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CHAPTER 1 

FOREIGN CURRENCY EXPOSURE MEASUREMENT 

Dr. Srinivasan Palamalai 
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Email Id:srinivasanp@presidencyuniversity.in 

 

ABSTRACT:  

Foreign currency exposure measurement is a vital aspect of risk management for businesses and 
investors operating in an increasingly globalized economy. This practice involves quantifying the 
potential impact of fluctuations in exchange rates on the financial performance of an entity. 
Accurate measurement of foreign currency exposure is crucial for making informed decisions 
and developing appropriate hedging strategies to mitigate currency risks. This study provides an 
overview of foreign currency exposure measurement, highlighting its significance and the key 
methods employed in assessing exposure levels. It also discusses the challenges faced in 
accurately measuring foreign currency exposure and the potential implications of misjudging 
these risks. The measurement of foreign currency exposure entails identifying and analyzing 
various types of exposures, including transaction exposure, translation exposure, and economic 
exposure. Transaction exposure refers to the impact of exchange rate fluctuations on specific 
foreign currency transactions, while translation exposure relates to the translation of financial 
statements of foreign subsidiaries into the reporting currency. Economic exposure represents the 
broader impact of exchange rate fluctuations on a company's overall competitive position and 
future cash flows.To quantify foreign currency exposure, several quantitative techniques are 
commonly utilized, such as sensitivity analysis, value-at-risk (VaR) models, and cash flow 
mapping. Sensitivity analysis examines the potential impact of exchange rate movements on 
financial variables, while VaR models estimate the potential loss in the value of a portfolio due to 
adverse exchange rate movements. Cash flow mapping involves projecting future cash flows and 
analyzing their sensitivity to exchange rate fluctuations. 

KEYWORDS:    

Banks,Cash Flows, Economic, Foreign Currencies, Financial Markets, Value-At-Risk (Var).  

INTRODUCTION 

Banks trade in a variety of foreign currencies, but they also have stakes in a few key ones. 
Therefore, a system must be established to calculate the total amount of foreign exchange 
exposures, which includes all on- and off-balance-sheet foreign exchange assets and liabilities. 
The first stage in managing exchange risk is measuring foreign currency exposure since banks 
need to know how much exposure they have and what will happen if the value of their foreign 
currency assets changes when the exchange rate changes. There are three ways to be exposed to 
foreign currencies: via transactions, translations, and economic activity. The exposure starts 
when a foreign currency transaction is made, such as when money is sold or bought, when 
securities or shares are bought and sold in foreign currencies, when foreign trade bills are 
discounted, when a foreign currency loan is made, or when a deferred payment guarantee is 
issued in a foreign currency. From the time the transaction is booked until the time the obligation 
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under the transaction is actually completed, the exposure is active. Banks are vulnerable to asset 
value degradation due to unfavorable changes in exchange rates during the transaction[1]–[3]. 

By holding stock, assets, and obligations in foreign currencies and receiving revenue from these 
goods from overseas, banks are exposed in a second manner. The vulnerability occurs when local 
cash is changed into foreign currency and sent abroad to satisfy the capital and commercial needs 
of overseas affiliates and branch offices. The assets and liabilities of the bank's overseas branches 
and related companies are converted into local currency at the prevailing rate for inclusion in the 
consolidated balance sheet, which introduces the exchange risk. Translation exposure is the name 
given to this kind of exposure. If the governing exchange rate was unfavorable in comparison to 
the rates in effect on the dates when the relevant transactions were recorded, the bank will have 
to record a loss from the conversion of foreign assets and liabilities into local currency. The third 
sort of exposure is referred to as economic exposure, and it affects a bank's potential earnings 
and cash flows as a consequence of changing the exchange rate parity. A bank's competitive 
position in the financial markets, the amount of business it does, and its profitability might all be 
impacted by the exchange rate adjustment. 

Banks must come up with a mechanism that takes into account both the value of the exposure in 
a single currency and the value of the entire exposure to long and short positions across all 
foreign currencies in order to calculate the total exposure that is exposed to exchange risk. A 
minimum capital requirement has been established by the New Basel Capital Accord to address 
the risk associated with owning or taking positions in foreign currencies, including gold. The 
Accord suggests two methods for determining the capital cover for currency risk. "The first is to 
calculate the exposure in a position using only one currency. Measurement of the risk associated 
with a bank's mix of long and short positions in various currencies is the second step. Banks 
compute the net position in each currency to determine exposure in a single currency. The 
guarantees that are certain to be called and likely to be irrecoverable, together with a few other 
factors, make up the net position in a single currency. It also includes the net spot position and 
the net forward position.  

Banks have an option between two different methodologies for calculating foreign exchange risk 
in a portfolio of foreign currency assets and gold, depending on the preferences of the national 
regulator or supervisor. The first is a quick strategy that doesn't distinguish between various 
currencies, and the second is the use of internal models that take into account the real level of 
risk present in the foreign currency portfolio. It is convenient for banks to use the shorthand 
method for measuring their foreign exchange exposure. For measurement of exposure under the 
shorthand method, the nominal amount of the net position in each currency and in gold is 
converted into the reporting currency at spot rates, and the overall net position. The latter must 
be assessed on a consolidated basis and should take into account both bank affiliates' and branch 
offices' international exposures. Numerous banks have significant domestic operations, but just a 
few international branch offices, or maybe only one or two minor linked businesses abroad. A 
bank may use a streamlined approach if it has a limited number of operations in foreign countries 
and it becomes technically challenging to identify and quantify all foreign currency risks. The 
bank may add the restrictions, regardless of the sign, to the net open position in each currency of 
the New Basel Capital Accord by using the internal limits on each currency as a proxy. 
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DISCUSSION 

Quantification of Exchange Risk 

The loss on foreign currency exposures that may result from unfavorable changes in exchange 
rates may be measured by banks using the VaR approach. Under typical market circumstances, 
over a predetermined holding time, and with a predetermined degree of confidence, the potential 
loss may be assessed. The greatest loss that might happen on foreign currency exposures or 
portfolios under typical market circumstances, taking into account the historical history of 
exchange rate movements, is what VaR assesses, not the worst potential loss. The total of the 
following is the foreign exchange portfolio's VaR: 

1. VaR on available spots for the night. 
2. VaR on foreign exchange disparities for future time periods. The following inputs are 

necessary to calculate VaR: 
1. Volatility or standard deviation of the exchange rate during the previous one to two years.  
2. Holding time period description. 
3. Level of confidence specifications. 

Banks may use past data on exchange rate fluctuations to compute VaR. They might gather 
information on the changes in exchange rates between two currencies over the course of the 
previous trade year, or around 250 trading days, and use the results they derive to determine the 
standard deviation. Banks may make the simple assumption that the value distribution is 
normally distributed. Let's calculate VaR on an open position of $100 million in US dollars for a 
10-day holding period at a 95% confidence level, assuming that the yearly volatility of the 
USD/SGD exchange rate is 5% and that the USD/SGD exchange rate is stable. the value of a 
dollar is: 

Understanding how key financial markets work globally, evaluating the likelihood that interest 
rates will move in those markets, and monitoring the daily movement of major currency 
exchange rates are the main tasks involved in managing foreign exchange risk. Banks should 
examine previous foreign exchange flow patterns and determine the causes of any deviations. 
Additionally, they should track and evaluate the intraday fluctuations in exchange rates between 
major currencies and the currencies in which they hold overnight holdings, displaying the day's 
high and low positions as well as the moves in key currency rates going ahead. A bank should 
determine the causes and the expected trajectory for the near future if the foreign currencies it 
maintains open positions in have gained or depreciated in reference to the domestic currency. 
Banks should identify the causes and determine how long the instability is likely to last if the 
supply and demand of significant currencies have changed beyond what is typically anticipated 
and the demand supply equation has affected the exchange rate. Important variables that direct 
treasury officials to profit from foreign currency operations include the findings drawn from 
economic analysis, exchange rate movement analysis, and an evaluation of the trend that is 
expected to prevail in the foreign exchange market[4]–[6]. 

Setting suitable exchange risk-related limitations and hedging risks for risk reduction are two 
complimentary tasks that must be implemented simultaneously as part of foreign currency 
management. The open position in spot and forward transactions, a maturity mismatch of foreign 
currency assets and liabilities, or a principal amount mismatch within the same maturity bucket 
are the three main causes of exchange risk. Spot position risk and forward position risk are the 
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main dangers. Due to the fluctuation in exchange rates throughout the day, open positions in spot 
foreign exchange transactions expose a bank to spot position risk, and open positions in forward 
foreign exchange transactions expose it to forward position risk due to potential adverse changes 
in interest rates and exchange rates during that time. By establishing suitable limitations, banks 
are able to manage these risks. The following sentences go above these restrictions. 

Limits on Position 

Both intraday and overnight position limitations should be established by banks. To ensure that 
the entire exposure stays under the predetermined limit, they should establish currency-specific 
intraday open position limitations, also known as daylight limits, as well as an overall daylight 
limit on intraday exposures in all foreign currencies combined. They should also establish 
overnight open position restrictions for each currency separately and for all currencies together. 
Maintaining an overnight position is a speculative activity, and aggressive bank treasury dealers 
often hold large overnight positions with the intention of generating significant profits quickly. 
The bank will suffer a sizable loss if the exchange rate is unfavorable the next day. Bank 
regulators and supervisors often set spot open position and overnight open position restrictions in 
terms of a percentage of Tier I regulatory capital in an effort to prevent speculatively 
accumulating foreign currency exposures. The difference between the daylight and nighttime 
limits is not defined, although generally speaking, the daytime limit is maintained higher than the 
nightly limit. Two factors serve as the basis for setting a greater daylight restriction. First, if 
unanticipated swings in the currency rate are recognized, corrective action may be performed 
right away as long as the market is open. As an opposing transaction may be scheduled to close 
out the open position before the market closes, a bigger daylight limit allows the bank to satisfy 
customer demands for large transactions throughout the day, sometimes even above the permitted 
limit. A position that is open overnight has a higher risk since it is impossible to accurately 
predict potential changes in the various financial markets that might cause overnight volatility in 
exchange rates. 

Limit on Deal Size 

To ensure that foreign currency transaction sizes remain within reasonable bounds, banks should 
set individual deal size restrictions. The deal size limit will be applied to all exposure types, 
including placements of foreign currency funds with local or international counterparties on an 
overnight or term basis as well as transactions in derivative instruments such currency swaps, 
currency options, and currency futures. 

Gap Maximum 

Banks should establish distinct gap limitations for each foreign currency and each maturity 
bucket, including spot and forward, as well as for all maturity buckets combined. Additionally, 
they should provide the aggregate gap limit for all currencies and maturity buckets combined, 
which is the total of the aggregate gap limitations for each currency separately. The discrepancy 
highlights any cash flow inconsistencies between the assets and liabilities at certain junctures. 
The gap analysis aids in identifying particular cash flow inconsistencies that must be fixed to 
lessen susceptibility to changes in exchange rates and interest rates. Banks should take into 
account the severity of recent interest rate and exchange rate swings when determining maturity-
based limitations. Higher restrictions may be set for longer maturities if the market environment 
is generally favorable. Banks should routinely switch assets and liabilities across maturities in 
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response to the shifting market outlook for improved exchange risk management. Three different 
types of risk are present due to the maturity differences between foreign currency assets and 
liabilities:  

Liquidity danger. Exchange-related risk. Rate-Risk Exposure 

The bank is exposed to liquidity risk because open positions must be filled at the current market 
rate, which may be unfavorable, on the date that assets and liabilities are redeemed if the amount 
of maturing liabilities exceeds the amount of maturing assets in a given time bucket. Similar to 
gaps, interest rate risk is caused by them when assets and liabilities have different repricing 
dates. The maturing assets may need to be reinvested at a lower interest rate, while the maturing 
obligations may need to be renewed or newly acquired at a greater cost. Therefore, to minimize 
unnecessary risks, banks should maintain the gaps within normal bounds. 

When managing foreign currency, it's important to regularly examine maturity gaps and consider 
how potential changes in spot and forward exchange rates can affect a bank's capital and 
earnings. This is comparable to doing an examination of the sensitivity to exchange rates. Banks 
should create a consolidated statement of maturity gaps for all time buckets with open positions, 
taking into account off-balance-sheet items, in order to detect gaps in foreign currency assets and 
liabilities. The bank is in a liability-sensitive position in the relevant time buckets if residual 
gaps, or the differences between the total of on-balance-sheet and off-balance-sheet foreign 
currency assets and liabilities, are negative. This implies that the amount of liabilities coming 
due for redemption or repricing in the relevant time buckets is greater than the amount of assets. 
The bank is in an asset-sensitive position in the relevant time buckets if the residual gaps are 
positive. The bank's earnings will be impacted by a negative change in exchange rates and 
interest rates on obligations and assets held in foreign currencies. Therefore, banks should 
analyze open position gaps under various exchange rate scenarios and determine how they may 
affect revenues. They may do the gap analysis based on the abridged assumptions listed below: 

1. All assets and liabilities that are being repriced experience the same exchange rate 
changes. 

2. The repricing period is determined by taking the midpoint of each bucket. 
3. Liabilities and assets that have been repriced are still present on the balance sheet. 
4. Impact analysis includes income from repriced assets and costs from repriced liabilities at 

revised rates for the relevant remainder periods. 

Stop-Loss Capacity 

Banks are required to set a stop-loss limit for their foreign currency trading positions. When a 
trading position is marked to market for value, the loss that results is referred to as a stop-loss 
limit. It aims to limit any loss that could result from a currency trading position at a certain 
moment due to a negative change in the exchange rate. The bank's dealer must cancel or square 
up the trading position whenever the specified stop-loss limit is reached in order to keep the loss 
to a predetermined sum. The stop-loss limits are often determined based on the mark lot of the 
position and are specified in terms of the maximum loss stated in local currency or the length of 
time for which a designated asset may be kept while its value is dropping[7]–[9]. 
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VaR Ceiling 

For controlling risks connected to foreign exchange, banks set a VaR limit that is applicable to 
the foreign exchange portfolio. The greatest loss that might result from the foreign exchange 
portfolio owing to unfavorable changes in exchange rates under prevailing market circumstances 
is measured by VaR. VaR is estimated for exposures involving foreign currency based on both 
overnight open positions and forward gaps. The limit for the prescription of the VaR limit is 
determined by the amount of capital put aside to address risk from exposures connected to 
foreign currency. The holding time and confidence level for the computation of VaR on foreign 
exchange-related risks should be specified by the banks as well. In order to reduce risk, banks 
must reevaluate their position, identify any gaps, and scan their whole portfolio when VaR is 
getting close to the permitted level. 

Max. Tolerance 

Treasury staff must record foreign currency transactions at current market rates to maintain 
internal control rigor. Dealers often cannot complete transactions for the appropriate amount or 
the desired duration at market-related prices because of market flaws, market shallowness, or a 
unidirectional trend among market participants. Giving the dealers some latitude to conclude 
foreign currency agreements at rates that may be somewhat lower or higher than the prevailing 
market rate is required for the business of the bank to run smoothly. Banks could let dealers to 
register transactions involving foreign currency at tiny margins different from market rates. To 
avoid the abuse of discretionary authority, they should establish clear and open norms and set 
tolerance limits for dealers making exceptions.There are several techniques available for hedging 
various types of foreign currency risk. There are several different derivative products available 
for hedging, including forward contracts, currency swaps, currency options, and currency 
futures. The forward contract, which is often used by banks to manage exchange risk, carries the 
risk of counterparty failure, which might result in a high replacement cost. When there are few 
participants in the forward exchange contract market, it might be challenging for banks to enter 
the market and book the transaction with solid counterparties at the targeted rate. Currency 
futures may be used as a substitute to forward contracts when they are not offered. Exchange-
traded futures reduce or completely remove default risk. However, futures are offered in 
conventional formats, which could not fully satisfy the bank's criteria in terms of quantity or 
duration. Nevertheless, since they may cancel their commitments before the contract's settlement 
date, banks have more flexibility with currency futures. 

Another tool for reducing foreign exchange risk is a currency option. A contract for the future 
delivery of a currency in exchange for another currency at the agreed-upon price is known as a 
currency option. Option purchasers compensate option sellers with a premium in exchange for 
the right to purchase the specified quantity of currency at the strike price at a later date. Although 
the seller is obligated to supply the currency at the agreed-upon price if the buyer exercises its 
option to buy, the buyer is not automatically required to purchase the currency. Options may be 
useful in certain situations since future exchange rate changes cannot be forecast with complete 
confidence. But options are very intricate devices that are hard to value. Contrarily, futures and 
forwards are more simpler products that are used by banks the most for risk hedging. Borrowing 
domestic currency in the money market and depositing the borrowed amount in a foreign 
currency deposit or investing in foreign currency assets or instruments that pay interest, taking 
advantage of the difference in interest rates between the two currencies, are two additional ways 
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to reduce the risk associated with future foreign currency commitments. This method, which 
serves as a replacement for forward contracts, is advantageous only if the interest earned on the 
foreign currency asset exceeds the interest paid on domestic currency borrowing after taking into 
account any potential value loss brought on by fluctuations in the exchange rate during the 
interim period. Banks should be aware that forward contracts entail replacement risk and 
investing in foreign currency instruments has default risk. They should consider the advantages 
and disadvantages of each kind of hedging mechanism before choosing the right combination of 
hedging instruments to reduce costs and other risks. 

Even though these assessment methods are readily available, it might be difficult to determine 
your exposure to foreign currencies. The complexity and volatility of currency markets, as well 
as the built-in constraints of measurement methods, are the causes of these difficulties. Exchange 
rates may be considerably impacted by factors including geopolitical events, macroeconomic 
circumstances, and market emotion, making it challenging to precisely estimate and assess risk. 
For companies and investors, estimating foreign currency exposure incorrectly may have serious 
repercussions. It may result in unforeseen financial losses, decreased global market 
competitiveness, and greater susceptibility to economic shocks. The development of suitable 
hedging strategies and successful risk management thus depend on the precise assessment of 
foreign currency exposure[10]–[12]. 

CONCLUSION 

To sum up, in the current global economy, measuring foreign currency exposure is essential for 
managing currency risks. For companies and investors to make wise choices and successfully 
reduce currency risks, it is crucial that they have a thorough understanding of the different kinds 
of exposures and use the right measuring methodologies. However, the difficulties in quantifying 
foreign currency exposure precisely underline the need of constant monitoring, flexibility, and 
effective risk management procedures in the face of volatile currency markets. 

Foreign exchange risk is the possibility of probable loss brought on by a change in the exchange 
rate that is unfavorable for exposures held in foreign currencies. The risk of possible loss from 
foreign exchange business increases with the amount of exposure to foreign currencies and with 
exchange rate volatility. Position risk, gap risk, default risk, country risk, and control risk from 
activities in foreign countries are risks that banks are subject to. Due to the intricacy of the laws 
and regulations regulating foreign currency transactions, they are also vulnerable to legal danger. 
Transaction exposure, translation exposure, and economic exposure are all ways that you might 
get exposed to foreign currencies. The proper procedures for measuring exposure in a single 
currency as well as the total exposure from long and short positions across all foreign currencies 
should be established by banks. Using the value-at-risk technique, exchange risk on the foreign 
exchange portfolio may be calculated based on the historical volatility of currency rates and for 
certain confidence levels. Value-at-Risk is the largest possible loss that might result from a 
negative change in the exchange rate under normal market circumstances on the foreign 
exchange portfolio. Establishing suitable exchange risk-related limitations and implementing 
hedging methods are also part of exchange risk management. Daylight limitations, overnight 
open position restrictions, individual deal size limits, gap limits, stop-loss limits, and value-at-
risk limits make up the framework of limits. For hedging exchange risk, banks may pick from a 
variety of derivative products, including forward contracts, currency swaps, currency options, 
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and currency futures. They should provide clear rules to allow dealing representatives to choose 
the proper set of hedging products in light of various circumstances. 
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CHAPTER 2 

EQUITY EXPOSURE RISK MANAGEMENT 

Dr. Ranganathan Kumar 

 Associate Professor, Master in Business Administration (General Management),  
Presidency University, Bangalore, India. 

Email Id:drsenthilkumar@presidencyuniversity.in 

 

ABSTRACT:  

Equity exposure risk management is a crucial aspect of financial planning and investment 
strategy in the realm of equity markets. It involves assessing and mitigating the potential risks 
associated with owning equity securities, such as stocks, shares, and equity derivatives. 
Effectively managing equity exposure risk is essential for investors, fund managers, and financial 
institutions to protect capital, optimize returns, and achieve long-term investment objectives. 
This study provides an overview of equity exposure risk management, emphasizing its 
significance and the key strategies employed to measure, monitor, and mitigate equity-related 
risks. It also discusses the challenges faced in managing equity exposure risk and the potential 
implications of inadequate risk management practices. Equity exposure risk management 
encompasses the identification, measurement, and monitoring of various sources of risk inherent 
in equity investments. These risks include market risk, which arises from fluctuations in stock 
prices and overall market conditions, as well as systematic and unsystematic risks associated 
with specific industries, sectors, or individual companies. 

KEYWORDS:    

Banks,Capital Markets, Exposure Risk, Equity Exposure, Risk Management.  

INTRODUCTION 

To manage equity exposure risk, several strategies and techniques are commonly employed. 
These include diversification, asset allocation, hedging, and active portfolio management. 
Diversification involves spreading investments across different asset classes, regions, and sectors 
to reduce the impact of adverse events on a portfolio's overall performance. Asset allocation 
determines the optimal mix of equity and other asset classes based on risk tolerance, investment 
objectives, and market conditions. Hedging strategies, such as options, futures, and derivatives, 
can be used to mitigate downside risk and protect against adverse price movements. Active 
portfolio management involves ongoing analysis, research, and decision-making to optimize 
risk-adjusted returns and respond to market dynamics. 

Exposure to Equity Identification 

Due to the daily fluctuations in stock values, which have the potential to cause substantial losses 
in a short amount of time, a bank's exposure to equities is a portfolio with a high risk. Banks 
often invest big sums in shares to generate rapid profits due to the high return nature of equity 
exposure, disregarding the substantial risk inherent with it. Bank authorities sometimes regulate 
the overall equity exposure of commercial banks and prohibit them from shorting stocks in order 
to avoid excessive speculation or the loss of considerable capital under unstable conditions. 
Since their duty is not to disrupt the market by excessively speculative trading in shares with the 
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aid of public money, they anticipate banks to exercise caution while taking exposure in the 
capital market. 

For assessing any kind of direct or indirect risk, equity exposure must be defined properly. 
Equity exposure often refers to direct investment in company stocks, but it should also include 
all equity-related products to stop banks from using public funds for speculative trading via 
indirect channels. In addition, falling equity prices raise the likelihood that customers who trade 
in stocks or who have borrowed money to buy stocks may default, increasing the credit risk for 
the banks from such clients. Due to the high risk of suffering significant losses, equity exposure 
should include all lending and financial obligations made by banks to all kinds of customers in 
which the money dispensed eventually ends up on the capital market, either directly or indirectly. 
But unless the money is used to buy shares or securities on the capital market, it shouldn't 
include loans and overdrafts made to customers as security for company equity[1]–[3]. 

Both money provided to customers for investments in equity-related securities and the bank's 
own investments made in a proprietary capacity should be included when calculating equity 
exposure. The second class of investments is often not taken into account when determining how 
sensitively the bank is exposed to capital markets, but it is important to understand the 
potentially unstable effects of a significant amount of bank money being channeled via 
customers to capital markets. It is the duty of bank regulators and supervisors to stop commercial 
banks from using aggressive speculative trading to jeopardize the stability of the capital market. 
To help the authorities advance the stability of the financial system, banks should defend the 
interests of medium- and long-term investors, in particular small investors. As a result, the 
following components should at the very least be included in banks' exposure to equity: 

1. Investments made by banks themselves in equity-oriented mutual funds, convertible 
debentures, and individual stock. 

2. Loans to the general public to participate in corporate equity first public offerings. 
3. Loans to clients for stock buying. 
4. Loans to businesses to cover the promoters' equity issuance contributions. 
5. Loans to market makers and stock brokers. 
6. Making assurances on stock brokers' behalf. 

Framework for Equity Exposure Management 

When taking on equity exposures, banks should adhere to a number of core principles and put in 
place a robust structure to manage the risk. The framework ought to contain: 

1. A suitable explanation of equity exposure. 
2. Strategies and policies for handling high-risk equities exposures. 
3. A clear investing strategy for stocks. 
4. Delegation of responsibility for equity investment choices. 
5. The voluntary imposition of a limit on overall capital market exposure. 
6. Setting restrictions to prevent stock investment concentration in a single company or 

business group, including exposures in other forms. 
7. The imposition of financial limits on exposures to certain people, stock brokers, and 

market makers. 
8. A system for preventing conflicts of interest while managing the investment portfolio. 
9. Insider trading scrutiny.  
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10. Providing the investment management team with analytical help via stock research. 
11. Development of techniques for calculating the risk of equity exposure. 
12. Monitoring by the administration to stop abuses and exceptions. 
13. A system of independent oversight and management. 

Measurement of Equity Exposure Risk 

Banks should put up the proper procedures for monitoring stock exposure risk while taking the 
exposure's magnitude and the equity portfolio's makeup into consideration. In order to gauge the 
portfolio's value degradation, they should take into account changes in daily share prices and 
perform mark-to-market valuation on the holdings. If the bank's equity exposure is 
comparatively large, it should conduct sector- and industry-specific risk analyses. Industry 
research will provide early warning signs of industry slowdowns, stagnation, or sluggish growth. 
The findings of the research may be used to help investors leave stocks whose prices are 
anticipated to fall at the right moment. By using the VaR approach, like in the example shown 
below, one may estimate the amount of potential loss that might result from a stock portfolio. 
Let's say a bank has 1 million shares of a company that it bought for $10 each. Let's say that the 
annualized standard deviation of the movement in share price is 20%. What will the VaR on the 
stock exposure be at a 95% confidence level during a one-month holding period? VaR is 
determined as follows: Since possible loss, not prospective gain, is what we are concerned with 
in risk management, we disregard the circumstance when the share price rises. Based on the 
volatility rate at the specified confidence level, we are worried about the expected decline in 
share price. 

