and latest

PREFACE



developments in the field of banking risk management by using the library, internet and
various other sources of information. You should question the ideas and information that you
come across. To test your understanding of the ideas that you learn about in this module, you
should try to apply them to real situations.

7.2 Importance of completing activities, assignments and self-assessment
questions

7.2.1 Activities

You will come across various types of activities in this study guide. Doing these activities is
crucial to the successful completion of this module.

7.2.2 Assignments

Assignments for this module will be provided in Tutorial Letter 101. To achieve the learning
outcomes, you must complete the assignments. Completing the assignments will enable you
to develop a feel for the type of questions you can expect in the examination and will give you
first-hand feedback from the lecturer. The assignment questions also provide you with the
opportunity to apply the theory to a case study or a practical situation in your own workplace.

You will be informed of the purpose of each assignment and which module outcomes will be
assessed by the assignment. Details of the assignments with their associated assessment
criteria and the format and requirements of the examination are provided in Tutorial Letter
101.

7.2.3 Assessment questions

At the end of each learning unit, you will find a list of possible assessment questions based on
the work done in that section. Work through these questions diligently, since they are an
extremely useful opportunity to prepare for possible examination questions. Self-assessment
plays a very important role in the mastering of learning outcomes. You will find most of the
answers to these questions in the study material covered in the study guide. We do not believe
that the examination should contain “surprises”. It is therefore in your own interest to work
through these assessment questions.

7.2.4 Formal assessment of the module

During the semester you will be assessed on your assignments and at the end of the semester
you will be assessed in the examination itself. All assessments will be done according to
transparent assessment criteria that link directly to the module outcomes.

The assignment mark (s) will count, with your final formal assessment, towards your total
mark.

Further details of the assessment and examination requirements of this module are provided
in Tutorial Letter 101.

8. USE OF ICONS
The icons and the meaning of each are explained below:

RSK1501/1 (ix)
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ICONS USED IN THIS STUDY GUIDE. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

Learning outcomes and assessment criteria. The aspects of a particular
topic or learning unit you have to master (i.e. know and understand) and will be
tested on in the examination to demonstrate competence.

Overview. The overview provides the background to a particular topic or learn-
ing unit.

Study. This icon indicates which sections of the prescribed book you need to
study (i.e. learn, understand and practise).

Read. This icon will direct you to read certain sections of the prescribed book
for background information.

Summary. This section provides a brief summary of what was covered in a par-
ticular learning unit and what can be expected in the following learning unit(s).

Activity and feedback. These self-assessment activities should be performed
to develop a deeper understanding of the learning material. Feedback is pro-
vided on the self-assessment activities.
Assessment. When you see the Assessment icon you will be required to test
your knowledge, understanding and application of the material you have just
studied.
Key concepts. Attention is drawn to certain keywords or concepts that you
have come across in the topic or learning unit.

9. WHAT YOU CAN EXPECT FROM UNISA
You can expect us to:
● provide you with up-to-date and relevant learning material, which is regularly compared
and benchmarked against similar local and international programmes. We will keep the
learning material in line with the needs of industry and commerce by consulting regularly
with the profession, industry leaders and government officials.

● provide learning material that includes local examples for you to understand the country-
specific challenges faced by South African banks.

● help you develop competencies and skills at a certain level. The outcomes correspond to
the National Qualifications Framework (NQF) level 5. You will be assessed in the light of
the level descriptors of the NQF’s level.

● give you support whenever you need it. You may contact your lecturers by making person-
al appointments, or you can contact them by phone or via e-mail or via myUnisa. We
understand that studying through distance education is more challenging than attending a
residential university.

● provide you with clear indications of what we expect from you in terms of your
assessment.

● give you timeous feedback on assignments. We will return an assignment to you within
three weeks after the due date if you submitted the assignment before the due date.

● impart knowledge, skills, attributes and values with the objective of you becoming a com-
petent and professional graduate who have the potential to make a sustained positive
contribution to society, to your profession and in your workplace. In other words we aim
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to produce graduates that are RARE (Responsible, Accountable, Relevant and Ethical)
citizens in every community where they operate.

10. CONCLUSION
We wish you luck with your studies and we are certainly looking forward to being your
partner during your period of study.

Best wishes

Lecturers for Risk Management for Bankers

Department of Finance, Risk Management and Banking

College for Economic and Management Sciences

RSK1501/1 (xi)
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Learning unit 1
The concept of risk and various types of banking
risksLearningunit1

Contents

1.1 THE DEFINITION OF RISK 3
1.2 THE TYPES OF RISKS SPECIFIC TO THE BUSINESS OF BANKING 4
1.3 PRACTICAL EXAMPLES OF SOME COMMON BANKING RISKS 5

1.3.1 Credit risk 5
1.3.2 Market risk 6
1.3.3 Operational risk 6

LEARNING OUTCOMES

After completing this learning unit you will be able to:
● define the concept of risk in its broader sense
● identify, define and distinguish between the different types of risks banks encounter
● apply practical examples to describe how banking risks are classified, how these risks

arise and where they are concentrated

Overview of Learning unit 1

1.1 THE DEFINITION OF RISK
Risk is the potential that a chosen action or activity will lead to a loss (an undesirable
outcome). The notion implies that choices have an influence on the outcomes. Potential
losses themselves may also be called “risks”. Almost any human endeavour carries some risk,
but some are much more risky than others.

The International Organization for Standardization (ISO) defines risk as the “effect of
uncertainty on objectives” (ISO 31000; 2009/ISO Guide 73). In this definition, uncertainties
include events (which may or may not happen) and uncertainties caused by a lack of
information or ambiguity. This definition also includes both negative and positive impacts on
objectives.

In one definition, “risks” are simply future issues that can be avoided or mitigated, rather than
present problems that must be immediately addressed.

In finance, risk is the probability that an investment’s actual return will be different from what
was expected. This includes the possibility of losing some or all of the original investment.
Some definitions include not only “downside risk” but also “upside risk” (returns that exceed
expectations). Other definitions regard a calculation of the standard deviation of the historical
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returns or average returns of a specific investment as providing some historical measure of
risk (http://en.wikipedia.org/wiki/Risk).

Heffernan (2005:103) defines risk as “the volatility or standard deviation (the square root of
the variance) of net cash flows of the firm, or if the company is very large, a unit within it”.

1.2 THE TYPES OF RISKS SPECIFIC TO THE BUSINESS OF
BANKING

Banks face several types of risk. Apostolik (2009:13) provides the following practical
examples of the risks banks encounter:
● Borrowers may submit payments late or fail altogether to make payments.
● Depositors may demand the return of their money at a faster rate than the bank has re-
serves for.

● Market interest rates may change and hurt the value of the bank’s loans.
● Investments made by the bank in securities or private companies may lose value.
● Human error or fraud in computer systems can lead to losses.

Various authors classify banking risks differently. For example, Heffernan (2005:104) groups
banking risks into eight categories. (Note: some concepts in these definitions will be explained
in further detail in subsequent learning units.)

● Credit risk

Credit risk is defined as the risk of loss due to non-payment of a loan, bond or other credit.

● Counterparty risk

Counterparty risk is the risk that the other party to the contract or agreement will fail to
perform in terms of the contract.

● Liquidity or funding risk

Liquidity risk can be market (transactional) liquidity risk or funding (payment) liquidity risk.
Market liquidity risk refers to the ability to trade assets with negligible price concessions.
Funding liquidity risk refers to a bank’s potential inability to have funds available to repay on
demand and to fund loans when needed.

● Settlement or payments risks

Settlement risk is the risk that a counterparty fails to perform as agreed and does not deliver a
security or its value after the other counterparty has already delivered on the same transaction.

● Market or price risk

Market risk is defined as the risks of losses in on- and off-balance-sheet positions arising from
movements in the market prices. In terms of the Basel II Accord this includes risks pertaining
to interest rate-related instruments and equities in the trading book, and foreign exchange risk
and commodities risk throughout the bank.

PARTA: INTRODUCTION TO RISK MANAGEMENTAND BANK MANAGEMENT
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● Capital or gearing risk

Capital risk is the same as the risk of insolvency or the risk of failure. It is not treated as a
separate risk because all other banking risks can potentially affect the bank’s capital. Capital
risk therefore refers to the decrease in the market value of assets below the market value of
liabilities. Capital risks are closely tied to financial leverage (debt/equity) and banks are
typically highly leveraged firms.

● Operational risk

Operational risk is the potential loss resulting from inadequate or failed internal processes and
systems, human error or external events. This definition from the Basel II Accord includes
legal risks but excludes strategic and reputational risks. Operational risks relate to problems in
the bank’s internal processes and to the external events affecting the operations of the bank.
Operational risk has become an increased focus area and banks have started to address their
operational risks, such as fraud and theft, in the same formal manner they address credit and
market risks.

● Sovereign or political risk

Sovereign risk normally refers to the risk that a government will default on debt owed to a
bank or government agency. The problem is that the bank lacks the usual tools for recovering
the debt at its disposal. The bank is unlikely to recover some of the debt by taking possession
of the assets, which in this case are the country’s assets.

Political risk is defined as state interference in the operations of a domestic and/or foreign
firm. For example banking and mining companies in South Africa face political risk as a result
of some political views strongly supporting nationalisation. All businesses are exposed to
political risks but banks are particularly vulnerable because of their crucial position in the
financial system.

However, regulators classify risks related to banks into the following three key risk areas:
● credit risk
● market risk
● operational risk

The Basel Accords developed by the Basel Committee on Bank Supervision (BCBS) also
focus on these three main types of risks but recognise other types of risks that must also be
managed appropriately. These include liquidity risk, business risk and reputational risk. In the
next section these risks will be explained further with examples that demonstrate each risk.

1.3 PRACTICAL EXAMPLES OF SOME COMMON BANKING RISKS
1.3.1 Credit risk
Credit risk remains the largest risk most banks face. It results from the possibility that the
loans or mortgage bonds that are held by the bank will not be repaid, partially or fully, by the
counterparty (the borrower). Credit risk is also called default risk and is the potential loss a
bank would suffer as a result of the non-payment of loans or interest on loans.

