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As a provider of banking and financial services, risk 
is at the core of our day-to-day activities. the Bank’s 
risk philosophy is that the risk should be taken in line 
with the Bank’s risk appetite and it should fit in with the 
Bank’s business strategy, assist the decision-making 
process and enhance management effectiveness and 
also optimize capital utilization.

Business of banking naturally entails assuming 
‘Risks’ in all business transactions. as a result, ‘Risk 
management’ remains to gain prominence as a key 
strategic focus in managing banks effectively in 
today’s impulsive financial markets. The vision of Risk 
management is to proactively assist the business in 
delivering superior shareholder value by ensuring an 
optimal trade-off between risks and rewards whilst 
upholding strong liquidity and adequate capital 
positions at all times combined with a robust asset 
quality. the operating model within the Bank ropes this 
vision and cascades the actions to fulfil same.

the changing nature of today’s business world is 
increasing the scope and potential impact of the 
risks faced. the ability of a bank to take strategic 
initiatives within pre-defined and consistent risk 
framework can be considered as a speciality that can 
make a distinction for a bank to ensure safety to all 
stakeholders in today’s competitive market scenario. 
Hence, the Bank has recognised the risk management 
capabilities as a ‘journey’ rather than a destination and 
is committed to maintain and continuously improve its 
risk management framework and capabilities through a 
number of initiatives including substantial investments 
in it, training and development of human resources. 
the management of the risks inherent in the loan 
portfolio remained a focal point for the Bank in the 
current year, even as the Bank continued its strategy to 
expand the loan book to greater levels.

the objectives of the risk management framework are:

1. establish common principles and standards to 
identify, measure, evaluate, monitor and manage 
significant risks to the Bank on a forward looking 
basis.

2. Define the Bank’s risk appetite and align the Bank’s 
portfolios and business strategy accordingly.

3. provide a shared framework and language to 
improve awareness of risk management.

4. to provide clear accountability and responsibility for 
risk management.

5. optimize risk return decisions.
6. maintain Bank’s capital adequacy and strong 

liquidity position.
7. further strengthen governance, controls and 

accountability across the organization.

in addition to the main risks, the Bank has considered 
twelve other risks which are material to it. the decision 
is based on directions given by the Central Bank of Sri 
lanka (CBSl) and self-assessment of most important 
risk categories which need a separate mention from 
an iCaap perspective. these risk categories include, 
liquidity Risk, interest Rate Risk in the Banking 
Book, underestimation of Credit Risk in Standardized 
approach, Residual Credit Risk, Concentration Risk, 
Compliance Risk, legal Risk, Strategic Risk, model Risk, 
Group Risk, Settlement Risk and Reputational Risk.

our risk culture is fundamental to the delivery of 
the Bank and Group’s strategic priorities. it may be 
characterised as conservative, control-based and 
organized supported by a robust risk governance 
structure. the Bank’s risk management framework 
is employed at all levels of the organization, and is 
instrumental in aligning the behaviour of individuals 
with the overall attitude to assuming and managing 
risk and ensuring that our risk profile is aligned to our 
risk appetite. in an attempt to cultivate risk-based 
decision-making by the business lines, the Group 
Risk Department plays an active role as a mentor 
and facilitator by instigating new ways of knowledge 
transfer, and it is one of the core values of the 
department’s culture.

Playing an active role in creating a 
Learning culture 
keeping abreast with risk management concepts and 
having a broader view by various business lines have 
been understood as of pivotal importance by the Bank. 
When equipped with such knowledge the business 
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lines become sounder in their credit decisions. the 
Bank believes in grooming its own people by its own 
people. therefore in order to broaden the business 
lines exposure to risk related areas the Group Risk 
Department has initiated a quarterly news bulletin. 
the bulletin titled ‘Risk analyst’ was launched in 
September 2014 and has been published twice for 
the year 2014. for each periodical, the staff members 
contribute articles covering various aspects of risk 
such as new and emerging developments in risk 
management, clarifications on risk concepts, policies 
and procedures, case studies etc. the newsletter is 

accessible in the Bank’s e-library and in the intra-net. 
this initiative has enabled the Group Risk Department 
to grow personally and professionally and build 
fulfilling careers.

as an integral part of disseminating knowledge among 
staff, continuous training, advice and awareness 
programmes have also been considered as an element 
of the Group Risk Department. throughout the year 
the staff members volunteered as resource persons for 
Bankwide trainings across all business lines at Head 
office and also at Regional offices.
 

The	Risk	Profile	of	the	Bank	at	a	Glance

Highly diversified and short 
tenor portfolio

i. We have a well-diversified portfolio of loans and advances and income streams across 
geographies, industry sectors and products

ii. in Wholesale Banking 77% of loans and advances are short-term and we hold a diverse 
mix of collateral, valued conservatively 

iii. our top 20 corporate exposures are stable as a proportion of capital resources and 
highly diversified

iv. our asset quality remains good

Strong capital and liquidity 
position

i. We remain well capitalised and our Statement of financial position (Balance Sheet) 
remains highly liquid

ii. We remain a net provider of liquidity to interbank markets
iii. Our customer deposit base is diversified by type and maturity
iv. We have a substantial portfolio of liquid assets which can be realised if a liquidity stress 

occurs. liquidity position acceptable even under stressed scenarios

Robust risk governance 
structure and experienced 
senior management team

i. We have a clear statement of risk appetite which is aligned to the Bank’s strategy; it is 
approved by the Board 

ii. We continuously monitor our risk profile to ensure it remains within our risk appetite and 
regularly conduct stress tests

iii. We review and adjust our exposures, underwriting standards and limits in response to 
observed and anticipated changes in the external environment and expectations

iv. We have a very experienced Group Risk Department and our risk committees are staffed 
by experienced leaders

v. We have a robust risk management framework which assigns accountability and 
responsibility for the management and control of risk. 

vi. We maintain a consistent and highly selective approach to large corporate credit 
underwriting
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risk Management initiatives 2014, 
2015 and Beyond
Details of risk management initiatives undertaken 
during the year and planned for the next three years 
are summarised below:

Continue to collect data to  
migrate to internal Rating Based  
approach for Credit Risk

implementation of an obligor 
and facility Rating system and 
scoring models

migrate to market Risk internal 
models approach

Continuous improvements to  
the disclosures made

Regular review of monitoring 
& control functions of Group 
Companies.

implementation of a market  
Risk model to facilitate value at 
Risk calculations

adoption of pillar iii market 
disclosure requirements under 
Basel ii

Conglomerate Risk - improved 
Risk Dashboards with 
probability/impact analysis.

migrate completely to tSa/aSa 
approach for operational Risk.

Calculation of operational 
Risk Capital based on Basic 
indicator approach (Bia) the 
Standardized approach (tSa), 
and alternate Standardized 
approach (aSa)

2014 2015  & Beyond

Continue improvement in line 
with stress testing framework

additional scenarios on stress 
testing

risk appetite, objectives, framework
Risk appetite is defined as the level and the nature of 
risk that the Bank is willing to take in order to pursue 
its articulated mission on behalf of its shareholders 
subject to constraints imposed by other stakeholders 
such as lenders, regulators and customers.

in the event, the risk appetite threshold has been 
breached, risk management and business controls are 
implemented to bring the exposure level back within 
the accepted range. Risk appetite, thus, translates 
into operational measures such as limits or qualitative 
checkpoints for the dimensions of capital, earnings 
volatility and concentration risk etc. 

in order to effectively implement risk appetite the 
Bank has defined quantitative indicators (e.g., 
capital adequacy level and risk limits) or qualitatively 
embedded same in the policies and procedures (e.g., 
underwriting criteria). 

the Bank has taken into account the following factors 
when defining its risk appetite: 

internal and external input
the Bank assesses its risk appetite against both the 
internal & external environment it is facing. the risk 
appetite is not only consistent with business strategy 
and growth targets but is also in line with the interests 
of external stakeholders such as shareholders and 
regulators.

internal inputs Considered when  
Defining its Risk Appetite

external inputs Considered 
when Defining its Risk Appetite

the Bank’s overall  
   business strategy

the interest of the  
   regulatory agencies

the Bank’s business  
   growth target

the credit rating agencies

Stakeholder return objectives equity analysts

Cost of capital Shareholders

other capital providers
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coverage of risks
the Bank has formulated its risk appetite covering the 
following categories:

 z Bankwide level

 z Risk Category level

 z Credit Risk

 z market Risk

 z operational Risk

 z Concentration Risk

 z liquidity Risk

 z interest Rate Risk (in Banking Book)

 z Compliance Risk

the risk appetite framework and risk tolerance limits have 
been defined with the consultation and engagement of 
Board and the Senior management of the Bank in line 
with the Bank’s overall business strategy, providing clear 
direction to the business units for on-going operation and 
risk management.

the risk appetite is assessed at monthly intervals to 
check for any breaches and reported to the Senior 
management and to the Board. in the event of a breach, 
appropriate management action is drawn to bring down 
the risk level within the risk appetite set.

Group risk Management
aggregating the risks of Group Companies remains a 
challenge due to their diverse business models and 
risk profiles. The Group Companies are engaged in 
investment banking, capital market activities, unit trust 
management and property management activities. 

However, the Bank believes the ‘Group Risk’ is greatly 
mitigated as;

1. Possible financial impact to the Bank is limited to the 
amount invested in these companies in the form of 
equity, at the time the companies were incorporated. 

2. NDB Capital Holding plC (de-listed), the largest 
subsidiary by size, is listed, thereby regulated by 
the SeC as well. 

3. there is representation by the Bank’s Directors/key 
management personnel on the Boards of Directors/
Board audit, Risk & Compliance Committee of its 
subsidiaries, thereby ensuring full and sufficient 
knowledge of subsidiaries’ operations and risk 
profiles. 

4. Due to the governance structure mandated by 
the laws governing banking and limited liability 
companies, all inter-company transactions are at 
arms-length and full disclosure of such transactions 
are made. 

5. Natural mitigation from the fact that the Bank is the 
holding company and owns the largest Statement of 
financial position in the Group. 

6. NDB Securities ltd., and NDB Wealth management 
ltd. being licensed stock brokers and unit trust 
managers are regulated by the SeC.

7. Risk Reporting framework by the group companies 
to Centralised Group Risk Department of NDB/the 
integrated Risk management Committee (iRmC)/
Board for review/direction. 

as part of our regular risk and cross-risk analysis, 
sensitivities of the key portfolio risks are reviewed 
through a bottom-up risk assessment and through a 
top-down macro-economic and regulatory scenario 
analysis. these approaches allow us to capture risks 
that have an impact across our risk inventories and 
business divisions or those that are relevant only to 
specific portfolios.