Another method of calculation is possible 

Equities from several firms make up the stock portfolios of banks; as a result, information on 
each equity's volatility is necessary in order to calculate VaR for the whole equity portfolio. 
Therefore, they should continue to maintain a suitable management information system that 
records daily stock price data as well as changes in share prices quoted on local and international 
capital markets. To get the overall VaR of the equity portfolio, they should compute VaR for each 
equity exposure and then add the results. Banks may evaluate the risk in terms of the movement 
in representative share price indices if there are many stocks and price volatilities of many shares 
are not accessible. If share prices are not listed on the stock market, they should examine the 
issuing firms' financial standing and determine their realizable values. To keep risks within 
acceptable bounds, they should set the VaR limit on the overall exposure, evaluate the possible 
loss from equity and equity-related instruments via the application of the VaR approach on a 
regular basis, and respond appropriately when the limit is exceeded. 

DISCUSSION 

Although risk management solutions for stock exposure provide useful tools for reducing risks, 
managing equity exposure effectively still presents difficulties. These difficulties are caused by 
things like market volatility, shifting investor mood, changing regulations, and unanticipated 
occurrences that may affect stock markets. Furthermore, it may be difficult and prone to inherent 
uncertainty to identify and quantify risks related to specific stocks or industries. Investors and 
financial institutions may suffer major repercussions from inadequate management of stock 
exposure risk. It may lead to significant financial losses, a decline in investor confidence, and the 
inability to achieve investment goals. Therefore, to traverse the volatile nature of stock markets 
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and achieve desired investment results, a thorough and proactive strategy to equity exposure risk 
management is crucial[4]–[6]. 

Management of stock exposure risk is a crucial discipline in the world of equity investing. For 
investors and financial institutions looking to successfully manage stock exposure risk, having a 
thorough understanding of the many sources of risk, putting suitable strategies into practice, and 
regularly monitoring and responding to market circumstances are essential. While obstacles still 
exist, proactive risk management techniques may aid in maximizing returns, safeguarding 
money, and coordinating investment portfolios with long-term objectives. The assessment, 
monitoring, and mitigation of possible risks related to equity investments are done via the use of 
a comprehensive framework and a set of procedures called "equity exposure risk management." 
It entails comprehending the numerous risk factors that affect stock markets, putting controls in 
place to restrict exposure, and optimizing investment portfolios to meet desired risk-return goals. 

The amount of money invested in equities assets, such as stocks, shares, and equity derivatives, 
is referred to as equity exposure. Equities have the potential to provide high profits, but they also 
come with a number of inherent risks related to market volatility, the state of the economy, 
business-specific issues, and company-specific occurrences. To protect capital, reduce losses, 
and increase returns on equity investments, effective risk management methods are essential. The 
first step in managing stock exposure risk is to identify and analyze the various risks that might 
affect equity investments. Market risk and particular risk are two major categories that apply to 
these dangers. Market risk develops as a result of general market circumstances as well as 
elements that have an impact on stock prices, such as macroeconomic trends, interest rates, 
geopolitical developments, and investor attitude. Operational risks, financial risks, regulatory 
risks, and competitive risks are examples of specific hazards that are specific to certain 
businesses, markets, or industries. 

After the risks have been identified, approaches for measuring risk are used to calculate the 
possible effect on investment portfolios. These methods include of value-at-risk (VaR) models, 
scenario analysis, stress testing, and statistical models. To calculate the likelihood of certain 
occurrences and their effects on stock portfolios, statistical models examine historical data. 
Construction of fictitious scenarios and evaluation of their influence on portfolio performance 
include scenario analysis. Through stress testing, the portfolio's resistance to volatile market 
circumstances is evaluated. VaR models calculate the highest possible loss over a certain time 
horizon with a particular degree of confidence. 

A variety of risk management techniques and technologies may be used to reduce the risks 
associated with equity exposure. To lessen concentration risk, one important method is 
diversification, which entails distributing assets across several asset classes, geographical areas, 
industry sectors, and market capitalizations. Investors might possibly offset losses from 
underperforming equities with profits from other assets by diversifying their portfolios. Another 
crucial approach is asset allocation, which chooses the best combination of stocks and other asset 
classes depending on risk tolerance, investing goals, and market circumstances[7]–[9]. 

The risk of stock exposure is often managed through hedging measures. They include employing 
derivative instruments, such as options and futures contracts, to protect against unfavorable price 
fluctuations, or adopting opposing positions. Hedging may be used to safeguard portfolio profits, 
reduce downside risk, and hedge against certain market or sector hazards. Another important 
component of managing stock exposure risk is active portfolio management. Continuous market 
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circumstances, economic developments, and company-specific elements are monitored under 
this strategy. Investment managers may react to changes in risk profiles, make timely 
adjustments, and take advantage of market opportunities by actively managing the portfolio. The 
dynamic nature of equities markets and the associated uncertainties provide difficulties in 
managing equity exposure risk. Rapid changes in market circumstances make it difficult to 
foresee and evaluate risks with accuracy. In addition, unanticipated occurrences like natural 
catastrophes, political unrest, or unexpected financial shocks may have a big effect on stock 
markets and investment portfolios[10], [11]. 

CONCLUSION 

Due to daily swings in share prices, which have a great potential to cause significant financial 
loss, banks' exposure to equities is extremely risk-sensitive. Equity price volatility increases 
credit risk by causing defaults from customers who trade in shares or who have taken out loans 
to buy equities. Assessing direct and indirect risks from stock-related products requires a 
thorough characterization of equity exposure. Since it is undesirable for banks to participate in 
speculative trading with public funds, either directly or indirectly, the definition of equity 
exposure should be wide. The bank's own investment made in its official role should be 
considered an element of its equity exposure, as should money provided to customers for 
investments in equities and equity-related securities. To calculate the potential loss on their 
equity portfolio, banks should use the value-at-risk method. They should also set a value-at-risk 
limit and implement adequate checks and controls to prevent speculative trading in equities and 
the loss of significant capital in the face of volatile capital market conditions. 
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ABSTRACT:  

The asset liability management (ALM) review process is a crucial component of financial 
institutions' risk management framework, aimed at effectively managing the risks associated with 
asset and liability mismatches. ALM encompasses the strategies, policies, and procedures 
employed to ensure the alignment of a company's assets and liabilities in terms of their maturity, 
interest rate sensitivity, and liquidity characteristics. The ALM review process involves 
evaluating and assessing the institution's balance sheet, identifying potential gaps and 
vulnerabilities, and implementing appropriate measures to mitigate risks and optimize financial 
performance. This study provides an overview of the asset liability management review process, 
highlighting its significance and the key steps involved in conducting a comprehensive review. It 
also discusses the challenges faced in managing asset and liability risks and the potential 
implications of inadequate ALM practices.The asset liability management review process begins 
with a thorough assessment of the institution's balance sheet, including the composition and 
characteristics of its assets and liabilities. This involves analyzing the maturity profile, interest 
rate sensitivity, liquidity position, and cash flow dynamics of each component. By examining 
these factors, financial institutions can identify potential gaps, vulnerabilities, and potential 
mismatches that could expose the institution to risks such as interest rate risk, liquidity risk, and 
funding risk. Once the balance sheet analysis is complete, the ALM review process involves 
stress testing and scenario analysis to assess the impact of adverse events on the institution's 
financial position. Stress testing involves subjecting the balance sheet to hypothetical scenarios 
that simulate extreme market conditions, economic downturns, or liquidity shocks. This analysis 
helps identify potential weaknesses and vulnerabilities in the institution's asset-liability structure, 
enabling proactive risk management and contingency planning. 
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INTRODUCTION 

Review of Asset-Liability 

Banks are exposed to numerous types of market risk due to the mismatch in the maturities and 
durations of their assets and liabilities. To effectively monitor and manage the rising risks, they 
should conduct routine evaluations of asset-liability items using an asset liability management 
system. The authority that examines the altering makeup of market risk-related asset-liability 
items, judges the severity of newly emerging risk factors, and takes remedial action is the Asset 
Liability Management Committee. The examination and risk analysis of the asset-liability 
maturity gaps under the various maturity buckets that emerge throughout a bank's business 
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operations serve as the first steps in the ALM review process. The weekly structural liquidity 
statements and monthly monthly dynamic short-term liquidity statements are used to determine 
maturity gaps. The bank's present gaps between its assets and liabilities in the designated 
maturity buckets are shown in the structural liquidity statements, and a study of those gaps 
indicates how sensitive the bank is to liquidity risk, interest rate risk, and foreign currency risk. 
The bank is guided by the findings to recognize the threats that may result from shifting market 
risk variables and develop plans to properly respond to new situations[1]–[3]. 

Two things determine how well the ALM review process works. First, all elements of on-
balance-sheet and off-balance-sheet asset-liability items must be included in maturity gap 
statements, and they must be correct. Second, in order to accurately identify new issues that pose 
a danger to a bank's operations, maturity gap statements must be thoroughly and meaningfully 
examined. In addition to gap analysis, the ALM review process should highlight the current 
positions of major assets and liabilities and their ratios in comparison to the established 
standards. If the ALM support group submits analytical findings in a structured style after 
carefully examining the asset-liability statements, the ALM review process will be efficient and 
useful. Here, a model for delivering the ALM review report is proposed. The review report 
should highlight the situation with regard to compliance with the established standards and 
restrictions on market risks, identify the worries arising from changes in market risk variables, 
and explore the choices accessible to react to changing market risk scenarios. 

Review of Liquidity Risk 

The report on the liquidity risk should be divided into two sections: the first section should deal 
with the quantitative parameters that disclose the liquidity position as of the review date, and the 
second section should deal with the situation arising from asset-liability maturity mismatches and 
duration mismatches. Descriptions of the numerous alternatives for corrective action should be 
included in the report. 

The second section of the report format 

The report should describe the liquidity pressure that the bank could experience in various 
scenarios, go through the current state of liquidity in the financial market, and provide accessible 
solutions and tactics for dealing with any challenging circumstances. The report's analytical 
section should provide observations and advice on the following topics: 

1. Is there a need for special action and how much liquidity mismatch exists between the 
first three time buckets and the permitted limits? Are gaps likely to result in liquidity 
issues if they are negative and unsustainable? What steps should be made to close the 
gaps, and what choices are there for dealing with emergencies? 

2. How do liquidity managers assess cash flow mismatches within critical time buckets, and 
what are some potential solutions to urgent shortfalls? What is the history of the fund 
providers? 

3. Does the maturity profile of assets and liabilities exhibit any structural imbalances? Is it 
necessary to lessen the maturity mismatch inside a certain time bucket or between several 
time buckets? What methods exist for risk reduction if maturity mismatches are irrational 
and vulnerable? What potential funding sources are there to make up the liquidity 
shortage in the case of a liquidity stress event? 
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4. Should the bank's liabilities be reorganized to lessen maturity mismatches, and if so, what 
are the options and associated costs (e.g., issuing certificates of deposit at rates above 
card rates, raising wholesale deposits at higher rates, floating incentive schemes for 
deposit mobilization, issuing bonds at rates above current market rates, and borrowing 
long-term funds from other financial institutions)? Is it possible to change an asset's 
tenure to lessen mismatches? 

5. What effects did the sudden withdrawal of significant amounts of money prior to 
maturity, the non-renewal by customers of a number of matured term deposits on their 
maturity dates, which was not consistent with the historical trend, and the counterparties' 
default on their contractual obligations as a result of unforeseen events have on liquidity 
over the past two weeks? 

6. Has the customer behavior pattern changed over the last three months with regard to 
substantial cash withdrawals before maturity, the rollover of time deposits that have 
reached maturity, the use of unused overdraft credit limits, the seasonality of cash 
withdrawals, and the prepayment of term loans? How does the current pattern of behavior 
compare to the trend that was discovered via the examination of historical data over the 
previous two to three years?  

7. How much of the unutilized credit limits are expected to be drawn down over the course 
of the next three months, how much in maturing term deposits are there, and how much 
in potential contingent item claims are there? What additional obligations does the bank 
have, and how will the liquidity needs be met? 

8. What kind of liquidity situation is most likely to develop over the course of the following 
three months, given realistic scenarios? How might a bad scenario effect the bank, and 
what approaches may be taken to handle unforeseen circumstances? 

9. What obligations exist with respect to expiring foreign currency contracts? What 
percentage of switched foreign currency deposits are due to be paid when they reach their 
shorter time frames? What additional foreign currency short-term obligations are there? 
How will money be set up to pay off foreign currency commitments that are coming due? 

10. In the next three to six months, is there any chance that money may be transferred to the 
bank's linked businesses operating both within and outside the nation? What is the 
anticipated sum, and how will the funding need be satisfied? 

DISCUSSION 

The creation and use of risk management solutions to address the identified vulnerabilities and 
gaps is the next phase in the ALM review process. This might include changing the ratio of 
assets to liabilities, refinancing operations, hedging tactics, and liquidity management 
procedures. In order to reduce risks and improve financial performance, it is important to make 
sure that the institution's assets and liabilities are correctly balanced. Key risk indicators and 
performance metrics are also continuously monitored and reported as part of the ALM review 
process. This makes it possible to identify new hazards quickly and determine how well risk 
mitigation strategies are working. The ALM framework and strategies need to be reviewed and 
updated often in order to keep up with evolving market circumstances, legal requirements, and 
risk tolerance of the organization[4]–[6]. 

The complexity of financial markets, the movement of interest rates, and the changing regulatory 
environment all provide difficulties in the asset liability management review process. It may be 
challenging to foresee and manage efficiently interest rate risk, liquidity risk, and financing risk, 
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particularly in unsteady economic circumstances. To provide accurate analysis and decision-
making, the ALM review process also needs strong data management systems, advanced 
modeling methodologies, and qualified employees. Financial institutions may be more 
vulnerable to interest rate changes, liquidity problems, and financial instability as a result of poor 
asset liability management procedures. Asset and liability risks that are not properly managed 
may have an effect on a company's profitability, solvency, and reputation, resulting in losses and 
breaking the law[7]–[9]. 

Review of Interest Rate Risk 

1. How does the market see the interest rate environment, and which way are future interest 
rate moves most likely to go? 

2. Does the bank's present interest rate structure align with the anticipated interest rate 
environment and its objective to attain the desired credit spreads? What adjustments to 
prime lending rates, term deposit interest rates, and industry-specific lending rates are 
necessary? To lessen the negative effects of interest rate risk, what should the future 
growth ratio of fixed-rate and floating-rate assets and liabilities be? 

3. Given the current interest rate environment, is it necessary to change the asset mix in the 
trading book and the banking book? Will the change comply with legal requirements and 
accepted accounting principles? What rules will apply when the necessary amount of 
investments is transferred from the "held for trading category" to the "available for sale" 
and "held to maturity" categories?  

4. How do the differences between each time bucket's interest rate-sensitive assets and 
liabilities relate to the established limits? Under various interest rate situations, how 
sensitive are assets and liabilities to interest rates? 

5. How much of your profits are at risk from potential changes in interest rates? What will 
happen if interest rates increase or decrease by.5% and 1%? How do the earnings that are 
potentially at risk stack up against the intended cap on income variation? What 
reorganization of the maturity profile of assets and liabilities is necessary to minimize the 
negative effect if the profits at risk are reasonably high? What guidelines and tactics 
should be used to help incremental assets and liabilities mature at the necessary rates? 

6. Including off-balance-sheet entities, what is the weighted average adjusted duration of 
assets and liabilities? What actions are necessary to reduce the time gap? What effect will 
any changes in interest rates have on the bank's net worth? 

Review of Foreign Exchange Risk 

1. How have the main currencies' foreign exchange rates changed during the last week? Was 
there a substantial shift in the value of any key currency, and if yes, how did it affect the 
bank's exposure to foreign exchange? 

2. What was the overnight open position pattern, and how does it relate to the bank-imposed 
limits? 

3. How large is the discrepancy between the maturities of foreign currency assets and 
obligations, as well as the possible loss that might result from it? Is there ever a clear 
mismatch between foreign currency assets and obligations, and if so, how will that 
situation be fixed? 

4. Do the daylight limit, nighttime limit, and gap limit meet the business needs of the bank? 
If not, what adjustments are necessary? 
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5. To what degree are bank clients exposed to foreign currencies? How would a negative 
change in exchange rates effect consumers who have not purchased insurance against 
exchange risk? Are the loans and advances made to the relevant consumers likely to 
develop into troubled accounts? 

6. What are the bank's individual country exposures and overall global exposure? What 
proportion of total exposures are in low-risk, medium-risk, and high-risk nations? Exist 
any countries with large exchange rate changes that could have an impact on the 
exposure's quality? 

7. Do outstanding transactions in any major currency show a clear mismatch? What tactics 
is the Treasury using to deal with currency mismatches? 

8. Is the bank's exposure to foreign exchange concentrated in any one specific currency? 
How does the Treasury manage currency concentrations to reduce exchange risk, country 
risk, and settlement risk? 

9. What was the range of values-at-risk for all currency exposures during the last two 
weeks? In what ways does it differ from the permitted limits? 

Review of Equity Price Risk 

1. How have stock prices changed during the last week? Was there any price fluctuation in 
any industrial sector or business group's shares? 

2. How much equity does the bank have that is important from a business perspective? Are 
equity holdings concentrated in any way? What is the bank's overall exposure to business 
groupings when stock, bond, and credit exposure are taken into account? What effect 
would a stress scenario have on the bank? 

3. What is the market worth of the bank's stock portfolio in comparison to the purchase 
prices? What is the entire equity exposure of the bank's value-at-risk? 

4. What percentage of the bank's overall investments are made in equity? Is it consistent 
with the risk management strategy of the bank? 

5. Is it necessary to restructure the bank's equity holdings as a result of price volatility in 
certain of the stocks it owns? 

Value-At-Risk Analysis 

What percentage of the bank's overall worth is vulnerable to risk? The following elements need 
be added together to figure this out: 

1. The risk-based value of sovereign securities. 
2. The bonds' and debentures' value-at-risk. 
3. Value-at-risk for mutual funds and stocks.  
4. Value-at-risk for exposure to foreign currency. 
5. Gold and other commodity value-at-risk. 

The asset liability management review process is a critical aspect of risk management for 
financial institutions. By conducting comprehensive reviews, identifying potential gaps and 
vulnerabilities, and implementing appropriate risk mitigation measures, institutions can 
effectively manage asset and liability risks, optimize financial performance, and ensure long-
term stability. While challenges exist, a robust and proactive ALM framework is essential for 
navigating the complexities of financial markets and meeting regulatory requirements[10], [11]. 
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CONCLUSION 

Banks should compile structural liquidity statements at weekly intervals and dynamic liquidity 
statements at monthly intervals to identify structural mismatches in asset-liability maturity 
patterns and the intensity of different types of market risks to initiate corrective action.Banks 
should put in place an effective asset-liability management review process to effectively monitor 
market risks on a continuous basis and identify emerging risks from maturity mismatches and 
duration mismatches of assets and liabilities, including foreign currency assets and liabilities, and 
initiate action for risk mitigation. They should adopt structured formats for meaningful review of 
the asset-liability position. 
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ABSTRACT:  

Operational risk management is a crucial discipline within the broader field of risk management, 
focusing on identifying, assessing, and mitigating risks associated with an organization's 
operational processes and activities. An operational risk management framework provides a 
structured approach to systematically identify, measure, monitor, and control operational risks. 
This paper provides an overview of the operational risk management framework, highlighting its 
significance and the key components involved in establishing an effective framework. It also 
discusses the challenges faced in operational risk management and the potential implications of 
inadequate practices. The operational risk management framework begins with the identification 
and classification of operational risks specific to an organization. These risks can include a wide 
range of factors such as internal fraud, external events, process failures, technology disruptions, 
regulatory compliance issues, and human error. Through comprehensive risk assessment 
techniques such as risk mapping, scenario analysis, and historical data analysis, organizations 
can prioritize and quantify operational risks based on their potential impact and likelihood of 
occurrence.Once the risks are identified, the operational risk management framework 
incorporates risk measurement and evaluation processes. This involves developing risk metrics, 
key risk indicators (KRIs), and risk appetite statements to measure and monitor operational risks 
over time. Quantitative techniques such as loss data analysis, statistical modeling, and stress 
testing can be employed to estimate potential losses associated with different risk scenarios. 
These measures provide valuable insights into the organization's risk profile, allowing for 
informed decision-making and resource allocation. 

KEYWORDS:    

Bank, Business Ethics, Management, Mitigation,Operational Risk, Vulnerabilities. 

INTRODUCTION 

Operational risk is difficult to exactly quantify since it is less visible and often goes unnoticed in 
transactions and operations. Credit and market risks, on the other hand, have more visibility and 
are simpler to recognize and predict. Operational risk results from potential breakdowns in a 
bank's control system and business operation process. Operational risk is described as "the risk of 
loss resulting from inadequate or failed internal processes, people, and systems or from external 
events" by the Basel Committee on Banking Supervision. Strategic and reputational risk are not 
included in this formulation but legal risk is.   The Basel Committee's definition is based on 
specific occurrences that result in losses for banks but are difficult to categorically classify as 
default risk or value degradation risk. Operational risk may arise from instances like the 
embezzlement of cash by dealing personnel, unlawful transactions by front office workers, 
falsifying bank officials' signatures for fraudulent claims against the bank, accounting mistakes 
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that result in lost income, and similar situations. If we consider the variety of sources from which 
risks come, the quantity of events that result in loss, and the size of loss that develops if risks 
materialize, we find significant variations between credit risk, market risk, and operational risk 
on the one hand, and these risks on the other[1]–[3]. 

Operational risk, as defined by the Basel Committee, is the potential for loss to a bank that may 
be attributed to failures in systems, processes, or people. It can also be caused by the occurrence 
of an external event. This is a general term, but banks may establish a more specific definition 
using examples drawn from their own experiences to help staff members of all ranks 
comprehend it. To consistently detect operational risk throughout the whole bank, raise employee 
risk awareness, and improve control culture, banks should define operational risk in a clear and 
unambiguous manner. To establish consistency in the categorization of operational risk events, 
they should use a definition that is similar to that of other banks. The collection and transmission 
of risk events and loss data across banks will be made easier by the consistency and universality 
in the concept of operational risk. Since failing to recognize operational risk or mitigate it in a 
timely manner may result in significant losses, the number and severity of operational risk losses 
have increased over time, affecting how bank management views risk. Due to a delay in 
identifying operational risk, the Barings Bank of the United Kingdom failed. Operational risk 
may have disastrous effects, in contrast to credit and market risks. Due to the variety of 
operational risk events and the difficulty of managing it, bank management must acknowledge 
operational risk as a key risk management function. The management should allocate enough 
funds to control operational risk and provide enough capital for the economy to cover unforeseen 
losses. The process of corporate governance should take operational risk management seriously 
as a key component. 

Sources of Operational Risk 

Operational risk is pervasive, while credit risk and market risk are company-specific. The latter 
might take place in any sector of company and spread to the business process. System security, 
system failure, system viability and validity, utility services, and service outsourcing all have 
high amounts of operational risk occurrences. The next paragraphs provide an explanation of the 
various sources of operational risk with illustrative examples while keeping in mind the 
definition provided by the Basel Committee on Banking Supervision. 

Risk to Operations from People 

The danger posed by employees stationed in crucial sections of the bank's operations is growing 
more and more significant. People-related risk develops as a result of inadequate information, a 
lack of familiarity with procedures, the placement of questionable personnel in sensitive 
operational areas, a lack of business ethics and intellectual honesty, inadequate compensation for 
intellectual honesty, the management's lenient attitude toward corruption, lax oversight by higher 
authorities, and loose administration. Banks often fall behind in training staff members who deal 
with complicated financial products. Fraud is an example of a people-related operational risk 
incident. 

Booking Illegal Transactions 

Trading unlicensed in derivatives, foreign exchange, and securities. Trading and dealing with 
inside information. Financing loans without doing due diligence. Beyond the financial authority 
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granted. Compromising the requirements for hiring and training. Claiming unfair perks and 
recompense[4]–[6]. 

Risk to Operations from Processes 

Due to the increasing pressure on profit margins, banks have developed new financial products to 
attract more customers. They have also used automated technologies to boost business volume, 
lower transaction costs, and expedite service delivery. To handle the volume of expanding 
domestic and international business and satisfy client expectations on time, they have established 
several processing facilities. Banks are required to provide data online to the supervisors in 
accordance with the latter's off-site supervision program in addition to completing their own 
business and risk management standards. As a result, they need the support of a reliable 
management information system that continuously gathers and analyses all operational data. As a 
result, they must analyze a large amount of data and information on their own operations and 
those of associated units simultaneously. Banks are putting in computer systems that handle 
business transactions while simultaneously capturing and storing all transaction-related data in 
order to save costs. The likelihood of errors occurring during the processing stage and producing 
inaccurate information and messages that may result in significant loss to banks has increased 
due to the clubbing of the transaction processing function for customer service delivery and the 
data classification and storage function for updating the management information system. 
Examples of operational risk incidents linked to processes include:  

1. Incorrect pricing for goods and services.  
2. Incorrect client asset appraisal.  
3. Accountancy mistakes. 
4. Errors throughout the execution, processing, and settlement of transactions.  
5. Lending of stock mistakes. 
6. Violation of protocol. 

Systems Operational Risk 

Banks' fixation with system development for company management derives from their desire to 
not only acquire the newest technology to compete in the market, but also to satisfy the 
convenience of their customers. Banks must often update their computer systems, adjust software 
programs, and deal with a number of challenges related to the acquisition and upkeep of 
operating systems since the information technology system is evolving quickly. Their computer 
systems are under a lot of strain and are very susceptible to operational problems. Failure of 
hardware and software systems are examples of operational risk occurrences connected to 
systems. 