LEARNING UNIT 1: The concept of risk and various types of banking risks
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Apostolik (2009:14) provides the following example:

In December 2007, a large Swiss bank UBS announced a loss of $10 billion due to signifi-
cant loss of value of loans made to high-risk (subprime mortgage) borrowers. Many high-
risk borrowers could not repay their loans, and the complex models used to predict the like-
lihood of credit losses turned out to be incorrect. Other banks over the globe suffered
similar losses due to incorrectly assessing the likelihood of default on mortgage payments.
The inability to assess or respond correctly to this risk resulted in millions of US dollars in
loss to companies and individuals around the world.

1.3.2 Market risk
Market risk is the risk of losses to the bank arising from movements in market prices as a
result of changes to interest rates, equity and commodity prices. The components of market
risk are as follows:
● Interest rate risk is the potential loss due to the movements in interest rates. Banks assets
(loans and mortgage bonds) usually have a much longer maturity (for example, mortgage
loans can be for a term of 25 years) than their liabilities (deposits). If interest rates rise, the
value of the long-term assets will tend to fall more than the value of the shorter-term liabil-
ities. In other words, if interest rates rise from 8% to 10% the bank will still receive the
interest rate of only 8% for the remainder of the 25 years on assets but have to start paying
the higher interest rate on deposits well before its longer-term loans mature.

● Equity risk is the potential loss due to adverse changes in the price of stock. Stock, also re-
ferred to as shares or equity, represent an ownership interest in a company and is traded
on the stock exchange (JSE). Banks can purchase ownership stakes in other companies, ex-
posing them to the risk of the changing value of these shares. This risk is not unique to
banks.

● Foreign exchange risk is the risk that the value of the bank’s assets or liabilities changes due to
fluctuations in the exchange rate. Banks buy and sell foreign exchange on behalf of their
customers or for their own accounts.

● Commodity risk is potential loss due to a change in commodity prices. Examples of com-
modities include agricultural commodities, industrial commodities (e. g. gold, steel) and
energy commodities (e.g. crude oil)

The following is an example of a loss resulting from commodity risk:

During the 1970s, two American businessmen, the Hunt brothers accumulated 280 million
ounces of silver (about a third of the world’s supply). For a short period in 1979 the Hunt
brothers “cornered” the silver market and effectively controlled the price. Between Septem-
ber 1979 and January 1980 the price of silver increased from US$11 to $50 per ounce and
the brothers earned between US$2 to 4 billion from their speculation, Two months later,
however, the price of silver collapsed to US$11 and the brothers were forced to sell their
substantial silver holdings at a loss.

Source: Apostolik (2009:17)

1.3.3 Operational risk
Operational risks are present in virtually all bank transactions and activities and are a major
concern of bank supervisors, regulators and bank management. Failing to understand
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operational risks increases the likelihood that risks will go unrecognised and uncontrolled,
resulting in potentially devastating losses for the bank (BCBS 2002:6). The Basel II Accord
identifies five different operational risk events: internal process risk, people risk, legal risk,
external risk and system risk. Operational risk is the potential loss resulting from these events.

Apostolik (2009:182) demonstrates operational risk events in the following table:

Operational risk events

Operational risk category Example

External risk ● events having a negative impact that are beyond the
bank’s control, such as terrorist attacks or natural
disasters

Internal process risk ● failure of the bank’s processes or procedures
● inadequate control environment

Legal risk ● uncertainty of legal action
● uncertainty of the applicability of rules and
regulations

People risk ● employee errors
● fraud

System risk ● computer systems, technology and systems failure
● continuity planning

A bank’s technology could lead to a catastrophic event, even a bank’s collapse. Heavy reliance
on technology makes technology failure an important consideration for senior management –
banks have invested heavily to ensure that their operations can continue despite technology
failure events. This process is called continuity planning or business resumption planning.

In its 2002 paper, Sound Practices for the Management and Supervision of Operational Risk, the Basel
Committee on Banking Supervision (BCBS), in cooperation with the banking industry,
identified the following operational risk events as having the potential to result in substantial
losses to banks:
● Internal fraud – acts of a type intended to defraud, misappropriate property or circumvent
regulations, the law or company policy, excluding diversity/discrimination. Events which
involve at least one internal party. Examples include intentional misreporting of positions,
employee theft and insider trading on an employee’s own account.

● External fraud – acts by a third party of a type intended to defraud, misappropriate prop-
erty or circumvent the law. Examples include robbery, forgery, cheque fraud and damage
from computer hacking.

● Employment practices and workplace safety – acts inconsistent with employment, health
or safety laws or agreements, or which result in payment of personal injury claims, or
claims relating to diversity/discrimination issues. Examples include workers compensation
claims, violation of employee health and safety rules, organised labour activities, discrimi-
nation claims and general liability (for example, a customer slipping and falling at a branch
office).

● Clients, products and business practices – unintentional or negligent failure to meet a pro-
fessional obligation to specific clients (including fiduciary and suitability requirements), or
from the nature or design of a product. Examples include fiduciary breaches, misuse of

LEARNING UNIT 1: The concept of risk and various types of banking risks
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confidential customer information, improper trading activities on the bank’s account, mon-
ey laundering and sale of unauthorised products.

● Damage to physical assets – loss or damage to physical assets from natural disaster or oth-
er events. Examples include terrorism, vandalism, earthquakes, fires and floods.

● Business disruption and system failures – examples include hardware and software failures,
telecommunication problems and power outages.

● Execution, delivery and process management – failed transaction processing or process
management, and relations with trade counterparties and vendors. Examples include data
entry errors, collateral management failures, incomplete legal documentation, unapproved
access given to client accounts, non-client counterparty misperformance and vendor
disputes.

The following is a “much quoted” example of where a loss resulting from the lack of internal
processes led to a major bank’s collapse:

In 1995, Baring Brothers and Co Ltd (Barings) collapsed after incurring losses of GBP 827
million following the failure of its internal processes and procedures. One of Baring’s traders
in Singapore hid trading losses for more than two years. Because of insufficient internal
control measures, the trader was able to authorise his own trade and book them into the
bank’s system without supervision. The trader’s supervisors were alerted after the trades
started to lose significant amounts of money and it was no longer possible for the trader to
keep the losses secret.

SUMMARY

The learning unit outlined the principal banking risks modern banks are exposed to, noting
that banks differ from other businesses in the range of financial risks they assume. Risks
are defined by the adverse impact on profitability (losses) of several distinct sources of
uncertainty. Risk measurement requires that both the uncertainty and its potential adverse
effect on profitability be captured. These two concepts will be discussed in the following
sections.

ACTIVITY 1.1

Select the correct answer by choosing between a, b, c and d.
1. Why do banks have to assume higher risks than other businesses?

a. It is to improve shareholders’ value by, for example, increasing its lending
portfolio.

b. Banks derive most of their income from speculation.
c. This is part of the intermediary function.
d. Banking risks cannot be controlled.

2. The risk for the bank of a loan not being repaid in part or in full is called …
a. funding risk.
b. trading risk.
c. credit risk.
d. counterparty risk.

3. An asset that can be turned into cash quickly, without capital loss or penalty is …
a. for example, a fixed property.
b. called a liquid asset.
c. called a portfolio asset.
d. for example, a short-term deposit.

PARTA: INTRODUCTION TO RISK MANAGEMENTAND BANK MANAGEMENT
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4. The potential losses as a result of business disruption and system failures are an ex-
ample of …
a. market risk.
b. credit risk.
c. operational risk.
d. systemic risk.

Answers
1a, 2c, 3b and 4c

LEARNING UNIT 1: The concept of risk and various types of banking risks



Learning unit 2
Introduction to bank management – the balance
sheet and income structureLearningunit2

Contents

2.1 MANAGEMENT OF FINANCES 10
2.2 A BANK’S BALANCE SHEET AND INCOME STRUCTURE 11

2.2.1 Bank assets 11
2.2.2 Bank liabilities 11
2.2.3 Bank equity 11
2.2.4 The role of a bank’s equity 11
2.2.5 The income statement 12

2.3 FOCUS AREAS IN BANK MANAGEMENT 14

LEARNING OUTCOMES

After completing this learning unit you will be able to:
● identify the main assets and liabilities of banks
● understand the role of equity in the management of banks
● identify the five areas of focus for the financial management of banks

Overview of Learning unit 2

2.1 MANAGEMENT OF FINANCES
The objective of any business is to maximise profits and to increase the wealth of
shareholders. The management of the finances of a business includes the following three
functions:
● making investment decisions (how to allocate finance that will add value to the business)
● making financial decisions such as how to acquire finance at the lowest cost to the
business

● controlling/protecting the resources of the business

For banks, these functions are also important elements in the management process with the
distinction that asset and liabilities are managed in a way to maximise profits while being
generally “safe and sound”. Higher levels of prudence (caution) are applied by banks due to
the fact that banks use depositors’ money to generate profits and because of the severe
negative impact that a bank failure can have on the entire economy.

10
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2.2 A BANK’S BALANCE SHEETAND INCOME STRUCTURE
Through financial statements, a bank is able to communicate its financial position to its
stakeholders (including customers, borrowers, depositors, investors, employees, shareholders
and regulators). The balance sheet shows all the assets, liabilities and equity the bank has at a
particular point in time while the income statement records all revenues (income) and costs
(expenses) that the bank has encountered over a specific time period, such as one year.

2.2.1 Bank assets
A bank’s assets generally comprise loans (e.g. loans to SMEs, loans to local government, loans
to large companies), real estate holdings, investments (e.g. government bonds) and cash.

A small proportion of the assets are held in cash, either in the vault to meet the need for
payments and withdrawals or kept as reserves at the South African Reserve Bank to fulfil
regulatory reserve requirements. From a management perspective, the bank’s assets are
divided into two “books” that contain assets of similar characteristics. The trading book of
the bank includes the investments the bank has made in securities such as bonds, equities and
commodities. The trading book is mainly exposed to market risk. The banking book of the
bank refers to loans the bank has made to customers. Here the main risk is credit risk while
interest rate risk is also a major consideration when managing the bank’s banking book.