We are also focused on ensuring that we act 
proactively to identify potential macro-economic and 
regulatory changes and assess the possible impact on 
our business model or processes.
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emerging risk table 

Risk Risk level Description mitigants

Regulatory 
changes and 
compliance

low - the nature and impact of future 
changes in economic policies, laws 
and regulations are not predictable 
and may run counter to our strategic 
interests. these changes could also 
affect the volatility and liquidity of 
financial markets and more generally 
the way we conduct business and 
manage capital and liquidity

- although we seek to comply with 
all applicable laws and regulations, 
we may be subject to regulatory 
actions and investigations across our 
subsidiaries, the outcome of which 
is generally difficult to predict and 
could be material to the Group

- We review key regulatory developments 
in order to anticipate changes and their 
potential impact on our performance

- We respond both unilaterally and through 
our participation in industry groups to 
consultation papers and discussions initiated 
by regulators. the focus of these activities 
is to develop the framework for a stable and 
sustainable financial sector and economy

- internal Capital adequacy assessment 
process (iCaap) to analyse/assess our 
capital requirements under stressed 
scenarios to maintain stability

financial 
markets 
instability

moderate - financial markets volatility or a 
sudden dislocation could affect our 
performance, through its impact on  
the mark-to-market valuations of 
assets in our available-for-sale and 
trading portfolios or the availability  
of capital or liquidity

- financial markets instability also 
increases the likelihood of default 
by our corporate customers and 
financial institution counterparties

- We assess carefully the financial position  
of our counterparties and their credit rating 
(iDR) according to their systemic importance, 
when setting limits and adjusting our 
exposure levels accordingly

- portfolio valuations are carried out through  
mark-to-market exercise and ensure the 
results are within our pre-defined risk appetite

- We maintain robust processes to assess  
the suitability and appropriateness of  
products and services we provide to our  
clients and customers

exchange rate 
movements

low - Changes in exchange rates affect 
the value of our assets and liabilities 
denominated in foreign currencies

- Sharp currency movements can also 
impact trade flows and the wealth of 
clients, both of which could have an 
impact on our performance

- We actively monitor exchange rate 
movements and adjust our exposure 
accordingly within our prudential limit 
framework. Stress tests are being performed 
to ensure least impact to the financial 
Statements on a daily basis

- low exposure to the unhedged positions 
given internal policy and strengthened 
supervision by the regulators on minimizing 
open foreign currency positions

- We assess the impact of exchange rate 
movements on our counter parties business  
and impact on meeting debt obligations
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Risk Risk level Description mitigants

Risk of adverse 
movements in 
interest rates

moderate - the risk of potential losses due to 
changes in the fixed income security 
portfolios

- the sensitivity of the Statement of 
financial position due to a change in 
interest rates

- the duration of the bond portfolio is 
monitored regularly to assess sensitivity of 
bond portfolio to interest rate changes. the 
impact of the trading portfolio is minimal due 
to the Bank holding treasury bills and bonds 
with short-term maturities. available-for-Sale 
(afS) portfolio of bills and bonds is managed 
within the pre-defined risk parameters

- the impact due to the change in interest 
rates is managed within the pre-defined limits 
to minimize the adverse impact on interest  
rate changes

Geopolitical 
events

moderate - We face a risk that geopolitical 
tensions or segments in our footprint 
could impact trade flows, our 
customers’ ability to pay, and our 
ability to manage capital

- We actively monitor the situations  
(e.g. Situation in Russia and ukraine, ban 
on fish exports to EU, declining oil prices in 
the global market etc.) that could have an 
impact and conduct regular stress tests of 
the impact of such events on our portfolios, 
which inform assessments of risk appetite 
and any need to take mitigating action

Risk of fraud moderate - the risk of fraud and other criminal 
activities is growing as criminals 
become more sophisticated and as 
they take advantage of the increasing 
use of technology in society

- We have a broad range of measures in place  
to monitor and mitigate this risk.

- Controls are embedded in our policies 
and procedures across a wide range of 
the Group’s activities, such as origination, 
recruitment, physical and information security

Risk of Natural 
Disasters

moderate - Natural disasters can have an impact 
on the performance of the customers’ 
operations and their ability to meet 
debt obligations 

- it can also have an impact on the 
Bank’s operations and inability to 
continue business from current 
location

- in situations of natural disasters (both local 
and overseas), stress tests are carried out 
to assess the impact of such events on the 
portfolio and appropriate action is taken to 
mitigate the risk 

- a formalized and tested Business Continuity 
plan is in place and is able to switch over to 
the Disaster Recovery site

active Share 
market 
operations

High - this leads to frequent changes in 
share ownership and hence affects 
group structuring which could have 
an impact on credit concentrations 
and complying with regulations 

- Closely monitor share market movements 

- internal policies on single/group borrower 
limits are stringent than regulatory 
requirements
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Risk Risk level Description mitigants

Risk arising from 
inability to meet 
maturing deposit 
liabilities

low - the Bank’s liquidity position can 
affect the ability to meet liability 
requirements as they fall due

- low liquidity in the markets may 
result in unexpected stresses  
to the Bank

- the Bank monitors a number of prudential 
liquidity ratios as per CBSl risk directions 
which are discussed at the assets and 
liabilities Committee (alCo) and iRmC 
committees. liquidity stress testing is carried 
out at regular intervals to identify any fall in 
liquidity measures of the Bank. the Bank 
has maintained a healthy liquidity position 
throughout the year and has adhered to the 
liquid asset Ratio (laR) above the statutory 
requirement

- the Bank was least dependant on short-term 
interbank borrowings during the year

Sustained	Profitability	and	Capital	
Management
the strategy of the Bank is ensuring sustained 
profitability through good times and bad times. The 
need of the economy is, resilient banks which create 
shareholder value. BaSel regulations have been 
introduced worldwide to ensure resilience of the 
individual banks as well as the banking system  
as a whole.

icaaP framework
Capital helps protect individual banks from insolvency, 
thereby promoting safety and soundness in the 
overall banking system. minimum regulatory capital 
requirements under pillar 1 establish a threshold below 
which a sound bank’s regulatory capital must not 
fall. the pillar 2 (Supervisory Review process - SRp) 
requires banks to implement an internal process, 
called the internal Capital adequacy assessment 
process (iCaap), for assessing their capital adequacy 
in relation to their risk profiles as well as a strategy 
for maintaining their capital levels. the pillar 2 also 
requires the supervisory authorities to subject all banks 
to an evaluation process/Supervisory Review process 
(SRp) and to initiate such supervisory measures on that 
basis, as might be considered necessary.
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the iCaap would be in addition to a bank’s calculation of regulatory capital requirements. the Bank has put in 
place an internal Capital adequacy assessment process and has adhered to same from January 2013. the Bank’s 
iCaap process strengthens the risk management practices and capital planning process.

the ‘use test’

the Bank’s Risk exposure

Stress and Scenario tests

managing the liquidity Risk

Setting the Regulatory 
Capital level

Bank’s financial and  
Capital plan

Bank’s Risk management 
process

Bank’s Capital adequacy

icaaP framework Key elements

Sustained Profitability and Capital Management

BaSeL ii 
the Bank is fully compliant with the BaSel ii regulatory 
requirements. The Bank identifies and measures 
all material risks faced in its business and ensures 
that the Bank has adequate capital to support all 
risks at all times. the Bank also ensures that its 
capital is adequate to absorb losses even under 
stressed conditions. these details are disclosed to all 
stakeholders of the Bank to ensure awareness among 
them on how the Bank manages its risks.

pillar i
minimum Capital 

Requirement

pillar ii
Supervisory Review 

process

BaSeL ii

pillar iii
market  

Discipline

allocation of 
minimum capital for 
Credit, market and 
operational Risks

Disclosures to allow
market participants
to assess how risk
is managed

Development and
usage of better risk
management 
techniques in 
monitoring and
managing risks

ensure that the Bank 
has adequate capital 
to support all risks in  
its business

fully compliant
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Journey towards advanced approaches of 
Pillar i
the Bank has already embarked on its journey towards 
advanced approaches of minimum capital computation 
under pillar i in order to optimize on capital allocation. 
thinking ahead, the Bank is in the process of 
automating its capital computation process in terms of 
Credit and market Risk. this pioneering strategic move 
will help the Bank to optimize usage of shareholder 
capital, which will be critical in the next few years for all 
banks. the automation of manual processes will ensure 
accuracy and better conformance to guidelines.

credit risk - the Bank is currently using the 
Standardized approach for the capital computation 
for Credit Risk. With the intention of moving to internal 
Rating Based approaches, the Bank has rolled out 

rating models with the assistance of CRiiSil Risk 
and infrastructure Solutions ltd., india. the system 
supports the probability of default (pD) and loss given 
default (lGD) computations.

Market risk - the Bank uses the Standardized 
approach for the capital computation for market Risk. 
the Bank has already rolled out its value at Risk (vaR) 
models and is awaiting guidelines from the regulator to 
move to advanced approach of capital computation for 
market Risk.

operational risk - the Bank is currently using the 
Basic indicator approach for the operational risk 
capital computation. the Bank has also commenced 
the parallel computation of capital requirements as per 
the Standardized approach(tSa) as well as alternative 
Standardized approach (aSa). 

the Bank has rolled out rating models  
across all business lines

the Bank has rolled out its vaR models recently  
and is awaiting guidelines from  

the regulator

Commenced the parallel computation of capital 
requirements as per the Standardized approach 

as well as alternative Standardized approach

Standardized 
approach for capital 
computation

Standardized 
approach for capital 
computation

Basic indicator 
approach for capital 
computation

internal Rating- 
Based approach

advanced  
approach

the Standardized 
approach/alternative 
Standardized 
approach

Credit risk

operational risk

Market risk

BaSeL iii and capital Management
BaSel iii is the new global regulatory standard on 
managing capital and liquidity of banks. With the 
introduction of BaSel iii the capital requirements of 
banks will increase with an aim to raise the quality, 
quantity, consistency and transparency of capital base 
and improve the loss absorbing capacity. 
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the BaSel iii implementation Road map for Sri lanka is given below:

Basel iii capital Management 

Basel i & ii Basel iii

BaSeL iii

Working towards compliance & awaiting directions from Local regulator

13%

12%

11%

10%

9%

8%

7%

6%

5%

4%

3%

2%

1%

0%

liquidity Risk

- liquidity Coverage Ratio (lCR)

- Net Stable funding Ratio (NSfR)

leverage Ratio

tier ii

tier ii
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other tier i

addl tier i

common 
equity
tier 1

• Implementation of Net Stable Funding Ratio

• Implementation of Leverage Ratio

• Increase in minimum capital requirements
o lCB – min lkR 10 billion
o lSB – min lkR 5 billion

• Implementation of Liquidity Coverage Ratio

• Increase in minimum capital requirements    
    (existing Banks)

o lCB – min lkR 10 billion
o lSB – min lkR 5 billion

• Implementation of Liquidity Coverage Ratio

• Issue guidelines on Stress Testing Framework 
• Prudential requirements to regulate exposure to asset markets and other potential economic 

shocks and concentrations
• Supervisory observation period
• Issue directions to maintain minimum capital and liquidity ratios

2014

2015

2016

2018

the Basel III Implementation road Map for sri Lanka is given below:
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With the implementation of BaSel iii the Banks will be required to increase and also improve the quality of capital. 
Considering the requirements, the Bank initiated steps to automate its capital computation process in terms of 
Credit and market Risks which would help to optimize usage of shareholder capital. from a liquidity point of view, 
the Bank computes required the liquidity ratios as per the BaSel iii guidelines.

integrated risk Management at Bank

risk decisions

• Compliance
o Regulatory adherence
o Regulatory reporting
o anti-money laundering

• Internal Audit
o Review effectiveness of risk management 

practices and internal control framework
o Confirm level of compliance
o Recommend improvements and enforce 

corrective action where necessary

• External Audit
o Reporting to shareholders on, opinion on the 

true and fair view of the financial Statements  
and review internal controls  over financial 
reporting process

• Primary responsibility for identifying, managing and 
reporting risk

• Self-Assessment of risk and control

• Compliance with all policies and procedures

• Develop and implement the risk management framework, 
policies, systems and procedures and tools

• Providing support to the business units, review and report 
key risks to the iRmC