Operational Risk from Outside Sources 

In addition to creating a protracted interruption of corporate operations, external catastrophes 
may result in significant financial losses. Since they cannot foresee the timing of the occurrences 
or gauge the severity of the effect beforehand, banks have little influence over external events. 
Although protective measures that might be set up to reduce the risk from external occurrences 
are likely to require extensive planning and costly design, they might not be very effective when 
events actually occur. However, external events do happen, and banks must understand the risk. 
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Natural catastrophes including floods, fires, and earthquakes are a few examples of operational 
risk occurrences linked to external factors.  

1. Terrorist and criminal acts.  
2. Burglary, robbery, and theft.  
3. Failure of contracted out tasks. 

DISCUSSION 

Causes of Operational Risk 

Due to bank mergers and acquisitions, financial activity diversification, business process 
automation, and outsourcing of financial services, significant changes have taken place in the 
structure and operation of the financial systems in many nations. First, fast financial institution 
expansion has enhanced the vulnerability of the banking system since strong economic growth, 
especially in emerging nations, has boosted the demand for financial services and chances for 
cross-border banking operations. The new financial institutions are more vulnerable to risk inside 
the financial system because they are more concerned with business expansion and take longer to 
set up reliable risk management and control systems. In addition, there have been a number of 
bank mergers and bank acquisitions of other financial institutions during the last 20 years. The 
integration of the two financial institutions' disparate operational systems and the creation of a 
friendly workplace for those with distinct work cultures and value systems become challenging 
after a merger or acquisition. The potential for additional operational risk events to occur has 
greatly grown as a result of financial institutions' rapid development and mergers and 
acquisitions that generate new operating settings[7]–[9]. 

Second, the potential for the formation of operational risk has been greatly increased by the 
growth and diversity of the banking industry. In addition to their basic banking operations, banks 
now engage in specialized lending, structured lending, insurance business, securities business, 
and insurance business, either directly or via subsidiary organizations. They have also taken on a 
number of other responsibilities, including offering utility services to clients and managing 
payment and collection processes on their behalf. Operational risk now has a new facet because 
to the financial services industry's dramatic growth in both volume and variety. 

Third, banks have significantly enhanced the degree of automation for the provision of banking 
services, as well as the capability and area of application of computer systems. Financial services 
that operate automatically include automated teller machines that disburse cash, electronic 
money transfers, e-commerce, and Internet banking services. Numerous concerns concerning 
system failure, system security, hacking, entry of fraudulent transactions, and other issues have 
been brought up by the wave of automation. Operational risk in banks is mostly caused by the 
high degree of automation. 

Fourth, banks are using outsourcing for both financial and nonfinancial services more and more. 
They have resorted to outsourcing services on a wider scale due to cost-benefit considerations, 
and the outsourcing market has grown dramatically over time. Banks use seasoned companies to 
provide protection for the location and assets, operate automated teller machines, transfer money 
and valuables from one location to another, maintain computer systems, and other services. 
Some banks even hire qualified companies to act as their agents while raising money and 
handling loan applications. Some risks related to outsourcing include service providers' inability 
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to fulfill commitments on time, their unavailability in stressful and emergency situations, their 
inability to deliver services, and their potential access to the bank's secret and confidential 
information. These kinds of situations provide banks with a significant level of operational risk. 

Operational risk is a result of how transactions are carried out, the systems used to conduct them, 
and the controls in place to monitor and mitigate the risk involved. Operational risk starts before 
to transaction execution, continues during transaction delivery, and even persists after transaction 
completion. At the transaction negotiation stage, it is possible to choose the incorrect customer or 
make a mistake since the client's requirement cannot be understood and the wrong product 
package cannot be chosen. The facilities could be designed by bank officials in a manner that 
doesn't necessarily meet the demands of the customer. There might be a programming mistake, a 
systems error, or a systems breakdown during the transaction processing phase. The risk of fraud, 
the danger of money laundering via the abuse of funds, the risk of documentation and collateral 
assessment, and the model risk to calculate the potential loss amount are all present at the 
product delivery stage. Operational risk so starts at the start of a transaction and continues until it 
is completed and the client connection is ended. Banks often ignore or pass over a few potential 
drivers of operational risk. Here, a few instances are shown. 

Risk of Insufficient Communication 

Staff members' trust in running the company is undermined by poor and insufficient 
communication. Staff members' productivity is impacted by poor communication, which causes 
them to make mistakes. There are several elements that effective internal communication entails. 
The effectiveness of the techniques and tools used to successfully transmit the message is just as 
important as the clarity of the circulars and directives sent to the employees to explain the 
processes. The goal is for every employee to be equipped with the knowledge necessary to 
comprehend and implement instructions and procedures in day-to-day tasks. Uncompleted 
communication may be seen, for instance, in the lack of job description cards or operating 
procedure manuals. Similar to this, a list of "do's and don'ts" is crucial to efficient 
communication. More instances of operational risk occur as a result of communication system 
flaws. 

Risk from a Culture of Absence of Control 

The practice of always acting morally and following the rules is known as control culture. It is a 
person's work ethic that directs them to be vigilant and refrain from misconduct. The depth of the 
control culture is used to evaluate the effectiveness of the corporate governance system. 
Employees at a company with a strong control culture are aware of the dangers involved in the 
work they are performing, they take safeguards to protect the company's interests, and they take 
control responsibilities seriously. Control culture does not develop naturally over time or by 
itself. It will emerge if there is a clear framework for recognizing intellectual integrity and 
application of thought while punishing negligence and duty-related indifference. If the workers 
are aware that there is a fair mechanism in place for assigning blame for misconduct, they will be 
control-conscious. Operational risk occurrences are more likely to occur when control cultures 
are poor.  
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Failure of the Control System Risk 

Financial institutions need to have an effective control mechanism in place to survive over the 
long run. Large financial losses might result from the loss of control, especially in areas that are 
crucial to operations. One crucial component of the control system is the division of labor 
between operational employees and risk monitoring staff, for instance. The control system will 
become diluted if the firewall between the two groups of workers is not impenetrable, and 
control erosion might cause significant losses. The breakdown of the primary control system may 
result in a financial institution suffering a disaster, as shown by the collapse of the Barings Bank. 
One the one hand, the operational responsibilities and risk control function were concentrated in 
the hands of a single person, violating the concept of segregation of duties between the trading 
and arbitrage operations and the risk monitoring and control functions. However, the parent 
company of the bank in London disregarded the exercise of control. A control system failure 
occurred as a result of the massive, astounding losses that accumulated unobserved until the 
Barings Bank neared the point of insolvency. 

Banks build a strict control system to keep enterprise-wide risks within the limits while also 
prescribing reasonable risk limits for lending, investment, trading, and off-balance-sheet 
operations. The risk level will exceed the defined threshold if there is dilution or a breakdown of 
control. The extra risk brought on by insufficient control is a control risk, which belongs under 
operational risk rather than business risk. 

Risk associated with novel processes and products 

Banks examine a new venture's viability when a new product or activity is launched, accounting 
for possible losses that can result from the venture's credit and market risks, but they do not 
adequately assess the operational risk component of the new venture. For instance, qualified staff 
with actuarial and other necessary knowledge are needed if a bank wishes to start a new business 
venture like the insurance industry. Alternatively, it needs the support of knowledgeable and 
experienced staff if it wishes to offer new products, such as the buying and selling of options and 
futures. Banks often are unaware that the introduction of new goods and operations may result in 
certain circumstances that have the potential to produce operational risk. First, the bank may not 
be entirely prepared to launch a new initiative or operation.Product because it uses cutting-edge 
technology and calls for skilled labor. Second, the kind of risk that will arise from the new 
activity or product may not be captured by the current risk monitoring and management system. 
Third, dealing with the new activity or product may not be possible using the present framework 
for reporting on the qualitative and quantitative components of risks. As a result, the control 
architecture will need to be changed to address risks brought on by the new activity and product. 
Before launching a new service or product, banks conduct a SWOT analysis. The study must 
evaluate potential new operational risk occurrences as well as how the risks will be monitored 
and controlled. 

Unrevised Profile Risk 

A bank's risk management efforts are in line with its risk profile, a self-compiled document that 
examines the kinds, quantities, and levels of hazards to which it is exposed. A bank's credit, 
market, and operational risks are specifically covered in the risk profile document's qualitative 
and quantitative parts. The risk profiles are affected by changes in the economy, politics, and 
environment, and they are also changed by efforts in regulatory or supervisory policy. As a 
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result, banks must periodically examine and revise the risk profile and determine if the current 
risk management architecture is adequate. In order to handle the novel circumstance resulting 
from the updated risk profile, they must adapt the procedures and systems. If the risk profile isn't 
updated, a bank can find itself unprepared for certain situations that might lead to new kinds of 
operational risk occurrences. 

The danger of inefficient auditing 

An internal audit independently assesses a bank's risk management system's performance. The 
audit team must evaluate whether the business heads are identifying operational risk in their 
individual business areas, owning and managing it, and highlighting in the audit reports 
deviations from procedures, excesses permitted and exceptions made by the operating staff, 
laxity in supervision and control, and other irregularities. A crucial component of the system of 
checks and balances is the audit function. The personnel may grow complacent or slack and 
adopt a casual attitude about the job if the audit is ineffective, fails to uncover frauds and 
irregularities, or compromises with the violation of regulations by the field staff. The frequency 
and severity of operational risk incidents will both rise as a result of this sort of development. 

Objectives of the operational risk policy 

Operational risk management's primary goals are to: 

1. Recognize the potential for operational risk occurrences to cause losses. 
2. Create a culture of awareness and control across the company. 
3. Create methods for evaluating the effects of operational risk occurrences. 
4. Create strategies for allocating resources to pay for possible operational risk losses. 

Because operational risk has distinct characteristics from credit and market risk, banks must 
develop a unique operational risk management strategy. Recognizing the significant importance 
of operational risk in the total risk profile and incorporating it into the whole risk management 
process are the goals of a distinct policy. Banks should set up a procedure to help all employees 
comprehend operational risk's definition and scope, cultivate a culture of control, and work 
ethically and within set parameters. To maintain long-term solvency, they should establish a 
thorough framework for identifying operational risk, create tools and technologies to quantify 
risks under various scenarios, and effectively monitor and manage them. They should establish 
an atmosphere at work where tasks are completed with care and attention, a high standard of 
behavior is maintained, conflicts of interest are avoided or kept to a minimum, and openness and 
disclosure are integrated into corporate management. Limits for operational risk tolerance should 
be set, and the justification should be given. 

Contents of the operational risk policy 

Banks' operational risk policies may differ somewhat in substance, but only little. The 
organizational structure, size of the bank, range and complexity of products, business ethics, and 
human resource skill sets, and work and control cultures, among other things, all have an impact 
on the policy's substance. The policy paper should include the approaches and plans for 
managing operational risk throughout the whole bank, as well as the bank's views on operational 
risk tolerance and the parameters that staff members should work within. It should have a 
thorough description of operational risk, the methods for identifying and measuring risks, and 
plans for observing, managing, and reducing the risks. It should describe how the bank is 
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exposed to different operational risks in connection to its ongoing operations, provide a 
quantitative and qualitative analysis of that exposure, and describe the steps being taken to 
manage those risks. The policy should outline the typical loss occurrences and the effects such 
occurrences may have on the bank. It should draw attention to important problems with the way 
the bank runs, lingering problems that might be dangerous, and how these problems are being 
resolved. The document should make clear what the management expects from the workforce in 
terms of fostering a control culture and maintaining a productive reporting and review system. It 
should underline management's desire to fix responsibility for irregular activities and explain the 
management's promises to uphold transparency in all situations. It should outline the 
administrative process for handling violations of policies, unlawful overreach and exceptions in 
deals, and officials' ignorance and recklessness in carrying out their mandated duties. 

Framework for Operational Risk Management 

Operational risk may manifest itself in a number of ways and is a component of all corporate 
operations, in contrast to credit and market risks, which are industry-specific. Operational risk 
occurrences have become more frequent over time, and they are becoming more complicated in 
nature. It has gained popularity in a number of sectors, including system failure, security, validity 
and viability, utility service, and outsourcing. As a result, operational risk management places 
more emphasis on risk management than risk measurement. Operational risk management should 
be seen by banks as a separate risk management task that includes risk identification, assessment, 
monitoring, control, and mitigation. The operational risk management framework should be 
created with the needs of the bank in mind, taking into account factors like company size and 
complexity, risk tolerance, work environment, and desired level of capital. The following actions 
should be taken by banks as a bare minimum to mitigate operational risk: 

1. Banks should draft a document outlining their operational risk management policies, 
practices, and guidelines and distribute it to the staff members that deal with operational 
risks on a daily basis. The document should identify risk tolerance limits, split them down 
into useful sublimits, and provide reporting thresholds for limits violations. These tactics 
for successfully implementing operational risk rules should also be included. 

2. Banks should establish a procedure for identifying and evaluating operational risk that 
takes into consideration both past and anticipated risk occurrences. They should monitor 
actual and prospective operational risk loss data, categorize operational risk loss 
occurrences into various risk groups depending on the frequency and severity of those 
events, and map those groups for the purpose of prioritizing corrective action. 

3. Banks should set up an efficient monitoring approach to enable quick identification of 
flaws in operational risk management systems and practices and the start of corrective 
action. Along with keeping an eye on operational risk loss incidents, they should also 
look for early warning signs of potential increases in future loss risk. 

4. For the purpose of controlling operational risk, banks should create particular regulations 
for classifying goods and activities into the proper business units. 

5. Banks should implement the necessary policies, procedures, and processes to manage and 
reduce significant operational risks. They should update the operational risk profile and 
assess the success of risk mitigation and control techniques on a regular basis. 

6. Banks should set up procedures for controlling risks related to outsourcing activity. They 
should also have business continuity plans and contingency plans in place for operating 
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in the event of a significant company interruption. They need to assess the business 
continuity and catastrophe recovery strategies on a regular basis. 

Based on the policy paper, banks should create a suitable operational risk management 
framework that would outline the operational risk management approach. The framework should 
not only include a clear description of operational risk but also the construction of an efficient 
communication system that will encourage staff comprehension of operational risk and improve 
risk awareness and the control culture across the business. The framework should outline 
important operational risk management procedures, define the roles of various functionaries, and 
provide rules for responsibility distribution and accountability fixing. It should have a process 
that clarifies and assesses risks associated with novel goods, novel activities, and novel systems 
and is aware of risks brought on by environmental elements and outside conditions. 

For successful management of operational risk, banks should design a suitable organizational 
structure within the framework for enterprise-wide risk management and adhere to the concept of 
segregation of tasks when allocating responsibilities. They need to support human resource 
policies that reward truthfulness and integrity in business transactions and chasten inclinations to 
depart from the established protocols. They have to maintain the value of the monitoring and 
control function and submit the operational risk management function to a thorough internal 
audit for unbiased assessment and evaluation.  

Mitigating operational risks is a crucial aspect of the framework. This includes designing and 
implementing robust internal controls, policies, and procedures to prevent or detect risks. Control 
measures may involve segregation of duties, regular reconciliations, risk-based audit programs, 
and incident reporting systems. Additionally, training and awareness programs are essential to 
educate employees about risk management practices and foster a risk-aware culture within the 
organization. The framework also emphasizes ongoing monitoring and reporting of operational 
risks. Regular risk assessments, internal audits, and independent reviews contribute to the 
continuous evaluation of risk controls and the identification of emerging risks. Reporting 
mechanisms, such as risk dashboards and risk heat maps, provide management with clear 
visibility into the organization's risk profile and aid in decision-making. 

Challenges in operational risk management arise from the dynamic nature of business operations, 
technological advancements, regulatory changes, and emerging threats. Operational risks can be 
complex, interconnected, and difficult to predict. Furthermore, organizations must adapt their 
risk management practices to keep pace with evolving risks and the changing business landscape. 
Inadequate operational risk management practices can lead to financial losses, reputational 
damage, regulatory penalties, and business disruptions. It can also hinder the organization's 
ability to achieve strategic objectives and maintain stakeholder confidence. Therefore, 
establishing a comprehensive operational risk management framework is essential for 
organizations to proactively identify, assess, and mitigate operational risks[10]–[12]. 

CONCLUSION 

In conclusion, the operational risk management framework provides organizations with a 
structured approach to identify, measure, monitor, and control operational risks. By 
implementing this framework, organizations can effectively manage operational risks, improve 
decision-making, and enhance overall resilience. However, the dynamic nature of operational 
risks necessitates ongoing evaluation, adaptation, and continuous improvement of risk 
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management practices.Operational risk is caused by flaws in systems, processes, and people, as 
well as by unforeseen external occurrences. It stays buried in transactions and operations and has 
less visibility and predictability than credit and market risks. Because operational risk is not 
business-specific, arises from various sources, manifests via a variety of events, and causes large 
loss when it materializes, it is more important than credit and market risk. It starts from the start 
of a transaction and continues until it is completed and the client connection is ended. The 
likelihood that operational risk will manifest itself in some way has significantly increased as a 
result of the financial industry's rapid expansion, bank mergers and acquisitions, financial 
activity diversification, business process automation, and outsourcing of financial services. 
Operational risk incidents are increased by ineffective and inadequate communication, a lack of a 
fair mechanism for enforcing responsibility, and the absence of clear criteria for rewarding and 
punishing behavior. The quantity and severity of operational risk events are also increased by the 
audit function's slowness and a lack of seriousness in assessing the operational risk component of 
new activities and products. Recognizing how much damage an operational risk event might do 
and taking appropriate action are the main goals of operational risk management. Because the 
importance and features of operational risk events varies from those relating to credit and market 
risk events, banks should have a distinct operational risk management strategy. 

Banks should have a business continuity planning and outsourcing strategy as part of their 
operational risk management plan. Due to the failure or inadequateness of services provided by 
vendors and third parties, outsourcing of services has a significant risk of causing operational 
loss. Business continuity is disrupted by internal events like system failure and external events 
like terrorism and natural disasters that result in financial loss. In accordance with their size, 
company operations, risk appetite, operating environment, and desired level of capital, banks 
should set up an operational risk management framework that is suitable for them. The 
operational risk management process' design and accommodating human resource development 
laws that support the program's goals should be included in the framework. 
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ABSTRACT:  

Operational risk identification, measurement, and control are integral components of an 
organization's risk management framework, aimed at proactively managing and mitigating the 
potential risks associated with its operational processes and activities. This paper provides an 
overview of the operational risk identification, measurement, and control processes, highlighting 
their significance and the key steps involved in effectively managing operational risks. It also 
discusses the challenges faced in these areas and the potential implications of inadequate 
practices.The process of operational risk identification begins with a comprehensive assessment 
of an organization's operational activities, including its people, processes, systems, and external 
factors. This involves conducting risk assessments, reviewing historical data, and engaging key 
stakeholders to identify potential sources of operational risk. Risks may include process failures, 
human error, technology disruptions, regulatory compliance issues, fraud, and external events. 
The identification process helps prioritize risks based on their potential impact and likelihood, 
allowing organizations to allocate appropriate resources for risk management efforts. 
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INTRODUCTION 

After identifying operational risks, the measurement process involves quantifying and evaluating 
the potential impact of these risks on the organization. This can be achieved through various 
methods, such as scenario analysis, key risk indicators (KRIs), and loss data analysis. Scenario 
analysis involves constructing hypothetical risk scenarios and assessing their potential 
consequences on the organization's operations. KRIs provide quantitative metrics to track and 
monitor risk exposure, while loss data analysis utilizes historical data to estimate potential losses 
associated with specific risk events. These measurements provide valuable insights into the 
organization's risk profile, enabling informed decision-making and the development of 
appropriate risk mitigation strategies. 

Approach to Operational Risk Identification 

Operational risk should be included in the identification process for all business operations, 
goods, and services provided by banks. Operational risk used to be handled by banks, often using 
a control system backed by an internal audit function. To comprehensively identify operational 
risk, no systematic technique was used. The Basel Committee on Banking Supervision has 
highlighted the need for comprehensive treatment of operational risk in two documents: "Sound 
Practices for Management and Supervision of Operational Risk, December 2001" and 
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"International Convergence of Capital Measurement and Capital Standards: A Revised 
Framework—Comprehensive Version, June 2006". The identification process has to be thorough 
and take into account operational risk that arises from all company operations, products, and 
other sources, as shown above[1]–[3]. 

Business Operations 

Granting credit, taking deposits, borrowing money, buying stocks, issuing credit cards, moving 
money, offering custodial services, and offering agency services are all examples of business 
activity.  

Products 

goods, which come in many varieties such as deposit and credit goods, bill purchase and 
discount products, financial guarantee and commitment products, credit card and derivative 
products, are tools used to supply services. 

Processes 

Transaction processing, client instruction processing, money transfer processing, data and 
message transmission, processing involving payment and settlement systems, and books of 
accounts reconciliation are all examples of processes. 

Systems 

Systems include computers, software, core banking solutions, automated teller systems that 
govern cash payments, networking systems, Internet banking systems, and systems for 
maintaining records and accounting. 

External Factors 

Service interruptions, natural disasters, break-ins, and terrorist operations are examples of 
external occurrences. 

Services Outsourcing 

Contracts for the operation and maintenance of automated teller machines, service agreements 
for the physical transfer of cash and valuables, and contracts for surveillance and security to 
protect buildings and other assets are all examples of services that may be 
outsourced.Establishing an efficient monitoring and control system requires thorough 
identification of operational risk. Therefore, banks should create checklists to categorically 
identify operational risk from each of the categories d above, as well as from new activities, 
products, systems, and procedures. 

Process for Identifying Operational Risks 

Banks may use a bottom-up strategy for risk mapping, classification, and aggregation while 
using a top-down technique to identify operational risk occurrences. The operations of the bank 
are divided into business lines under the top-down method, and activity groups related to each 
business line are identified. Following that, each business line's goods are divided, and risk 
events related to each product are listed. The bottom-up technique involves gathering data on 
individual risk occurrences, categorizing them into broad event-type categories within each 
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business line, and then aggregating the risks within those event-type categories to gain a full 
picture of the operational risk the bank is exposed to[4]–[6].  

Organizational Line Identification 

Banks have main and minor business lines, and certain activities are not part of their normal 
operations. The use of eight business lines for the Standardized Approach's computation of 
operational risk capital charges is advised by the Basel Committee on Banking Supervision. 

Business lines include: 

1. Business Finance 
2. Selling and Trading 
3. Consumer banking 
4. Business Banking 
5. Settlement and Payment 
6. Agency Solutions 
7. Asset Control 
8. Wholesale Brokerage 

These business lines may be adopted by banks for operational ease and capital adequacy testing 
to cover operational risk. Each business line consists of one or more broad activities, and each 
broad activity is grouped into a few distinct activity groups that provide various goods and 
services. In the New Basel Capital Accord, business lines have been assigned Level 1 category 
and broad activities Level 2 category. For instance, under the business line "Retail Banking," the 
broad activities are "retail banking, private banking, and card services" and the activity groups 
are "private lending and deposits, banking services, trust and estates, investment advice, 
merchant/commercial/corporate cards, private labels, and retail."  

The process of identifying operational risks starts with grouping all of the bank's operations into 
the proper business divisions. Some business lines may not be applicable to some banks since 
they don't engage in all types of operations. For instance, certain banks may not engage in asset 
management, retail brokerage, or agency services.  

The heart of the identification procedure is the identification of risk events from each product 
utilized by activity groups connected to each business line. Therefore, banks should create 
activity-group lists of historical operational risk incidents and distribute them to the business 
executives. The method will prevent the chance of omission by acquainting the business line 
managers with risk events that could occur in a certain business line. 

DISCUSSION 

Guidelines for Determining Business Lines 

For the purpose of assigning a product or activity to the proper business line, banks should create 
precise rules. In Annex 8 of the New Basel Capital Accord, the Basel Committee on Banking 
Supervision lays out the guidelines for business line mapping. The New Accord's guiding 
principles make it easier to map items and activities to business lines. The definition of business 
lines used for calculating regulatory capital for credit and market risks should be utilized in 
conjunction with the mapping of activities to business lines for the calculation of operational risk 
capital needs. Banks should attribute the auxiliary function of an activity to the business line it 
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supports and map the activities to the business lines in a way that is mutually exclusive and 
jointly exhaustive. They may divide complex activities into their component parts and assign 
each part to the most salient or salient business line, for example, or they could allocate activities 
that fall under more than one business line to the most salient or salient business line. Banks 
should compile a record of all operations and categorize them according to one of the established 
business divisions while keeping these criteria in mind. A bank may disregard an activity if it 
does not engage in it and it does not fit within one of its business lines. 

Identification of Product Groups and Activity Groups 

Banks may define product teams, activity groups, and products that they employ for the delivery 
of services falling under those business lines after identifying the business lines. The product 
teams may do general banking, transaction banking, merchant banking, sale-purchase of 
securities and currencies, services related to debit and credit cards, cash management, wealth 
management, and other related tasks. For service delivery, each product team makes use of a 
range of goods. For instance, the general banking activity group may use various deposit 
products for people, businesses, and institutions as well as various credit and credit-related 
products for people of different types, such as term loans, overdrafts, letters of credit, the 
purchase and discount of trade bills, and the issuance of guarantees. However, there could be 
common product categories that fit under more than one business sector. For instance, both retail 
banking and commercial banking may apply to individual and corporate retail and wholesale 
deposits, overdrafts, and term loans. The primary goal of aligning goods with business lines and 
activity groups is to determine the gross revenue for each business line in order to use the 
Standardized Approach to determine operational risk capital charges. "Within each business line, 
gross income is a broad indicator that serves as proxy for the scale of business operations and, 
consequently, the likely scale of operational risk exposure within each of these business lines," 
according to the Basel Committee on Banking Supervision[7]–[9]. 