2.2.2 Bank liabilities
A bank’s liabilities are its deposits and borrowings. Most of a commercial bank’s liabilities are
deposits made by its customers (depositors) in the bank. Savings accounts are for example
important in the bank’s asset and liability management function. Banks can also borrow from
the central bank or they can issue debt instruments such as bonds.

2.2.3 Bank equity
The difference between the bank’s assets and liabilities equals its equity. Equity represents the
ownership stake of the bank’s shareholders and consists of two parts;
● paid-in-capital (the capital that the owners have provided to the bank)
● retained earnings (earnings that the bank has generated since its inception, less any income
it returned to the owners in the form of dividends)

2.2.4 The role of a bank’s equity
Equity plays an important role in the management of the bank. If a bank makes a loan to a
borrower that defaults on its obligation and does not repay the loan, the bank will lose some
of its assets. This will affect the bank’s equity and reduce the shareholders’ stake in the bank.
For example if the ABC Bank has R980 million in assets and R750 million in liabilities then
the bank’s equity is R230 million. (Asset – Liabilities = Equity). If the bank makes a loss of
R10 million, its assets will reduce to R970 million and the equity will then reduce to R220
million. The depositors who have entrusted their money for safekeeping at the bank expect to
be protected from losses the bank suffers. Regulators consider the bank’s equity the core tool
to motivate bank managers to reduce risks and to provide a sufficient cushion against losses.

LEARNING UNIT 2: Introduction to bank management – the balance sheet and income structure



12

2.2.5 The income statement
The income statement is also called the profit and loss account. The profitability of the bank
over a certain period is determined by considering the various sources of income (interest and
non-interest) and the cost structure for banks.

STUDY

Study chapter 8 (section 8.2) in the prescribed book

Study section 8.2 “Retail banks’ balance sheet structure” in your prescribed book. The
tables and figures in this section provide examples of balance sheet items and bank income
statements – you are not required to study these in detail. However, study Box 8.1. This is
an illustration of the difference in the balance sheet structure of a retail bank versus, for
example, a manufacturing firm – it is an important aspect to explain why bank management
focuses on a number of distinctive areas.

READ

Read the remaining sections in chapter 8 of the prescribed book

Review an example of a balance sheet of a South African bank and ensure that you
understand the structure and the key concepts. On the next page we have provided you
with a copy of the balance sheet of ABSA Bank Limited as at 31 December 2013 –
published at www.absa.co.za.

PARTA: INTRODUCTION TO RISK MANAGEMENTAND BANK MANAGEMENT
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ACTIVITY 2.1

1. The primary function of capital is to reduce the risk of failure by providing protection
against operating and other losses. Explain the five ways this is achieved.

2. List the main components of a commercial (retail) bank’s balance sheet.
3. Briefly explain the following statement: “banks have the primary function of being

asset transformers”.
4. Explain the main differences between a bank balance sheet and an income

statement.
5. Refer to the balance sheet of ABSA above.

a. What is its largest source of funding?
b. With what amount did the capital in ABSA increase from 2007 to 2009?

Answers
1. See prescribed book section 8.2.1.3
2. a. the assets the bank controls

b. the liabilities the bank is obliged to meet
c. the equity interest of the bank’s owners

3. Banks’ liabilities (debt) and capital (equity) are transformed into financial, and to a lesser
extent, real assets. Banks act as between depositors and borrowers by changing the char-
acteristics of their liabilities as they move from one side of the balance sheet to the
other.

4. Assets – the left side of the balance sheet. They equal liabilities plus equity on the right
side. This means, for example, if a bank receives more deposits (increase in liabilities) it
is able to provide more loans (increase in assets).

5. The balance sheet is a financial statement of the wealth of a business at a given date,
usually at the end of a financial year. See p 196 for examples of where a bank’s funds
come from (its liabilities and capital) and the allocation of these funds (the assets of the
bank).

6. Banks’ profits are derived from the income statement (profit and loss account), a docu-
ment that reports the data on costs and revenue over a certain period, for example, over
a month, a quarter or a year. It measures bank performance over two balance sheet
periods.

7. a. The largest source of funding was depositors’ funds. R243 763 million in 2009.
b. It increased by R2 424 million from R44 994 million in 2007 to R47 418 million in

2009.

2.3 FOCUS AREAS IN BANK MANAGEMENT
Ensuing from the bank balance sheet structure, bank management focuses on five areas,
namely:
● asset management
● liability management
● liquidity management
● capital management
● off-balance-sheet (OBS) management

These areas will be the subject of learning unit 3.
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Managing banksLearningunit3

LEARNING OUTCOMES

After completing this learning unit you will be able to:
● describe the basics of asset-liability management
● analyse the importance of liquidity management
● describe the considerations relating to capital adequacy management
● understand the rationale for off-balance-sheet (OBS) activities by banks

Overview of learning unit 3

The financial management of a bank includes all five focus areas identified in the previous
learning unit. These are discussed in detail in chapter 9 of your prescribed book and should
be studied. Note that banks nowadays employ sophisticated and technologically advanced
financial systems to manage their assets and liabilities. They also mostly use combined
management on both sides of the balance sheet involving a wide range of risk-
management instruments and procedures.

STUDY

Study sections 9.1 to 9.4 in the prescribed book.

Ensure that you have a sound knowledge of the following topics:
● asset-liability management (ALM): section 9.2, p 226
● liquidity management and the importance of reserves: section 9.3, p 228
● capital adequacy management: section 9.4, p 228

READ

Read section 9.5 in your prescribed book.

Ensure that you understand the concept of off-balance-sheet (OBS) business in banking as
explained on pages 229 and 230.

SUMMARY

The bank’s asset and liability management (ALM) function is important in managing both the
interest rate risk in the bank’s banking book and the liquidity risk. According to Apostolik
(2009:38) the ALM function in a bank particularly focuses on:
● maintaining liquidity for the bank
● analysing the shape and structure of the bank’s balance sheet
● maintaining a stable net interest margin

In managing the bank’s assets and liabilities, the ALM function therefore has to consider
and balance several factors simultaneously. Apostolik (2009: 39) describe these factors as
follows:
● The bank’s balance sheet, a dynamic portfolio of loans and deposits, changes when

new loans are extended, existing loans mature, and as new deposits arrive and existing
deposits are withdrawn.
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● The interest rate on liabilities and assets – some may be fixed, but the interest rated will
change periodically according to market rates resulting in a fluctuation in the value of
floating-rate assets and liabilities.

● Timing differences between changes in market rates and in the interest rates on retail
products such as bank loans to customers.

● The bank’s current liquidity needs – the current market interest rates for all maturities
and competition among banks determine the interest rates offered on deposit products.

● Commercial (e.g. corporate loans) and retail (e.g. home mortgage loans) products both
allow for early termination of the loans, but the terms and conditions can be widely differ-
ent among individual loans.

Therefore, the essence of asset and liability management is the coordinated and
simultaneous decision on financing and investing.

ACTIVITY 3.1

1. Complete the following sentences by inserting the correct words in the spaces
provided:
a. To manage interest rate risk in the banking book, banks consider the impact of

interest rate changes on both their … and …, and the particular features, includ-
ing …. How well the bank undertakes its ALM function and manages the
revenues from its … and the costs of its … has a direct impact on the net interest
margin of the bank.

b. A mortgage loan is a/an … on the balance sheet of the bank. If the customer de-
faults on the loan, the bank will lose money and the bank’s equity will ….

2. Describe what the banks must do under each of the five focus areas of bank
management.

3. Identify the key reasons for banks moving assets off the balance sheet.
4. Define financial derivatives and name the four major types of derivatives.

Answers
1. a. assets; liabilities; timing; assets; liabilities

b. asset; decrease (reduce).

2. a. Asset management – The bank must make sure that its portfolio of assets includes
low-risk assets and it is well diversified.

b. Liability management – The bank must acquire funds at the lowest possible cost.
c. Liquidity management – The bank must predict with the lowest possible margin of

error the daily withdrawals and other payments by customers to keep enough cash
and other liquid assets readily available.

d. Capital management – The bank must keep an adequate level of capital to comply
with regulatory requirements to maintain the appropriate level of solvency.

e. OBS management – The bank must control and limit the exposure derived from
off-balance-sheet transactions.
Source: Casu et al 2006:225

3. Bank managers’ objectives of achieving relatively high levels of profitability and safety
have induced them to engage in OBS activities. These are transactions that are fee-re-
lated and not recorded on the bank’s balance sheet. The transactions are therefore not
included in the balances subject to regulatory requirements. However, the OBS business
exposes the bank to new risks.

4. A (financial) derivative is an instrument whose value “derives” from the value of a re-
lated or underlining financial asset or commodity, and includes swaps, options, forwards
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and futures. Derivatives are contracts involving rights and obligations relating to the pur-
chase or sale of underlying real or financial assets (e.g. gold and shares respectively) OR
to the payments to be made in respect of the movement of indices (e. g. the London
FTSE 100).

SELF-ASSESSMENT

After you have studied the relevant pages in your prescribed book, do the revision questions
at the end of chapter 9 (only questions 1 to 5).

LEARNING UNIT 3: Managing banks



Learning unit 4
The roles of risk management and the risk
management process Learningunit4

Contents

4.1 DEFINITION AND ROLE OF RISK MANAGEMENT 18
4.2 INCREASED AWARENESS OF BANKING RISKS 19
4.3 THE RISK MANAGEMENT PROCESS 20

LEARNING OUTCOMES

After completing this study unit, you should be able to:
● describe the goal and significance of risk management
● identify the roles of risk management
● demonstrate that you understand the elements of the risk management process

Overview of study unit 4

The goal of risk management in any organisation is primarily to measure risks in order to
monitor and control them. Risk management includes all the management processes and
the organisational design required to effectively implement the set of techniques and models
which deal with risk measurement and identify controls that can eliminate or minimise risk.