Board of 
Directors

Board audit
Committee

Board Risk 
Committee

Board Credit
Committee

assurance –

independent 
verification

decentralized 
Primary 
responsibilities  
–

Business line
operations

centralized 
oversight -

Risk management

3

1

2

risk exposures

Line of defence

Line of defence

Line of defence
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risk Governance
the Bank’s Board of Directors has the overall responsibility for risk management and sets the tone at the top 
for an effective management of risks through its risk appetite. in discharging its governance responsibility, it 
operates through two key committees, namely the integrated Risk management Committee (iRmC) and the 
Board audit Committee (BaC) which have been formed in compliance with the CBSl Direction No. 11 of 2007 on 
Corporate Governance. the Bank believes in combining the specialized knowledge of the business units and risk 
professionals in forming sub-committees for the management of risks.

operational Risk 
policy Committee 
(oRpC)

assets and 
liabilities 
Committee (alCo)

three Members of the Board of 
directors, Ceo, Cro, CFo, heads of 
operational and Market risk

Reviews the Bank’s risk management 
policies, regulatory framework and 
compliance. iRmC also reviews the Bank’s 
risk profile against the agreed risk appetite, 
Business Continuity and Disaster  
Recovery plans. 

heads of Business units and senior 
Officers of Business Units

pre-clearance of large credits, approvals 
in line with Delegated authority. Reviewing 
portfolio and watch listed clients. Review 
status of Npls. Review impairment

Ceo, Cro and the heads of Business 
units, treasury and representatives of 
the Group risk Management

Reviews the Bank’s risk policy framework, 
overall performance and the potential risks 
faced by specific lines of business and 
support functions

Five members of the Board of directors, 
Ceo and heads of relevant Business 
units

ensuring the Bank’s compliance to its 
internal and external regulatory guidelines

integrated Risk 
management 
Committee (iRmC)

four executive 
Credit Committees

Credit and market 
Risk policy 
Committee

Board audit 
Committee (BaC)

Ceo, CFo, Cro, heads of Business 
units, aML and treasury

Reviews all market and liquidity 
related exposures on a monthly basis 
and decisions are made to facilitate 
the business requirements and make 
investment/policy decisions.

Ceo, Cro, CFo, heads of Business 
units, treasury, Finance, audit, It and 
representatives of Group risk and 
operational risk Management teams

monitors and ensures that appropriate 
operational Risk management frameworks 
are in place, adhering to the policies 
of the Bank. provide a forum for the 
discussion and management of all aspects 
of operational Risks and control lapses 
identified through the risk reporting 
process ensuring all significant issues 
raised in internal audits and Regulatory 
reviews are resolved satisfactorily 
within the agreed timescales while 
outstanding action points are tracked. 
ensures full compliance of the local 
regulations. Raising awareness of new 
trends and developments in operational 
risk management techniques and the 
migration of best practices from the 
industry/market. assists the Bank in the 
management of Corporate Governance 
related to operational Risk on an ongoing 
basis. assumes and demonstrates general 
sponsorship and ownership of operational 
Risk management;
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relationship With other units
the relationships between the risk management and 
other sections of the Bank and external parties are 
highlighted below:

Business units Regulators and 
auditors

Rating agencies

Clients

internal audit

operations technology Support

Risk Committees

risk Management

Risk Advisory

Risk Report
Rating Report

Risk Reports and Practices

Inquiries
Business information

Reporting and Analysis

and Analytics

Audit Report

Positions and other
information

Reporting Analysis
Information

Group risk 
the Group Risk management Department is 
independent of the business units. it monitors and 
reports directly to the integrated Risk management 
Committee and the Ceo. Several units within the 
Group Risk Department contribute to the management 
of risk and co-ordinates across the business lines to 
guarantee risk management is impeccably integrated 
into the Bank’s corporate culture.

credit risk
Credit risk is the risk of a financial loss if a customer 
or counterparty to a financial instrument fails to meet 
a payment obligation under a contract. it arises 
principally from direct lending, trade finance and 
leasing business, and also from off-balance sheet 
products such as letters of credit and guarantees. 
Credit risk generates the largest regulatory capital 
requirement of the risks we incur. the Bank manages 
the Credit Risk in the entire portfolio as well as 
individual credits or transactions.

objectives of credit risk Management
- ensure optimal risk-reward pay-off for the Bank and 

to maximise returns 
- maintain a quality portfolio by minimising the  

non-performing loans and probable losses
- Deliberately manage its risk asset portfolio to ensure 

that the risk of excessive concentration to any 
industry, sector or individual customer is minimized 
and thereby maintain a well-diversified portfolio

- ensure that exposures to any industry or customer 
are determined by the regulatory guidelines, clearly 
defined internal policies, debt service capability and 
balance sheet management guidelines:

- Avoid all conflict of interest situations and report all 
insider-related credits to appropriate bodies
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Process
at the Bank, credit risk management is considered to 
be a value addition activity rather than being confined 
only to a regulatory compliance function. 

 z Credit policy

The Bank has a well-defined credit policy approved by 
the Board of Directors. It defines the

- Credit culture of the Bank
- Specify target markets for lending
- Specify prohibited lending which the Bank under 

no circumstances will entertain due to either the 
very high risks involved in such proposals and/or its 
negative social/ethical consideration

- Set acceptable risk parameters
- Set remedial and recovery actions

 z structured and standardized Credit approval process

Depending on the nature of the project/product 
standardized formats have been designed and 
evaluations are carried out by competent staff. there are 
clear guidelines set to ensure that; 
- Credit is extended only to suitable and well-identified 

customers and never where there is any doubt as to 
their ethical standards and record, where the source 
of repayment is unknown or speculative nor where 
the purpose/destination of funds is undisclosed, 

- Never to take a credit risk where, the ability of the 
customer to meet obligations is based on the most 
optimistic forecast of events. 

- Risk considerations shall have priority over business 
and profit considerations;

- ensure that the primary source of repayment for 
each credit is from an identifiable cash flow from the 
counterparty’s normal business operations or other 
financial arrangements; the realisation of security 
remains a fall-back option;

- Adopt a pricing mechanism that reflects variation in 
the risk profile of various exposures to ensure that 
higher risks are compensated by higher returns; 

- The financial performance of borrowers is to be 
continuously monitored and frequently reviewed, as 
is the manner in which the borrower operates his 
accounts. 

 z delegation of authority 

final authority and responsibility for all activities that 
expose the Bank to credit risk rests with the Board of 
Directors and the Board of Directors has delegated 
approval authority to the Ceo, with authority to re-
delegate limits to the executive Credit Committees 
and the Business lines. all approval limits are name 
specific and are based on the individual experience, 
facility type, collateral in order to ensure accountability 
and to mitigate any judgmental errors. 
- there are four executive Credit Committees 

representing the four Business lines and these 
Committees comprise senior officers of the  
business lines. 

- the delegated authority limits are reviewed 
periodically and the Bank follows the four-eyes 
principle’ (i.e. minimum of two officers signing a 
credit proposal). 

- lending decisions are based on detailed credit 
evaluations carried out by Relationship managers 
and reviewed/ approved by designated approving 
authority.

 z Internal risk ratings of obligors 

the credit portfolio of the Bank is risk-rated using an 
internally-developed system that takes into account 
quantitative as well as qualitative factors. the rating 
scale ranges from triple a to B4 and the ratings of 
every obligor is reviewed at least annually or more 
frequently if required. this rating system is used as a 
guide for account monitoring, provisioning/collective 
impairment, granting delegated authority and pricing. 
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During the year the Bank invested and rolled out 
the new internal Risk Rating system which runs on 
a sophisticated work flow based software and hosts 
obligor risk rating, facility risk rating and retail score 
cards to suit the diverse client portfolios of the Bank. 
This move facilitates accurate quantification of the 
expected loss of Bank’s portfolio, and also complies 
with the Central Bank Direction No. 07 of 2011 on iRmC. 

the Bank has deployed varying models to gauge 
the default risk associated with large Corporate, 
mid Corporate, Sme and Non-Banking financial 
institutes. all of these models are structured in a 
manner incorporating both quantitative and qualitative 
parameters which contributes and reflects realistic 
probabilities of default in respective models. these 
models are structured broadly to measure risks arising 
out of industries the obligors are engaged with, 
financial position of the obligor, management capacity 
and specific business related risks. These models are 
fine tuned to reflect the underlying credit risks of the 
loan book. the ratings derived from different models 
are then mapped to a Bankwide single point indicator 
rating scale based on the underlying probability 
of default and various other factors including risks 
inherent to specific model population. The risk rating 
model implemented facilitates both obligor and 
facility rating. Whilst obligor rating will indicate the 
expected probability of default (pD), the facility rating 
indicates the expected loss given default (lGD). the 
expected probability of default takes into account the 
characteristics of the obligor assessed via industry, 
business, management and financial risk silos, whilst 
facility rating takes into account the type of the facility, 
nature of the collateral and realisability as well. using 
the expected probability of default and the loss given 
default calculated via obligor rating and facility rating 
models, the system facilitates arriving at an expected 
loss for a specific credit. 

 z Risk Scoring

the Bank deploys custom made scorecards to 
underwrite consumer assets. these scorecards were 
developed using Bank’s own data and re-weighted 
to align them for more recent economic conditions. 
Such scorecards take in to account the customer 
demographics together with credit worthiness of 
individuals and disposable income in deciding the 
level of accommodation of credit. in addition to above, 
the Bank also carries out a pre-screening of employers 
of salaried employees who seek consumer credit from 
the Bank in order to ensure that their level of income 
generation will not get interrupted in the foreseeable 
future. in this way the Bank acts more responsibly 
as such an approach would negate possibility of 
overspending by consumers based on uncertain  
future income.

 z risk pricing 

the Bank also views pricing for risk as fundamental to 
credit risk management. thus steps have been taken 
to price the credit risk using more scientific methods 
and blending it with prevailing market sentiments to 
contain off-market operations. the newly implemented 
internal Risk Rating system facilitates calculation 
of Risk adjusted Return on Capital (RaRoC). this 
enables the Bank to link capital to expected losses. 

 z post sanction review and Monitoring Mechanism

post sanction review and monitoring is carried out 
to ensure quality of credit is not compromised. any 
deteriorating credits with emphasis on internal and 
external early warning signals are identified and such 
accounts are ‘Watch listed’. the watch listed clients 
are monitored closely with quarterly reports submitted 
to the executive Credit Committees. further, based 
on the watch lists the Bank assesses the portfolio at 
Risk in the event, such accounts deteriorate further. 
Non-performing assets are identified at an early stage, 
enabling management to take action as appropriate. 
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 z prudential Limits 

the industry and portfolio limits are set by the 
Board of Directors on the recommendation of the 
Group Risk Department. Credit Risk management 
monitors compliance with approved limits. Desired 
diversification is achieved by setting maximum 
exposure limits on; 
- Single/group obligor limits - limits are more stringent 

than the limits set by the regulator and on a 
prudential basis the off-balance sheet items are 
considered at face value instead of credit equivalent 
of such exposures