Understanding Risk Events 

Finding the risk events linked to the goods is the next stage in identifying operational risk. An 
occurrence or experience that has directly or indirectly, via previous events, caused or has the 
potential to cause substantial loss to a bank is referred to as an operational risk event. Money 
laundering, check fraud, robbery, computer hacking, computer malfunction, and other risk events 
are a few examples of risk occurrences. Risk events may be categorized based on negative or 
unfavorable happenings that have happened in the past at a bank's branch offices, controlling 
offices, or head office. These events are linked to the people, procedures, and technology 
employed in the delivery of goods. We may even consider an occurrence that could happen and 
result in a bank losing money, assets, or reputation as a potential risk event. Regulatory 
requirements, personal experiences, and occurrences that have happened in other banks and 
financial institutions may all be used by banks to create lists of risk events. 

Methods for Operational Risk Assessment 

Banks should create their own operational risk assessment methods, taking into account the 
whole spectrum of operations, the nature of the company, and the accessibility of the data. 
Unlike credit risk, where the emphasis is on numerically quantifying potential credit loss, and 
market risk, where the emphasis is on numerically quantifying likely investment value erosion, 
the emphasis shifts under operational risk to quantifying loss in terms of relative magnitude, such 
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as small, moderate, large, and substantial. Operational risk is more of a management problem 
than a measurement one, thus banks should examine their overall operational risk exposure, 
pinpoint areas where there is a significant danger of loss, and move quickly to reduce that risk. 

Banks may use one of three techniques to evaluate operational risk: 

1. Risk and control self-assessment technique. 
2. Method using key risk indicators. 
3. Method of risk mapping. 

Risk and Control Self-Assessment Technique 

The self-assessment approach allows banks to evaluate potential risk associated with their goods 
and operations in terms of business processes and constraints, skill requirements, prospective 
threats, and slippages. The bank has an internal mechanism for assessing the advantages and 
disadvantages of the operational risk environment. Reviewing the main business risks the bank 
confronts, the effectiveness of the controls in place to manage and mitigate those risks, and 
determining whether the current environment can support corporate goals and corporate business 
perspectives all need the collaboration of specialists inside the company. 

Assume for a moment that the company's goal is to dominate the retail banking market. To 
complete the "Control and Risk Self-Assessment" exercise, a team of experienced employees 
from several bank divisions who have exposure to many parts of retail banking is assembled. The 
team compiles a list of the bank-specific vulnerabilities found in the retail banking portfolio, 
conducts a formal evaluation of current business procedures and control systems, and pinpoints 
any shortcomings, difficulties, or management problems that the bank may encounter in 
achieving its corporate objective of becoming a leading retail banker. The team evaluates the 
threats in light of potential operational risk events that could arise, the controls already in place, 
and the severity of the consequences in the case an event does take place. It analyzes the control 
system from the user's perspective and offers suggestions for changing the control process to 
lessen the risks to the achievement of the corporate objective. After evaluating the inherent risk, 
the risk controls in place, the severity of the eventual effect, and the ranking of various 
operational risk scenario types, banks may issue ratings. To simplify control and risk self-
assessment, banks should create uniform risk assessment templates, establish risk assessment 
criteria, and create standardized scorecards. They may use this approach to assess the efficacy of 
current controls that provide suggestions for improving the control system and identify the 
weaknesses in their systems and processes. 

Method for Key Risk Indicators 

Key risk indicators are data or measurements that are used to pinpoint key locations where 
operational risk may manifest as well as actions and risk factors that may result in losses. KRIs 
provide early warning signs for individuals, groups, and systems. KRIs are created by combining 
three different parameters: 

1. Amount of business. 
2. Environment supporting logistics. 
3. Schedules for discretionary authority. 
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KRIs are often located in those operational areas where bank auditors discover the majority of 
irregularities or where bank management recognizes operational limitations and control 
weaknesses. The symptoms that lead a bank to look for KRIs include a sudden increase in 
business volume or transaction levels, out-of-proportion errors, losses in unexpected areas, 
arrears in books of account reconciliation, significant interbranch communications on payment 
and settlements, or a sudden rise in the number of irregularities in branch operations. 

KRIs occur across all business lines, despite perhaps having originated from the same source 
across various activities, goods, and business lines. For instance, the treasury, credit, or finances 
departments may all have people-related KRIs. The business line leaders are in charge of finding 
KRIs in their specific business lines since they are better knowledgeable about the operational 
problems and vulnerabilities in their particular business sectors. To monitor negative 
developments, each KRI should be connected to the underlying cause and routinely reviewed for 
correctness and relevance. The authorized authorities should check for KRIs exceeding any 
thresholds or limitations of risk tolerance that the banks have established. The restrictions are 
designed to notify risk managers of any possible issues that could arise in certain operational 
areas. The process of choosing KRIs is ongoing, and the list of crucial KRIs evolves over time. 
Some KRIs are derived from historical loss event data statistics. Examples include the quantity 
of check encashment scams, the number of times staff abused their own accounts at the branch 
office, the quantity of incorrect outputs sent as a result of system issues, and so forth. Changes in 
company volume, business profile, and the introduction of complicated goods all lead to the 
creation of certain new KRIs. It is essential to build KRIs that are forward-looking by taking 
cues from these changes. 

In order for risk managers to check for KRIs when the actual data exceeds the benchmarks, 
banks should establish benchmarks in each pertinent area to assess if the ratios and quantities of 
events, incidents, and transactions are disproportionate or substantial. They should regularly 
collect data on KRIs, grade them using a scale, determine their significance in terms of 
frequency and severity, and create a list of crucial KRIs so that they can pay closer attention to 
them. In order to evaluate the potential loss that might result from operational regions to which 
KRIs belong, actual operational risk loss data for the previous five to seven years with regard to 
identified KRIs must be gathered. Based on the frequency, severity, and past loss data of KRI-
related occurrences, one may predict the probable loss. The identification of key and sensitive 
regions and concentrating efforts on those areas for risk mitigation are made easier with the help 
of the KRI-based evaluation of possible loss from each operating area. 

Method for Mapping Risk 

The main goal of risk mapping is to identify weak points so that corrective action may be 
prioritized. Using the loss event type categorization system in Annex 9 of the New Basel Capital 
Accord, banks should choose their own parameters for risk mapping, gather the operational risk 
loss data related to different business units, and categorize these events according to event types. 
To identify the most susceptible locations for suitable corrective action, they should map loss 
data independently with regard to each business line and rank the event-type and business line 
operational risk scenarios. The Basic Indicator Approach, the Standardized Approach, and the 
Advanced Measurement Approach are the three techniques for determining operational risk 
capital charges that the Basel Committee on Banking Supervision has advocated in the paper on 
the New Basel Capital Accord. The first two methods attempt to compute capital charges from 
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the side of revenue estimate; the third method does so from the side of loss estimation. The only 
approach that specifies a technique for estimating possible operational risk loss is the Advanced 
Measurement Approach. In order to calculate operational risk regulatory capital, it is 
advantageous to set up an operational risk measurement methodology that complies with the 
Advanced Measurement Approach requirements and can produce both the expected loss and the 
unexpected loss from operational risk exposures. "A bank's internal measuring system must 
adequately anticipate unexpected losses based on the combined use of: 

a. Internal and external loss data that is pertinent. 
b. Analysis of scenarios. 
c. Internal control considerations and the business environment unique to banks. 

The Accord stipulates that "a bank's risk measurement system must be sufficiently 'granular' to 
capture the major drivers of operational risk affecting the shape of the tail of the loss estimates." 
This capability includes supporting an allocation of economic capital for operational risk across 
business lines in a way that encourages better business line operational risk management. Banks 
should develop risk measurement methods that are compatible with their industry, product 
offering, and complexity. A combined application of four elements internal loss data, external 
loss data, scenario analysis and the unique business environment of the bank, and internal control 
factors must be used in the measurement process to assess the size of any prospective loss. 

Measurement of Internal Losses Based on Data 

Estimating the possible loss based on the bank's own internal loss experiences is a crucial step in 
the operational risk assessment process. In order to link their own risk assessments to the actual 
loss occurrences, banks should maintain internal loss event data. The internal loss data should be 
linked to the business lines and event categories listed in Annexes 8 and 9 of the New Basel 
Capital Accord, and it should be relevant to the present business operations. The information 
must be thorough, including all material exposures and activities from every region, as well as 
the full systems and processes. All significant losses that fall within the concept of operational 
risk, including those associated with operations involving credit risk and market risk, should be 
included in the statistics. 

Banks should gather information about operational risk loss from their branch locations and 
combine it to get a comprehensive picture of operational risk loss across all business lines and 
the whole organization. To maintain consistency and uniformity in reporting by offices from 
various locations, they should establish distinct criteria for assigning loss data resulting from loss 
events into various business lines and design structured formats for reporting operational risk 
loss event and loss data by branch offices and regional offices. It is adequate to collect data over 
cutoff levels if the bank is big and has several branch offices in various locations. It is not 
desirable to gather operational risk loss data concerning extremely tiny amounts. The latter may 
differ across banks as well as between business lines and event kinds within a single bank. The 
following information should be included in the structured formats: 

Period of the loss. Kind of occasion 

Loss amount, recovered amount, and balance due. drivers or loss events' causes. The information 
should include both actual incidents and losses as well as prospective losses that may have 
happened and near-misses. The phrase "near-miss operational risk loss event" refers to a loss that 
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may have occurred but did not do so by accident or a loss that was prevented by the staff's 
attention and awareness. To generate a picture of the enterprise-wide operational risk loss that 
has actually happened and the probable loss that may have occurred but was prevented, banks 
should combine information on operational risk loss event information on actual losses and near-
miss losses gathered from branch offices. They will be able to generate accurate projections of 
prospective operational risk losses that could occur this year and the next year thanks to the 
integrated picture. The quantity of operational risk loss should be used to calculate the risk-
adjusted return on capital, which will be used to evaluate the performance of specific business 
lines. Banks should gather loss data by business line in order to rank the business lines in order 
of their sensitivity to operational risk. 

Measurement of External Losses Based on Data 

The measuring method is complemented with external data on operational risk loss occurrences, 
which can map scenarios that internal data often cannot. A variety of public papers, peer banks, 
and industry sources provide access to external data. For mapping of occasional but prospective 
high-severity losses, external data are more useful. Banks should gather external data on loss 
occurrences and assess the data's relevance to their own circumstances in light of their size, 
business operations, the geographic locations of the incidents, and the reasons and other factors 
that contributed to the loss events. The significance of external data is crucial from two 
perspectives: whether the loss event is a singular occurrence and whether the impact's severity is 
appreciably high despite the loss event being frequent and regular. Banks should have a 
methodical procedure in place to decide whether external data will be utilized and how it will be 
included into the measuring process. 

Measurement Based on Scenarios 

Another approach for assessing operational risk loss is scenario analysis, which is combined with 
external loss data to evaluate, in particular, a bank's susceptibility to high-severity events. Future 
occurrences called scenarios have the potential to result in significant losses, and analysis helps 
banks allocate financial resources to cover such prospective losses. Banks may create credible 
operational risk scenarios, evaluate the scenarios' applicability, and calculate possible losses that 
might result from various scenarios. Through the logical evaluation of conceivable catastrophic 
losses by knowledgeable company managers and risk management specialists, they may produce 
feasible operational risk scenarios in connection to each business line and develop the database 
of scenario-based events. 

The New Basel Capital Accord's Basel Committee on Banking Supervision has advised that a 
bank utilizing the Advanced Measurement Approach for operational risk capital calculation must 
show that its approach catches potentially serious "tail" loss occurrences. The Committee 
believes that there may be circumstances in which estimations of the 99.9th percentile 
confidence interval, which are largely based on internal and external loss event data, are 
incorrect for business lines with heavily tailed loss distributions and few observed losses. 
Scenario analysis, the business environment, and control considerations may take on a more 
important role in such situations. On the other hand, for business lines where estimations of the 
99.9th percentile confidence interval based largely on such data are judged trustworthy, 
operational loss event data may play a more dominating role in the risk assessment system. 
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Creating a database of scenario-based occurrences is the main obstacle to scenario analysis. Loss 
occurrences may arise if one or more mishaps take place that avoid being controlled. The 
efficacy of existing controls and the time of loss event detection determine the loss quantum, 
with earlier event detection resulting in less loss as event-specific monitoring and control may be 
reinforced. The first objective is to determine the potential cause of an event, and the second is to 
evaluate the proactive measures currently in place to stop it from happening, or the controls that 
are already in place. The third step is determining the event's prospective effects after the 
implementation of new, event-specific controls or the improvement of existing general controls. 
The fourth work entails estimating the potential loss that may ultimately materialize despite the 
augmentation of controls made shortly after the event was discovered. Banks may then utilize the 
database for scenario-based loss assessment and estimate the possible losses from various sorts 
of catastrophes[10]–[12]. 

CONCLUSION 

Operational risk identification involves identification of risk events, which are incidents or 
experiences that have caused or have the potential to cause material loss to a bank either directly 
or indirectly with other incidents. Risk events arise from people, process, and technology failures 
in handling the business. Banks should formulate specific policies for mapping products and 
activities into appropriate business lines for identification of operational risk. They may first 
identify the business lines and then the activity groups and the products used by groups for 
delivery of services falling under that business line. Banks should classify individual risk events 
into broad event-type categories within each business line and arrive at the aggregate of risks 
under event-type categories to get a comprehensive picture of the operational risk they face. 
Banks should assess operational risk through the control and risk self- assessment method, key 
risk indicator method, and risk mapping method. 

Operational risk control is concerned with putting procedures in place to manage, mitigate, and 
control risks that have been identified. To do this, strong internal controls, rules, and processes 
must be designed and put into place. Segregation of roles, routine reconciliations, risk-based 
audit programs, staff training, incident reporting systems, and business continuity planning are 
examples of control mechanisms. The objective is to create a robust control environment that 
efficiently manages operational risks and supports an organizational culture of risk awareness 
and responsibility. Due to the complexity of contemporary corporate operations, growing 
hazards, technology improvements, and regulatory changes, operational risk identification, 
measurement, and management provide unique challenges. Organizations must constantly update 
their risk management procedures and keep a close eye on emerging threats since operational 
hazards might be interrelated and hard to foresee.  

Inadequate operational risk identification, measurement, and management procedures may cause 
monetary losses, harm to one's reputation, failure to comply with regulations, and interruptions 
in corporate operations. Additionally, it may make it more difficult for the company to meet its 
strategic goals, keep stakeholders satisfied, and ensure long-term success. In order for businesses 
to proactively identify, assess, and control operational risks, the development of a strong and 
thorough framework for operational risk management is crucial.For firms to effectively manage 
risk, operational risk identification, measurement, and control techniques are essential. 
Organizations may identify possible risks, evaluate their effect, and put the right controls in place 
to reduce operational risks by executing these procedures. To handle new risks and guarantee the 
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organization's resilience in a changing business environment, however, regular monitoring, 
adaptation, and continuous development of risk management techniques are required. 
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ABSTRACT:  

The operational risk measurement process is a vital component of an organization's risk 
management framework, aiming to quantitatively assess and quantify the potential losses arising 
from operational risks. Operational risk encompasses a wide range of risks associated with an 
organization's people, processes, systems, and external events. This paper provides an overview 
of the operational risk measurement process, highlighting its significance and the key steps 
involved in effectively measuring operational risks. It also discusses the challenges faced in 
operational risk measurement and the potential implications of inadequate practices. The 
operational risk measurement process begins with the identification and classification of 
potential operational risks specific to an organization. These risks may include process failures, 
human error, technology disruptions, fraud, regulatory compliance issues, and external events. 
By comprehensively identifying and categorizing these risks, organizations can establish a 
foundation for effectively measuring and managing operational risks.Quantitative techniques are 
employed in the operational risk measurement process to assess the potential impact and 
frequency of identified risks. One commonly used technique is the loss data analysis, which 
involves analyzing historical data to estimate potential losses associated with different risk 
events. This analysis provides valuable insights into the frequency and severity of operational 
risk events, enabling organizations to quantify the potential financial impact and prioritize risk 
mitigation efforts. 

KEYWORDS:    
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INTRODUCTION 

The estimate of prospective loss from operational risk is supported by historical loss experiences. 
The measuring method begins with the gathering of information on real operational risk losses 
from various sorts of prior incidents. In order to assess the possible loss that might happen during 
the current year, the next year, and so on, banks should gather internal loss data pertaining to all 
business activities and company locations, compute the average loss values referring to various 
occurrences, and then apply the obtained values. Based on the average loss numbers, they should 
estimate business-line and event-type losses before arriving at the aggregate to determine the 
possible loss for the whole company. According to the New Basel Capital Accord's paragraph 
672, the data must be valid, reflect the actual frequency of risk occurrences and the severity of 
their effects, and initially pertain to at least five observation periods[1]–[3]. 

The internal loss statistics show the frequency with which each loss event happens during the 
year, the amount of loss that happened each time, and the reasons behind each loss event. The 
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data must be processed by banks in order to determine the frequency and severity of loss events. 
Through this method, they will be able to rate the loss events according to their frequency and 
severity, determine which loss events often have serious effects, and pinpoint the business lines 
that are most vulnerable to operational risk. According to the frequency of risk occurrences and 
the amount of loss connected with each incident, banks may divide loss events into three 
categories—low, medium, and high—in order to estimate the potential loss that might occur in 
the future. Due to variations in size, business activity, volume, risk appetite, and risk-bearing 
ability, banks may have different standards and scales for classifying loss occurrences in terms of 
frequency and severity. If their volume of business is high and the number of occurrences is 
great, banks may employ a finer measurement scale. 

Observing operational risk 

Operational risk monitoring's primary goals are to reduce the frequency and severity of loss 
incidents and to make sure that the authorized authorities are faithfully carrying out their 
assigned duties to minimize the risks. The monitoring team should monitor operational risk loss 
occurrences, KRIs, loss occurrences from outside sources, and potentially significant operational 
risk scenarios as they develop. The group should identify early warning signs that point to a 
higher likelihood of future losses and take precautions. The efficiency of the monitoring role 
should be periodically reviewed in retrospect by authorized personnel. The monitoring activity's 
foundation is comprised of reports from various departments and officials. Banks should 
examine these data to determine which regions need more regular and intensive monitoring. 
Only if the reports from the business units, activity groups, operational risk department, and 
internal audit department are useful and provide specifics on operational risk exposures will 
monitoring be successful. Therefore, banks should make sure that the reports are thorough and 
provide details on any recent occurrences and novel situations that have arisen in the banking 
sector. In light of the evolving operational risk profile that emerges from these reports, they 
should modernize the monitoring system. 

Operational risk that could develop in a department's or business line's operations should be 
owned by the departmental and business line leaders. They should keep an eye out for 
operational risk occurrences in their specific domains and implement risk-reduction plans. To 
assess the sincerity and honesty of business/departmental heads in carrying out their monitoring 
duty, banks should periodically conduct independent evaluations of their performance. 

Control and Mitigation of Operational Risks 

To lessen the effects of operational risk, banks should set up an efficient internal control structure 
backed by risk mitigation instruments and methodologies. Since proactive and reactive controls 
affect both the frequency of operational risk occurrences and the severity of their effects, they 
should be assessed for appropriateness and effectiveness. The frequency and severity of loss 
occurrences will increase with the vulnerability of the control structure. Tools for risk mitigation 
should be used in addition to operational risk management rather than as a replacement. An 
operational risk mitigation plan against theft, robbery, or looting can include getting insurance 
for cash handled by the teller at the bank counter or insurance for cash in transit. The insurance 
provider may reject a claim owing to neglect in adhering to the established rules, thus the bank 
cannot take solace in the insurance and loosen its control over the observance of protocols by the 
employees handling cash at different locations. An additional risk-mitigation instrument to the 
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entire risk-control process is the provision of insurance. On a case-by-case basis, banks should 
use mitigating solutions to address identified operational risk exposures. 

If a business has a strong control culture and banks implement pro-active human resource 
policies, monitoring and control will be simpler. Banks should penalise noncompliance and 
irregular behavior on the one hand and provide incentives for compliance and honest 
performance on the other. They need to address the problems that compromise the effectiveness 
of the control framework and make it challenging to implement the control processes. The causes 
of operational risk should be examined by banks, and appropriate corrective action should be 
taken, such as updating technological systems and enhancing system security, classifying 
sensitive data and information for computer system storage to prevent leakage and unauthorized 
use, and evaluating legal and vigilance issues for closing the loopholes that resulted in loss. They 
should also evaluate how well business line heads are doing at recognizing and keeping an eye 
on low-probability, high-severity operational risk events, managing the risk associated with 
outsourcing services in their specific fields, and coming up with management plans for such 
occurrences. Banks should make sure that the internal audit department is investigating the 
control environment and control culture at the branch office at the time of the on-site inspection 
and notifying management of any problems as part of the monitoring activity[4]–[6]. 

Business Continuity Planning for High Intensity Operational Risk Events 

Concept of Business Continuity Planning 

Banks must have a business continuity strategy to handle crises that may result from high 
intensity operational risk occurrences. A business continuity plan is a document that details how 
banking services will be restored to nearly normal levels in the event of a business interruption or 
failure brought on by the abrupt occurrence of large operational risk events. The strategy is 
designed to avoid total service interruption due to system failure or outside disruptions, which 
may sometimes be quite substantial. In a highly competitive industry, banks deploy advanced 
technology and make use of it to grow their client base. The likelihood of system corruption or 
system failure, which may cause business interruption, has considerably grown as a result of 
technology's rising complexity. Similar to how external catastrophes like fires, terrorist attacks, 
and natural disasters may seriously destroy a bank's property, communication system failures and 
power outages can abruptly halt banking operations. Banks often have backup plans in place to 
handle small catastrophes like a branch office running out of cash to pay clients, branch 
personnel suddenly disappearing, a sudden power outage or computer system failure, etc. 
However, the business continuity plan aims to handle crises that are far more serious and that 
result from circumstances that are not typical of daily life. Therefore, banks should have a 
thorough business continuity strategy to resume regular services in a timely manner. 

Choice of Key Activities 

The priority-based restoration of key operations is the goal of the business continuity strategy. 
Banks should compile a list of essential tasks, prioritize them, and outline the sequence of steps 
that may be necessary to resume operations. These steps are included in the business continuity 
plan. The primary functions of a bank include cash disbursement, cash management, payment 
and settlement, and the treasury function. 
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Settlement and Payment 

A bank must fulfill obligations to clients, adhere to agreements, and participate in the 
clearinghouse every day since doing otherwise might disrupt the payment and settlement system. 
Its inability to make payments and settle accounts on time may cause financial market instability 
and threaten the stability of the financial system. 

Financial Action 

The treasury department is essential to daily operations since it manages the bank's liquidity and 
conducts trading and risk hedging activities. Treasury activities may halt in the case of system 
failure or interruption of the treasury function as a result of outside occurrences. Banks should 
have backup plans in place so that the treasury function may be restored immediately. They have 
to keep backup mirror accounts of all daily treasury transactions in secure locations for use in an 
emergency. 

Liquidity Control 

In the case of a company interruption, liquid money may be needed in substantially greater 
quantities than usual. Due to increased client demand for cash withdrawals during a crisis, the 
bank's liquidity will be under strain. During the crisis, banks should evaluate their possibilities 
for obtaining liquid capital and maintain them available. 

Payment in Cash 

The automated teller machine service must always be available at banks. The bank is required to 
immediately restore network connection and refill currency in the event that services are 
interrupted due to a mechanical fault. Alternative plans for handling the problem will need to be 
established if the kiosks are destroyed. 

Customer Contact 

Customer interaction is a crucial component of the financial services industry. Banks must 
establish call centers at designated locations to accommodate the increased volume of consumer 
enquiries that would follow a business interruption or company collapse caused by a natural or 
man-made catastrophe. Sometimes, the bank's reputation may be harmed by misleading publicity 
or propaganda. Customers should get assurances from the contact center about the security of 
their money and other assets, and the center should address their inquiries regarding the return of 
regular company activities. 

DISCUSSION 

Support Requirements for Business Continuity Plans 

Banks should make the following steps to ensure that services are restored during the post-
disruption phase. 

Support for Computer Systems 

The continuation of customer transactions depends on the ledger extraction of client accounts. 
Banks should back up their computer systems, save copies of their clients' accounts in a 
different, secure location, and update those copies every day. 
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Support for Outsourced Services 

Banks should assess the importance of outsourced services and prepare contingency plans in case 
of crises brought on by the failure of service providers. Banks should demand that the service 
providers create their own business continuity plans and keep them prepared for use at short 
notice if the outsourced activities are critical, such as the upkeep of automated teller machines or 
the provision of armed guards at branch offices and other sensitive areas where cash and 
valuables are stored. 

Administrative Assistance 

After large unfavorable situations that have disrupted corporate operations, it is crucial to make 
quick, suitable choices in order to get things back to normal. During a crisis, it may become 
necessary to make administrative choices that are beyond the authorized authority of the affected 
bank executives. To take immediate action, mandated norms and regulations may need to be 
relaxed. Therefore, banks should establish clear policies about the easing of restrictions and the 
use of power to make hasty judgments during the crisis. The management of business continuity 
plans should be handled by a separate committee of executives for major banks with many 
branch locations both domestically and abroad. 

Methodology for Business Continuity Planning 

Impact Evaluation 

The goal of the business continuity strategy is to lessen the negative effects of significant 
operational risk events on a bank's services. Before completing the strategy, banks should 
conduct impact analyses under various scenarios to see how they would affect various 
operational areas in the event that routine banking services are disrupted due to exceptional 
circumstances. When considering events that interrupt business, such as strikes and sabotage, 
equipment failure, damage to the backup facility, programming error, natural disasters, and 
terrorist actions, they should do an effect study. The impact study will determine the size of 
backup facilities needed to quickly return to regular operations after a catastrophe. Identification 
of recovery centers and assessment of recovery time are two essential elements for creating a 
business continuity strategy. Recovery time is the amount of time necessary to resume vital 
activities and fulfill ongoing obligations to customers and other counterparties. For various 
service types, recovery times might vary. Banks should consider the nature, severity, and 
logistics needed to restore the bare minimum of operations when determining the recovery time 
for a priority activity. The protection of the bank's reputation and the management of other risks 
are the main objectives[7]–[9]. 