Risk management is also an integral part of a bank’s overall management process. All the
business processes of a bank are subjected to risk assessments in order to determine the
bank’s risk exposure (Young & Mutezo 2004:18).

Risk management serves several important functions. This study unit also covers the
evolution of risk management and the reasons for the increased global drive to develop the
most effective methods and processes to manage banking risks. The study unit concludes
with a description of the steps in the risk management process.

4.1 DEFINITION AND ROLE OF RISK MANAGEMENT
Apostolik (2009:242) defines risk management as “a structured approach to monitoring,
measuring, and managing exposures to reduce the potential impact of an uncertain event
happening”.

According to Bessis (1998:23), risk management serves several important functions, including
● as a strategy implementation tool. Risk management provides banks with a better view of the
future and the ability to define the business policy accordingly.

● as a factor of profitability and competitive advantage. Risks, just like costs, should be charged to
customers whenever the competition makes it feasible. The knowledge of risks is necessary
to determine the appropriate prices to charge customers. It is a tool that allows differentia-
tion across customers. If such differentiation does not exist, or is not risk-based, low-risk

18
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customers may be charged overpriced rates and competitors may attract these clients with
lower rates. Without risk pricing, the bank cannot anticipate the related costs in its price
and it will discourage low-risk customers and attract high-risk customers.

● to measure capital adequacy and solvency. The capital of the bank should cover the adverse devia-
tions of losses in almost all cases, up to the level where the solvency is judged acceptable
by managers and shareholders. All unexpected losses beyond that amount of capital can
cause the bank to default. Solvency risk is the joint outcome of both the available capital
and the risk taken (Bessis 1998:24–26).

Over the past number of years, there has been an increasing emphasis on the development of
internal models to value risks, especially as banks are encouraged by regulators to allocate
some capital to their risks. This could prevent banks from going bankrupt when a major
disaster occurs. The Basel Committee on Banking Supervision is a leading role player in
advocating sound risk management practices for the entire global banking industry. In order
to give direction on best practices, the Committee has published the Basel I and II Accords
and a broad framework for the Basel III Accord.

4.2 INCREASED AWARENESS OF BANKING RISKS
The following excerpts from a speech by Tetangco (2004) discuss increased awareness of
banking risks.

The risk profession is an area that has become a growth industry; and it is the one that is
particularly relevant to banks given their fiduciary functions, the complexity of risks in-
herent in their working environment, and the stability and efficiency of the payments and
settlement system, which greatly rest on them.
A crucial moment in the development of risk management occurred in February 1995
when it was announced that the Barings PLC, the oldest bank in England had lost over
GBP600 million and was insolvent as a result of the derivative trading activities of a sin-
gle trader in Singapore. At the time of its collapse, Barings was known to be very
conservative, well capitalized and historically profitable.
The Barings case brought to light that the real issue was not derivatives per se, but the
quality of management and control required in modern financial environment. The col-
lapse called into question the strength of existing internal controls in the investment
industry and the aptness and adequacy of external monitoring done by the exchanges
and regulators. The event demonstrated very clearly that their existing regulatory frame-
works were no longer appropriate for the continuously changing and complex market
environment. This led to a critical reassessment of the regulatory approach and brought
changes in the banking supervision approaches by the Bank of England and other regula-
tors around the world.
The simplified approach of Basel I [issued in 1988] has been successful in boosting capi-
tal levels in the global banking system from what were considered uncomfortably low
levels throughout the late 1970s and early 1980s. Its major shortcoming, however, is that
the “risk weights” poorly represent the likelihood of sustaining losses and such lack of
risk sensitivity can lead to misallocation of scarce financial resources and hamper long-
term economic growth.
The New Capital Accord, otherwise known as Basel II, formally unveiled last June 26
[2004], is seen to make capital requirements more risk sensitive than Basel I. It allows
greater reliance on the banks’ internal systems for setting the capital requirements. More
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importantly, it provided incentives for banks to continuously improve their risk manage-
ment practices.
Source: Tetangco, AM. 2004. The importance of risk profession and sound risk management practices. Pa-

per presented at the Convention of the Professional Risk Managers’ International Association
Philippine Chapter, Manila, 13 September.

However, in response to the severe global financial crisis of 2008/2009, the Basel
Committee’s oversight body agreed on the broad framework for Basel III during September
2009. These consultative documents formed the basis of the Committee’s response to this
major crisis (which revealed deficiencies in financial regulation) and were part of global
initiatives to strengthen the regulatory system, supervision and risk management of the
banking sector. The aim of Basel III is specifically to:
● improve the banking sector’s ability to absorb shocks arising from financial and economic
stress, whatever the source

● improve risk management and governance
● strengthen banks’ transparency and disclosures

4.3 THE RISK MANAGEMENT PROCESS
The risk management process is a process of anticipating and analysing risks and coming up
with effective and efficient ways of managing and eradicating them. The different steps that
are involved in this process would generally include the following:
● Risk identification. The first step in the process involves identifying risks. Certain risks
could be quite obvious, whereas others may include only a certain level of probability.
There are various types of risks and risks can be defined in many ways, depending on the
organisation. Identifying and anticipating risks is extremely important, as it sets the stage
for all further action and steps as part of the risk management plan.

● Risk analysis. Once all the risks have been identified, they should be analysed and scruti-
nised. Risk analysis should be done both qualitatively as well as quantitatively to determine
how much of a threat each risk poses and its possible consequences and impact. Each risk
will have a likelihood factor, that is, a probability factor. On the basis of its impact and its
likelihood factor, different risks can be prioritised as, for example, high risk or low risk. A
risk measurement methodology should be in place that allows comparisons to be made of
the different types of risk.

● Risk evaluation. This is the step where the identified and analysed risks are compared
with the organisation’s preset goals and objectives. A risk management system has to be
based on a set of written risk policies and procedures that are endorsed by the board and
implemented by senior management. The future course of action will be based on these
policies by considering how severely the risk is likely to affect the company’s goals, objec-
tives and targets.

● Risk treatment and contingency plan. The next step involves preparing a risk treatment
and contingency plan. It is critical, from the perspective of enterprise risk management, to
determine what will happen if the risk materialises and what measures can be taken to less-
en its impact. A risk treatment and contingency plan would include ways in which to
control and overcome the risk conditions.

● Risk monitoring. This should happen on a continuous basis at all stages of the risk man-
agement process. Risk monitoring is seen as the operational process whereby the firm
ensures that it is operating within its defined risk policies and procedures. Proper
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communication between the different departments involved in the risk management proc-
ess is necessary, as this can affect the entire process – both negatively and positively.

● Risk reporting. This is the process by means of which an organisation reports on risk in-
ternally through its management information system and, externally, to its regulators and
shareholders.

Risk management is both a top-down and a bottom-up process. From the top to the
bottom (top-down), the global goals of the organisation are made by the board of directors
and translated into signals to business units and to managers in charge of transactions with
customers. These signals include target revenues and risk limits; they also provide guidelines
based on the policies of the organisation. The monitoring and reporting of risks are bottom-
up processes.

In summary, the Basel Committee maintain that a risk management process for banks should
include the basic elements of assessing risks, controlling risk exposure and monitoring
risks. Banks should establish an integrated approach to risk management that will form the
basis for managing all types of risk (Young & Mutezo 2004:27– 29). Ultimately, the risk
management process involves the entire banking hierarchy from top to bottom, in order to
turn targets into signals to business units, and from the bottom to aggregate risks and
profitability and monitor them (Bessis 1998:31).

ACTIVITY 4.1

1. Complete the following sentence by inserting the correct words in the spaces
provided:
The risk profession is an area that has become a growth industry; and it is the one that
is particularly relevant to banks given their (i) … functions, the (ii) … of risks inherent
in their working environment, and the (iii) … and efficiency of the payments and
settlement system which greatly rest on them.

2. Risk management serves several functions. Discuss three of the functions of risk man-
agement by banks.

3. Risk monitoring is an important part of the risk management process. Discuss this
statement.

Answers
1. (i) fiduciary; (ii) complexity (and/or diversity); (iii) stability
2. Risk management is a structured approach to measuring, monitoring and managing ex-

posures to reduce the potential impact of an uncertain event happening. Risk
management is an area related to strategic decision making and carries a high potential
for affecting bank profits, value and safety. It therefore acts as a strategy implementation
tool, as it provides banks with a better view of the future and the ability to define the
business policy accordingly. Secondly, risk management is a factor of profitability and
competitive advantage for banks. Risks, just like costs, are charged to customers when-
ever the competition makes it feasible. The knowledge of risks is necessary to determine
the appropriate prices to charge customers. It is a tool that allows differentiation across
customers. Without risk pricing, the bank cannot anticipate the related costs in its price
and it will discourage low-risk customers and attract high-risk customers. Thirdly, risk
management also plays an important role in measuring the bank’s capital adequacy and
solvency. The capital of the bank should cover the adverse deviations of losses in almost
all cases, up to the level where the solvency is judged acceptable by managers and
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shareholders. All unexpected losses beyond that amount of capital can cause the bank to
default.

3. The monitoring of risks is a bottom-up process. The business units must report to top
management on a continuous basis and at all stages of the risk management process.
Riskmonitoring is seen as the operational process whereby the firm ensures that it is op-
erating within its defined risk policies and procedures. Proper communication between
the different departments involved in the risk management process is necessary, as this
can affect the entire process – both negatively and positively.
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Contents
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LEARNING OUTCOMES

After completing this learning unit you should be able to:
● analyse the specific risks in banking
● define the terminology used in banking risk management
● identify the interrelation among banking risks
● evaluate the significance of banking risks

Overview of learning unit

In learning unit 1 you were introduced to various definitions of the common risks faced by
banks and we provided some practical examples of risk events. In this unit we will analyse
and describe the specific types of risks modern banks have to face, and consider the
changing nature of risks and the increasing demands placed on risk managers. We will also
identify the interrelationship between various banking risks and the importance of the wider
impact of these risks on the entire sector and even globally.