- prudential group exposure limit
- Substantial exposure limit
- industry/economic sector limit

 z portfolio Management 

Credit portfolio management is an important function 
within the overall credit risk management function. 
Need for such critical and objective portfolio 
management emanates from the need to optimize the 
benefits associated with diversification. It also helps 
the Bank to identify and address potential adverse 
impact of concentration of exposures. the Bank has 
a well-structured portfolio management mechanism 
which evaluates exposures on the basis of industry 
concentration, rating quality, internally established pre-
specified early warning indicators apart from regulator 
imposed quantitative ceiling on single borrower and 
aggregate exposure. Based on the feedback from the 
credit portfolio management, the credit origination 
criterion is amended prudently to insulate portfolios 
from further deterioration. the portfolio management 
team also undertakes, apart from regular portfolio 
reviews, stress tests and scenario analysis when the 
external environment, both local and global, undergoes 
swift changes. Credit portfolio management envisages 
mitigating credit risks to a great extent by stipulating 
prudential risk limits on various risk parameters. as 
such, the Bank has established single borrower limit, 
limits for related party borrowings and aggregate limit 
for large exposures as prescribed by the regulators. 
moreover the Bank has also established maximum 
exposure limits to different industry segments. Such 

limits are clearly spelt out in the credit policy and 
the authority for permitting any deviations on an 
exceptional basis is also clearly documented. the 
Bank adopts a similar mechanism to assess the 
risks associated with off-balance sheet exposures. 
as part of the credit portfolio management and 
monitoring procedures, the exposures in off-balance 
sheet products such as forward exchange contracts, 
guarantees and letters of credit are treated with  
utmost care.

kRis supplement the overall portfolio management 
system, by providing a view of the credit risk of the 
portfolio as well as acting as an early warning system. 
Some of the kRis monitored and reported to Board 
integrated Risk management Committee are given 
below:

portfolio of the Bank
industry portfolio

to assess the trends in 
comparison with industry 
and measure performance 
against budgets/risk 
appetite

market Share 
Npls of the Bank
industry Npls
Npl ratio of the Bank
industry Npl ratio
provision Cover of the 
Bank
industry provision Cover
open loan position
Roe %

tieR i % to assess compliance with 
regulatory limits and the 
Bank’s risk appetite

tieR ii %

 z Credit risk Mitigation

the Bank adopts various mechanisms to mitigate the 
credit risk of the loans book. 
- Ways out analysis - the primary source is established 

through a conservative evaluation of whether 
the borrower’s realistic projected cash flows will 
be sufficient to repay their debts. This is further 
mitigated by a second way out in the event of 
unforeseen adverse circumstances and availability 
of collateral alone does not make an unacceptable 
proposal viable. exemptions on collateral are allowed 
in the event the borrower demonstrates strong and 
reliable financial performance.
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- Documentation of credit transactions with adequate 
terms, conditions and covenants in a comprehensive 
and legally enforceable basis.

- obtaining of collateral in line with the Bank’s 
policy and ensuring it is supported by enforceable 
documentation. Collateral policy differs from 
business line to business line according to the 
products offered. 

the main types of collateral taken by the Bank are 
 z immovable and movable property mortgages, 

 z cash deposits, 

 z mortgages on stocks and book debts, and 

 z corporate and personal guarantees. 

it is the Bank’s policy to be on a pari passu status 
with other lenders. a decision to the contrary may be 
acceptable only where a non pari passu position is 
accepted due to unavailability of security as a result 
of the Bank being a late entrant to the relationship 
or is supported by strong financial position of the 
entity financed. Facilities under product programmes 
are governed by guidelines given in such individual 
programmes.

in instances where facilities are granted without 
collateral, the Bank ensures that its position will 
not be subordinated to other creditors’ interests. in 
such instances, the Bank generally requires either 

a negative pledge agreement not to encumber any 
assets without permission of the Bank or a pari pasu 
clause, whereby the debtor will treat the Bank equally 
with respect to collateral with all current and future 
lenders.

the Bank has a panel of valuers who have been 
selected based on the criteria set out by the Central 
Bank of Sri lanka. the Bank ensures that the 
valuations are carried out and reviewed as following:

facilities in Npl:
- for facilities granted against residential property 

occupied by the borrower for residential purposes: 
every four years

- for all other Npl facilities: every three years

performing facilities:
- Watch listed clients with working capital facilities: 

every three years
- Single a rated clients with working capital facilities: 

every five years

No value is considered if valuations are not in line with 
the time frames set out as per the CBSl Guidelines.
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Defines,
• Credit culture of the Bank, 
• Specify target markets for lending 
• Specify prohibited lending 
• Set acceptable risk parameters
• Set remedial and recovery actions

• Four Executive Credit Committees representing the four Business Lines
• The delegated authority limits are reviewed periodically and the Bank 

follows the four-eye principle
• Lending decisions are based on detailed credit evaluation

• System driven obligor risk rating, facility risk rating and retail score cards to 
suit the diverse client portfolios of the Bank

• Incorporating both quantitative and qualitative parameters

• Warning signals are identified 
• Watch listing process
• Non-performing assets are identified at an early stage

• Price the credit risk using more scientific methods
• System driven RAROC

• Ways outs analysis
• Comprehensive and legally enforceable documentation
• Obtaining of collateral in line with the Bank’s policy and ensuring enforceability

ensures
• Credit is extended only to suitable and well-identified customers 
• Never to take a credit risk where ability of the customer to meet obligations is 

based on the most optimistic forecast of events. 
• Risk considerations shall have priority over business and profit 

considerations;
• The primary source of repayment for each credit is from an identifiable cash 

flow from the counterparty’s normal business operations or other financial 
arrangements.

• Adopt a pricing mechanism that reflects variation in the risk profile of various 
exposures to ensure that higher risks are compensated by higher returns; 

• The financial performance of borrowers is to be continuously monitored and 
frequently reviewed.

maximum exposure limits on 
• Single Borrower/Group Exposures 
• Prudential Group Exposures
• Substantial Exposures 
• Industry/economic sectors

• Evaluates exposures on the basis of industry concentration, rating quality, 
internally established pre-specified early warning indicators

• Regular portfolio reviews, stress tests and scenario analysis 
• The exposures in off-balance sheet products such as FX Forwards and Letter 

of Credits are treated with utmost care

A well-defined  
credit policy  
approved by the  
Board of directors

structured and
standardized
credit approval

risk ratings of 
obligors

risk pricing

post sanction review 
and monitoring

prudential limits

portfolio 
management

Credit risk mitigation

delegation of 
authority

1

2

3

4

5

6

7

8

9

Process of Sound credit risk Management
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 z Impairment process

Impairment of Financial assets
the Bank has in place a detailed impairment policy 
approved by the Board of Directors.

for accounting purposes, the Bank uses an incurred 
loss model for the recognition of losses on impaired 
financial assets. At each reporting date the Bank 
and the Group assesses whether there is objective 
evidence of a specific loss event. This means that 
losses are recognized when objective evidence of a 
specific loss event has been observed.

triggering events include the following:
- Significant financial difficulty of the customer
- a breach of contract such as default of payment
- Where the Bank grants the customer a concession 

due to the customer experiencing financial difficulty
- it becomes probable that the customer will enter 

bankruptcy or other financial re-organization
- observable data that suggests that there is a 

decrease in the estimated future cash flows from the 
loans, to name a few.

Individually assessed allowances
the Bank determines the allowances appropriate for 
each individually significant loan or advance on an 
individual basis if there is any objective evidence of 
a loss based on the above. items considered when 
determining allowance amounts include 
- the sustainability of the counterparty’s business 

plan,
- Its ability to improve performance if it is in a financial 

difficulty, 
- projected receipts and the expected payout, should 

bankruptcy ensue, 
- The availability of other financial support, 
- the realisable value of collateral and the timing of 

the expected cash flows. 
impairment allowances are evaluated monthly.

Collectively assessed allowances
allowances are assessed collectively for losses on 
loans and advances that are not individually significant 
(including credit cards, residential mortgages, 

Government debt and unsecured consumer lending) 
and for individually significant loans and advances that 
have been assessed individually and found not to have 
been impaired.

the Bank generally bases its analyses on historical 
experience and economic factors. these factors 
include 

economic factors Historical experience

unemployment rates Historical losses on the 
portfolio

Changes in laws levels of arrears

Changes in regulations Credit utilisation

other relevant consumer data loan to collateral ratios

the Bank may use the aforementioned factors as 
appropriate to adjust the impairment allowances. 
allowances are evaluated separately at each reporting 
date with each portfolio.

Graphical analysis

the graphical analysis given below depicts the extent 
of analysis and the quality of the portfolio.

Product concentration
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Group concentration
- in compliance with the CBSl limits on group 

exposures and single borrowers. 
- the substantial exposures of the Bank accounted for 

only 60.7% of the capital base and was well within 
the risk appetite of the Bank. 

- the top 25 clients accounted for only 23.2% of the 
portfolio and the portfolio was not concentrated on a 
particular client or a group.

collateral concentration
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rated Portfolio
portfolio distribution based on internal rating is as follows:

2014 December

2013 December

Rated Portfolio

%

AAA B4AA+ AA A B B1 B2 B3

0

8

16

32

40

24

the portfolio continue to be concentrated on a rated 
clients and the composition was within the risk appetite 
of the Bank.

B1-B4
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Sector concentration 
Bank analyses sector-wise Npl ratios and rating wise 
distribution of Borrowers in various Sectors to identify 
sector stresses in advance. 

Bank was also in compliance with the minimum lending 
requirement of 10% to the agricultural sector.

%

Sector-wise Distribution of Portfolio as at 31.12. 2014
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Concentration measured using Herfindahl-Hirschman  
index (HHi).

Concentration Measured using HHI

Index
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LKR million
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Geographical concentration
Based on the economic activity highest concentration 
is in Western province though the branch network 
is spread throughout the country. Concentration in 
Western province declined during the year due to 
disbursement to infrastructure and power projects 
funded by the Bank. non-Performing Loans

The Bank’s NPL

Ratio has always

been below the

industry ratio

reflecting a quality

portfolio.

Gross NPL
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maintain provision

covers well above

the industry.
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Individual Impairment - Sector-wise as at 31.12.2014 %
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Market risk
With the evolvement of Risk management in Banks the 
management of market Risk has become an important 
and a vital area. the Credit risk which was the main 
concern of risk managers/supervisors in the past have 
now changed the perception with increasing attention 
on market Risk management functions. the main 
reasons to focus the attention on market Risk could be 
highlighted as follows:

- Banks are more exposed to risk of exchange rates, 
interest rate or prices as they deal more on trading 
activities to gain profits by the volatilities in the 
financial markets.

- a sudden or unexpected economic condition could 
turn the whole organisation to a crisis situation within 
a very short period. 

- the evolution of BaSel regulatory Guidelines has 
driven the Banks to strengthen on market Risk 
management processes and functions on an  
on-going basis.

In broader terms Market Risk is defined as the risk 
of losses in both on and off-balance sheet positions 
caused by movements in prices or rates of foreign 
exchange, interest rates, equity, commodity, and credit 
spreads. When talking about market Risk we cannot 
talk about it in isolation as management of liquidity 
Risk goes hand in hand with market Risk management.

objective of Market risk Management
the primary objectives of market Risk management  
is to ensure that the Business lines of a Bank optimise  
the risk-reward relationship within the Bank’s  
pre-defined risk appetite and do not expose the Bank 
to unacceptable losses.

the establishment and monitoring of mRm/alm 
exposures against limits is a key control function from 
the perspective of ensuring that the Bank keeps within 
the overall risk appetite set out by the Board and 
Senior management.

the activities of the market Risk management are 
not directed purely at loss mitigation but also assist 
towards analysing the inter-relationship of risk, reward 
and capital. thus, the focus is not on restricting the 
Business units from taking risk, but assuring that risks 
are taken where it is most optimal given the rewards 
and capital consumption.