Recovery centers are alternative locations where backup facilities are maintained and parallel 
data is saved in order to quickly retrieve lost data and resume bank operations. The backup 
locations need to be removed from the vulnerable and disaster-prone areas. When the current 
company premises are inaccessible, the business continuity plan should include a map of 
alternative locations where crucial business operations may be carried out. Banks should 
establish operational processes for catastrophe management and create specific response plans 
based on the business continuity strategy. 
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Business Continuity Plan Creation 

The list of crucial business operations that the bank believes must be urgently restored should be 
included in the business continuity strategy. The timeline by which the bank plans to resume its 
prioritised operations should be included in the strategy, as well as the resources required to carry 
out the plan throughout the crisis. Business continuity plans for the head office, regional offices, 
and branch offices should be created separately by banks. Since retail banking services and 
essential business operations are conducted via branch offices, these strategies are crucial. Here 
is an example list of crucial tasks for creating the business continuity plan's blueprint: 

1. Money distribution in a disaster-affected area. ATM cash withdrawal and distribution. 
2. Involvement in the settlement and payment system. restoration of client ledger accounts. 
3. The return of online banking. payment of bank-related claims. 
4. Creation of a call and enquiry center for customers. 

In order to create business restoration plans for each activity, banks should first determine the 
key and necessary financial services, taking into account the customer and company 
characteristics as well as the legal requirements. The following components should be included 
in the business continuity plan: 

1. A description of the crucial action. prescription for rest period. prescription for a rehab 
facility. 

2. Things that are necessary to provide the service. outlines of a plan. a list of the necessary 
steps. 

Business Continuity Plan Testing 

Banks must test the business continuity plan on a regular basis to make sure it will function in 
the event of a catastrophe. In particular, they must double-check the effectiveness of the 
measures planned and the availability of services for the restoration of normality. To maintain the 
plan sustainable and functional at all times, they should periodically perform mock disaster 
recovery exercises and implement the necessary corrective measures. 

Organizational Structure for Operational Risk Management 

To handle the operational risk management role, banks should establish a distinct administrative 
unit inside the risk management organizational structure. Due to the growing complexity of the 
function and rising operational risk losses, large banks that are involved in multiple business 
activities should have a separate operational risk management department, with its operations 
being overseen by an operational risk management committee. This is in contrast to small banks 
that only conduct traditional banking, which may have an operational risk management cell 
within the risk management department. When dividing up duties among operational tasks, risk 
monitoring and control functions, and other support services, banks should consider the problem 
of conflicts of interest. Due to the specialized nature of operational risk management, banks 
should staff at least four key areas with operational risk professionals or experts: 

1. Evaluating one's own risk and control. 
2. KRI identification. 
3. Analyzing and identifying operational risk situations. 
4. Gathering and analyzing loss event data 
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Operational risk must be addressed as soon as it arises, thus business line leaders should be 
responsible for managing it in their respective domains. They should be in charge of identifying 
loss occurrences and KRIs associated with their business lines, gathering, processing, and 
analyzing data, doing their own assessments of operational risk, and completing risk mitigation 
plans. 

Another important tool used in the operational risk evaluation process is scenario analysis. It 
entails creating fictitious risk scenarios and evaluating the effects they could have on an 
organization's operations. Organizations may model different operational risk occurrences and 
assess their possible effects on financial performance, reputation, and regulatory compliance 
using scenario analysis. By prioritizing risk mitigation techniques, this approach aids in the 
identification of high-risk regions and improves the efficacy of risk management as a whole. 

In the operational risk assessment process, key risk indicators (KRIs) are crucial. KRIs are 
quantitative measurements that are used to track and keep track of the exposures to operational 
risk over time. Organizations may identify early warning indications of possible operational risk 
events and take proactive steps to minimize risks by creating and monitoring relevant KRIs. 
Metrics relating to process effectiveness, mistake rates, compliance violations, and customer 
complaints are among the KRIs that are often employed. The complexity of contemporary 
company operations, the scarcity of data, and the dynamic nature of operational hazards all 
provide measurement challenges. Organizations must use strong modeling tools and adjust their 
risk measuring procedures to changing business contexts since operational hazards are often 
interrelated and hard to foresee. A lack of awareness of possible operational losses, poor resource 
allocation, and an inability to properly prioritize risk mitigation activities are all consequences of 
deficient operational risk measuring techniques. Organizations may be subject to monetary 
losses, reputational harm, regulatory non-compliance, and interruptions in company operations 
as a result[10], [11]. 

CONCLUSION 

In conclusion, businesses must effectively identify and quantify possible operational losses via 
the operational risk assessment process. Organizations may improve their awareness of 
operational risks and make educated choices about risk mitigation methods by using quantitative 
methodologies, such as loss data analysis and scenario analysis, and monitoring KRIs. To handle 
new threats and keep an efficient operational risk management framework in place, it is essential 
to continually improve measurement methodology, data quality, and risk measuring 
processes.Using past internal loss event data, banks should estimate the possible operational risk 
loss and then contrast the predicted losses with the actual loss events. Additionally, they should 
identify scenario-based events to capture those instances that internal data cannot map and 
estimate possible losses using external data on operational risk loss occurrences that are relevant 
to them. They should set standards to gauge the likelihood of occurring and the severity of the 
relevant risk occurrences for this purpose.  

The total of anticipated loss and unforeseen loss is the possible operational risk loss. The 
quantity of unexpected losses from low-frequency, high-severity events should be evaluated by 
banks. In order to reduce risks, operational risk monitoring's primary goal is to reduce the 
frequency and severity of loss incidents. The monitoring team should keep tabs on loss events 
related to operational risk, identify important risk indicators, gather data on loss events from 
outside sources, and pinpoint plausible operational risk scenarios. The departmental and business 
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line leaders should assume responsibility for any operational risks that may develop in their 
spheres of responsibility, identify risk events, and develop response plans.In the case of a 
business interruption brought on by very severe operational risk events, banks should establish a 
business continuity plan for the restoration of almost regular banking services. The business 
continuity plan aims to handle larger-scale crises that result from unanticipated, out-of-the-
ordinary situations. Before giving the business continuity plan its practical form, banks should 
conduct impact evaluations of significant operational risk events that cause significant business 
interruption. The plan should outline alternate locations for carrying out crucial business 
operations, a list of crucial tasks that must be completed immediately, a timeline for the 
restoration of vital banking services, and the administrative and logistical support required to 
carry out the plan during a crisis. Establishing a distinct administrative structure with operational 
risk specialists and experts is a good idea for banks because it will help them see operational risk 
management as an independent risk management function. 
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ABSTRACT:  

The risk-based internal audit scope, rationale, and function play a crucial role in ensuring the 
effectiveness of internal audit activities within an organization. A risk-based approach to internal 
audit focuses on aligning audit efforts with the organization's key risks, thereby enhancing the 
value and relevance of the audit function. This study provides an overview of the risk-based 
internal audit scope, rationale, and function, highlighting their significance and the key 
components involved in implementing a risk-based approach. It also discusses the challenges 
faced in adopting a risk-based internal audit approach and the potential benefits of effective 
implementation. The risk-based internal audit scope involves determining the areas and 
processes that are subject to internal audit review based on their level of risk to the organization. 
This scope is established through a comprehensive risk assessment, which identifies and 
evaluates the organization's key risks. The risk assessment considers various factors such as 
financial risks, operational risks, compliance risks, and strategic risks. By aligning the internal 
audit scope with the identified risks, organizations can ensure that audit resources are directed 
towards areas that pose the greatest potential impact and likelihood of risk.The rationale behind 
adopting a risk-based internal audit approach lies in its ability to provide assurance and insights 
on the management of significant risks within the organization. By focusing on key risk areas, 
internal auditors can provide a more targeted and relevant assessment of the organization's 
control environment, risk management practices, and governance processes. This enables 
management and stakeholders to gain a better understanding of the organization's risk profile and 
make informed decisions to enhance risk mitigation strategies. 

KEYWORDS:    

Bank, Business, Management, Mitigation,Operational Risk. 

INTRODUCTION 

Internal Audit's Purpose and Justification 

A bank's internal control system is not complete without the internal audit function. The 
following definition of internal audit was accepted by the board of directors of the Institute of 
Internal Auditors in June 1999: Internal audit is an independent, objective assurance and 
consulting activity intended to add value and enhance an organization's operations. By applying a 
systematic, disciplined approach to review and enhance the efficacy of risk management, control, 
and governance processes, it aids a company in achieving its goals. 

Internal auditing has a broad range of responsibilities, but the Institute of Internal Auditors 
defines it as having a primary emphasis on risk management and corporate governance processes 
and procedures. Internal audit is generally concerned with the study of corporate processes and 
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procedures, the inspection of transactions, the verification of conformity with laws and 
regulations, and the assessment of the internal control system[1]–[3]. 

The following characteristics of how a bank operates are often of interest to the internal auditor: 

1. Whether or not company operations are carried out in line with established processes in 
various places. 

2. If every transaction is properly carried out and documented. 
3. Whether management and operational employees are acting within their stated authority 

and that official roles and responsibilities are properly defined. 
4. Whether or whether operational authorities consistently adhere to the set risk limitations. 
5. Whether the financial reports that dealing representatives send to the in charge authorities 

are correct and complete. 
6. The accuracy of the balance sheet is supported by the books of accounts and if the 

accounting of transactions is performed in line with accepted accounting principles. 

Because banks' business operations, business profiles, business practices, and business processes 
vary from one another, so does the internal audit's scope. 

Relationship between Internal Audit and Internal Control 

The results of the internal audit may be used to determine the effectiveness of the internal control 
system since an audit is supposed to draw attention to control weaknesses. An efficient internal 
audit function verifies that the operating systems are suitable, approves the soundness of the 
operating processes, and assures compliance with the established rules and regulations. A bank's 
internal audit division independently assesses the effectiveness and integrity of the internal 
control architecture, identifies any gaps, and makes recommendations for the addition of new 
controls or improvements to current controls. Internal auditing helps to identify overlapping 
tasks that weaken the control process and discrepancies in controls. Internal auditors aid bank 
management in strengthening the control system by giving them crucial information regarding 
the bank's functional flaws. Banks must thus uphold the internal audit function's independence. 

Adapting Internal Audit's Role 

Many banks now have internal audit programs that are mostly focused on transaction audits; 
these programs do not emphasize risk management functions or provide comments on the 
effectiveness and appropriateness of risk management systems and practices. To increase its 
usefulness, internal audit, which is a step in the internal control process, has to have its scope 
enhanced. Banks should transition from a transaction-based internal audit system to a risk-based 
one and provide the audit department autonomous authority to evaluate the efficiency of risk 
management tools and corporate governance procedures. The shortcomings in the risk 
management methods and procedures should get greater attention in the risk-based audit reports. 

According to the New Basel Capital Accord, banks must implement stronger risk management 
procedures, better match capital coverage to underlying risks, and retain regulatory and financial 
capital to protect against residual risks such as those related to credit, markets, operations, and 
other factors. The Accord emphasizes the need for establishing a mechanism that independently 
evaluates the risk management systems and procedures and provides assurance about the 
accuracy of the bank's risk profile and the adequacy of internally assessed capital, and it 
encourages greater use of internal systems for risk assessment and capital calculation. The 
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auditing profession has evolved from scrutinizing individual transactions to checking policies 
and practices for risk identification, measurement, and management. If the audit reports are 
trustworthy and objective, bank supervisors and external auditors may utilize the results of a 
risk-based internal audit to evaluate the soundness of a bank's operations without conducting 
their own independent investigation. The internal audit or inspection department should be given 
the task of conducting an unbiased assessment of the risk management function by banks. 

Differences Between Transaction-Based and Risk-Based Audits 

Banks have their own internal audit rules, which typically encompass branch office audit 
coverage throughout the budget year, audit frequency (which is correlated with a rating system), 
and audit completion time. In accordance with the transaction-based audit system, the internal 
audit team evaluates the performance of the branch office in terms of a few qualitative and 
quantitative criteria and provides grades such as outstanding, good, mediocre, and unsatisfactory 
using five- or six-grade rating scales. The emphasis of the transaction-based audit is on the 
inspection of each item of assets and liabilities, the verification of transactions and accounting 
records, the investigation of conformity with laws and regulations, and the correctness and 
promptness of control reports issued to the controlling authorities. The audit reports draw 
attention to the procedural inconsistencies, the excesses that branch officials permitted that were 
beyond the scope of their financial authority, and the unapproved exceptions. An audit committee 
is often present in banks to monitor the operation of the transaction-based internal audit system. 
The risk-based internal audit, on the other hand, is a proactive and dynamic method of audit that 
focuses emphasis on the policies and procedures used by banks to identify, quantify, and manage 
risks related to the transactions. Although sparingly and selectively, the risk-based audit also 
looks closely at specific transactions to assess compliance with established policies and 
procedures. It places greater emphasis on the internal control system's sufficiency and 
appropriateness as well as the identification of control weaknesses to notify the bank 
management of elevated risks[4]–[6]. 

Risk-based audit reports provide suggestions for enhancing operational practices and 
implementing risk mitigation techniques, which add value and support the stability of the 
business. Instead of concentrating on listing the irregularities found during the audit, the risk-
based audit identifies the causes of the irregularities through selective transaction testing and 
makes recommendations for changing the procedures to stop them from happening again. A risk-
based audit identifies the operational weak points of the bank, and the audit reports warn the 
bank management of looming risks. The distinctive characteristic of a risk-based audit is that it 
detects risks that escape the awareness of business leaders and risk managers and alerts 
management to flaws and gaps in the control system that may result in loss for the bank. In the 
end, a successful risk-based internal audit system safeguards the bank's solvency and reassures 
the bank management about the soundness of the operations. 

DISCUSSION 

Internal Audit: Risk-Based Internal Audit: Transactional Internal Audit 

a. examination of all transactions between the previous audit and the present audit to 
look for abnormalities.a. examination of a small number of transactions in order 
to assess risk-related systems and processes.  
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b. Examination of the sanction, oversight, and monitoring of loans and advances 
since the previous audit.b. Examining compliance with risk limitations, exposure 
restrictions, and other mandated limits as it relates to the loan sanction function. 

c. examination of each asset and liability item, as well as the veracity of the trial 
balance.c. Analyzing specific assets and liabilities on a sample basis. 

d. checking and balancing the records of finances.d. A sample examination of the 
books of accounts with a provision for a more thorough inspection in the event of 
a question. 

e. Validity, enforceability, and currentness of all papers and agreements are 
examined.e. Sample document and agreement checks with a clause for more 
thorough reviews in case of uncertainty. 

f. Verification of the bank's own assets, the collateral and valuables, the vouchers 
and posts in the ledger books, the control returns, and the management 
information reports.f. Physical assets, jewels, collateral, vouchers, books of 
accounts, control returns, and financial reports are all examples of verification. 

g. routine inspection for rules and regulations compliance, including anti-money 
laundering and Know Your Customer guidelines. The application of Know Your 
Customer guidelines, anti-money laundering rules and regulations, and 
identification legislation procedures are all sample checked for compliance and 
critically examined.as well as the reporting of shady transactions. 

Additional components 

1. Detection of flaws in the control system and operational processes. 
2. Identifying the sources of the problems. 
3. Finding the root causes of anomalies that occur often in branch offices, especially 

irregularities that are common. 
4. Creation of suggestions for credit improvement options and risk avoidance strategies. 
5. Evaluation of how well management has responded to new hazards from different goods, 

activities, and locations. 
6. Verification of the branch office's risk profile that is being audited. During a head office 

audit, risk management policies and practices are evaluated. 
7. Suggestions for system and procedural improvement. 

Change to an Internal Audit System Based on Risk 

Over the years, the bank regulators have greatly loosened their supervision over commercial 
banks' activities and given them more autonomy. In order to stop banks from abusing their 
autonomy and engaging in risky and unsound banking activities, authorities must exert stronger 
oversight. Due to the diversification of their business operations and the usage of a broad variety 
of goods and services, banks are now more susceptible to more occurrences and dangers of a 
bigger scale. Commercial banks must transition from the transaction-based audit system to the 
risk-focused audit system while bank supervisors convert to the risk-based bank supervision 
system to implement stricter techniques of bank supervision. Since risk-based internal audit is a 
crucial component of the risk management architecture, it should be set up as a separate 
department inside the bank. The shift from transaction verification to systems verification for 
risk management and compliance checking via selective transaction testing is part of the move to 
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risk-based internal audit. The risk-based internal audit system prioritizes dangerous operational 
areas for preferred scrutiny and allots audit resources in line with the priority. 

Since the internal audit department will be required to carry out the difficult and technical work 
of reviewing the risk management policies and procedures as well as the internal control system, 
the shift to risk-based audit implies major changes in the way the department operates. There 
should be at least three goals accomplished by the risk-based internal audit. First, the audit 
should attest that business operations are conducted in line with the bank's risk-bearing capability 
and philosophy of risk management. It should also provide the management a fair amount of 
comfort about the security and soundness of the bank's operations, and it should offer the 
management excellent advice for enhancing the corporate governance procedure[7]–[9]. 

Functions of Internal Audit Based on Risk 

Risk-based internal audit's main purpose is to review a bank's risk management policies and 
practices and provide an unbiased evaluation of all risks the bank is exposed to. The internal 
control system's appropriateness and integrity are endorsed, and in the process, it is possible to 
identify the operational and control processes that are most vulnerable and so carry the most risk. 
Therefore, banks should set up processes to evaluate the various kinds of risks faced by the 
branch office, controlling office, and corporate office as well as the risk management system in 
place. Internal audit should perform this function and develop its own technique for risk 
assessment, taking into account the volume, complexity, and importance of each business 
activity.The internal audit department's risk evaluation involves many different aspects. The risk 
management department's risk assessment practices and procedures should be evaluated first. 
The audit department should also look at the methods used by the risk management department 
to determine capital requirements for all types of risk-taking activities and certify that the 
procedure adequately addresses the issues with regulatory and economic capital calculation. The 
credit, market, operational, and other residual risks should all be identified and measured using 
methods and methodologies that the audit department should review both individually and 
collectively. Second, in order to prioritize the audit and determine its scope and focus which may 
change across branch offices owing to variations in the business mix and risk profile the audit 
department should conduct an independent evaluation of the risks encountered by each branch 
office. Third, the internal audit division should examine each business line and each portfolio in 
addition to an audit of the field offices. The department should assess the risk of various 
portfolios with a focus on those that are considered to be relatively high-risk, such as the credit 
card portfolio, the capital market portfolio, the commercial real estate portfolio, and other credit 
portfolios that have higher default rates, in order to complete this task. All offices, all business 
operations, and portfolios, including outsourced operations and bank subsidiary units like the 
insurance subsidiary and securities trading subsidiary, should be subject to a risk-based audit by 
the department. 

Internal Audit Policy Based on Risk 

The long-term sustainability of banks is protected by risk-based internal audit since it greatly 
lowers the likelihood of severe losses from rapid shocks and unexpected causes. To emphasize its 
significance, banks should develop a unique risk-based auditing strategy, provide the internal 
audit department preferential treatment in comparison to other departments, emphasize the 
department's roles, duties, and authority, and support its independence. The technique for 
compiling risk profiles for portfolios, business lines, and branch offices, as well as for assigning 
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risk ratings before to the audit and performance ratings after the audit, should be included in the 
audit policy. The policy should include the standards for determining the frequency of audits, the 
distribution of audit resources among various audit activities, and general guidelines for the 
scope of transaction testing and the deadline for audit completion. It must address operational 
scope and depth of the audit, which will vary across branch offices owing to variations in risk 
profiles, as well as the methods for identifying priority areas for preference examinations. 

The policy should specify the methods and deadlines for adhering to audit findings, as well as 
the steps to be taken in the event that serious irregularities or failure to adhere to audit findings 
are committed. If the provision of incentives to employees is based on audit ratings and the 
performance of company leaders is assessed after taking into account the audit results, the audit 
function will be more advantageous. 

The risk-based internal audit policy should, at the very least, cover the following topics, in brief: 

1. Methodology for evaluating the risk of portfolios, business lines, and branch offices. 
2. Standards for grading the portfolio, business lines, controlling office, head office 

department, and branches. 
3. a methodology for managing audits of controlling offices and head office divisions. 
4. Standards for prioritizing auditing tasks, offices, portfolios, and commercial sites for 

priority auditing. 
5. selection of locations for a required audit, regardless of risk level. 
6. timing and audit cycle. 
7. Maximum permissible interval between two audits for low-risk operations and activities. 
8. the degree of transaction testing in many operational areas. 
9. Procedure for handling significant frauds and anomalies exceeding a threshold. 
10. Timeframe for implementing audit recommendations, as well as penalties for late and 

incomplete compliance. 
11. Norms for rewards and penalties that are consistent with auditor evaluations and remarks. 

Structure of the Internal Audit Department 

Compared to transaction-based auditing, risk-based auditing has a considerably wider reach and 
a more complex role. As a result, the internal audit department's organizational design should 
adhere to the specific needs of a risk-based audit. The following administrative concerns should 
be taken into consideration by banks when they decide the internal audit department's 
organizational structure: 

1. The style of management and the business culture. 
2. The audit department's need for independence. 
3. The audit team's expertise needs. 
4. The nature of the connection between the subsidiary units and the main office. 

Some change management challenges arise when moving from transaction-based auditing to 
risk-focused auditing. Because the audit department does not generate income, it is often 
assigned a secondary rank, and the audit team does not have the proper position within the 
hierarchy. It is often seen as an unnecessary component that interferes with the operational staff's 
ability to do their jobs. The fundamental objective of the audit is defeated if this mentality 
permeates the company. Internal audit personnel are required to conduct a management audit of 



 

57 A Fundamental Study of Risk Management of Commercial Bank 

the bank's regional offices and head office departments. During this process, they are also 
expected to carefully examine the decisions made by the bank's full-time directors and other 
senior management to evaluate their performance and report their findings in the management 
audit reports. If the results of the management audit are needed to be routed via the higher 
authorities in line with the hierarchical sequence, the independence and impartiality of the audit 
team will be compromised. The formality of passing the audit results along to the management 
executives who participated in the decisions under audit may compel the audit team to take a 
conciliatory stance and make concessions to the bank's business standards. So that its results are 
acknowledged, it is crucial to provide the internal audit department a high status. The high 
prominence accorded to the audit department would foster a feeling of responsibility among the 
employees at all levels and discourage them from engaging in misconduct. It is more acceptable 
if the head of internal audit reports directly to the board's audit committee or the board chairman, 
who is not a full-time employee of the bank. 

Because the main goal of a risk-based audit is to thoroughly analyze the bank's risk management 
practices and carefully investigate each asset and liability from a risk perspective, its work is 
qualitatively different from that of a standard audit. The expertise of the staff members assigned 
to the audit department must thus correspond to the difficulty of the position. Typically, banks do 
not place much emphasis on hiring the right people for this area. If the management intends to 
make the risk-based audit meaningful, they must adopt a different attitude. In several nations, 
banks have formed nonbanking and banking subsidiaries, each of which is in charge of its own 
internal audit and has a distinct legal position. But since the parent office has the ultimate 
obligation to save the subsidiaries in times of trouble, the internal audit department at the parent 
office should have unrestricted access to the operations of the totally owned or majority-owned 
subsidiaries. In the absence of host country bank regulations requiring a separate arrangement for 
auditing offices situated in their country, the parent office may have a centralized internal audit 
department with the duty of auditing over branch offices and subsidiary units located overseas. 

A permanent internal audit division that is adequate for a bank's size, complexity, and volume of 
activities should exist. To prevent conflicts of interest, the head of the audit department should 
not be an official with additional duties or be associated with risk management activities, and the 
audit department should refrain from participating in risk management and risk control 
operations. The risk management department and the internal audit department should be 
separated by a wall, with the latter being free to disclose sensitive discoveries, outliers, and 
excesses. From the perspective of objectivity and impartiality in the execution of the audit and in 
the reporting of the results, they should evaluate the effectiveness of the internal audit function. 
Internal auditors are anticipated to serve as internal consultants to enhance systems and practices. 
The dedication and motivation of the audit employees in carrying out their assigned task is 
influenced by the senior management's attitude toward the audit. If the top management puts 
significant weight on audit results, their morale will be high. Value-added services are now 
included in the scope of risk-based internal audit, which goes beyond compliance monitoring. 
Internal auditors may find possibilities for process improvements, efficiency benefits, and cost 
reductions by examining and evaluating risks. With suggestions for boosting risk management 
procedures, bolstering internal controls, and enhancing overall organizational performance, this 
expanded role places internal audit as a strategic partner to management. 

The complexity of risk identification and assessment, resource limitations, and the changing 
nature of hazards provide difficulties in adopting a risk-based internal audit strategy. 
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Organizations must make sure that their risk assessment procedures are reliable, current, and in 
line with their strategic goals. In order to successfully manage the identified risks and provide 
value-added insights, they must also allot enough resources to the internal audit function. 
Organizations may gain from the efficient use of a risk-based internal audit methodology in a 
number of ways. It helps them to concentrate on the riskiest areas, improve the efficiency and 
efficacy of internal audit efforts, and provide stakeholders timely and relevant assurance. 
Additionally, it encourages responsibility, supports the fulfillment of strategic goals, and builds a 
risk-aware culture inside the firm[10], [11]. 