5.1 CREDIT RISK
According to the Basel Committee on Banking Supervision (2000), credit risk is defined as
“the potential that a bank borrower or counterparty will fail to meet its obligations in
accordance with agreed terms”. (In short; it is the risk of a loan not being repaid in part or in
full to the bank).

24
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In terms of the importance of potential losses by banks, credit risk is the principal risk banks
have to face. “Credit risk is critical since the default of a small number of important
customers can generate large losses, which can lead to insolvency (Bessis 1998:6).

Credit risk has two dimensions, namely the size of the commitment (the quantity or the
amount that can be lost) and the quality of risk, which is the likelihood of default. The
following example demonstrates the danger of credit risk with an event that started in the US,
but ultimately had a significant global impact.

The credit crisis of 2007–2009
Beginning in mid-2007, the U.S. economy began to weaken following a series of crises re-
lated to problem financial institutions. Several large investment banks, commercial banks,
and insurance companies suffered losses due to falling real estate values, particularly home
prices, and excessive financial leverage. Lehman Brothers failed and many large financial in-
stitutions effectively failed as they were collapsed into stronger surviving institutions. As
large financial institutions suffered significant losses all over the globe credit availability less-
ened and the terms of borrowing became extraordinarily restrictive. [Resulting from the
credit crunch] in December 2007, the United States fell into recession.

Source: Koch & McDonald 2010:1

The following is an article explaining the issue of African Bank not managing its credit risk
well, which led to it being placed under curatorship.

African Bank Bailout
What happened?

African Bank Limited (ABL) is a commercial bank in South Africa. The bank stated on
Wednesday that it was facing a record loss and needed 8.5 billion Rand to survive. By Friday,
the share price had fallen to 31 Rand cents, one twentieth of its value one month earlier in
July. The company’s loans have been split in two, on one side the “bad loans”, on the other
side, the “good loans”. The company has been bailed out by the Reserve Bank up to 7 bil-
lion Rand for the “bad bank” and other major private banks have had to underwrite a
R10bn capital raise for the “good bank”. CEO Leon Kirknis has since given in his
resignation.

Why?

Peter Attard Montalto, an emerging-markets analyst at Nomura, said “The failure [of Afri-
can Bank] is about over-hype within the unsecured credit market and a business with no
diversification.” Indeed, over the last few years, African Bank has been providing loans that
were not backed by assets. Moreover, just before the global financial crisis in 2008, the Bank
made an acquisition of the furniture retailer Ellerine Holdings Ltd for the amount of 800
million dollars. The crisis then took a toll on their investment, considerably weakening the
company.
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Lessons learnt?
To offer unsecured loans, banks are putting themselves and ultimately the South African
economy at a great risk. The current system forces Government institutions to intervene to
save the company. This illustrates how banks are no longer in the best position to provide
unsecured consumer loans.

Source: https://www.lendico.co.za/blog/african-bank-bailout-136.html

The onset of these events was due to financial institutions not managing their credit risk
adequately. Motivated by a desire to increase fee income, financial institutions granted
mortgages (home loans) to borrowers whose income were insufficient to service their loans.
Property was used as security for the loans, but as house prices started falling institutions
involved in financing houses started making losses from the mortgage defaults.

STUDY

Study paragraph 10.2 in the prescribed book.

5.2 INTEREST RATE RISK
Interest rate is the price that a borrower pays in order to be able to consume resources now
rather than at a point in the future. For example, should you want to buy a motor vehicle now
but do not have the funds, you can borrow the funds at a price. Just like all prices in the free
market, the interest rates will fluctuate in accordance with the interaction between supply and
demand. Apostolik (2009:38) defines interest rate risk in the banking book as a “possible
monetary loss caused by adverse changes in interest rates affecting the underlying structure of
the bank’s business: its lending and deposit-taking activities”. How well a bank manages its
assets and liabilities, the revenue from its assets and the costs of its liabilities, has a direct
impact on the net interest margin of the bank.

Apostolik (2009:39) also provides an example of the dangers of not managing banking book
interest risk in a case study of the savings and loan crisis that affected the US during the1980s.
The savings and loans associations (S&Ls) collapsed due largely to the mismanagement of
interest rate risk that allowed a severe mismatch of assets and liabilities:

The S&Ls underwrote a fixed-rate 30-year mortgage at around 6% and financed these loans
from short-term deposits at interest rates around 2%. The mortgages were relatively profit-
able, until the U.S. interest rates rose and the S&Ls had to pay 9 to 10% on their deposits,
the same deposits that financed the funds that were loaned out for 30 years at only 6%. In
the end, several hundred S&Ls collapsed.

Source: Apostolik 2009:39

The level of interest rate risk faced by banks will differ between fixed-rate assets and liabilities,
and rate-sensitive assets and liabilities.
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The following article from Business Day explains the impact of interest rates on loan books
and bank earnings.

RATING agency Standard & Poor’s (S&P) does not expect rating upgrades for South Afri-
ca’s major banks and has warned that a rise in interest rates, inflation and a drop in real
estate price inflation could put pressure on loan books and earnings.
S&P said South Africa’s economy faced risks, which included worse than expected labour
tensions, significant delays in the government-led infrastructure programme and less resil-
ient household consumption.

These risks were seen as stalling South Africa’s economic growth potential and had a nega-
tive effect on banks.

The International Monetary Fund last week said it expected the South African economy to
grow 2.8% this year and 3.3% next year. It expected the economy to have grown 1.8% last
year.

But Standard Bank, Africa’s largest bank by assets, has taken a different view from S&P, sug-
gesting that a moderate increase in interest rates would boost banking earnings.

“An increase in interest rates for most South African banks would actually increase banking
earnings, particularly if interest hikes are moderate,” Standard Bank group financial director
Simon Ridley said on Monday.

Source: http://www.bdlive.co.za/business/financial/2014/01/28/sp-warns-of-rising-risks-for-sa-banks

STUDY

Study paragraph 10.3 in the prescribed book.

5.3 LIQUIDITY RISK
A liquid asset may be defined as an asset that can be turned into cash quickly without capital
loss or interest penalty (Casu 2006:264). Liquidity risk relates to the bank’s ability to meet its
continuing obligations, including financing its assets. It is also called funding risk.

When assets exceed liabilities on the bank book, there is a deficit. Existing bank resources are
not enough to cover long-term commitments and outside funds will be required to match the
size of the assets. The risk is that the bank may not be able to obtain the liquidity on the
markets, and the risk of paying higher than normal costs to meet this requirement.

A recent example where a bank failed due to liquidity problems was the Northern Rock bank
in the UK.

Northern Rock was a relatively small bank that did not have a sufficient depositor base to
fund new loans from deposits. It financed new mortgage loans by selling the mortgages it
originated to other banks and investors and by taking out short-term loans, making it in-
creasingly vulnerable to changes in the financial markets. When credit markets became
under pressure in 2007, the bank found it difficult to sell the mortgages it had originated
and could not secure the required short-term financing it required. Eventually it could no
longer finance its assets and ran out of money and was taken over by the government.

Source: Apostolik (2009:19)
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The following article from Mail & Guardian explains how a poor savings culture in South
Africa poses liquidity risks for banks.

A poor savings culture is contributing to the difficulties facing local banks in meeting some
elements of the pending Basel III regulations. But are local banks their own worst enemy
when it comes to attempts to get South Africans to save with them, particularly in the short
term? The answer is, in part at least, yes, according to Sanlam chief economist Jac Laubsch-
er. Because of the extremely low or zero interest rates offered by many banks to ordinary
customers, saving is not attractive. He said banks appeared to have concentrated on creating
many attractive credit offerings, but placed insufficient focus on ways to save. Instead,
South Africans put their savings into other parts of the financial services sector, dominated
by long-term insurers, asset managers and institutional investors.

Heavily reliant

These institutions, along with companies’ savings, contributed to the wholesale funding
pool. The local banking sector is heavily reliant on funding from wholesale deposits, pre-
dominantly by companies and other financial institutions. In an economic commentary note
released by Sanlam last week, Laubscher said that deposits by companies and financial insti-
tutions accounted for 63.3% of total deposits, retail or household deposits made up 23.3%,
non-residents contributed 3.5% and the balance came from other deposit types.

This structure of deposits was a challenge for the ability of local banks to meet Basel III re-
quirements. “It is this aspect that is unacceptable in terms of Basel III liquidity
requirements,” Laubscher said. “In terms of these requirements, South African banks must
change their funding base from wholesale deposits from companies and other financial in-
stitutions, to retail deposits from households as a bank could experience serious liquidity
problems should a few big clients withdraw their deposits simultaneously.”

Source: http://mg.co.za/article/2012-06-14-sa-needs-to-start-saving-seriously

REFLECTION QUESTIONS. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

Using the article above answer the following questions:
1. Give the reasons for a poor savings culture cited in the article above.
2. Indicate whether the poor savings culture is affecting the South African banks’ liquidity

in the short term or long term. Justify your answer.
3. What impact does having more retail and household deposits than wholesale deposits

have for banks in South Africa?

STUDY

Study paragraph 10.4 in the prescribed book.

5.4 FOREIGN EXCHANGE RISK
A foreign exchange rate specifies the price of one currency in terms of another currency.
Foreign exchange risk is the potential loss that can result from an adverse change in foreign
exchange rates. Although foreign exchange risk is more a field of international finance, it is
also a component of market risks (see paragraph 5.5). There is an additional currency risk for
all banking and market transactions undertaken in a foreign currency because earnings have to

PART B: BANKING RISKS ANALYSIS AND MANAGEMENT



RSK1501/1 29

be translated into a base currency. For example, a bank that lends out funds in a currency
other than the domestic currency that then depreciates more quickly than the home currency,
will be subject to foreign exchange risk.

STUDY

Study paragraph 10.5 in the prescribed book. Ensure that you understand how to measure
the probable losses that may occur when the exchange rate changes.