Policy framework for Market risk Management 
Risk monitoring is guided by a well-defined policy 
framework and limit structure designed to suit the 
business model and the balance sheet structure 
reflecting the risk appetite of the Bank. The Board 
supported by integrated Risk management Committee 
(iRmC) approves the risk parameters as recommended 
by the asset and liability management Committee 
(alCo) and market Risk management to support the 
business need.

Bank’s comprehensive risk management framework 
covers the market, liquidity, asset and liability Risks 
and proactively manages the exposures against 
the pre-defined risk parameters. Prudential internal 
limits have been defined for liquidity risks, price 
risks, exchange risks and asset/liability risks for 
close monitoring of exposures. all exposure limits are 
linked to the Bank’s capital base to ensure adequate 
and efficient capital allocation/planning. These limits 
are subject to annual review and are monitored on 
a daily, weekly and monthly basis. Where limits are 
exceeded, market Risk management is responsible for 
identifying and escalating those excesses to the senior 
management on a timely basis. 

Process 
Market Risk Management defines and implements a 
framework to systematically identify, assess, monitor 
and report our market Risk and support management 
and mitigation. market Risk managers identify  
existing and potential future market Risks through 
active portfolio analysis and engagement with the 
business areas.
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the key functions of market Risk management 
will include policy formulation, Risk measurement 
methodologies, systems and control, reporting and 
communication.

- policy formulation - policy formulation/renewal will 
be carried out considering the regulatory concerns 
and material changes on mRm/alm limit monitoring 
process.

- Risk measurement methodologies - limits are 
assessed and recommended to alCo for approval 
(asset liability management Committee).

- Risk monitoring - all limits in force are monitored on a 
pre-defined time bands 

- Risk Reporting Communication and approval - mRm/
ALM risk activities are identified and monitored on a 
timely basis. this includes timely investigation and 
reporting of limit excesses for approval.

Market risk Measurement and assessment
market Risk management aims to accurately measure 
all types of market risk by a comprehensive set 
of risk metrics reflecting economic and regulatory 
requirements.

in accordance with economic and regulatory 
requirements, we measure market and related risks by 
using key risk metrics such as:
- metrics for market Risk Standardized approach
- three types of stress tests: portfolio stress testing, 

business level stress testing and event risk scenarios
- market risk economic capital, including traded 

default risk
- Sensitivities
- market value/Notional (concentration risk)
- Duration analysis
- fX Risk monitoring metrics

Selected kRis are highlighted below which provide a 
view of the market risk indicators which are monitored 
and reported to Board integrated Risk management 
Committee:

indicator limit position

price Sensitivity of the balance sheet  
   (lkR million) 
- P/L impact for a 1% change in interest rate (500) 177 

mark to market of Debt trading portfolio  
   (lkR million) (60) 5.18

Bank’s Net open position +/-  
   (uSD million) 8 (0.73)

Stress testing results on Net open 
   position (lkR million) (170) (5.11)

these measures are viewed as complementary to 
each other and in aggregate define the Market Risk 
framework, by which all businesses can be measured 
and monitored.

Market risk analytics

open exposure Position Monitoring
Daily foreign exchange (fX) open positions are 
monitored to ensure that the Bank is operating within 
the regulatory limits as well as internal prudential 
limits on open exposures. Bank’s fX net open position 
is subject to daily stress testing to assess the ability 
to withstand adverse impacts to the exchange rate 
variations and is managed within the set parameters.
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Position as at 31.12.2014 (USD ’000)

foreign exchange transaction Categories
item Cash tom Spot forward options other 

Derivative 
transactions

Receivables/
payables

other 
transactions 

total

overall net position at the  
  closing of the normal working  
  hours of the previous day,  
  Long (+)/Short(-) -15,579 -31,249 -6,572 53,095 -305

adjustment entries

overall net position at the  
  beginning of the day, Long(+)/ 
  Short(-) -15,579 -31,249 -6,572 53,095 0 0 0 0 -305

transactions during the day

Purchases/Receivables from 3,139 2,000 300 5,439

Central Bank of Sri lanka

licensed Commercial Banks 2,000 2,000

other Customers 3,139 0 0 300 0 0 0 0 3,439

against exports 292 292

Sia & Government Securities  
  by Non-Resident Customers 17 17

other 2,830 300 3,130

Sales/Payables to 5,515 0 0 409 0 0 0 0 5,924

Central Bank of Sri lanka 0

licensed Commercial Banks 2,000 2,000

other Customers 3,515 0 0 409 0 0 0 0 3,924

against exports 2,155 2,155

Sia & Government Securities  
  by Non-Resident Customers 101 101

others 1,259 409 1,668

Net Position Long(+)/Short(-) -2376 2000 -109 0 0 0 0 -485

Central Bank of Sri lanka 0 0 0 0 0 0 0 0 0

licensed Commercial Banks -2,000 0 2,000 0 0 0 0 0 0

other Customers -376 0 0 -109 0 0 0 0 -485

overall net position at the  
  closing of the day, Long(+)Short(-) -17,955 -31,249 -4,572 52,986 0 0 0 0 -790

applicable Net open position  
   limit long(+)/Short(-) 9,000
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Sensitivity analysis
Daily sensitivity analysis is carried out on major foreign 
currency Net open positions (Nop) giving positive 
and negative shocks to the spot rates to determine the 
impact of the profit or loss to the Bank’s Statement of 
Profit or Loss. Bank’s Statement of Financial Position 
too is subject to sensitivity analysis based on the 
duration of its interest sensitive assets and liabilities 
which is carefully managed within the set limit.

exchange Rate Sensitivity of major foreign Currency 
Net open positions as at 31.12.2014

lkR Depreciate  lkR appreciate
Spot Rate Shocks -5% -2.5% -1% Spot rate 1% 2.5% 5%

Currency
Net open

position

uSD  924,352  6,100,724  3,050,362  1,220,145  132.00  (1,220,145)  (3,050,362)  (6,100,724)

GBp  28,032  287,942  143,971  57,588  205.44  (57,588)  (143,971)  (287,942)

euR  68,560  550,456  275,228  110,091  160.58  (110,091)  (275,228)  (550,456)

JpY (119,351,485)  (6,594,916)  (3,297,458)  (1,318,983)  1.11  1,318,983  3,297,458  6,594,916 

auD  3,924  21,245  10,622  4,249  108.27  (4,249)  (10,622)  (21,245)

total   365,450  182,725  73,090   (73,090)  (182,725)  (365,450)

the possible impact of exchange rate movements on 
the major Nop of major foreign Currency positions is 
monitored to evaluate the impact on the p/l and ensure 
it is within acceptable levels.

interest rate Sensitivity of the Balance Sheet 
as at 31 december 2014 
the price sensitivity of the Balance Sheet was 
managed within the pre-defined risk parameters whilst 
maximizing the market potential on interest sensitive 
assets and liabilities.
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the maturity gap analysis of interest sensitive assets 
and liabilities distributed into a number of pre-defined 
time bands according to their residual time to maturity 
is given below:

up to 1
month

lkR ’000 

1-3 months
lkR ’000

3-6 months
lkR ’000 

6-12 months
lkR ’000

1-3 Years
lkR ’000 

3-5 Years
lkR ’000

over 5
lkR ’000 

Non
Sensitive
lkR ’000 

total
lkR ’000 

assets

Cash 1,844,434 –  –  –  –  –  –  –  1,844,434 

Due from Banks  10,061,424  659,500 –  –  –  –  –  –  10,720,924 

investments - Current 14,023,109 27,939,933 1,019,261 13,969,801 2,834,673 4,076,310 18,667 4,439,675 68,321,428 

investments -  
   Non-performing –  –  –  –  –  –  –  –  –  

loans and receivables -  
   current 56,317,364 29,513,274 11,244,174 11,449,579 31,537,502 18,309,530 15,329,869 –  173,701,292 

loans and receivables -  
   Non-performing –  –  –  –  –  –  –   2,171,671 2,171,671 

fixed assets –  –  –  –  –  –  –  2,180,626 2,180,626 

other assets –  –  –  –  –  –  –  3,905,410 3,905,410 

total assets 82,246,331 58,112,707 12,263,435 25,419,380 34,372,174 22,385,840 15,348,536 12,697,382 262,845,785 

Liabilities

total Capital fund –  –  –  –  –  –  –  22,298,046 22,298,046 

Deposits 56,498,436 25,425,108 25,473,599 35,443,021 4,822,831 1,466,951 –  –  149,129,946 

Borrowings 18,812,446 17,463,664 4,625,680 6,707,433 3,704,154 9,256,654 18,592,143 –  79,162,174 

other liabilities 483,164 636,735 756,219 571,848 259,035 74,707 –  9,473,910 12,255,618 

total liabilities 75,794,046 43,525,506 30,855,498 42,722,303 8,786,020 10,798,312 18,592,143 31,771,956 262,845,784 

period Gap 6,452,284 14,587,201 (18,592,063) (17,302,923) 25,586,154 11,587,528 (3,243,607) (19,074,574) –

Mark to Market exercise
trading portfolios of Securities (treasury Bills/Bonds), 
equity and foreign Currency options are subject 
to mark to market exercise on a daily basis and are 
monitored against the set stop loss limits. prompt 
management action is taken where necessary ensuring 
minimum loss situations to the portfolios.

Liquidity risk
liquidity risk is the risk that the Bank is unable to 
meet its financial obligations in a timely manner at 
reasonable prices. financial obligations include 
liabilities to depositors, payments due under derivative 
contracts, settlement of securities borrowings and 
repurchase transactions, lending and investment 
commitments.

effective liquidity-risk management is essential 
to maintain the confidence of depositors and 
counterparties as well as to ensure that the Bank’s core 
businesses continue to generate revenue, even under 
adverse conditions.

objective of Liquidity risk Management 
the objective of our liquidity framework is to ensure 
that all anticipated funding commitments can be met 
when due and allow us to withstand liquidity stresses 
whilst maintaining our business profile. It is designed 
to be adaptable to changing business models, market 
and regulations.

the liquidity position of the Bank further strengthened 
in 2014 with the funding from the multi National funding 
agencies and inflows of customer deposits during the 
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year which resulted in an advance to core funding ratio 
of 98.0% as at 31 December 2014 reflecting the strong 
liquidity profile of the Statement of Financial Position. 
the Bank will continue to focus on liability generation, 
which will be a necessary pre-condition for significant 
asset growth.

Policy framework for Liquidity risk Management 
the Bank maintains well-articulated liquidity risk 
management policies and procedures, which drive 
the level of liquidity risk exposures and determine 
the business size and maturities which ensure that it 
has at all times sufficient liquidity to meet its financial 
obligations at a fair market price.

the responsibility for the liquidity risk management of 
the Bank is carried out by alCo. the Bank’s treasury/
alm units are responsible for executing the day-
to-day liquidity management of the Bank within the 
parameters set by alCo.

also the Bank monitors key liquidity metrics on a 
regular basis, both on local currency and foreign 
currency balance sheets and prudential limits are set 
to better manage the liquidity profile of the Bank.

Process
liquidity measurement could be measured through 
Stock approach or flow approach. Under the stock 
approach liquidity is measured in terms of key ratios 
which portray the liquidity stored in the Statement of 
Financial Position. In flow approach a statement of 
maturities of assets and liabilities will be prepared 
placing all cash flows in time bands according to the 
residual time to maturity.

a satisfactory trade-off between liquidity and 
profitability is maintained by categorizing liquidity 
shortfalls in the Statement of financial position into 
suitable time buckets, placing exposure limits on each 
time bucket to monitor the liquidity mismatch gaps. 
these limits correspond to the liquidity available to 
the Bank through various fund providers, at an agreed 
level of confidence. 