CONCLUSION 

In conclusion, the scope, justification, and purpose of risk-based internal audits are crucial 
elements of a successful internal audit system. Internal auditors may provide focused assurance 
and insights that bring value to the company by matching the internal audit scope with the 
organization's principal risks. To effectively deploy a risk-based internal audit methodology and 
reap its advantages, firms must solve issues with risk identification, resource allocation, and 
ongoing risk assessment. Since the audit must concentrate on risk management and corporate 
governance concerns, the internal audit role has become more sophisticated over time. As it 
focuses on protecting profits and asset values that support financial stability, banks should 
migrate from the transaction-based internal audit system to the risk-based one. The risk-based 
audit is concerned with the assessment of risk management systems and control procedures as 
well as the selective transaction testing for compliance. The transaction-based audit is concerned 
with the detailed verification of transactions and accounts, compliance with rules and procedures, 
and the detection of irregularities. The bank management is forewarned by the risk-based audit 
system when it detects warning signs of high risk and insufficient control in specific exposures 
and operations. The internal audit department will need to develop its own methodology for risk 
assessment and risk rating of field offices, business activities, and portfolios and establish 
procedures to conduct a risk-focused audit. This will result in significant changes to how the 
department operates. To emphasize the value of internal auditing and encourage long-term 
survival, banks should develop a risk-based internal audit policy. They should give the internal 
audit department unique treatment in comparison to other departments and develop a clear 
strategy to assess employee performance and provide rewards while keeping the audit results in 
mind. 
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ABSTRACT:  

The risk-based internal audit methodology and procedure form the foundation of an effective 
internal audit function, enabling organizations to identify, assess, and mitigate risks 
systematically. A risk-based approach ensures that internal audit activities are aligned with the 
organization's key risks, providing relevant and valuable insights to stakeholders. This paper 
provides an overview of the risk-based internal audit methodology and procedure, highlighting 
their significance and the key steps involved in implementing a risk-based approach. It also 
discusses the challenges faced in adopting a risk-based internal audit methodology and the 
potential benefits of effective implementation. The risk-based internal audit methodology begins 
with a comprehensive risk assessment, which identifies and evaluates the organization's key 
risks. This assessment involves a thorough analysis of various risk factors, including financial 
risks, operational risks, compliance risks, and strategic risks. By understanding the organizations 
risk landscape, internal auditors can prioritize their audit efforts and allocate resources 
effectively. Based on the risk assessment, the internal audit procedure involves planning and 
scoping the audit engagements. This includes defining the objectives and scope of the audit, 
identifying key processes and control areas to be assessed, and determining the audit approach. 
The audit plan is tailored to focus on areas of significant risk exposure, ensuring that internal 
audit resources are directed towards areas that are most critical to the organization's objectives. 

KEYWORDS: 

Bank, Business Ethics, Management, Mitigation,Operational Risk. 

INTRODUCTION 

Internal Audit Methodology Based on Risk 

The risk-based internal audit methodology and risk-based bank supervision methods are 
comparable in many ways. In both instances, thorough on-site inspection has been drastically 
scaled down, and the emphasis has switched from evaluating all transactions to focusing on 
particularly dangerous operational areas and controlling and scrutinizing sample transactions. 
The use of risk-based internal audit and risk-based bank supervision has reduced examination 
time and optimized audit resources. The examination reports draw attention to flaws in risk 
management and control methods, and the examination results are assessed to make system and 
procedure modifications. 

The risk profile of banks and risk analysis of their operations and control are the first steps in the 
risk-based bank supervision process. Similar to this, the risk-based internal audit process starts 
with risk profiling of a bank's field offices, operational divisions, portfolios, and other functional 
units. These profiles are then analyzed to determine priorities and where attention should be 
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focused. The audit resources are concentrated on the important operations and regions of the 
bank, and an audit plan is created by prioritizing the audit's locations and activities based on risk 
profiles. In order to determine the frequency, extent, and depth of audits, banks must evaluate the 
business and control risks of each branch office and map the amount of hazards in a risk matrix 
to categorize them into low, moderate, high, and extraordinarily high-risk categories. To move to 
the risk-based internal audit system, they must perform the following actions[1]–[3]. 

1. Designing a risk-based auditing policy. 
2. Building risk profiles for departments, business lines, and portfolios at branch offices, 

controlling offices, and head offices. 
3. Creating audit strategies and analyzing risk profiles. 
4. Determining the audit's scope. 
5. Internal auditors doing the audit. 
6. Reporting on audits is prepared. 
7. Starting the remedial action process. 
8. Assessment of audit results to improve systems and processes. 

Branch office risk profiles should be compiled and analyzed by the bank's internal audit 
department before the actual audit. The department should independently examine the risks 
associated with all functional units, portfolios, and business lines. The internal audit department's 
risk profile document should be verified by the audit team, and the risk profile should be 
approved or revised. The risk profiling exercise should be conducted by the department in a 
methodical and organized way, and the risk profile document should include all pertinent data 
and information on how the branch office operates, as well as critical remarks on the areas that 
should raise alarm. By creating templates for risk profile and standards for grading risk 
components, banks must preserve impartiality in rating and consistency in the execution of the 
technique for evaluating branch offices. 

Banks have a variety of branch offices; some exclusively handle a certain sort of business, while 
others handle all business. As a result, they should divide the branch offices into several groups 
according to the services they provide, such as full function and limited function branch offices, 
industrial and agricultural financing branch offices, foreign branch offices, etc. Because these 
branch offices serve different purposes, the dangers they encounter will likewise vary in sort and 
severity. For instance, credit risk is the most significant risk in the industrial finance branch, but 
country, transfer, and foreign currency risk are more significant risks in the overseas banking 
branch. Because risk variables fluctuate across branch offices owing to functional variances, 
banks should develop unique templates for risk profiling of various kinds of branch offices. In 
order to achieve impartiality and precision in the evaluation of branch offices, they will next 
finish the chart for assigning weights to risk factors and risk components in accordance with their 
relative relevance. 

Compared to controlling offices and operational divisions, branch offices face various business 
risks as well as control and compliance issues. A bank's branch office may be located in a 
challenging area where there are multiple branch offices of rival banks operating and where there 
is fierce competition for a bigger portion of the market. The business climate is not suitable to 
achieving company goals if the customers' attitudes and business ethics are poor in the branch 
office's command region. On the other hand, if a better business climate prevails and the 
customers uphold business ethics, it is considerably simpler for the branch offices to accomplish 
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commercial development. As a result, a branch office's operating environment is a significant 
risk element that banks should be aware of when risk profiling. 

Branch offices are subject to varied levels of control and compliance risk, as well as credit risk, 
liquidity risk, profits risk, and operational risk. Therefore, when creating templates for risk 
profiling, banks should identify the various risks that various branch office types face, ascertain 
their relative importance, and subsequently assign weights to risk factors and risk elements. They 
should also calculate weighted scores and award ratings in a predetermined rating scale. 

Here are the sequential processes for compiling branch office ratings: 

1. Determine the risk elements that apply to a branch office and that make up the business 
risk, control risk, and compliance risk. 

2. Determine the risk components that make up each control and compliance risk factor and 
business risk. 

3. Create standards for allocating ratings to each risk factor. 
4. Establish the weights that should be given to risk components and risk variables. 
5. Adopt a suitable grading system. 
6. Work up weighted scores for each business risk, control risk, and compliance risk 

component, then rate each risk factor using the scale. 
7. Combining individual risk factor ratings will provide overall ratings for business risk, 

control risk, and compliance risk components. 
8. Compile the scores for the business risk, control risk, and compliance risk. 
9. Components of a matrix for a composite risk assessment. 
10. Calculate the total score that applies to the branch office. 

DISCUSSION 

Identifying Risk Elements and Risk Factors 

Business risk and control and compliance risk are the two main risk components included in the 
models for assessing the risk of branch offices. Operational risk can be included in business risk 
for the limited purposes of branch office rating because, in most branch offices, operational risk 
factors are limited to control and compliance risk, which is included in the rating model as a 
separate risk component and takes into account many operational risk events. Several risk 
variables, including business environment risk, business strategy risk, credit risk, liquidity risk, 
profits risk, and operational risk, make up the business risk component of a fully functional 
branch office. Foreign currency risk and nation risk will also be present in the event of a foreign 
branch office or an overseas branch office. The risk associated with control and compliance will 
also include a few risk variables. The branch offices' control and compliance risk will be present 
in the division of labor, use of loan sanction authority, control of credit, access to vaults and 
computers, handling of ledgers and other records, reporting of transactions, submission of 
periodic returns/business reports, surveillance of fraud hotspots, adherence to anti-money 
laundering laws, and other areas. Each business risk and control and compliance risk component 
will therefore be present. For instance, credit risk is a factor in business risk, and the risk factors 
that make up credit risk are the rate of credit growth, the caliber of credit appraisal and follow-
up, the volume of large exposure, the volume of capital market exposure, the volume of exposure 
to commercial real estate, the degree of credit concentration, the trend of non-performing 
accounts, the occurrence of new non-performing loans in the current year, the success of non-
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performing loan recovery, and so on. For the purpose of compiling ratings, banks must 
appropriately identify risk factors and risk aspects relevant to each kind of branch office[4]–[6]. 

Weights Are Assigned to Risk Factors 

Due to changes in operations and roles, business risk factors may differ across branch offices, but 
risk factors for control and compliance will generally be the same. The risk variables that make 
up the business risk of various branch office types must be identified by banks, and their relative 
significance must be determined. Assume that a branch office's business risk is composed of the 
following five major risk factors: operational risk, profits risk, credit risk, liquidity risk, and risk 
related to the business environment and strategy. Since the business operations that are exposed 
to market risk are often centered in the head office or the corporate office, market risk is not 
included as a risk factor since it typically does not apply to a branch office. The relevance of 
each risk component that makes up business risk is not equal when determining the risk level. At 
the branch offices, for instance, credit risk and operational risk are given greater weight because 
they are more significant than liquidity risk and profitability risk. For the purpose of calculating 
the business risk and control and compliance risk component ratings, banks must assign risk 
weights to various risk elements that relate to the branch offices and make up the business risk 
and control and compliance risk components. The indicative weighting of the five risk 
components that make up the business risk component, totaling 100. In a similar way, banks 
must determine the risk variables that make up the control and compliance risk component and 
give each risk element a weighting. The risk factors for control and compliance will often be 
shared by all of the branch offices. Control and compliance risk component, like business risk 
component, has a total risk weight of 100, which is divided across various risk elements in line 
with their relative relevance. 

Weights Are Assigned to Risk Factors 

There are a number risk component that make up each business risk, control, and compliance 
risk factor, but not all of them are equally significant for determining the degree of risk 
connected to that risk factor. Some risk factors are crucial and more significant than others, and 
as a result, they are given greater weight. Examples of significant risk elements of the credit risk 
factor that should be given higher weights than the risk elements like credit growth, amount of 
off-balance-sheet exposure, and so on are quality of credit appraisal, intensity of credit 
supervision and follow-up, volume of large exposures, volume of sensitive-sector exposures, 
extent of credit concentration, and incidences of nonperforming loans. such that the branch 
office's estimated level of credit risk accurately reflects the circumstances. The distribution of 
weights among the many risk components that make up each business risk and control and 
compliance risk factor may then be standardized by banks. For instance, the many risk 
components that make up the credit risk factor are to be allocated according to risk weight 45. 

Rating of Risk Factors 

Banks may calculate the sum of the weighted scores assigned to the risk components that make 
up a risk factor, map that score against the rating scale, and then award a rating to that risk factor. 
The following actions may be taken by the bank if it wishes to rate the branch office's "credit 
risk" risk factor:  
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1. Each risk factor that contributes to credit risk should be given a score in line with the 
scoring norm table, based on a risk assessment. 

2. Give risk factors weights in accordance with the authorized weight distribution pattern. 
3. To get the risk-weighted scores each risk factor got, multiply the scores by the weights. 
4. Obtain the total of the weighted scores. 
5. Calculate the percentage using the highest weighted score possible. 
6. Using the proportion of the risk-weighted score, rate the credit risk factor. 

Additionally, based on the assigned weights and scores, banks may determine the proportion of 
scores obtained by each business risk and control and compliance risk component, and then give 
a rating to each risk factor in the four-scale rating framework in line with the percentage of score. 
After assigning ratings to each risk element, banks may use the method described in the 
following section to get the branch's overall risk rating. Branch offices will be classified as 
"moderate risk" if the business risk component for that branch office has a weighted score of 
greater than 60% and less than 75%. The rating of the control and compliance risk component is 
obtained in the same manner. The business risk is moderate and the control and compliance risk 
is high if the weighted score for the business risk component is 62% and the score for the control 
and compliance risk component is 55%. Banks may determine the branch office's composite risk 
rating by combining these two scores. In this instance, the branch office's overall risk rating is 
high because, despite the business risk being moderate, high control and compliance risk will 
lead the overall rating to go up a grade. 

Given that lose control and a failure to comply with laws and regulations have the potential to 
result in considerable losses, it is logical to infer that control and compliance risk is more 
important than commercial risk when grading a branch office. If there are extremely strong 
controls and a high degree of compliance, that is, if the risk of control and compliance is very 
low, the severity of loss from high business risk may be decreased.  The branch office's 
composite rating is very high if the control and compliance risk is also high, and it is extremely 
high if both are high. The business risk is very high. The composite grade is moderate if the 
business risk is high but the control and compliance risk is low. 

One aspect of the risk assessment is the categorization of branch offices into low, moderate, high, 
very high, very high, and extremely high-risk categories. The second component deals with the 
risk classification of company operations and branch offices in line with the anticipated 
frequency and severity of risk occurrences. Banks must assess these two factors in order to 
pinpoint branch locations and business operations that are at high risk. Some risky situations 
happen often and have a significant effect. For instance, a bank's treasury branch would be 
classified as high-frequency, high-risk if its dealing authorities often go beyond transaction 
limitations or maintain large overnight open holdings in foreign currency. On the other hand, 
certain risk occurrences happen often yet have little significance. For instance, granting loans to 
borrowers in excess of their financial capabilities by branch office loan officers is a high-
frequency, low-impact event because it occurs frequently at almost every branch office of a bank, 
but the risk is low overall as the loan amounts are moderate. Risk frequency and impact may 
occur in a variety of combinations, including low frequency, high impact, high frequency, low 
impact, and moderate frequency, moderate impact. Branch offices and other operating locations 
should be categorized by the internal audit department according to the frequency and severity of 
risk events. This kind of risk evaluation need to include company operations like treasury and 
foreign currency, derivatives, credit cards, merchant banking, commercial real estate financing, 
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capital market finance, and so forth. Banks should prioritize audits and establish audit cycles 
after classifying branches according to the frequency of risk occurrences and the severity of the 
effect[7]–[9]. 

Inputs for Risk Profiling 

Prior to starting the actual audit, the internal audit department should gather the risk profiles of 
the operating departments and branch offices. Since the audit department is responsible for 
independent risk profiling, it should have access to all data pertaining to the operations of the 
bank and the branch offices.  

Audit Planning and Scope Based on Risk 

The internal audit department must create a proper audit plan that takes into account the 
resources at hand and determine the sequence in which the offices and activities will be audited. 
Prior to the audit year starting, the department should finish risk profiling branch offices, 
portfolios, and business lines based on the inputs available, rank the offices and activities based 
on risk categorization and the materiality of the business, and then analyze the profiles to 
determine the focus and coverage of the audit. Banks must create an audit plan that can be 
carried out throughout the audit year and standardize the audit's scope in accordance to a branch 
office's duties, risk category, and risk propensity. The topics pertaining to the planning and scope 
of risk-based audits are covered in this section. 

Planning an Audit Based on Risk 

The data and findings from the branch office risk profile analysis serve as the foundation for 
developing the internal audit strategy specific to the audit year. Risk profile analysis highlights 
the aspects of the branch offices' operation that need immediate and focused attention. In order to 
prioritize audit operations, banks should develop risk profiles for each of their branch offices, 
determine their risk category distribution, and identify high-risk transactions and risky business 
ventures. The risk profiles should include both quantitative and qualitative data on how the 
branch office is operating and how it has performed since the previous audit. The quantitative 
portion should include general information on business growth, asset-liability composition, cost-
income trend, nonperforming loans, as well as details on risk-sensitive topics like significant 
credit exposures, credit concentration, risk-grade distribution of credit, fraud and asset and 
valuables misappropriation, etc. The qualitative portion should draw attention to procedural 
inconsistencies, a decline in asset quality, poor branch office management, a blurring of 
responsibility boundaries, and inadequate supervision and compliance. The data in the 
quantitative and qualitative sections of a branch office's risk profile will be used to determine the 
audit cycle, level of scrutiny, scope of transaction testing, and deadline for completion of the 
audit. 

The division of branch offices into distinct risk categories and the materiality element in 
determining audit priority should be taken into consideration by banks when drafting the audit 
plan. According to the risk-based auditing concept, audit resources should be focused on high-
risk operational areas and places where there is a considerable amount of business that has to be 
attended to right away. Along with high-risk operations and exposed sectors of business, banks 
should give emphasis to branch offices that are very dangerous and linked to frequent, large-
scale risk occurrences. In order to organize them for audit by turn, they should categorize the 
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branch offices and the business operations according to the descending order of risk category, 
frequency of risk occurrences, and size of risk. 

The audit plan should include, in addition to special audits and targeted scrutiny, when necessary, 
the timetable and sequence of branch office audits, the justification for allocating audit priority, 
and a time budget for audit completion. Branch offices should be inspected more often for those 
in the moderate and low-risk categories, and less frequently for those in the high, very high, very 
high, and extremely high risk categories. Banks should not adopt a complacent attitude toward 
low-risk branch locations and set a protracted audit cycle. They must be aware that low-risk 
branch offices or those with modest business volumes may have considerable dangers that are 
concealed or unnoticed. To ensure that every branch office is audited at least once every three 
years, the plan must call for the audit of a minimum number of low-risk, low-transaction branch 
offices each year. Banks should uphold the purity and integrity of the internal audit department's 
audit plan and staff it with qualified personnel to carry out the role as outlined in their risk 
management and risk-based internal audit policies. 

Scope of a Risk-Based Audit 

Based on risk profiles that may differ in emphasis and coverage across the branch offices, the 
internal audit department should choose the internal audit's scope. The risk profile won't provide 
an accurate picture, and the goal of the risk-based audit may not be met if the data used to 
compile it were inaccurate or some crucial information was missing. The risk profile created by 
the audit department based on data and information available at the branch office should be 
verified by the audit team during the audit and modified as necessary. Therefore, the audit team's 
reevaluation of the business risk as well as the control and compliance risk of at least major and 
large-size branch offices should be included in the scope of internal audit. The results of the 
reevaluation will show how much the risk profiles can be trusted to execute the program of risk-
focused internal audit. 

The audit department should concentrate on the current status of significant irregularities 
discovered during the most recent internal audit, negative aspects mentioned in the most recent 
external audit report and the supervisory authority's examination report, as well as branch office 
failures to follow the established systems and procedures, when summarizing the issues for 
special examination during the course of audit. It should draw attention to the issues surrounding 
accepting faulty and incomplete documentation, failing to monitor how borrowers use their 
money in the end, inadequate supervision and follow-up of loans and advances, delays in 
standard advances, lax control over areas that are vulnerable to fraud, breaking anti-money 
laundering laws, and failing to keep an eye on who has access to the bank's valuables and 
computer systems. 

To lessen the disparities in audit coverage, banks should standardize the scope and coverage of 
internal audit in line with the risk classification of branch offices. The audit will be objective and 
transparent in addition to being thorough if the scope and coverage are standardized in 
accordance with the risk categories of branch offices. The bank should outline in the audit policy 
the criteria for special investigation and intense scrutiny, as well as the scope and coverage of 
audits pertaining to branch offices, business lines, and portfolios. The bank should also prepare 
standardized lists of issues and concerns that should be investigated during the audit, which will 
be fairly common. 
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In order to address the concerns pertaining to conflicts of interest among the operating staff, the 
reporting staff, and the controlling staff, the scope of the audit should include a critical 
examination of the application of internal control procedures at the branch office and its methods 
of operation. This internal audit job entails an unbiased assessment of the control and compliance 
risk inherent at branch offices. The evaluation of compliance with legal and regulatory 
requirements, policies and practices, strategies and limitations, anti-money laundering laws and 
regulations, and the results of the prior audit are all included in the scope[10]. 

CONCLUSION 

The audit team should evaluate the quality and content of the branch office financial and 
performance reports sent to higher authorities, the process used to input data and other 
information into the computer network system for the creation of management information 
reports and borrower rating reports, and the security of the electronic information system in use 
at the branch office. The audit's scope will include an evaluation of the controlling offices' and 
head office departments' effectiveness in managing risks as well as a critical study of how they 
operate. The internal audit department should pinpoint weaknesses in handling business, control, 
and compliance risks as shown in the audit reports of various offices, recommend corrective 
actions that should be taken by the operational departments, and then assess the efficacy of those 
steps.Conducting the audit fieldwork is the next phase in the risk-based internal audit approach. 
Internal auditors thoroughly test and analyze controls, procedures, and transactions to determine 
how well they mitigate uncovered risks. In order to achieve this, it is necessary to examine the 
paperwork, conduct personnel interviews, data analytics, and sample testing. The auditing 
processes are intended to provide a fair level of confidence about the performance of internal 
controls and the control over important risks. Internal auditors also spot control flaws, 
inadequacies, or opportunities for improvement during audit fieldwork. They inform 
management of these conclusions and provide suggestions for increasing controls, reducing 
risks, and boosting operational effectiveness. The risk-based internal audit technique relies 
heavily on this communication because it makes it possible for management and auditors to work 
together to solve problems and effect positive change. Obtaining accurate and trustworthy risk 
information, managing resource restrictions, and responding to changing hazards and business 
settings are all difficulties in implementing a risk-based internal audit process. To keep the 
internal audit technique current, organizations need to set up reliable risk assessment procedures, 
provide access to high-quality data, and regularly update their risk profiles. Organizations may 
gain from the efficient use of a risk-based internal audit approach in a number of ways. By 
concentrating on the riskiest areas, it improves the value of the internal audit function by 
ensuring that audit efforts are focused where they are most required. Additionally, it gives 
stakeholders timely and pertinent information, encourages informed choice, and strengthens the 
organization's overall risk management and control environment. To sum up, a successful 
internal audit function relies heavily on the risk-based internal audit methodology and process. 
Internal auditors may provide focused assurance, insightful suggestions, and help for risk 
reduction by coordinating audit efforts with the organization's major risks. To effectively adopt a 
risk-based internal audit methodology and optimize its advantages for the business, it is crucial 
to overcome issues related to risk assessment and resource allocation. 
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ABSTRACT:  

The policies, procedures, and practices used to oversee and manage businesses are collectively 
referred to as corporate governance, which is a crucial component of organizational 
management. In order to ensure transparency, accountability, and ethical conduct inside 
organizations, this paper summarizes the basic concepts, elements, and relevance of corporate 
governance. Corporate governance is fundamentally built on a set of values that regulate 
interactions between shareholders, management, the board of directors, and other stakeholders. 
These values protect the rights of shareholders and encourage justice, honesty, openness, and 
accountability in the decision-making process. Companies seek to develop sustainable value, 
increase stakeholder trust, and promote long-term success by adhering to these principles. One 
aspect of running a firm is corporate governance. Good Fairness, openness, and transparency are 
encouraged by corporate governance when it comes to its obligations to stakeholders. By 
concentrating on activities that provide value, good corporate governance processes promote 
economic efficiency and help in the effective distribution of limited resources. This is 
accomplished through businesses using their resources effectively, attracting low-cost capital, 
fulfilling society expectations, and enhancing overall performance. The critical challenges in 
corporate governance that contribute to achieving these goals are covered in this study. 

KEYWORDS:    

Bank, Business, Corporate Governance, Management, Mitigation,Operational Risk. 

INTRODUCTION 

The components of corporate governance include the roles and responsibilities of various entities 
within the organization. The board of directors plays a crucial role in providing oversight, 
strategic guidance, and accountability. Independent directors, who are free from conflicts of 
interest, bring objectivity and diverse perspectives to the decision-making process. Management, 
led by the CEO and senior executives, is responsible for implementing the board's directives, 
executing business strategies, and ensuring effective risk management and 
compliance.According to the Oxford Dictionary, "corporate" is an adjective that describes a 
company, while "governance" is an act that performs a governing role. Since the word 
"governance" comes from the Latin verb "gubernare," which means "to steer," it is implied that 
corporate governance comprises more of a directing role than a controlling one. As a result, 
corporate governance is a component of corporate management[1]–[3]. Corporate governance, 
which is concerned with the structures and practices connected to the course that a company 
chooses to pursue, includes the issues of accountability, ethics, and social responsibility to 
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society and stakeholders. Fairness, accessibility, and transparency are encouraged by corporate 
governance when it comes to stakeholder obligations.  

The awareness that sound corporate governance necessitates consideration of the impact a 
business has on the larger community and the environment has been strongly related to the 
development in significance of a firm's environmental reporting. Regardless of how it is defined, 
corporate governance refers to the fundamental procedures by which ultimate corporate authority 
and responsibility are shared and exercised by shareholders, directors, and management in order 
to make sure that the assets provided by investors to the company are used in an efficient and 
effective manner. The notion of corporate governance has diverse meanings in various nations, 
despite the fact that it refers to actions on how to effectively control a firm in the benefit of its 
stakeholders. For instance, corporate governance in Anglo-Saxon nations like the United States 
(US) and United Kingdom (UK) is centered on shareholder interests. Corporate governance 
focuses on a larger view of stakeholders, including workers, consumers, and shareholders, in 
other nations like Japan, Germany, and France. business governance is now crucial for improving 
ethical, truthful, and open approaches to achieve business objectives and survival in the face of 
increased global competition. For a workplace to be organized, effective, accountable, and 
responsible, good governance is crucial. The significance of promoting good governance has 
been made clear by sociopolitical shifts during the previous 20 years.  

Over the last several decades, 2 nations have developed their capital markets and participated in 
financial liberalization, setting an example for other emerging nations to follow. However, during 
the prosperous economic period, the 1997/1998 financial crisis exposed their shortcomings in 
enforcing effective corporate governance practices (such as poor transparency and disclosure, a 
lax regulatory framework, underdeveloped market infrastructures, cronyism, nepotism, and the 
moral hazard of politicians making economic decisions). In systems that largely depend on 
"crony capitalism," policymakers have learnt that persistent failures of investor protection 
measures, coupled with lax capital market regulation, may result in failures of trust that extend 
from specific companies to whole countries. Lending and investing practices based on 
relationships rather than a careful analysis of risk and reward were supported by inadequate 
financial disclosure and capital market regulation, a lack of minority shareholder protection, and 
a board and controlling shareholder accountability failure.  