5.5 MARKET (TRADING) RISK
Market risk is the risk of losses on positions held by the bank in financial assets or
instruments due to adverse movements of market prices. Banks assume market risk because
they trade for their own account, risking their own capital, and hold positions in financial
instruments. Failure to manage market risk can have significant direct effects on the bank’s
profitability and reputation (Apostolik 2009:145).

Market risk has two components, general market risk or systematic risk and specific risk. For
example if the price of the shares in a company declines, the cause of the decline can be due
to either an event specific to the company itself or an event that has an impact on the entire
market. If the share price declines due to a general worsening of the economic outlook, which
significantly depresses a wide range of different share prices in the stock market, the cause of
the decline is attributed to general market risk. For example, during 2007 to 2009 there was
a credit crisis when stock markets declined globally. However, if the share-price of a specific
company declines because of a decline in the company’s profits, the decline is a result of a
specific risk that has an impact on the company and its shares.

Banks use financial instruments for trading purposes and to hedge their financial activities.
Examples include trading in currencies, fixed-income instruments (loans and bonds),
interbank loans, equities (shares or stock), commodities (e.g. wheat, crude oil and gold) and
derivatives (e.g. futures and options).

Trading is risky as prices may not move in the direction the bank expects and the value of the
financial instrument may change adversely and hurt the bank. The bank must decide how
much risk it is willing to assume to make a profit, usually referred to as risk appetite.
Generally the higher the risk, the higher the expected return.

To measure the market risk of their portfolios, banks commonly use the concept called
value-at-risk (VAR). VAR is defined as a procedure for estimating the maximum loss
associated with a security or portfolio over a specific period of time (e.g. one day), associated
with a given confidence level (e.g. 95%). (Koch & MacDonald 2010:857).

Apostolik (2009:170) provides the following example to illustrate VAR:

Gamma Bank’s risk management team calculates a 1-day 99% VAR for market risk to be
EUR 3 million. This means that there is a 1% chance markets can turn against it and it could
lose more than EUR 3 million. That also means that there is a 99% chance that losses will
be less than EUR 3 million the next day. In VAR terms its (1-day, 99% confidence level)
VAR is EUR 3 million.

STUDY

Study paragraph 10.6 in the prescribed book.
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5.6 COUNTRYAND SOVEREIGN RISK
Country risk is the risk that economic, social and political conditions of a foreign country will
adversely affect the bank’s commercial and financial interests. Even though it is generally
accepted that a loan to another government is safer than a loan to a private sector borrower,
even governments can default on debt owed to a bank. This is the sovereign risk and refers to
the possibility that governments, as sovereign powers, may enforce their authority to declare
debt to external lenders void. Sovereign risks can result in the re-scheduling and re-
negotiating of debt, with considerable losses to lending banks (Casu 2006:270–271).

Since the banking system collapsed in September 2008, private and corporate debt has been
replaced by public debt. Since then, sovereign solvency risk has become a major concern.
Greece, Portugal and Spain were countries that were downgraded with, for example, the
Greek stock market losing 35% of its value since the public debt was discredited during 2009.

The Financial Times reported on 13 June 2011 that Greece was downgraded further and is now
the lowest-rated sovereign in the world. The rating agency Standard & Poor’s cut Greece’s
long-term sovereign credit rating by three notches to triple C. This is a sign that the rating
agency thinks it will be forced to downgrade Athens to default as private creditors are likely to
be involved in the country’s next bailout.

There is a link between governments’ solvency and the health of the financial system and the
economy as a whole. This interrelationship poses a major systemic risk. Banks and insurers
are backed by governments but they also hold treasuries and help finance the rising deficit in
return. When government debt is downgraded, treasuries collapse, which in turn results in
asset devaluation and increasing financing needs. Banks may face a liquidity crisis if treasuries
are devaluated (Ohana, J. 2010. Riskelia).

The following article is an example of how sovereign risk affects a country’s credit rating:

SA at risk of downgrade over strikes, says Reserve Bank
STRIKES and a slowing economy are putting South Africa’s sovereign credit rating at risk,
the Reserve Bank said on Tuesday, warning that local bonds could become less attractive to
foreign investors, which would drastically curb capital inflows.

Capital inflows into South Africa are vital to keep the current account deficit in check and
sustain the rand’s exchange value.

A downgrade in South Africa’s sovereign credit rating would increase borrowing costs and
could potentially lengthen the period in which the country pays down its debt.

It would also weaken the credit ratings of banks, increasing their borrowing costs.

“The weakening economic performance and recurring labour market tensions in South
Africa continue to threaten the outlook for South Africa’s sovereign credit rating,” the Bank
said in its Financial Stability Review, released on Tuesday.

The Bank’s concerns are the latest in a string of warnings from economists and agencies
that poor economic growth and continuing labour disputes could undermine the country’s
credit rating.

Source: http://www.bdlive.co.za/economy/2013/10/30/sa-at-risk-of-downgrade-over-strikes-says-reserve-bank

PART B: BANKING RISKS ANALYSIS AND MANAGEMENT

http://www.standardandpoors.com/home/en/eu


RSK1501/1 31

STUDY

Study paragraph 10.7 in the prescribed book.

5.7 OPERATIONAL RISK
Operational risk can be defined as follows:

Operational risk is the exposure of an organisation to potential losses, resulting from
shortcomings and/or failures in the execution of its operations. These losses may be caused
by internal failures or shortcomings of people, processes, and systems, as well as the inability
of people, processes and systems to cope with the adverse effects of external factors (Young
2006:11).

During 2003, the Basel Committee published a document on the sound practices for the
management and supervision of operational risk; this document is an important guideline for
risk management in the banking environment.

Operational risks are related to a bank’s overall business strategy; the function of internal
systems; compliance with bank policies and procedures; and measures against
mismanagement and fraud. Risk management therefore entails the control of risks facing an
organisation and minimising the potential adverse effects of risk. The focus of risk
management, however, is dependent on and will change according to the nature of an
organisation’s business. For example, the latest developments in electronic banking may have
a significant influence on a bank’s business and the accompanying risks of electronic banking
should be considered as part of the bank’s risk management responsibilities. The rapid pace of
technological innovation is likely to change the nature and scope of the risks facing a bank,
forcing the bank to introduce processes that will enable management to respond to current
risks and adjust to new risks.

STUDY

Study paragraph 10.8 in the prescribed book. Ensure that you can provide examples of
typical risk event types.

ACTIVITY 5.1

Using the internet, access the following links which describe the examples of risk event
types you have read and complete the table below by indicating the type of risk to the event.
Refer to table 10.3 on page 272 in the textbook.

Risk event types Examples from South Africa

Internal fraud http://www.news24.com/SouthAfrica/News/Hawks-swoop-on-
R8m-bank-fraud-syndicate-20150527

External fraud http://www.news24.com/SouthAfrica/News/Bank-kite-flyer-
jailed-for-R35m-fraud-20150522
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Risk event types Examples from South Africa

Employment practices
and workplace safety

http://allafrica.com/stories/201508172426.html

Clients, products and
business practices

http://www.mondaq.com/southafrica/x/352954/Civil+Law/Un-
lawful+Competition+And+Confidential+Information

Damage to physical
assets

http://www.news24.com/SouthAfrica/News/Some-of-Cape-
Town-fires-started-deliberately-report-20150507

Business disruption
and system failures

http://mg.co.za/article/2009-11-06-shoprite-lashes-out-at-
banks-over-system-failures

https://www.enca.com/standard-bank-customers-seeing-red-
after-technical-glitches

http://www.bdlive.co.za/business/financial/2014/09/10/risk-man-
agement-systems-highlighted-by-african-bank-failure

Execution, delivery and
process management

http://www.iol.co.za/news/south-africa/meat-scandal-officials-
not-doing-their-jobs-1.1479024#.VdzE8fmqqko

FEEDBACK ON ACTIVITY

Please find the feedback to this activity under Additional Material on myUnisa.

The following are recent examples of the risks of electronic banking faced by banks:

On 9 June 2011, the U.S. banking organisation Citibank reported that a recent cyber at-
tack resulted in thousands of customer records being accessed. Customer names,
contact details and bank account numbers were obtained, but the attack stopped short of
stealing information such as customer dates of birth and security pin numbers. In a state-
ment made to news agency Reuters, a representative for the bank described how it had
enhanced its online security as a result of the Citibank hack episode. “We are contacting
customers whose information was impacted. Citibank has implemented enhanced proce-
dures to prevent a recurrence of this type of event”, he was quoted as having said,
adding: “For the security of these customers, we are not disclosing further details.” Follow-
ing this latest cyber attack, U.S. banking regulators having been calling for more robust
cyber security measures to be put in place, and not just at Citibank – the third-largest bank
in the U.S.

Sheila Bair, chairman of the Federal Deposit Insurance Group, said in a statement made
on 9 June 2011 that she intends to request that certain banks “...strengthen their authenti-
cation when a customer logs onto online accounts.”

Source: www.security-technologynews.com (accessed on10 June 2011).

In the wake of Citibank’s admission of a security breach on its network, the International
Monetary Fund (IMF) confirmed on 13 June 2011 that it too had been the target of a
sophisticated cyber attack perpetrated by an as yet unknown group of hackers or a hacker.
These attacks bombard their victims with e-mails containing suspect web-links, which when
clicked grant the hacker access to the user’s network (www. security-technologynews. com,
13 June 2011).
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READ

Recommended reading: Basel Committee on Banking Supervision. 2003. Sound Practices
for the Management and Supervision of Operational Risk. Bank for International
Settlements. This paper is available from www.bis.org.

5.8 OTHER RISKS
The following are examples of other risks that banks face:

5.8.1 Legal risk
Legal risk is the risk that unenforceable contracts, lawsuits or adverse judgments could disrupt
or negatively affect the operations, profitability, condition or solvency of the bank. Legal risks
are difficult to measure and also related to compliance risks. Banking is a heavily regulated
industry and one with extensive regulatory compliance requirements. Lending to customers,
for example, requires very specific and detailed disclosures on the interest rate, maturity and
repayment schedule. A bank must also report its data and activities on a specific time and in a
very detailed and prescribed format (Koch & MacDonald 2010:119). Failure to comply can
result in heavy fines and the bank’s licence can even be suspended.