We have carefully assessed and revised our Statement 
of financial position maturity mismatch limits in order 
to optimize market opportunities which are being 

effectively managed by our asset liability management 
Desk. Separate gap limits are set for the local currency 
and foreign currency Statement of financial position 
based on the size and the nature of the Bank’s 
Statement of financial position.

the Bank is equipped with a comprehensive liquidity 
Contingency funding plan (lCfp) linked to the Business 
Continuity plan, which is in line with the regulatory 
guidelines. The LCFP clearly defines the responsibilities 
of the liquidity management team and ensures the 
business continuity through close monitoring of the 
Bank’s liquidity position against the pre-defined liquidity 
risk trigger points. Trigger points have been defined 
taking into consideration the Bank specific and systemic 
triggers which would cause a liquidity crisis. action 
plans are set out under each level of liquidity crisis 
(mild, moderate, Severe) with responsibilities assigned 
to a liquidity management team nominated from all 
areas of business to ensure that all stakeholders of 
the Bank are safeguarded. We have also entered into 
reciprocal liquidity funding agreements with identified 
counterpart bank to ensure stability.

Liquidity risk analytics Liquid asset ratio
our principal mechanism for implementation of the 
liquidity policy is to maintain the Bank’s liquid assets 
to liabilities ratio above the regulatory defined ratio of 
20%. the internally set prudential liquidity limits/ratios 
would give us early warnings of any areas of concern. 
the Bank has maintained a healthy liquid asset Ratio 
throughout the year.

Statutory liquid asset ratio (laR)

As at 31 December 2014 2014 2013

Domestic Banking unit 23.85 26.22

foreign Currency Banking unit 25.10 26.06

advances to deposits ratio
This is defined as the ratio of total loans and advances 
to customers relative to deposits available which 
has been maintained within the set parameters. the 
increasing trend in customer deposits in line with the 
advances has proven the positive trend in Statement of 
financial position growth. 
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Medium term funding (Mtf) ratio
Healthy mtf ratio throughout the year represents the stable funds available for the Bank to fund the long-term 
assets of the Statement of financial position.

Medium-Term Funding Ratio
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net Loans to total assets ratio
The consistency in the net loans to total assets ratio of the Bank reflects that the Bank has maintained the share of 
loans and advances in total asset base focusing mainly on loans and advances.
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Liquid assets to Short-term Liabilities
the statutory liquid asset ratio has been maintained above the regulatory requirement at all times. Hence the liquid 
Assets to Short-term liabilities (< one year) would definitely result a higher ratio than the statutory level. The Bank 
maintained this ratio at a prudent level whilst meeting the commitments on a daily basis. 

Purchased funds to total assets
the Bank has maintained the purchased funds to total assets ratio below 30% throughout the year. the ratio has 
increased in relation to the expansion of the asset base during the period.

Purchased Funds to Total Assets Ratio
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commitments to total Loans
With the expansion of the Statement of financial position the Bank’s total loan portfolio has increased during the year. 
a parallel shift in the Commitments and the Commitments to total loans ratio has been evident during the period.

Commitments to Total Loans Ratio
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Key risk indicators 

Selected kRis are highlighted below which provide a 
view of the liquidity Risk indicators where regulatory/
internal limits are set and monitored on pre-defined 
intervals, which provides early warning signals on 
liquidity position of the Bank.

indicator limit position

Statutory liquid asset Ratio 20 25.91

advances to Deposit Ratio 111 98.0

medium-term funding Ratio 110 85.11 

Commitment limit - lkR billion 100 93.93

Liquidity Gap analysis of foreign currency 
denominated assets and Liabilities 

the gap analysis of foreign currency denominated 
assets and liabilities will provide the cash flow 
obligations which will assist in managing the foreign 
exchange liquidity in a prudential manner.

liquidity Gap analysis for foreign Currency 
Denominated assets and liabilities - as at  
31 December 2014.

in uSD 000 up to 1
month

1 - 3 
months

3 - 6 
months

6 - 12 
months

1 - 3 
Years

3 - 5 
Years

over 5
Years

total

total assets 154,478 100,140 34,123 17,281 80,469 37,707 136,875 561,072

total liabilities 56,703 156,500 46,369 111,583 24,365 46,426 119,124 561,071

Net liquidity Gap 97,774 -56,360 -12,246 -94,302 56,104 -8,719 17,750 0
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Segregation of duties
Clear segregation of duties has been established 
between different business units ensuring prudent 
control and monitoring mechanisms. the treasury 
Front Office reports to the Chief Executive Officer and 
Treasury Back Office reports to Head of Operations. 
the market Risk unit reports directly to the Head of 
the Group Risk Department who is a member of Bank’s 
assets and liabilities Committee (alCo). all senior 
level staff attached to the market Risk unit, the treasury 
Front Office and the Treasury Back Office have obtained 
the internationally recognised ACI qualification offered 
by the financial markets association, as required by the 
CBSL directives and are competent in their job profile.
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the alCo comprising the senior management from the 
treasury, Risk management, finance and all business 
units of the Bank together with the market Risk 
management unit is responsible for the supervision 
and management of market risks. the alCo meets on 
a monthly basis and whenever circumstances demand. 
its main responsibilities are:

 z to decide on the required maturity profile and mix of 
incremental assets and liabilities;

 z to monitor the structure and composition of the 
Bank’s assets and liabilities and decide on product 
pricing for deposits and advances;

 z to articulate the interest rate view of the Bank and 
decide on future business strategy;

 z to review and articulate funding policy;

 z to decide the transfer pricing policy of the Bank; 

 z to evaluate risks involved in launching new products.

alCo is the governing body for market risk, liquidity 
risk and asset liability risk management and the 
implementation of the Bank’s risk management 
policies, procedures and systems is delegated to 
the Head of market Risk management who reports to 
the Head of the Group Risk Department. market and 
liquidity risks are addressed at alCo on a monthly 
basis and at the Board iRmC level on a monthly and 
quarterly basis.

the market risk management in the Bank is 
evolving very fast and there is greater emphasis on 
strengthening systems and people with adequate 
training and system support.

Market and Liquidity risk reporting
Risk reporting creates transparency on the risk profile 
and facilitates the understanding of the core market 
and liquidity risk drivers to all levels of the organisation. 
the Board, Senior management and Risk management 
Committees receive regular reporting, as well as ad 
hoc reporting as required, on market risk, liquidity 
risk, regulatory capital and stress testing. Senior Risk 
Committees receive risk information at a number of 
frequencies, including weekly, monthly or quarterly.

additionally, market Risk management produces daily 
and weekly market risk specific reports and daily limit 
excess reports for management review and action. 
Such reports include:

 z Daily market risk report on foreign exchange/debt 
trading to treasury, finance, Ceo and GRm

 z Daily limit exception report to treasury and GRm

 z Weekly/monthly liquidity risk report on internal/
external liquidity trends/analysis to alCo and iRmC

 z monthly market risk reports on foreign exchange, 
liquidity, deposit concentration, country exposure 
reports to alCo

 z monthly alm reports to alCo

 z Quarterly market, alm and liquidity reports to 
CmRpC and iRmC

 z Quarterly risk assessment report to the Board

the risk management is ever evolving and demands 
greater transparency and increased accountability 
when it comes to risk measures, risk management 
processes and their underlying systems. the banks 
should always try to stand ahead on those areas in 
order to win competitive advantages.

operational risk
operational risk consists of losses incurred due to the 
inadequacy or failure of the internal processes, human 
errors, systems or external events such as natural 
disasters including legal risk. the Bank has developed 
frameworks, management tools and a control 
infrastructure to enhance the management and control 
of the operational risks that are inherent to its various 
activities across the Group. 
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objectives of operational risk Management
the operational Risk management unit (oRmu) 
is established within Group Risk management 
Department and works towards the following 
objectives:

 z Reduce losses from operational failure and in 
particular to avoid potentially large or catastrophic 
losses;

 z ensure better control of operations through increased 
understanding of risk activities within various 
business units, the Board and Senior management 
will lead to improvements in the control of operations 
and the emergence of a more proactive operational 
risk management culture; 

 z provide early warning signals of deterioration in the 
Bank’s internal control system - raise awareness 
of operational risk in the Bank from top to bottom 
through the implementation of an enterprise-wide 
operational risk approach.

 z improve performance measurement by way of 
improved understanding of its operational risk 
profile shall enable appropriate allocation of 
risk and economic capital to individual lines of 
business, which would allow improved performance 
measurement and evaluation of activities.

operational risk Governance
Staff at all levels is accountable for directing and 
controlling the operational risks in his/her area of 
responsibility. Board of Directors is responsible for the 
overall risk levels and in ensuring risks are managed 
appropriately and the management is vested with the 
required authority to implement the related control 
framework. the iRmC submits regular operational 
risk assessments to the Board, seeking its views, 
concurrence or specific directions.

the operational Risk policy Committees headed by 
the Ceo, which has been set up at Bank level provide 
a forum for the discussion and management of all 
aspects of operational risks/losses and control lapses, 
monitor and ensure that appropriate operational risk 
management frameworks are in place, adhering to the 
policies of the Bank. 

Business operational Risk Sounding Boards (BoRSB) 
have been setup at key business function and support 
function levels to discuss operational risk matters 
encompassing responsibilities such as:

 z Provide a forum for the identification, assessment, 
mitigation and subsequent monitoring of business 
level operational risk trends and issues.

 z ensure that there is full compliance with internal 
policies and relevant regulations, as well as the 
Bank’s operational Risk management framework.

 z promote and sustain a high level of operational risk 
management discipline culture within the business or 
Support function.

 z Review the business or function’s operational risks 
and ensure appropriate ownership, actions for 
closure within the agreed target date and progress 
for all risks.

integrated risk Management

operational risk policy Committee
(ORPC)

operational Risk policy Committee
(oRpC)

Business 
operational Risk 
Sounding Board 
(BoRSB)

Business 
operational Risk 
Sounding Board 
(BoRSB)

Business 
operational Risk 
Sounding Board 
(BoRSB)

Business line/
fuctional unit

Business line/
fuctional unit

Business line/
fuctional unit

operational Risk 
management

operational Risk 
management

operational Risk 
management
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key Risk indicators 
(kRis))

Risk and Control  
Self-assessments 
(RCSas)

products Systems

processes

Residual/  
inherent risk

update the loss
database

Breach of 
threshold level

Departments and 
functional units

Risk analysis

Risk
estimation

Risk
evaluation

Risk reporting

Identification

Capital allocation

external events

Stress testinginternal loss 
database

Risk and loss  
event reporting

Management and control

integrated Risk  
management Committee

operational Risk policy 
Committee (opRC)

operational level 
committees

operational risk Management Process
While the oRmu functions as the command and control 
centre in managing operational risks, operational 
Risk managers (oRms) have also been appointed 
in the Business and Supporting units under the 
authority of the Bank’s Head of operational Risk. the 
oRms operate from the respective business units/
support functions, collaborating closely with the 
business/support function heads and responsible for 
implementing the Bank’s procedures and guidelines, 
monitoring and managing operational risks, with the 
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support of the staff. the Bank has implemented a 
software-based solution to assist in the management  
of operational risk.

the operational Risk management unit is notably 
responsible for:

 z Devising and implementing the Bank’s operational 
risk policy in co-operation with the business units 
and support functions.

 z promoting an operational risk culture throughout  
the Group

 z Defining at Group level, methods for identifying, 
measuring, managing and monitoring operational 
risk, in co-operation with the Business units and 
Support functions.

 z maintaining the Bank’s Business Continuity plan 
(BCp) and Crisis management policy, managing the 
policy and coordinating its implementation.

the Bank has been guided by the Basel ii Regulations 
(the Capital Requirements Directive and ‘sound 
practices for the effective management and 
supervision of operational risk) in the design and 
implementation of the broad framework to manage 
operational risks. this is a comprehensive end-to-end 
process encompassing risk identification, assessment, 
reporting, management and control.