Many Asian nations have implemented formal corporate governance rules as a result of the 
lessons learnt from the crisis in an effort to restore trust in their business sector. The viewpoint of 
corporate governance systems in developed countries goes beyond these conventional elements 
and also takes good corporate citizenship into account. This includes environmental preservation, 
weighing the interests of all parties involved fairly, and committing to innovation that will result 
in better use of both natural and human resources. Businesses that uphold the highest standards 
of corporate governance by incorporating social, environmental, and economic principles into all 
of their decision-support systems are more likely to improve the value of their shareholders over 
the long term by managing risks and opportunities more effectively. After the financial crisis of 
1997 and other business failures in industrialized nations, the government in Malaysia has given 
the topic of corporate governance its full attention. A testament to this dedication is the 
Malaysian Code on Corporate Governance's implementation in 2001. All facets of governance 
that may increase investor trust in our business sector were given the necessary consideration and 
enforcement. As markets become more competitive on a global scale, most nations are relying 
more on the private sector to spur economic development.  
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Corporate governance develops into a crucial manual for assisting economic companies to use 
resources effectively, draw in low cost capital, satisfy social expectations, and enhance overall 
performance. Through accountability and openness, good corporate governance should enable 
management to act in the corporation's best interests and promote economic growth. According 
to the company, the importance of good corporate governance seems to result in greater 
shareholder value due to improved stock selection (McKinsey, 2002). According to Ganesan 
(2003), there are five main benefits of good corporate governance for an organization: (i) 
establishing and enhancing a corporation's competitive advantage; (ii) protecting shareholders' 
interests; (iii) influencing the enterprise's valuation; (iv) enabling an organization to operate 
effectively and prevent fraud; and (v) ensuring compliance with laws and regulations. Regardless 
of the company's goal, good governance makes sure that management and boards are responsible 
for all choices that affect the goal. By encouraging the efficient use of limited resources for the 
creation of the products and services that are most in demand, effective corporate governance 
will maximize the wealth of stakeholders. 

DISCUSSION 

Corporate managers must create novel tactics on the spot to adapt to shifting customer 
expectations if they are to thrive in cutthroat marketplaces. To make judgments within the 
framework of current rules, regulations, and stakeholder expectations, managers must have some 
discretion. This calls for a formalized, impartial system to oversee managerial choices, openness 
on the ownership, control, and performance of the company, as well as shareholder involvement 
in certain key choices. As a result, corporate governance may be a useful tool for monitoring and 
holding managers and boards responsible for the management of company assets. Improved 
business performance should result from this monitoring and accountability, better resource use, 
more access to lower cost capital, and enhanced responsiveness to social demands and 
expectations. Because there are so many other elements that might affect performance, corporate 
governance may not always result in better corporate performance at the level of the individual 
firm. However, it should increase the likelihood that the firm will react quickly to changes in the 
marketplace, crises, and the inevitable times of decline. It should assist decrease management 
complacency and enable managers to concentrate on enhancing company performance while 
being aware that they will be fired if they fail to meet their commitments. Corporate governance 
that is effective would lessen corruption in company transactions. Corrupt activities in business 
and political circles are fostered by bad corporate governance. Effective corporate governance 
makes it easier to spot and stop these abuses early, creating a more favorable climate for both 
local and international investors[4]–[6].  

Corporate Governance Essentials  

Corporate governance is often discussed in industrialized nations in relation to the legal 
framework intended to support economic development. Governance is viewed in the context of 
laws that acknowledge shareholders as the rightful owners of the company and call for fair 
treatment of minority and foreign shareholders; enforcement mechanisms that can be used to 
uphold these shareholder rights; securities, corporate, and bankruptcy laws to prevent bribery 
that allow corporations to change; anticorruption laws to prevent bribery and protections against 
fraud on investors; sophisticated court Developed nations are also more likely to have well-
established private sector institutions, including organizations for institutional investors, 
professional associations for directors, corporate secretaries, and managers, as well as rating 
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services, security analysts, and an advanced financial press to support best practices. The 
majority of developing and emerging market countries, like Malaysia, still need to build their 
market micro-infrastructure, which includes the institutions needed in the private sector and in 
the legal and regulatory systems, enforcement capabilities, and corporate governance systems. 
Therefore, initiatives to improve corporate governance in these countries often need to 
concentrate on the basic structure. The development of basic stock exchanges, systems for 
registering share ownership, laws enacting basic minority shareholder protection from potential 
self-dealing by corporate insiders and controlling shareholders, financial press education and 
empowerment, better audit and accounting standards, a shift in culture and laws prohibiting 
bribery and corruption as an accepted form of doing business are just a few examples of reforms 
that may be necessary[7]–[9]. 

Nations vary greatly in the cultural values that shape the development of their financial 
infrastructure and corporate governance, in addition to variances in the market micro-
infrastructure needed to properly enforce good governance practices. Due to these cultural 
variations, governance techniques must be improvised in order to accommodate local needs. 
Corporate governance, as well as the framework that underpins it, must ultimately be relevant to 
each nation's particular legal system. While some market-driven convergence of systems may be 
necessary, it must be in accordance with each country's and the private sector's requirements. 
Common characteristics of efficient governance may be discovered to allow national systems to 
attract global capital and heighten investor trust. Transparency and disclosure are fundamental 
aspects of corporate governance. Companies are expected to provide accurate and timely 
information to shareholders and the public, allowing stakeholders to make informed decisions. 
Financial reporting, including audited financial statements, plays a vital role in promoting 
transparency and trust in financial markets. 

Corporate governance practices vary across jurisdictions, and many countries have established 
codes, guidelines, and regulations to promote effective governance. These frameworks provide 
recommendations on issues such as board composition, executive compensation, risk 
management, and shareholder rights. Compliance with these standards is important for 
companies to build credibility, attract investment, and ensure regulatory compliance. The 
significance of corporate governance extends beyond the individual company. Good corporate 
governance practices contribute to the overall health and stability of financial markets, as they 
promote investor confidence, reduce the risk of fraud and misconduct, and enhance market 
integrity. Sound corporate governance practices also foster ethical behavior, social responsibility, 
and positive relationships with employees, customers, suppliers, and the broader society. While 
corporate governance frameworks provide a solid foundation, challenges persist in implementing 
effective governance practices. These challenges include ensuring independence and diversity 
within the board, aligning executive compensation with performance and long-term value 
creation, and striking a balance between short-term financial objectives and long-term 
sustainability goals. 

CONCLUSION 

In conclusion, corporate governance is an essential aspect of organizational management, 
emphasizing transparency, accountability, and ethical behavior. By adhering to its fundamental 
principles and components, companies can enhance their performance, build stakeholder 
confidence, and contribute to the overall health and stability of financial markets. Continuous 
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evaluation, improvement, and adaptation of corporate governance practices are essential to meet 
evolving business dynamics and societal expectations. 

Corporate governance is a collection of procedures, laws, and rules that affect how businesses 
are managed and administered. Corporate governance, to put it simply, is the process through 
which managers operate their companies effectively and efficiently. This essay explores the 
significance of the key concerns with corporate governance. Additionally, it discusses the critical 
components of sound governance in both developed and developing nations as well as the 
contribution of governance to increased economic efficiency. Due to the recent wave of 
corporate scandals, there has been a resurgence in interest in corporate governance both 
worldwide and in Malaysia. How vulnerable Malaysian firms are to changes in the capital 
market and how their failures are ascribed to lax corporate governance standards were made 
clear by the Asian Financial Crisis of 1997–1998. Global governments are paying close attention 
to this problem and have taken a number of steps to maintain the public's trust and confidence in 
their national financial markets. The Malaysian government has taken a number of steps to 
address governance needs, including the introduction of the Malaysian Code on Corporate 
Governance and revisions to the Bursa Malaysia Listing needs. Good corporate governance will 
assist in ensuring that appropriate and effective systems are in place that facilitate efficient use of 
limited resources to increase long-term shareholder value, in line with the general public 
expectation of fairness in business dealings, transparency in financial reporting, management 
accountability, and socially responsible corporate. 
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ABSTRACT:  

Corporate governance is a critical framework that guides the way organizations are managed, 
controlled, and operated to ensure transparency, accountability, and ethical behavior. This study 
provides an overview of corporate governance, highlighting its significance and key components. 
It discusses the principles, structures, and practices that contribute to effective corporate 
governance and its impact on organizational performance, stakeholder confidence, and long-term 
sustainability. Corporate governance encompasses a set of principles and guidelines that define 
the relationships between shareholders, management, the board of directors, and other 
stakeholders. It establishes a framework for decision-making, risk management, and the 
protection of stakeholders' interests. Key components of corporate governance include clear roles 
and responsibilities, independent oversight, transparent reporting, and mechanisms for 
accountability. The principles of corporate governance revolve around fairness, integrity, 
transparency, and responsibility. They promote ethical behavior, responsible business practices, 
and the protection of shareholders' rights. These principles guide organizations in maintaining a 
balance between the interests of various stakeholders, including shareholders, employees, 
customers, suppliers, and the broader society. 
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INTRODUCTION 

Concept of Corporate Governance 

Corporate governance refers to the laws, regulations, and rules that are put in place to ensure that 
a firm is conducted ethically and in the best interests of its shareholders and other stakeholders. It 
describes a form of government where the board of directors and top management are required to 
strictly adhere to set policies and procedures and operate the company effectively while abiding 
by legal and regulatory requirements. Senior executives are expected to take the initiative in 
leading the company. The management devised internal processes to assure adherence to the 
laws, while the rules and regulations are a component of the legal system. The focus of the 
corporate governance process is on the sincerity of the management in developing strong 
business processes and procedures and sticking to them in order to accomplish the company 
objectives since it is founded on good principles, ethics, and values. The key elements that are 
assessed to determine the caliber of corporate governance procedures are the transparency of 
company transactions and administration, the application of staff administration policies without 
prejudice, and compliance with good governance regulations. A basic level of governance is 
implied by corporate governance. Bad management practices, which are devoid of ethics and 
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values and endanger the organization's long-term viability, are basically what bad corporate 
governance refers to[1]–[3]. 

In order to foster good governance, banks should strongly prohibit greed, corruption, and 
nepotism and strongly support integrity, honesty, and transparency. They should also create a 
friendly work atmosphere. Senior bank executives often seek to follow impartial, merit-based 
business processes and administrative procedures, but influence from promoters and outside 
directors distorts the administration's impartiality and degrades the workplace atmosphere. A 
company's top management must contend with two competing forces every day, and when the 
bad forces prevail over the sound principles of governance, business tragedy results. Banks must 
operate in a suitable atmosphere if they are to adhere to ethical corporate governance principles. 
Three parties are accountable for building a framework that allows banks to act ethically when 
we speak about corporate governance in banks. The three partners that affect the environment in 
which the banks do their business are the federal or central government, the state government, 
and the bank regulator. The state government is in charge of upholding law and order and 
delivering utility services, the federal government is in charge of preserving macroeconomic 
stability, and the bank regulator is in charge of fostering the stability of the financial system.  

Since corporate governance is a collaborative process, these authorities and the financial 
institutions must work in harmony. The efficacy of the legal system in resolving individual 
concerns as well as the media's and shareholders' vigilance in reviewing management decisions 
are all significant components that support the corporate governance system. If all four 
organizations the federal government, the state government, the bank regulator, and the banks 
themselves view their respective roles in the right light and foster a climate where the interests of 
depositors, bondholders, shareholders, employees, and the government are protected, governance 
will improve. The government seeks socially fair economic development, and banks are expected 
to actively participate in it. That duty must be shared by banks, but within acceptable bounds. 
Government budgetary resources that promote economic development cannot be replaced by 
resources from the financial sector. A strong legal environment with effective enforcement 
machinery that is aware of willful violation of contracts, agreements, and other laws and 
regulations and ensures prompt remedial and punitive action will prevail if there is an 
appropriate sharing of responsibilities between the government and the banks. 

Objectives for Corporate Governance 

The main goal of corporate governance is to advance the interests of shareholders, grow the 
market value of equity, and continuously increase the company's net worth. Banks, however, act 
as financial intermediaries, and as such, their duties significantly diverge from those of other 
businesses. Banks are required by law to safeguard the interests of depositors, debt holders, and 
other money sources, therefore protecting shareholder interests cannot be the exclusive goal of 
corporate governance in these institutions. As the dominant participants in the financial system, 
banks are required to exercise all due caution in order to maintain the institution's solvency and 
advance the stability of the financial system. Therefore, protecting stakeholders other than 
shareholders will be one of the banks' corporate governance goals. One may argue that banks are 
solvent as long as the equity value is positive and the shareholders get a portion of the net profit 
as dividends on capital. In this case, the bank is in a position to pay its current depositors and 
other creditors since the market value of its assets exceeds the market value of its obligations. 
However, if risk management and accounting standards are subpar or the accounts are 
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manipulated, this positive difference between the market values of the bank's assets and 
liabilities on a given date is not a guarantee for the bank's long-term solvency. Unexpected 
effects of credit, market, and operational risks might significantly reduce the value of the bank's 
assets and revenue in a year or two and lead the bank to go into the red, which could undermine 
the bank's ability to fully remit payments to its current depositors and debt holders. Aside from 
this, a bank's long-term viability is assessed based on its ability to pay its current depositors in 
full as well as the soundness of its operating procedures and governing policies, which guarantee 
its ability to cover all potential future liabilities as they materialize. 

Banks should set up a good risk management system in order to follow sound corporate 
governance standards and safeguard the value of equity. The risk-adjusted return on capital is 
more important to consider when assessing a bank's long-term survival than the return on assets, 
which does not gauge a bank's financial health. Sound risk management methods and processes 
will aid banks in preserving asset quality and avoiding unanticipated asset value declines. Banks 
must have a strong risk management system to handle credit, market, operational, and other 
residual risks if corporate governance goals are to be successfully accomplished. 

Banks are required to set up suitable business practices, procedures, and a clear administration as 
part of their corporate governance policies. In order to address responsibility, guarantee that the 
administrative system is effective and equitable, and boost employee morale, banks should 
clearly define roles and responsibilities among the personnel. Corporate governance's primary 
goal is to reassure the bank's shareholders, depositors, and debt holders that their interests are 
protected and the institution is well-run. Another goal is to enhance brand recognition and 
establish long-term public trust in order to get simple access to the capital market and raise 
further stock[4]–[6]. 

DISCUSSION 

Foundation for Corporate Governance 

Banks must base their corporate governance practices on a set of moral and ethical standards that 
are particularly important for organizations that deal with public funds.  Explain these values, 
ethics, and principles provide steps that banks should take to improve their corporate governance 
procedures. 

Elements of Corporate Governance 

To support an efficient corporate governance structure, banks should set up the proper rules and 
processes regarding the following factors: 

1. Openness and responsibility. 
2. Ownership accountability. 
3. Efficiency of internal controls. 
4. Independence of the auditing process. 
5. Disclosure requirement. 
6. System for checks and balances. 

Objectivity and Accountability 

Transparency should be present in financial organizations in at least two areas: decision-making 
and the powers of the board of directors and senior management. The obligations of the senior 
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management and board of directors of banks are outlined in banking regulations and statutes. In 
certain nations, the boards of banks serve as advisors and deal with organizational concerns 
including worldwide growth, mergers, and acquisitions as well as policies and strategies. 
However, they do not have operational responsibility for or participate in business decisions. In 
several other nations, the boards of banks have authority over operational decisions including 
loan approval, money investment, staff advancement, and hiring. In accordance with the laws 
and regulations governing banking, banks are required to clearly define the authority of board 
members and top executives. The corporate governance process will suffer if board members 
have excessive authority and become involved in operational issues that are typically handled by 
senior executives or line management. The effectiveness of the corporate governance system will 
increase with the degree of impartiality in the division of authority between the board of 
directors and senior management. Any choices made, whether by the board or senior 
management, must be supported by a thorough due diligence procedure. The governance process 
suffers when the due diligence step is forgone. 

To comply with corporate governance criteria and make sure that the officials make choices in 
line with written policies and printed regulations, banks should preserve openness in decision-
making. Even the exceptions to the rule, which are viewed as deviations from the norm, must be 
made within predetermined bounds. Decisions made by higher authorities that are not transparent 
may lead to employee rumors that might harm the institution's image and cast doubt on the 
legitimacy of transactions. The atmosphere at work in the company could also be negatively 
impacted. Therefore, bank executives should refrain from taking business judgments on informal 
guidance, since these decisions are more hazardous, sometimes not based on merit, and do not 
adhere to corporate governance norms. 

In order to encourage accountability in corporate choices and administration, banks should 
maintain it. They should establish acceptable standards for determining culpability for decisions 
made without due deliberation or reason and implement sanctions. Many banks disregard 
accountability when unauthorized actions are taken even though they do not result in financial 
losses or other damages. Instead, they see accountability as an administrative option that should 
only be used in cases of bad decisions or motivated decisions that cause financial loss. However, 
the corporate governance system mandates that, regardless of the outcome of the activity, 
attention should be taken of acts that are not based on defined standards or norms for establishing 
responsibility. This should be the case because, although being temporally legitimate, 
dispositions to participate in illicit transactions are detrimental to the long-term health of the 
governing system. 

Ownership Responsibilities 

Individual and institutional shareholders of banks both play a critical role in advancing the 
corporate governance structure. Individual shareholders often have little interest in a bank's 
operations and don't want to voice concerns to the management that would make them nervous. 
Institutional shareholders with substantial holdings of shares are often uninterested in corporate 
issues, and even when they are, their involvement may not be in the bank's best interests in the 
long run. The opinions of the shareholders are crucial because they may function as checks on 
choices that are not merit-based, such as those regarding the compensation of directors, the 
employment of auditors, geographic growth, unprofitable company activity, or significant staff 
offenses. The goals of corporate governance, however, won't be met if the shareholders continue 
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to be inactive. Banks should establish a system for frequent communication between the board of 
directors and shareholders in order to broaden the scope of corporate governance and include the 
shareholders' wise recommendations into the development of policies and plans. If the depositors 
are uninterested in or unaware of the business of the bank, the individual and institutional owners 
are also accountable to them. 

Efficacy of Internal Controls 

An essential component of the banking industry's governance structure is the internal control 
system. The basic goal of corporate governance, the improvement of equity value, cannot be 
realized unless the control mechanism is effective in spotting and stopping adverse situations that 
might result in significant losses for a bank in time. The sensitivity of the monitoring and control 
people to preserve the integrity of the control system at all costs is more crucial than the diversity 
and widespreadness of controls. It goes without saying that having an effective framework for 
controls is crucial, but it is also important to be able to see how they are operating in order to 
assess how well they are supporting the corporate governance process. Visibility in this sense 
refers to the timely and effective application of controls to avoid financial calamities. This may 
be assessed by calculating the financial and non-financial harm that would have come from 
misbehavior that was not discovered in time and managed[7]–[9]. 

The bank should address the following concerns to demonstrate that its control system is 
thorough and efficient: 

1. Separation of roles and tasks to prevent conflicts of interest. separation between reporting 
and operational responsibilities. doing your research before making a conclusion. 

2. Monitoring carefully the correct implementation of controls. improvement of technology 
infrastructure with suitable security measures. Risk assessment and reduction for 
contracted out work. 

3. Adoption of internal auditing with a risk emphasis. financial crime avoidance. 

The board of directors, management, and several committees in charge of monitoring various 
facets of the organization's activities often make up the framework of corporate governance. 
When it comes to giving management direction, selecting and assessing managers, and ensuring 
efficient risk management and compliance, the board of directors is essential. Independent 
directors maintain the board's separation from management and provide a variety of opinions to 
the table. The implementation of strong internal controls, risk management programs, and ethical 
standards of behavior are all examples of effective corporate governance procedures. 
Compliance with legal standards, regular performance review and transparency, and financial 
reporting are also critical. Trust and transparency are promoted through effective stakeholder 
interaction, especially with shareholders and workers. 

Strong corporate governance systems assist organizations by enhancing decision-making, 
boosting investor trust, and facilitating capital access. In addition to lowering the risk of fraud 
and misbehavior, effective governance also promotes long-term sustainability. Additionally, it 
encourages a better fit between the goals of the company and the interests of its stakeholders, 
improving both performance and value generation. Effective corporate governance measures 
may be hard to develop and keep up, however. These difficulties include opposition to change, 
competing interests, complicated regulatory issues, and balancing short-term demands with long-
term sustainability objectives. To meet these issues, organizations must promote an ethical 
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culture, ensure diversity on their boards, and constantly examine and improve their governance 
procedures[10], [11]. 

CONCLUSION 

To sum up, corporate governance is an essential framework that establishes the rules and 
frameworks for efficient organizational management, responsibility, and moral conduct. 
Organizations may increase stakeholder trust, enhance decision-making, and achieve sustainable 
development by adhering to good governance standards. Corporate governance processes must 
be continuously assessed, adjusted, and improved in order to navigate the changing business 
environment and responsibly and openly satisfy stakeholder expectations. Corporate governance 
in banks refers to the rules, morals, and values put in place to ensure that the organization is 
operated ethically and in the best interests of shareholders, customers, and other stakeholders. As 
a communal effort, corporate governance culture has to spread to the lowest echelons of the bank 
administration. 
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ABSTRACT:  

The independence of the audit system is a fundamental pillar of the financial reporting process, 
ensuring the reliability and credibility of financial statements. This study provides an overview 
of the independence of the audit system, highlighting its significance, key principles, and 
potential challenges. It discusses the role of independent auditors, the importance of impartiality, 
and the benefits of maintaining a robust and unbiased audit system. The independence of the 
audit system refers to the impartiality and objectivity of auditors in conducting their assessments 
of an organization's financial statements. Independent auditors are external professionals who are 
free from any conflicts of interest or undue influence that could compromise their judgment and 
integrity. Their primary responsibility is to provide an unbiased and objective opinion on the 
accuracy and fairness of financial information. Key principles of audit independence include the 
independence in appearance and independence in fact. Independence in appearance refers to the 
perception of external stakeholders that auditors are free from any bias or influence that could 
compromise their objectivity. Independence in fact refers to the actual absence of conflicts of 
interest or undue influence that may impair an auditor's judgment. Both principles are essential to 
maintain the credibility and trustworthiness of the audit process. 

KEYWORDS:    
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INTRODUCTION 

Maintaining the integrity of corporate governance standards requires the availability of a setting 
where auditors may carry out their duties independently. The bank management should provide 
the internal auditors entire flexibility, keep a safe distance from the audit's targets, and stop 
dictating the audit's methodology and level of scrutiny. In banking firms, there are two levels of 
auditing; the first level involves internal audit teams auditing branch offices, portfolios, and 
business lines, and the second level involves external auditors who are trained chartered 
accountants auditing yearly accounts. While external audit certifies that the accounts represent 
the genuine financial situation of the bank and the management reports expose the true affairs, 
internal audit concentrates on compliance with internal norms and regulations. Despite the fact 
that banks have a separate audit committee of the board made up of independent members, which 
is responsible for supervising the internal audit function and preserving the integrity of the audit, 
the independence of internal auditors is often compromised for a variety of reasons. The quality 
of external audit is also compromised if there is a connection between management and the 
auditors. Corporate governance suffers when management interferes with the obligations and 
freedom of internal or external auditors or undermines the quality of external audit[1]–[3]. 
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As representatives of shareholders, depositors, bank regulators, and supervisors, external auditors 
cannot limit their attention to the correctness of the accounts and adherence to accounting rules. 
Bank auditing is a holy profession, and bank auditors have a specific role in defending the 
interests of depositors. As a result, the external auditor must not only remark on the bank's 
current situation but also shed light on the effectiveness of management policies, plans, and 
corporate governance procedures. In order to guarantee the security of the depositors' money 
over the short and long periods, external auditors should assess the policies, processes, and 
practices as well as the methods of operation. The independence of auditors to uphold 
professional standards is necessary for the promotion of corporate governance in banks. 

The potential formation of conflicts of interest between the auditing duty and consultant 
assignment is a cause for worry. Large audit companies employ specialists with a variety of skills 
and expertise, and they also provide consulting services in addition to auditing. In order to 
perform an audit for the assessment of systems and processes such the risk management system, 
internal control system, management information system, systems audit, and credit rating 
system, external audit companies often take consulting assignments from banks. In exchange for 
a consulting assignment in the post-audit phase, the bank management may persuade the external 
auditors to temper their criticism of the audit results. This kind of behavior is against company 
governance guidelines and has serious drawbacks. 

Disclosure Requirement 

Disclosure is a powerful tool used in banking institutions to safeguard the integrity of the nation's 
financial system and corporate governance framework. The inability of business management to 
adhere to corporate governance standards of behavior was one of the major factors that led to the 
systemic crisis in the US. Due to the institutions' poor corporate governance processes, the banks 
were exposed to significant risks from interbank transactions due to a lack of transparency and 
disclosure over the amount of their engagement in dangerous credit default swap derivatives and 
subprime mortgages. The Companies Act has made it mandatory for the board of directors in the 
majority of countries to disclose in the annual report and the statement of accounts the status of 
compliance with the corporate governance codes and to provide an explanation for any 
exceptions or deviations. The company laws also include provisions for the imposition of fines 
and penalties for failure to comply with the codes of good practices. These harsh penalties have, 
in large part, forced businesses to create corporate governance rules and adhere to minimal 
governance requirements. The less important information is protected from being withheld for 
reasons of materiality or secrecy, and the more disclosure is spread out, the harder it is for the 
directors to engage in unethical behavior. 