5.8.2 Regulatory risk
Regulatory risk is the risk associated with a change in the regulatory policy. Changing rules
relating to products and dealing with customers are examples of potential regulatory risks. In
a South African context, the banking industry has been subject to new legislation in recent
years which has had a heavy impact on the operations and costs of banks. The most recent
legislation, which came into effect on 1 April 2011, is the Consumer Protection Act of 2008.

ACTIVITY 5.2

Research an article or news that shows the negative impact of the Consumer Protection Act
in South Africa.

FEEDBACK ON ACTIVITY

Please find the feedback to this activity under Additional Material on myUnisa.

5.8.3 Reputational risk
Reputational risk is the risk that negative publicity, either true or false, can adversely affect the
bank’s customer base or result in costly litigation, hence negatively affecting profitability.
Because these risks are unforeseen, they are impossible to measure. Firms can, however,
mitigate this risk by ensuring that employees receive effective and consistent up-to-date
training to keep them well informed on how and what to communicate with customers and to
properly handle and deliver customer service. In addition, senior management should make
sure that regular and consistent assessments of internal controls are performed to ensure that
they are fully effective and still applicable. Finally, transactional documentation should be
reviewed and strengthened as necessary and systems should be in place to address and deal
with customer complaints.
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STUDY

Study paragraph 10.10 in the prescribed book.

5.9 CAPITAL ADEQUACYAND SOLVENCY
Capital risk is the same as the risk of insolvency or the risk of failure. You should be able to
identify the early indicators of failure risk as described in paragraph 10.11 in the prescribed
book.

5.10 CONCLUSION
Learning unit 5 is the core of the module. You are provided with an in-depth discussion of a
number of often interrelated risks that banks face. Well-managed banks have various ways to
protect themselves against these risks. Capital can act as a buffer, thus minimising the
likelihood of a bank failure. In learning unit 6 the focus will be on various approaches to
managing the main risks in modern banking.

KEY CONCEPTS

You should be able to define all the key concepts as identified at the end of chapter 10 of
the prescribed book.

SELF-ASSESSMENT

Revision questions for learning unit 5

After you have studied the relevant pages in your prescribed book, do the revision questions
at the end of chapter 10.
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LEARNING OUTCOMES

After completing this learning unit you should be able to:
● define risk measurement
● describe the management of different banking risks
● identify the main risk management techniques

Overview of learning unit

In this unit the focus is on risk management as a central management tool to ensure banks’
soundness and profitability. Given the general guidelines of risk management discussed in
earlier learning units, this unit explains the management process of specific banking risks.

6.1 INTRODUCTION
Risk management is a central management tool to ensure the soundness and profitability of
banks. Managing banking risks is becoming increasingly important in the light of global
developments (e.g. the financial crisis of 2007–2009). Bank risk-taking is changing as lending
has started to refocus on the borrowers’ ability and willingness to repay, capital adequacy, the
quality of assets and the availability of adequate liquidity. The Basel Accords also placed
further emphasis on effective risk management by, for example, introducing a link between
minimum regulatory capital and risk. Regulators have placed an increased emphasis on risk
management in an attempt to foster financial stability and economic development. An
overview of the response to global regulation of banks will be provided in learning unit 7. In
addition, the management of risks is also important to bankers – they need to manage their
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capital more efficiently in order to maximise risk-adjusted returns from their business
activities (Casu 2006:279).

This learning unit will highlight some main issues of risk management in banking by outlining
the following:
● general issues of risk management
● the main techniques used by banks to manage risk, including credit risk, interest rate risk
and liquidity risk

● techniques to manage market and operational risks following Basel II
● the management of country risk

6.2 GENERAL RISK MANAGEMENT
The risk management process includes creating an appropriate environment, maintaining a
risk measurement structure to quantify risk exposure, monitoring and mitigating risk-taking
activities and establishing an adequate framework for internal control. Cummings and Hirtle
(2001) argue that risk management deals with the overall process that a financial institution
follows to define a business strategy to identify risks to which it is exposed, to quantify those
risks and to understand and control the nature of the risks. Banks have systems and practices
that cut across the major types of risks that they face. These systems and processes include
items such as:
● the allocation of resources to risk management activities
● governance issues
● record-keeping
● communication within the organisation
● internal audits

For each class of risk banks need to estimate the expected losses and the probability of
unexpected losses, so that the bank can hold the appropriate amount of capital. The aim of a
bank is to maximise its return on equity (ROE) as this will maximise the shareholders’ wealth.
Banks do calculations to identify how capital (equity) is being used within the bank and what
parts generate the best or worst returns (Casu 2006:280).

The total risk a bank faces can be assigned to different sources. The rest of the learning unit
will detail the management of specific risks.

STUDY

Study paragraph 11.2 in the prescribed book.

6.3 THE MANAGEMENT PROCESS OF SPECIFIC RISKS
6.3.1 Credit risk management
The growth of credit market instruments and the demand from banks to better assess and
measure risks associated with their credit business have led to the development of various
modelling techniques, similar in many respects to those previously developed to calculate
market risk. The Basel Committee publication called Principles for the management of credit risk
(2000), identifies sound practices in the management of credit risk and specifically addresses
the following four areas that a comprehensive risk management programme should include:
● establishing an appropriate credit risk environment
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● operating under a sound credit-granting process
● maintaining an appropriate credit administration, measurement and monitoring process
● ensuring adequate controls over credit risks

Heffernan (2005:156–157) identifies the following five key ways to minimise credit risks:
● accurate loan pricing
● credit rationing
● use of collateral or security
● loan diversification
● asset securitisation and/or the use of credit derivatives

6.3.2 Managing the lending function

Retail lending
The pricing of credit – the fees and interest rates charged – influences the lending decision.
The interest rate charged may be determined by loan pricing models developed by the bank.
The greater the risk the bank takes to lend to a particular borrower, the higher the interest
rate it charges. Loan pricing models take the following factors in consideration:
● the risk rating of the borrower
● the bank’s underlying funding cost
● the loan’s administrative and processing expenses

Other factors that influence the pricing of a loan are as follows:
● Maturity – the longer the maturity of the loan, the higher the interest rate the loan carries.
● Banks profit on the interest rate differential between their assets and liabilities. Both lend-
ing and borrowing interest rates are usually set by the market and are captured as an index.
The rate the bank charges its best customers is called the prime lending rate. It is mostly
used as a benchmark, the “base rate”, for a loan with a margin added to ensure profitability
after risks adjustments have been made.

● The presence of collateral or security will normally reduce the risk of a loan. The interest
rate charged should be lower than in the case where a borrower offers no collateral.

Credit checking and credit scoring
To ensure that potential borrowers are a good risk and do not have a history of bad debts or
unpaid loans, banks obtain a credit reference from a credit bureau. As this may exclude clients
from obtaining credit, South Africa has introduced the Consumer Protection Act of 2008
(effective from 1 April 2011) to regulate the interaction between credit bureaus and banks in
South Africa. Box 11.2 in the prescribed book provides an example of a credit scoring system.

Managing the loan portfolio
To reduce credit risks, banks diversify their loan portfolio. A heavy concentration of loans in
one sector can increase the risk to the bank. During the financial crisis from 2007 to 2009, the
assets of banks in the US were heavily concentrated in mortgage loans. When the property
market collapsed, many banks failed to recover from their losses in this sector.
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38

STUDY

Study paragraph 11.4 in the prescribed book. However, you do not have to study formulas
11.2 and 11.3.

6.3.3 Managing interest rate risk

Overview

Interest rate risk derives from the variation in banks’ returns that result from unanticipated
changes in market interest rates. The value of the banks’ asset, liabilities and off-balance-
sheet (OBS) activities is affected by changes in rates because the present value of future
cash flows, and sometimes cash flows themselves, are altered. The significant factor when
measuring and managing interest rate risks is that the exposure to such risk concerns future
losses (or gains) – therefore some uncertainty is always present. Managing interest rate
risks is about identifying, measuring and controlling such risk, taking uncertainty into
account. The best-known interest rate management technique is the gap analysis

STUDY

Study paragraph 11.5.1. Ensure that you can define the gap analysis and its use as well as
the criticisms of the gap model to measure the impact of changes in interest rates.

Duration analysis and simulation approaches

STUDY

Study paragraphs 11.5.2 and 11.5.3 excluding the calculation of the Macaulay duration. The
importance of the duration analysis is to determine the impact of a change in interest rates
on the value of the bank’s equity. See Box 11.4 in the prescribed book for an example.

The management of interest rate risk has moved beyond the traditional gap and duration
analysis because banks have increased their OBS business and the use of derivatives.

READ

Read paragraph 11.5.3 about simulation approaches to assess the potential effects of
changes in interest rates on earnings and economic value. If interest rates rise, the profits of
the bank are likely to fall as its assets are mostly fixed on the long term while liabilities are
short term.

6.3.4 Managing liquidity risks
To avoid liquidity problems banks must hold liquid assets, even if this comes at a cost. Casu
(2006:297) names six reasons why banks should hold liquid assets. See paragraph 11.6 in the
prescribed book.

In measuring and managing liquidity exposure, the following techniques may be used by the
bank:
● cash-flow projections of daily liquidity positions
● cash-flow projections of daily liquidity sources
● scenario analysis and simulation models
● liquidity gap analysis
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Banks, including central banks, often provide support to each other to meet short-term
liquidity needs through repurchase agreements. A repurchase agreement (also known as repo)
allows one party to sell an asset for cash with the understanding (supported by a legal
repurchase agreement) that it will be repurchased at a later date at an agreed-upon price.
Banks borrow from the Reserve Bank at a cost (the repo rate) and to the detriment of the
bank’s reputation.