Sound frameworks, techniques and toolsets have been 
implemented to ensure the effectiveness of the above 
process. they notably include:

 z Risk and Control Self-assessment (RCSa)

 z key Risk indicators (kRi)

 z Gathering of internal Data on operational Risk 
events and losses

 z Scenario analysis and Stress testing

 z Business Continuity planning and Crisis management

risk and control Self-assessment (rcSa)
Risk and Control Self-assessment (RCSa) is a 
framework designed to identify, estimate and assess 
the Bank’s exposure to operational risks arising out 
of routine adherence to procedure and processes 
inherent to the various business lines and functional 
units of the Bank. Controls and mitigants that 

adequately counteract the risks are introduced thereby 
minimizing the impact and incidence of losses.

its objectives are as follows:

 z identifying and assessing the major operational 
risks to which each business unit or support function 
is inherently exposed (the ‘intrinsic’ risks), while 
disregarding prevention and control systems.

 z assessing the quality of major risk prevention and 
mitigation measures, including their effectiveness 
in detecting and preventing major risks and/or their 
capacity to reduce their financial impact.

 z assessing the major risk exposure of each business 
unit or support function that remains once the risk 
prevention and mitigation measures are taken into 
account (the ‘residual’ risk), while disregarding 
insurance coverage.

 z Correcting any deficiencies in risk prevention and 
mitigation measures and implementing corrective 
action plans.

as part of this exercise, major risks of a given scope 
are described using a double scale of impact and 
probability.

inherent risk
probability

impact Rare unlikely possible likely
almost 
Certain

very High
High  
medium 1  3 1
low  7 8

very low

residual risk
probability

impact Rare unlikely possible likely
almost 
Certain

very High
High  
medium  
low 2 3

very low 13 2

*The values inside the heat map indicate the number of risks.
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Key risk indicators (Kri)
kRis supplement the overall operational risk 
management system, by providing a dynamic view 
of changes in business line risk profiles as well as 
an early warning system to identify potential events 
that affect the day-to-day business activities and 
consequently have an impact on the entire Bank. 
Some of the kRis monitored are given below: 

System Core Banking System 
Downtime

 atm Downtime
 No. of cyber attacks 

HR Staff turnover
 No. of disciplinary actions
finance Reconciliations not submitted

Compliance issues raised by external 
professional bodies

operational losses Severity of losses
 Number of fraud incidents

KRIs that may have a significant impact on the entire 
Bank is reported to the operational Risk policy 
Committee and the Board integrated Risk management 
Committee.

internal risk events and Loss data collection
the Bank has been compiling a database of risk 
events and loss data reported since 2010 and 
maintained centrally to supplement the effectiveness 
of the operational risk management function. it has 
served to:

 z facilitate meeting capital adequacy requirements for 
operational losses set by the regulator. 

 z identify trends in loss events and achieve a deeper 
understanding of risk areas.

 z Enable operational staff to define and implement 
appropriate corrective actions.

 z Sharpen the existing operational risk management 
concepts and tools.

Risk events reporting by the business units and 
support functions indicates the inculcating of a strong 
operational risk culture through the line oRms well-
supported by the respective heads of units.

Risk Events Reported

No.

’10 ’11 ’12 ’13 ’14

4
3

2

5
7
1

5
8
8

Change (2013-14)

3.0%

Change (2012-13)

32.2%
0

Progressive increase

in risk events

reported indicating

strong operational

risk management

culture.

the operational loss recognition follows a formal 
approval process defined in the Operational Risk 
policy where both Gross and Net losses are recorded 
in the General ledger and such losses above the value 
of lkR 100,000/- are reported to the Board integrated 
Risk management Committee on a monthly basis and 
losses over lkR 500,000/- are reported to the regulator 
on a quarterly basis.

The Bank’s classification of operational losses in seven 
Basel event categories is the cornerstone of its risk 
modelling, ensuring consistency throughout the system 
and enabling analysis across the Bank.
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operational losses reported were pertaining to  
Retail Banking, payment and Settlements and trading 
and Sales.

operational losses reported were pertaining to 
Retail Banking, Commercial Banking, payment and 
Settlements and trading and Sales.

%

Operational Losses as per Basel II Loss Classification

(Retail Banking) 2013

80 1

18

1

Execution, Delivery and

Process Management

Internal Fraud External Fraud

Business Disruption and

System Failures

losses reported under business lines, Commercial 
Banking and payment and Settlement fall under 
‘Business Disruption and System failures’ while 
trading and Sales losses fall under ‘execution, Delivery 
and process management’.

External Fraud Execution, Delivery and

Process Management

36 64

%

Operational Losses as per Basel II Loss Classification

(Retail Banking) 2014

all losses reported under business lines, payment and 
Settlement and trading and Sales fall under Basel loss 
category ‘execution, Delivery and  
process management’.
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Business continuity Planning and crisis 
Management
in order to cover the risks of crisis that threaten the 
safety of staff, customers and service providers, 
the security of assets, the continuity of operations 
and confidence in the Bank’s reputation, the Bank’s 
Business Continuity management policy requires that 
a full set of up-to-date and exercised plans be in place 
encompassing a minimum of: Crisis management plan 
(Cmp), Business Continuity plan (BCp) and it Disaster 
Recovery plan (it DRp) amongst other relevant plans 
including a pandemic plan. 

these plans are drawn upon integrating enterprise Risk 
management (eRm) framework and effective Business 
impact analysis (Bia) processes and methodologies 
which anticipates all forms of threats and/or crisis that 
are inherent in the Business environment.

Communications, Security and Safety and other 
emergency Response teams and exercised plans are 
all part of the Banks’ business continuity management 
commitment that is showcased undoubtedly within this 
framework. 

the Governance of business continuity management 
is steered through the Crisis management team 
comprising of senior most management and co-
ordinated by the Banks’ Business Continuity manager.

BCp Drills are carried out on a predetermined 
schedule which includes minimum of two full functional 
drills which includes all critical business units which is 
over and above the stipulated guidelines by the Central 
Bank of Sri lanka. the statuses of drills are monitored 
at the operational Risk policy Committee and the 
Board integrated Risk management Committee.

insurance cover in operational risk 
Management
the Bank has a comprehensive insurance policy 
as a measure to mitigate risks. this falls within the 
framework of risk mitigation and control which in turn 
is an integral component of the risk management 
framework of the Bank. this policy will be reviewed and 
further enhanced in the near future.

description of coverage
General risks
Building and their contents, including it equipment, 
are insured at their replacement value. liability other 
than professional liability (i.e., relating to operations, 
Directors, vehicles, etc.) is covered by insurance 
policies. 

risks arising from operations
insurance is only one of the measures to offset the 
consequences of the risks inherent in the Bank’s 
activity. it complements the risk monitoring policy led 
by the Bank and also by its internal controls.
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theft/fraud
these risks are included in the ‘Bankers indemnity 
Cover’ policy that insures all the Bank’s financial 
activities around the country. fraudulent actions by an 
employee or by a third party acting on its own or with 
the aid of an employee with the intent to obtain illicit 
personal gain or through malice are covered.

Professional Liability
the consequences of any legal action against staff or 
managers as a result of their professional activity are 
insured under the Bank’s Bankers indemnity policy 
(BiD).

operating Losses
the consequences of any accidental interruptions to 
activity are insured under a Bank wide policy. this 
policy supplements the business continuity plans. the 
amounts insured are designed to cover losses incurred 
between the time of the event and the implementation 
of an emergency solution.

computer crime
the adverse consequences surfacing while using 
computer systems and software are covered by the 
Bank’s BiD policy. the policy covers fraudulent input 
and modification via computer systems, electronic 
computer programmes, electronic data and media, 
computer viruses, electronic and telefacsimile 
communications, electronic transmissions, electronic 
securities and voice incinerated transfers. 

outsourcing
the Bank is concerned and committed to ensuring 
that the outsourced parties continue to uphold and 
extend the high standard of customer care and service 
excellence that has become synonymous with the 
Bank. Hence due diligence tests are routinely carried 
out to assess the performance of these outsourced 
parties through a sub-committee established to monitor 
outsourced activities for the Bank.

operational risk capital Measurement
current Practice
Since 2009, the Bank has used the Basic indicator 
approach (Bia) as proposed by the Capital 
Requirements Directive, to measure operational risk. 
this approach notably makes it possible to: 

 z Gain an understanding of the risk exposures.

 z Identify the impact on the Bank’s risk profile and 
determine the overall capital requirements.

 z enhance the Bank’s operational risk culture and 
overall management, by introducing a virtuous cycle 
of risk identification, management and mitigation. 

the Bank holds capital for operational risk equal to 
the average over the previous three years of a 15% of 
positive annual gross income.

the Bank’s regulatory capital requirements for 
operational risks within the scope of Bia (Basic 
indicator approach) requirements are calculated 
using the above stated formula. the Bank’s capital 
requirements for operational risks were lkR 15.48 
billion. at the end of 2014. the Bank has been 
conducting parallel computation of capital in terms 
of the Standardised approach (tSa) with effect from 
December 2011 in line with the Draft Guidelines.

future outlook
With the issuance of new direction in 2014, Central 
Bank of Sri lanka has awarded Banks that use Bia the 
option of moving to either the Standardized approach 
(tSa) or the alternate Standardised approach (aSa) 
in order to improve the quality of operational risk 
management and to enhance the effectiveness of 
internal capital adequacy requirements.

as such, Bank has evaluated all 3 approaches in 
terms of relevance, economy and appropriateness to 
the risk profile. We remain committed to embrace any 
change that will serve the organization well in terms of 
improved quality of operational risk capital calculation 
and reporting.
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new developments and initiatives
ebola Virus disease
Circular/instructions issued by the ministry of Health 
on ebola virus Disease (evD) have been circulated to 
all staff to educate them on transmission, symptoms, 
diagnosis and prevention even though any alerts 
pertaining to evD outbreak for South asian region has 
not been announced by the World Health organization 
or any other Government institution. However, from 
Business Continuity management perspective a 
‘pandemic plan’ which consists of detailed response 
phases based on alerts from relevant authorities 
providing internal information and guidelines was 
drafted.

other risks
there may be other risks such as model risk, 
settlement risk and group risk, which may be relevant 
to the Bank but not captured in the risk appetite 
framework. the reasons for non-inclusion of same for 
the risk appetite framework are as follows:

Strategic risk
Strategic risk is the most fundamental of business risks 
and at its very basic, can be defined as the current 
and prospective risk to earnings and viability arising 
from,

 z adverse changes in business environment with 
respect to the economy, political landscape, 
regulations, technology actions of competitors.

 z adverse business decisions.

 z improper implementation on at decisions.

 z lack of responsiveness to changes in the business 
environment.

Strategic risk for a bank like NDB can manifest itself 
through lack of well-defined long-term strategy but 
more importantly because of failure to appropriately 
communicate and implement the strategy or due to 
unforeseen changes in the socio-political, economic 
or business environment. Drawing of appropriate 
response plans to tweak the strategy to suit the 
changes in the business environment is essential to 
management of strategic risk.

the Bank has a well-formulated 5-year strategic plan, 
which is articulated by the Board and the corporate 
management.  the strategic plans are drawn at various 
level of granularity e.g. a branch level strategy will 
detail the growth targets at branch level whereas a 
department level strategy will feature the achievement 
metrics at that level. the implementation of strategy is 
checked through monthly meetings where variances 
from the growth targets are analyzed and corrective 
actions recommended. 

the strategic plan is also linked to individual employee 
performance through a goal setting process and 
periodic performance reviews are carried out to 
motivate employees and create a performance culture 
to ensure that business goals and objectives are 
achieved, thus mitigating strategic risk.
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reputational risk Management
Reputation risk is risk of indirect loss (current or 
prospective) arising from one or multiple stakeholders 
adverse experience while dealing with the institution 
or which resulted in an adverse perception of the 
institution. it can also be understood as the potential 
that negative publicity regarding the Bank’s business 
practices, whether true or not, will cause a decline in 
customer base, costly litigation or revenue reduction.

Reputation risk management and mitigation aspects 
are embedded in the Bank’s policies and procedures, 
training programmes, the business continuity plan 
and through the audit and Board Risk management 
Committees. 

The Bank monitors its reputation risk profile through a 
set of early warning indicators based on the reputation 
risk drivers and the factors within the reputation risk 
scorecard ensure that the overall reputation risk profile 
remains low. the risk mitigation and control processes 
for reputation risk at the Bank are designed to consider 
appropriate response actions to address the risks 
identified. A Customer Complaint Handling Process 
has been established under which the customers have 
a range of options through which they can forward their 
grievances to the Bank, by way of letters, using our 
public help line that is manned on a 24 - hour basis, 
through the Bank website or social media.

Legal risk
legal risk is understood more from its consequences, 
which is incurrence of penalties, fines and sometimes 
loss of reputation due to the institution being on the 
other side of law. legal risk may vary from institution 
to institution depending on the manner in which it 
conducts its business and the documentation it follows 
and is closely related to compliance and regulatory risk.

legal risk in the Bank can manifest itself through:
 z Business not being conducted in accordance with 
applicable laws.

 z inadequate legal documentation of securities and 
collateral accepted for credit risk mitigation.

 z legal repercussions of lacunae in documents, forms, 
advertisements. 

 z other modes of conduct and communication 
adopted by the Bank.

 z intellectual property not being adequately protected.

legal risk is owned and managed by the legal 
Department and the legal Department is assisted by 
third party lawyers as and when necessary to obtain an 
independent opinion. 

compliance risk
very closely related with reputation and legal/
regulatory risk, compliance risk is defined as the risk 
of legal or regulatory sanctions, material financial loss, 
or loss to reputation and integrity an institution may 
suffer as a result of its failure to comply with laws, 
regulations, rules, related self-regulatory organizational 
standards, and codes of conduct applicable to its 
business activities. Bank is compliant with all CBSl 
regulations and thus the compliance risk is minimal.

the Bank has a well laid out Board approved 
Compliance Charter, which defines the fundamental 
principles, roles and responsibilities of the compliance 
function within the organisation as well as its 
relationship with senior management, the Board of 
Directors and the business and operational functions.

Model risk
the Bank has just rolled out the new rating models for 
all business lines at both obligor and facility level and 
is in the process of rating the clients using the models. 
the Bank has also automated computation of value 
at Risk (vaR) numbers for market Risk. Similarly, the 
Bank intends to migrate to an operational Risk vaR 
computation system in the future. Hence, with time, 
measures will be adopted to validate the models. 
Based on the above, the Bank would, assess the 
model risks once the Bank starts using models and 
advanced approaches in the future.
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Settlement risk
Settlement Risk refers to the risk arising on account 
of failed trades with counterparty banks in the foreign 
currency transactions. Settlement Risk arises from 
possible losses when the Bank is in a foreign exchange 
transaction pays the currency it sold but does not 
receive the currency it bought. forward Contract 
settlement failures can arise from counterparty default, 
operational problems, and other factors. Settlement risk 
exists for any traded product. Currently, the Bank has 
a procedure for regular monitoring of limit utilisation, 
failed trades & excess monitoring. Settlement Risk is 
currently controlled by way of prudent allocation and 
monitoring of counterparty limits including maximum 
Daily Delivery Risks (mDDR) limits for counterparts.

Stress testing Methodology and 
results

item
amount

lkR million

regulatory Capital

Core Capital 19,888
Capital Base 28,932

Calculation of risk-weighted amount

Credit Risk 172,070
market Risk 9,596
operational Risk 15,481

Calculation of Capital Adequacy Ratios (%)

Core Capital 10.09
total Capital Ratio 14.68
Stressed Capital Ratio 12.30

credit risk
Stress testing is the process of determining the 
effect of a change to a portfolio due to extreme 
realistic events. management reviews the outcomes 
of the stress tests and where necessary determines, 
appropriate mitigating actions such as reviewing and 
changing risk appetite in order to manage the risks 
identified by potential stresses. 

credit risk Scenarios
the Bank has implemented stress tests to measure the 
resilience of its lending portfolio to adverse movements 
by applying low, moderate and high impact shocks on 
hypothetical scenarios. 

1. an increase in the Npls in the loan book Scenario 1 Scenario 2 Scenario 3

5% increase 10% increase 20% increase
 Revised CaR % 14.6 14.5 14.3

2. a negative shift in Npl categories on the Bank’s  
credit portfolio Scenario 1 Scenario 2 Scenario 3

50% increase 80% increase 100% increase
 Revised CaR % 14.5 14.4 14.4

3. fall in fSv of mortgaged collateral in credit portfolio Scenario 1 Scenario 2 Scenario 3

10% Decline 20% Decline 40% Decline
 Revised CaR % 14.7 14.6 14.6

Market risk
Losses beyond the confidence level are not captured 
by certain models, which therefore gives no indication 
of the size of unexpected losses in these situations. 
this is complemented by regular stress testing of 
market risk exposures to highlight the potential risk that 
may arise from extreme market events that are rare but 
plausible.

Stress testing is an integral part of the market risk 
management framework and considers both historical 
market events and forward-looking scenarios. a 
consistent stress testing methodology is applied to 
trading and non-trading books. the stress testing 
methodology assumes that scope for management 
action would be limited during a stress event, 
reflecting the decrease in market liquidity that often 
occurs. Stress scenarios are regularly updated to 
reflect changes in risk profile and economic events. 
alCo considers the results of stress tests as part of 
its supervision of risk appetite. Regular stress test 
scenarios are applied to interest rates, liquidity ratios, 
exchange rates, commodity prices and equity prices. 
Ad hoc scenarios are also prepared reflecting specific 
market conditions and for particular concentrations of 
risk that arise within the businesses.



221

Bank’s foreign currency net open Position Stress 
test results as at 31 december 2014
Bank’s net foreign currency position is tested on a daily 
basis under four stressed scenarios giving adverse 
shocks of 5%, 10%, 15% and 25% to the exchange 
rate to arrive at the maximum loss scenarios the Bank 
is exposed to and is monitored against the limits set. 

limit is set at the minimum level of shock (Scenario 1) 
as an early warning where the Bank will take action to 
ensure that it does not surpass the first level of shock 
and reach worse case scenarios.

As at 31 December 2014

Net position Scenario 1 Scenario 2 Scenario 3 Scenario 4

magnitude of Shock (adverse) 5% 10% 15% 25%
Spot Rate movement 132.00 138.60 145.20 151.80 165.00
Position Profit/loss (LKR) (774,327) (5,110,556) (10,221,112) (15,331,668) (25,552,781)
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credit risk Scenarios
the Bank has implemented stress tests to measure the 
resilience of its lending portfolio to adverse movements 
by applying low, moderate and high impact shocks on 
hypothetical scenarios. 

1. an increase in the Npls in the loan book Scenario 1 Scenario 2 Scenario 3

5% increase 10% increase 20% increase
 Revised CaR % 14.6 14.5 14.3

2. a negative shift in Npl categories on the Bank’s  
credit portfolio Scenario 1 Scenario 2 Scenario 3

50% increase 80% increase 100% increase
 Revised CaR % 14.5 14.4 14.4

3. fall in fSv of mortgaged collateral in credit portfolio Scenario 1 Scenario 2 Scenario 3

10% Decline 20% Decline 40% Decline
 Revised CaR % 14.7 14.6 14.6

Market risk
Losses beyond the confidence level are not captured 
by certain models, which therefore gives no indication 
of the size of unexpected losses in these situations. 
this is complemented by regular stress testing of 
market risk exposures to highlight the potential risk that 
may arise from extreme market events that are rare but 
plausible.

Stress testing is an integral part of the market risk 
management framework and considers both historical 
market events and forward-looking scenarios. a 
consistent stress testing methodology is applied to 
trading and non-trading books. the stress testing 
methodology assumes that scope for management 
action would be limited during a stress event, 
reflecting the decrease in market liquidity that often 
occurs. Stress scenarios are regularly updated to 
reflect changes in risk profile and economic events. 
alCo considers the results of stress tests as part of 
its supervision of risk appetite. Regular stress test 
scenarios are applied to interest rates, liquidity ratios, 
exchange rates, commodity prices and equity prices. 
Ad hoc scenarios are also prepared reflecting specific 
market conditions and for particular concentrations of 
risk that arise within the businesses.

the stress results of the Bank’s overnight Net open 
position is managed well within the risk limit and 
monitored on a daily basis.
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Liquidity Stress test results as at  
31 december 2014    
liquidity stress testing is carried out under three 
different scenarios which covers Bank specific and 
system specific conditions, where different magnitudes 
of shocks are given to individual and or total liquid 
liabilities. the results are monitored against the limit 
and the minor level of result (at 5%) will be considered 
as the management action point.  

the Bank managed to maintain a healthy liquid 
asset Ratio well above the internal limit which is more 
stringent than the regulatory limit even under the 
stressed scenarios. 

stress testing for Liquidity risk - december 2014

Banks average liquid asset Ratio for the month 25.91
stress testing on Liquid asset ratio   

magnitude of Shocks on liquid asset Ratio.
Scenario No. Stress Scenarios 5% 10% 15%

Revised laR. after relevant shocks.

1. adverse impact on mm and institutional Borrowings/Drop in market 
liquidity 24.99 24.04 23.08

2. Run down on CaSa and time Deposits 23.24 20.37 17.28
3. impact on total liquid liabilities 22.25 18.21 13.73

operational risk 
Scenario analyses primarily serve the purposes of 
contributing towards the capital calculation to cover 
operational risks and informing the Bank about 
potentially significant areas of risk. For the calculation 
of capital requirements, the Bank uses stress tests to 
measure its exposure to potential losses.

the Bank does its operational risk stress testing using 
two approaches:

 z operational Risk value at Risk (opvaR) based  
Stress testing

this is calculated based on the Bank’s internal loss 
data and using the monte-Carlo simulation; however, 
the capital requirement based on opvaR is less than 
operational risk capital calculated based on Bia 
approach. Hence, no additional capital is allocated.

 z Bia - based Stress testing

Stress scenario considers that 18% of stress has 
been applied on gross income and while comparing 
the same with Bia capital, 3% of additional stressed 
capital is required.