A particular concern of liquidity monitoring relates to the potential for a run on a bank. If a
bank is rumoured to be in financial difficulty, depositors may rush to withdraw their funds.
Unanticipated demand could reduce the bank’s cash on hand, very likely causing the bank to
become illiquid, and ultimately, insolvent. Refer to the following case of Saambou Bank in
2002.

In a press release by the Registrar of Banks on 9 February 2002, it was announced that a cu-
rator was appointed to manage Saambou Bank. At the time it was the seventh largest bank
in South Africa.
The press release stated that “Recent events pertaining to Saambou Bank Limited (“SAAM-
BOU”) have led to a situation where SAAMBOU will evidently be unable to repay deposits
made with it or will probably be unable to meet all of its obligations when legally obliged to
do so. An abnormal outflow of funds out of the bank has also resulted in SAAMBOU expe-
riencing difficulties in maintaining its required levels of liquidity. However, based upon
information rendered in terms of the provisions of the Banks Act, 1990 (Act No. 94 of
1990 –“the Act”), this Office has no reason to believe that SAAMBOU is insolvent.”

As panicked investors attempted to withdraw up to R1 billion in deposits, drastic measures
were implemented to prevent a run on the bank. This included closing branches across the
country to deny investors access to their deposits and the implementation of a staged with-
drawal plan.

Source: www.fanews.co.za, 30 January 2008.

6.3.5 Managing market risk
Many sophisticated techniques have been developed to manage market risk. Risk-adjusted
return on capital (RAROC) can be used for both risk management and to compare relative
performance. The RAROC measure can help bank managers assess in what areas they should
allocate more capital.

Value at risk (VaR) was originally developed to manage market risk, though it has been
modified to measure credit risk exposures (Heffernan 2005:172). VaR provides an estimate of
the potential loss on a current portfolio from adverse market movements.

STUDY

Study paragraph 11.7.1, including the formula to calculate RAROC.

READ

Read paragraph 11.7.2 on VaR. You are not required to apply the VaR formula in 11.14 or
study the assumptions it is based on.
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6.3.6 Managing operational risk

STUDY

Study paragraph 11.8. Ensure that you can distinguish between the three methods
proposed by Basel II for calculating operational risk capital charges. BCBS (2001):
Consultative document –operational risk.

6.3.7 International risk assessment
Casu (2006:308) identifies a country risk evaluation process that should have six conditions in
place. This is necessary in order to systematically evaluate the country risks associated with
the banks’ international operations.

STUDY

Study paragraph 11.9 in the prescribed book, excluding the boxes and tables. (The boxes
and tables are for reading only.)

6.4 CONCLUSION
In this learning unit we have reviewed how banking risks are managed. These include the
banking risks incorporated in the calculation of regulatory capital in terms of Basel II (credit
risk, market risk and operational risk), the management of the traditional ALM function
(interest rate and liquidity risk) and the management of international risk. Risk management is
a complex and comprehensive process and banks will increasingly need to adopt more formal
and quantitative risk measurement and risk management procedures and processes (Casu
2006:313).

However, to understand how banks practically manage the variety of risks they face, it is
important to review at least one of the annual reports of a bank. For example the section on
Capital and Risk Management (pages 2 – 130) of the 2015 Standard Bank Annual Report
deals extensively with the topic. This report can be accessed from:

http://annualreport2015. standardbank. com/pdf/Standard-Bank-Group-Annual-Integrated-
Report-Risk-and-Financial-Statements-2015.pdf

We also recommend that you read pages 2 to 6 and pages 25 to 102 of the 2015
Standard Bank Annual Report which is loaded under additional resources on
myUnisa.

This is essential reading to understand how banks manage their risks.

(Other banks and financial institutions publish similar reports annually).

SELF-ASSESSMENT

Revision questions for learning unit 6

After you have studied the relevant pages of the prescribed book, do the exercise at the end
of chapter 11. Make sure that you attempt all the revision questions and problems as they
are important for self-assessment and preparation for the examination.
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7.1 INTRODUCTION
The effects of the recession were largely that the real GDP of many countries contracted,
capital investment decreased, market participation decreased as seen by the decrease in US
demand and, very importantly, $14 trillion valued global companies were erased (www.
wikipedia.com). The global market responded by governments changing economic policies.
Companies began to see the importance of risk management processes and policies to
mitigate the possible enterprise risks.

The role of risk management has therefore become more significant with banks and
supervisors around the world recognising that good risk management processes are vital, not
only for the success of individual banks but for the safety and soundness of the banking
system as a whole. The world’s leading banking supervisors have developed regulations on a
number of “good practice” methodologies used in risk management (Apostolik 2009:xi).

In most countries, to minimise the chance of governments having to rescue the banks, the
national banking systems have been singled out for special regulation, known as prudential
regulation. Prudential regulation, however, focuses on bank regulation at the micro level, that is,
ensuring each bank behaves in a prudent manner to prevent systemic failures arising from
contagion if one of the banks fails. Borio (2003:186) argues that more attention should be
paid to “macro-prudential regulation” – preventing the banking system as a whole from
getting into trouble because banks are exposed to the same collective risks. This is what has
occurred during the recent global financial crisis when internationally a number of large banks
failed at the same time.

Borio argues that equal attention should be paid to aggregate exposures of banks. The macro
component is relevant when reviewing the financial crises where banks’ exposure to collective
risks is often found to be the key contributor to the crisis itself. If banks in one or more
countries are collectively exposed to the same risks, the issue shifts to macro-prudential
regulation (Heffernan 2005:176). International coordination of prudential regulation at a
global level is therefore increasingly important, also for reasons such as the rapid growth of
international banking and the increase of financial conglomerates.
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7.2 SPECIFIC EXAMPLES
In previous learning units we have seen the detrimental effect the global financial crisis had a
on the global economy. To avoid the re-occurrence of large bank failures and the resulting
consequences to the economies of the world, a number of responses have been developed as
illustrated in the following article from The Economist (27 May 2010).

Basel 3: The Banks Battle Back – THE world is now knee-deep in proposals to reform finance.
From industry lobbies to global regulators, everyone is brimming with ideas. On May 26th
the European Commission became the latest to propose a new bank levy, joining the IMF
and governments in Europe and America. On the same day America’s Financial Accounting
Standards Board unveiled proposals requiring banks to report the fair value of loans on
their books.
The most important bit of reform is the international set of rules known as “Basel 3”, which
will govern the capital and liquidity buffers banks carry. The Basel club of bank supervisors
put out proposals in December, which aim to boost capital and get banks to wean them-
selves off short-term funding. In the submissions they have made in response, banks have
been critical. Although they claim to accept the objective of raising safety buffers, banks
argue that any big changes will impede economic growth. Many also say that the Basel club’s
timetable, which is to have the proposals finalised by this year and implemented by late
2012, is unrealistic.

Some complaints will be brushed aside. During the crisis there was a total loss of confidence
in banks’ capital standards, with most investors resorting to more basic accounting informa-
tion to measure solvency. It is for this reason that Basel 3 is likely, however much the banks
squeal, to take a firm line on excluding low-quality instruments such as preference shares
from core capital. Likewise, few can seriously object to its demand that banks hold enough
liquid assets to withstand a severe, month-long liquidity shock.

The tricky bits will be setting the absolute level of capital that is needed in the system and
defining a tolerable amount of short-term funding. The Basel club has not articulated a vi-
sion of how big the buffers should be. But its instincts are pragmatic—Stefan Walter, the
secretary-general of the Basel Committee, says the aim is “a balanced package where the
costs will be phased to avoid economic disruption and the benefits will be substantial.”

Domestically, South Africa has also responded by releasing a policy document to reform the
regulatory structure of banks. On 23 February 2011 the National Treasury of South Africa
released a policy document entitled: A safer financial sector to serve South Africa better.

The document is introduced by the following statement:

The financial sector plays a central role to support the real economy. Yet, it also introduces
risks, particularly when it recklessly chases short-term – artificial profits, as was proved dur-
ing the global financial crisis. As a result, internationally, much has been done to improve
the regulation of the financial sector. Much more still needs to be done.
While the recession is over, the crisis and the results of the crisis still linger as financial
stability is not yet secured internationally. In South Africa, our financial sector successfully
weathered the crisis, but a million people still lost their jobs. Recognising the need for coor-
dinated international efforts to secure global financial and economic stability, we have
committed to important obligations to try and prevent a similar crisis in the future. These
commitments are also informed by our own domestic situation.

PART B: BANKING RISKS ANALYSIS AND MANAGEMENT
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The policy document can be downloaded from www.treasury.gov.za

The most noteworthy international development has, however, been the announcement by
the UK Chancellor of the Exchequer, George Osborne, on 16 June 2011. He announced a
major overhaul of Britain’s banks, approving a separation of their retail and investment
businesses to help avoid another global financial crisis.

Osborne backed the findings of the government-appointed Independent Commission on
Banking (ICB) which earlier this year called for a “ring-fencing” of retail businesses. Os-
borne said he had taken the decision bearing in mind what he said was a British dilemma.
“As a global financial centre that generates hundreds of thousands of jobs, a successful
banking and financial services industry is clearly in our national economic interests,” he said.
“But we cannot afford to let it pose a risk to the stability and prosperity of the nation’s en-
tire economy.”

The practice of banks using money from their retail arms to fund investment operations
has been widely blamed as a major factor behind the global banking crisis.

In an interim report published in April, the ICB also recommended that banks set aside
more capital to avoid future state bailouts. Cameron supported the report’s findings but did
not give a specific figure for future reserve levels, although it is expected to be higher than
the international seven percent minimum.

The Commission is seeking to protect borrowers and savers in the event of another crisis. It
will publish its final report on September 12 when it will outline how exactly the so-called
banking “firewall” will work

(AFP, 16 June 2011. Article by Roland Jackson).

From the international responses it is clear that the banks will be subject to an increasing
number of changes in how they do business and manage their risks. It is likely that further
regulatory requirements will be introduced by domestic and international regulators.
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