A framework for disclosure has been established by the New Basel Capital Accord, which 
mandates that banks publish a minimum amount of data on risk exposure, risk management 
practices, and capital adequacy evaluation. The Third Pillar of the New Accord's disclosure 
criteria is thorough and has reduced banks' propensity to hide crucial information. Banks will 
now need to specify what constitutes a significant disclosure and what is not, as well as adhere to 
a set of minimum qualitative and quantitative disclosure requirements. The New Accord's 
prescription for basic transparency standards has made it more likely that corporate governance 
processes in banks would be improved. Banks must make significant disclosures, some of which 
are regulated and delicate in nature since they are the caretakers of public funds. The disclosures 
involve delicate topics such the amount and movement of nonperforming loans and advances as 
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well as provisions against identified loan losses. They also cover the status of related party 
lending, exposure to the capital market, and exposure to the real estate industry. The disclosures 
preserve the financial institutions' long-term solvency by limiting excessive exposure to high-risk 
and vulnerable regions. The disclosure standards aim to significantly boost the corporate 
governance process[4]–[6]. 

Suitable Business Environment 

It is incorrect to assess the performance of banks' governance in isolation without taking into 
consideration the commercial restrictions they must contend with since banks function in a 
sociopolitical setting. They suffer as a result of the weak legal system and the lack of 
enforcement tools to help them prosecute criminal cases or collect on judgment debts. The 
corporate governance process is significantly influenced by the business environment in the case 
of banking organizations. The legal system, worldwide best practices, and rules and regulations 
all have a role in the business climate. First and foremost, the nation should have banking-
specific rules and regulations that are effective at promoting corporate governance, 
comprehensive, and in line with international norms. The laws and the regulations made in 
accordance with the laws should have measures that, on the one hand, prohibit the abuse of 
power and, on the other, ensure openness and accountability. It has been discovered that the 
regulation in nations where self-regulation in the financial sector is the norm is insufficient and 
inefficient. Due to lax regulatory requirements, the directors and top management may 
participate in unethical and unfair banking activities, as was shown during the U.S. financial 
crisis of 2007. In order to safeguard the interests of depositors, shareholders, and other 
stakeholders, it is crucial for the bank regulator to lay out a uniform set of rules, controls, and 
disclosures for banks to adhere to. 

The second issue is a lack of knowledge on the finest accounting and regulatory procedures used 
by banks worldwide. It is the duty of the nation's central bank or bank regulatory/supervision 
body to draft rules that are compliant with global best practices. Strong rules and accepted 
accounting procedures should be implemented, and banks should be made aware of any 
governance system flaws and risk management system weaknesses that have been found by 
examiners during bank inspections. However, supervisory authorities shouldn't become involved 
with operational matters; such should be handled by the bankers' association, auditors, expert 
committees, or boards of the banks. 

Thirdly, many nations lack proper legislative frameworks to safeguard financial institutions' 
interests. If the legal system is weak and fails to instill instinctive respect for the law and fear of 
penalty for breaking the law, the corporate governance process will suffer. Both the legal system 
and the timing of court rulings must be effective. The tendency to break laws and regulations will 
continue, and the environment will taint the governance system, unless the court's decision for 
redress of complaints is swift. It is essential that the legal system functions well and that the 
enforcement agencies remain vigilant in order to quickly identify anomalies and take corrective 
action. Dereliction of duty and criminal activity are prevented by a vigilant enforcement 
apparatus. The government, the central bank, the supervisory authority, the securities regulator, 
the stock exchange, the insurance regulator, the court, and the enforcement apparatus must all 
play their respective supporting roles for the corporate governance system in banks to be 
successful. 
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DISCUSSION 

Corporate Responsibility in Banks 

In order to build an efficient corporate governance process in any organization, but especially in 
financial institutions, the board's suitable structure, its role's clarity, and the board members' 
activities' visibility are all essential. The board is heavily involved in the operations of the bank, 
hence working as a board demands much greater cohesion. Any decision made by board 
members that affects the security of public funds has a certain amount of risk. To maintain the 
integrity of the corporate governance process, the bank directors must carry out certain duties 
and adhere to specified rules of behavior. The duties and responsibilities of the board members 
and the senior management must also be clearly defined. These topics are covered in this section. 

Bank Specific Requirements 

Banks should have unique elements in their corporate governance model since, in contrast to 
other corporate entities, they deal with public funds. They have specific benefits because, 
although having a limited equity basis, they may generate significant sums of public funds via 
deposits and debt instruments. Except for the need to keep minimum regulatory capital against 
hazardous assets and economic capital to cover significant losses from risks, there is no 
predetermined debt-to-equity ratio for banks. The trust of depositors is negatively impacted by 
poorly managed banks, which also enhance systemic vulnerability and damage the payment and 
settlement systems. Bank failures are caused by bad corporate governance, thus restoring public 
trust in the financial system is very important for the government and the central bank. As it is a 
communal activity, corporate governance culture must spread to the lowest echelons of the bank 
administration. The development of solid risk management policies and strategies by the board 
of directors, as well as their execution and oversight by senior management, are key components 
of corporate governance in banks. However, bank management often falls into complacency and 
makes concessions to the risk management requirements. They assume that the Deposit 
Insurance Corporation and, ultimately, the government, which does not want a bank to collapse 
and disrupt the financial system, will defend the interests of depositors in considerable measure. 
Since they believe that the statutory supervisor is responsible for identifying weaknesses in 
managerial procedures and safeguarding the organization's solvency, the bank management finds 
some solace in the oversight provided by the supervisory body. However, there are a few 
significant concerns with the board of directors and senior management that are described below 
and have an impact on the level of corporate governance in banks. 

The Board of Directors' structure 

A diversified board of directors with members from various academic subjects and economic 
sectors is more suited to enhancing the standard of corporate governance. The Banking 
Regulation Act typically specifies how bank boards should be organized to achieve diversity of 
expertise and requires that board members possess the necessary academic qualifications as well 
as knowledge of the commercial, industrial, and trade policies and practices that are relevant to 
banks. A sound board is more effectively created by a cross section of individuals from various 
backgrounds, including economists, financial experts, engineers, chartered accountants, 
industrialists, farmers, and information technology specialists. It is advantageous if some of the 
board members are knowledgeable with global risk management and accounting standards as 
well as international banking laws. 
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Bank boards are made up of nonofficial directors who just attend board and committee meetings 
and official directors like the managing director and executive directors. To ensure objectivity in 
decision-making and prevent conflicts of interest, the board should have a balance between the 
number of full-time in-house directors and outside directors, as well as wide participation from a 
variety of expertise domains. Merit-based governance is more likely to occur in a setting where 
the majority of the board members are chosen or elected on the basis of their qualifications rather 
than their ties to the bank's owners. Promoting shareholders' interests and safeguarding 
depositors' money may be accomplished by striking the right balance between internal directors 
and independent professional directors. However, if the independent or outside board members 
keep silent throughout the debates in board and committee sessions, the quality of governance 
would deteriorate. To increase the knowledge of outside board members with banking practices 
and procedures, particularly risk management systems, banks could host training sessions. This 
kind of session is likely to increase their interest in how the bank operates, give them confidence, 
and encourage them to actively participate in board and committee meetings. 

Board members' and senior management's relationship 

One key factor that affects the corporate governance standards in banks is the dynamic between 
the board members and top management. Good governance requires a clear separation of duties 
between board members and top executives as well as the growth of mutual respect and trust 
between them. The corporate governance process is tainted by the board members' abuse of 
senior management's authority. In a perfect world, senior management would act as the 
implementing authority while board members would act as the policy-making and supervisory 
authority[7]–[9]. 

Multiple Directorships Problem 

Bank board members often serve as members of internal directors' committees such the audit 
committee, pay committee, and recruiting committee in addition to holding directorships in other 
corporations. The quality of governance will worsen if bank directors are simultaneously 
responsible for several firms and internal committees because they cannot give the bank's issues 
the attention they need. To prevent overlap in responsibilities and conflicts of interest, banks 
should set reasonable restrictions on the total number of businesses a director may serve on as a 
director as well as the number of committees on which he or she may serve. 

Board of Directors' accountability and responsibility 

According to the Companies Act, directors of corporations must use due diligence to protect the 
interests of the shareholders and fulfill their fiduciary obligations, which include the duty of care 
and the duty of loyalty. Directors of nonbank companies typically take care to safeguard the 
interests of the shareholders, but directors of banks are expected to go above and beyond the call 
of duty to safeguard the interests of depositors, bondholders, and shareholders as well. Both 
official and unofficial bank directors are jointly responsible for making sure that business 
operations are secure and that solvency is not in danger. The board must create the proper checks 
and balances to protect against forces who want to take unjustified control of the bank. 

The Basel Committee on Banking Supervision has provided detailed guidelines on "sound 
corporate governance principles" in the document titled "Enhancing Corporate Governance for 
Banking Organizations." The Committee has recommended certain principles to be followed by 
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banks in order to improve the quality of the governance process. Based on these principles, the 
board of directors' accountability and responsibilities are briefly described here: 

1. For both themselves and the senior management throughout the business, the board 
should establish and enforce clear lines of duty and accountability. There shouldn't be any 
unclear, conflicting, or numerous lines of duty. 

2. The board should establish clear corporate rules and strategies that can be used to assess 
both the performance of the organization as a whole and the individual contributions of 
each member. 

3. The board should be aware of its role in supervision and make sure top management is 
being overseen properly. 

4. The board should prevent conflicts of interest in their activities and commitments to other 
organizations, advocate sensible procedures, and provide objective counsel. 

5. The board and senior management should meet often to discuss and adopt policies and 
track progress. However, it shouldn't take part in the bank's daily management. 

6. The board should establish corporate standards, behavior codes, and other guidelines and 
make sure they are followed. 

The advantages of keeping an independent audit system are many. By giving stakeholders like 
investors, creditors, and regulatory agencies certainty, it improves the validity and 
trustworthiness of financial statements. In order to protect the interests of shareholders and the 
general public, independent auditors may spot and report financial irregularities, fraud, or non-
compliance with legislation. As a result of the audit system's independence, investors and 
economic development are made possible in the capital markets. There are several potential 
threats to the audit system's independence. Some of the elements that may jeopardize 
independence include pressure from management, conflicts of interest, financial ties, and the 
supply of non-audit services by audit firms to their audit customers. To lessen these difficulties 
and strengthen audit independence, regulatory agencies and professional accounting 
organizations set regulations and standards. These regulations call for the rotation of audit firms, 
a ban on non-audit services, and independent auditor reporting requirements [10]. 

 

CONCLUSION 

It takes dedication from auditors, audit firms, regulators, and the larger business community to 
address issues with audit independence. Organizations need to place a high priority on 
independence and create a culture that encourages moral conduct, professionalism, and 
impartiality. Regulators must ensure audit firms maintain the highest standards of integrity and 
independence by enforcing and monitoring compliance with the criteria for independence. In 
conclusion, a key component in maintaining the accuracy and legitimacy of financial reporting is 
the audit system's independence. Independent auditors are essential for giving stakeholders 
certainty and preserving public confidence in the financial system. The integrity and efficacy of 
the audit system must be maintained by adhering to the principles of independence in fact and 
appearance. To preserve trust in the financial reporting process, ongoing efforts to rectify issues 
and increase audit independence are required. 
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ABSTRACT:  

The role of the board of directors and senior executives in risk management is crucial for 
ensuring the long-term success and sustainability of organizations. This study provides an 
overview of the responsibilities and contributions of the board of directors and senior executives 
in effective risk management. It explores their key roles in setting the risk appetite, establishing a 
robust risk management framework, and promoting a risk-aware culture throughout the 
organization. The board of directors holds the ultimate responsibility for overseeing risk 
management within an organization. Its primary role is to provide strategic guidance and 
direction while ensuring that risks are identified, assessed, and appropriately managed. The board 
sets the risk appetite, which defines the level of risk the organization is willing to accept in 
pursuit of its objectives. It plays a critical role in defining the organization's risk tolerance and 
ensuring that risk-taking aligns with the organization's overall strategy and objectives. Senior 
executives, including the CEO and other members of top management, are responsible for 
implementing the board's risk management directives and ensuring their integration into the 
organization's operations. They establish a robust risk management framework that includes 
policies, procedures, and control mechanisms to identify, assess, monitor, and mitigate risks. 
Senior executives are accountable for embedding risk management practices into the day-to-day 
activities of the organization and fostering a culture that values risk awareness and 
accountability. 
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INTRODUCTION 

The most important activity in banking companies is risk management since an effective system 
reduces losses brought on by risks taken on by the bank, increasing equity value and 
safeguarding depositor interests. The board of directors is ultimately responsible for determining 
the company's risk appetite and risk tolerance levels, developing the best risk management 
policies and strategies, and approving the instruments and methods used to quantify, monitor, and 
manage risk. The New Basel Capital Accord has placed a strong emphasis on the board's 
responsibility for creating a suitable risk management structure. The latter must adopt a risk-
return balancing strategy and concentrate on the capital return after accounting for risk. In order 
to safeguard the interests of shareholders and other stakeholders, the corporate governance 
process mandates that the boards of banks take into account a number of crucial balance sheet 
management problems. The board should be aware that risk management and balance sheet 
management are closely related, and that expanding the balance sheet would need more capital to 
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meet the risk profile of new assets. The board of directors and senior management must actively 
engage in the risk management process in order to face the demands of corporate governance. In 
the section that follows, their distinct roles are briefly discussed. The board of directors and top 
management work closely together to monitor risks and make decisions. Regular communication 
channels that enable the exchange of risk information, updates on risk mitigation activities, and 
discussion of developing issues include board meetings and management reports. Senior 
executives provide thorough and timely risk reports to the board, facilitating informed decision-
making and guaranteeing that risk-related problems get the attention and resources they need[1]–
[3]. 

Function of the Board 

1. To describe the risk management philosophies and appetite of the bank. to accept 
guidelines and plans for handling and accepting risks. 

2. To engage in activities that are consistent with the bank's strength. 
3. To establish responsible upper limits on credit risk, market risk, and operational risk 

throughout the whole bank, as well as to assess compliance. 
4. To obtain and examine papers outlining the scope and severity of the bank's risks. 
5. To provide the method for determining capital adequacy approval. 
6. To divide capital among credit, operational, market, and other residual risks. 
7. To accept internal models for counterparty credit risk assessment. to approve techniques 

and methods for risk assessment. 
8. To comprehend management reports on rating system functioning and the bank's 

counterparty rating system. 
9. To periodically examine and adjust risk exposure levels. 
10. To make sure that risk limitations are in line with the state of the market and company 

plans. 
11. Should be aware of any extra dangers posed by novel goods or activities. to establish a 

thorough and exact reporting system. 
12. To guarantee that the reporting system includes information on risk exposure for all 

locations and business models. 

Senior Executives' Function 

1. To establish business strategies that adhere to predetermined risk boundaries. to establish 
policies, frameworks, and processes for managing the bank's operations. 

2. To keep an eye on how the operational environment is changing and to put risk-reduction 
measures in place. 

3. Must make sure that the operational team is knowledgeable enough to comprehend risk 
boundaries and work within them. 

4. To guarantee that methods for risk identification and risk management are in place when 
new endeavors and goods are presented. 

5. To place qualified employees in a risk management role. 
6. To ensure that staff members maintain intellectual integrity and honesty. 
7. To keep an eye on the day-to-day operations of the business line leaders, risk managers, 

and risk control officers. 
8. To verify that the rating system is working effectively by understanding the counterparty 

rating system's architecture and functioning. 
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9. To conduct a regular assessment of the rating process and address any issues that are 
discovered. 

10. Must notify the board of significant modifications to the risk rating methodology. 
11. To make sure that the functioning of the rating system is a crucial component of the board 

reporting system. 
12. Should disclose to the board any significant components of operational, market, and 

credit concerns. 
13. In order to set standards for responsibility inside the company. 

Moving Banks Toward Better Corporate Governance 

A robust corporate governance structure in banks cannot be pursued due to several outstanding 
difficulties. The corporate governance process will improve if these challenges, which were 
briefly described below, are resolved.  

Creating Long-Term Corporate Objectives 

Banks often don't consider about long-term company objectives and instead focus on the 
expansion of their yearly revenue and profit. Annual plans provide a summary of the company 
priorities and strategies to be used throughout the year. They often include goals for profit 
development, the use of cash, and the mobilization of resources, as well as suggestions for 
opening additional offices. Banks fail to define their medium- and long-term objectives clearly, 
envision the kind of commercial operations they wish to specialize in, and align their yearly 
plans with the accomplishment of their longer-term objectives. For instance, a bank's business 
emphasis and business strategies presented via the yearly plans must support its long-term aim of 
becoming a wholesale banking specialist. Therefore, banks should clearly define their long-term 
objectives and develop short, medium, and long-term plans that are in line with those objectives. 
In accordance with their long-term objectives, they should create a road map for company 
development, activity expansion, and geographic expansion and publish their intentions to the 
shareholders and the bank regulator/supervisor[4]–[6]. 

Choosing the Board of Directors for the Bank 

Banks should use a suitable due diligence procedure when choosing the members of their boards. 
For banks to be required to nominate qualified individuals to the board, the Banking Regulation 
Act must include specific requirements. Political factors are taken into account during the 
selection process at government-owned banks, when the procedure is conventional and not 
merit-based. The government should develop an open and responsible procedure for the 
designation of qualified individuals in institutions that it completely owns. A proportional 
number of independent directors should be chosen by the private shareholders to the board in 
lieu of government-nominated directors in banks where institutions and the general public hold 
equity. If companies and institutions own a significant amount of private equity instead of 
people, effort must be taken to ensure that the individuals they designate for the board of 
directors meet the fit and appropriate standard. The bank supervisor's assistance may be 
necessary in banks that are wholly owned by private shareholders to guarantee that academic 
performance, social background, and professionalism are given fair consideration in the election 
or nomination of directors to their boards. 
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Enhancing the Judicial Process 

The court system urgently needs to be improved in order to speed up the determination of cases 
involving the recovery of bank debts from failed loans and financial embezzlement. Typically, 
borrowers use dilatory strategies, taking advantage of gaps in the law that prolong court cases 
and postpone the court's delivery of decision. Additionally, even after receiving a court order, 
banks find it difficult to carry it out owing to the lack of an effective enforcement mechanism, 
which negatively impacts the likelihood of a recovery. Not all jurisdictions have special courts 
for swiftly resolving bankruptcy and insolvency issues. 

DISCUSSION 

Despite being legal specialists, judges may not be familiar with banking operations and processes 
or fraud modi operandi, which causes court proceedings to go longer than necessary. The 
government and banks might work together to provide seminars for judges to get acquainted with 
banking practices and processes that may be helpful for the swift settlement of bank matters. A 
platform for accelerating the court process will be established by workshops for judges that 
involve an exchange of experiences on the stalling strategies used by uncooperative borrowers 
and the methods used by criminals engaged in money laundering, fraud, and the theft of 
valuables and assets. The goals of corporate governance are to protect the interests of depositors 
and shareholders while also facilitating the prompt recovery of bank debts for use in the 
economy. For successful decree implementation, an effective court system supported by an 
equally effective enforcement apparatus is required. 

Existence of Dispute Resolution Equipment 

Examining the options shareholders and clients of the bank have for resolving legitimate 
complaints is important for evaluating the effectiveness of corporate governance. The most 
frequent complaints that shareholders have against banks are that they do not promptly send 
invitations to the annual general meeting, register names on market purchases of shares, send 
annual reports and other information regarding company resolutions, or pay declared dividends. 
Customers also have a variety of complaints, such as bad counter service, delays in issuing 
duplicate checks for lost drafts, money being taken from accounts, private information being 
revealed to other parties, etc. A crucial aspect of corporate governance is the level of customer 
service provided by banks. The government, the bank regulator, and the bank itself are all 
concerned with protecting individual shareholders who own modest quantities of shares and 
consumers who have small sums of deposits. Additionally, banks are required to defend the 
rights of customers who use their services. If the complaints of specific shareholders and 
consumers are not handled and resolved in a timely manner, corporate governance cannot be said 
to be successful. Banks must consequently have effective systems for resolving shareholder and 
consumer complaints. 

Creating a System of Preventive Vigilance 

Misuse of financial authority has the potential to cause banks to suffer substantial losses that 
might seriously harm their financial situation. They must put in place a system of oversight to 
stop employees from abusing their authority or collaborating with other parties to commit fraud. 
In order to monitor financial power abuse and deviations from established systems and 
procedures, banks should set up an administrative unit that will act as a vigilance body. This unit 
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will identify suspicious transactions from audit reports and other control returns and evaluate the 
seriousness of the offenses before launching disciplinary actions. Sometimes it is necessary for 
the vigilance unit to examine dubious transactions directly after they are brought to its attention 
via anonymous written complaints or phone calls. The governance process will become 
corrupted in the absence of vigilance equipment to quickly identify anomalies and implement 
disciplinary actions and punishments. To avoid creating unrest among the workers that lowers 
their morale and obstructs the expansion of the company, banks should set up a distinct vigilance 
cell or department and describe the way in which the vigilance machinery will operate. The 
vigilance unit should reassure the personnel that its mission is to maintain and advance honesty 
and integrity in all commercial dealings involving the bank. 

Positive Attitude Towards Money Laundering 

The movement of illicit funds used to fund terrorism and other criminal activity goes via banks. 
Every nation has strict anti-money laundering regulations that mandate banks form connections 
with new clients through the "Know Your Customer" process. Banks have a duty to diligently 
fulfill anti-money laundering laws and regulations in order to serve the interests of the country 
and their own businesses. The anti-money laundering rules place a strong emphasis on finding 
questionable transactions and reporting them to the appropriate authorities. However, banks often 
fail to take anti-money laundering regulations seriously, either because they are unfamiliar with 
the processes or because they lack the knowledge to identify suspicious transactions. To identify 
suspicious transactions, it is crucial to raise public awareness of the dangers of money laundering 
and to improve knowledge of anti-money laundering laws and dealing practices. A proactive 
corporate governance system is shown by suitable anti-money laundering behavior. 

Avoiding Abuse of Autonomy 

To ensure an impartial governance process, external authorities must refrain from interfering 
with corporate management. Banks abhor intervention in their internal issues and desire 
autonomy in their management and operations. However, it is anticipated that government and 
bank regulator noninterference won't result in a circumstance where the bank's activities become 
exposed and cronyism and inefficiency spread across the company. Where banks have the status 
of independent entities, merit- and value-based management and rigorous adherence to laws and 
regulations are important. The financial system may experience major issues if banks are given 
complete autonomy without having adequate procedures in place for monitoring, vigilance, and 
reporting. While excessive regulation and control by the government and the bank regulatory 
authority pose challenges for banks, doing so might harm such institutions. In order to support 
the housing mortgage finance market, regulatory requirements were loosened before the US 
financial crisis began. However, supervisory control and oversight were not tightened in order to 
keep track of the risk profiles of systemically large financial institutions, which ultimately caused 
the systemic crisis. A severe violation of the corporate governance regulations is the misuse of 
autonomous powers[7]–[9]. 

Organizations gain a lot from the board's and senior executives' effective risk management. It 
improves the organization's capacity to see opportunities, grab them, and successfully manage 
uncertainty while defending itself from possible dangers. By displaying a dedication to effective 
risk management methods, it increases stakeholder trust, including that of shareholders, workers, 
clients, and regulators. As it aids companies in developing resilience, adapting to changing 
circumstances, and making choices that are in line with their strategic goals, effective risk 



 

93 A Fundamental Study of Risk Management of Commercial Bank 

management also promotes long-term sustainability. Striking the correct balance between risk-
taking and risk avoidance, integrating risk management techniques into the organization's 
culture, and staying on top of changing hazards and regulatory requirements are all difficulties in 
carrying out the board's and senior executives' responsibilities in risk management. It calls for a 
proactive, adaptable strategy, ongoing learning, and a dedication to making risk management an 
integral part of corporate governance[10], [11]. 

CONCLUSION 

To allow banks to adhere to good corporate governance norms, the government and bank 
regulator should provide the proper atmosphere. Corporate governance in financial institutions 
cannot be solely centered on safeguarding shareholder interests. The roles that banks play as 
financial intermediaries are significantly different from those of other businesses. In addition to 
the interests of the shareholders and the government, they are required by law to defend the 
interests of depositors, debt holders, and other fund providers. To show their commitment to 
upholding corporate governance codes, ethics, and values, banks should always be transparent in 
their decision-making, create accountability for wrongdoing, support an independent audit 
system and effective control framework, and set up a grievance redress mechanism to investigate 
customer and shareholder complaints. Since the shareholders' opinions serve as checks and 
balances in the governance structure, banks should set up frequent interactions between the board 
and them. In the annual report and the statement of accounts, banks should provide thorough 
disclosures about their financial situation and other affairs, the status of compliance with 
corporate governance regulations, and the causes of exceptions and deviations. It becomes harder 
for management to engage in unethical behavior and undermine the corporate governance 
process the more thorough the disclosure requirement is. Since banks deal with public funds, 
their corporate governance model should be unique in terms of the makeup of the board of 
directors, the specific responsibilities of each member, and the requirements for operational and 
administrative standards. In order to safeguard the interests of depositors and the value of the 
stock via minimizing risk-related losses, banks should have an effective risk management 
system. The board of directors and top executives, in particular, play crucial roles in risk 
management by providing leadership, supervision, and direction to guarantee efficient risk 
attribution, evaluation, and mitigation. The accomplishment of company goals and guaranteeing 
long-term success depend on their cooperation and dedication to creating a strong risk 
management framework and cultivating a risk-aware culture. Boards and senior executives 
support their firms' resilience, sustainability, and stakeholder trust by accepting their duties and 
adopting good risk management strategies. 
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ABSTRACT:  

Two notable occurrences that had a profound impact on the world economy were the Asian 
financial crisis of 1997 and the American financial crisis of 2008. The fundamental drivers, 
systemic vulnerabilities, and ensuing economic, social, and political repercussions of these 
financial crises are highlighted in this paper, which offers a general overview of their origins and 
effects. A number of reasons, including excessive borrowing, lax financial regulation, currency 
pegs, and speculative investments, led to the Asian financial crisis. Numerous currency 
devaluations, stock market crashes, and economic downturns were caused by unmanageable debt 
levels, weak banking institutions, and speculative currency assaults in various Asian nations. The 
financial crisis revealed systemic flaws, a lack of transparency, and insufficient risk management 
procedures. In contrast, a housing market bubble that was stoked by loose lending rules, the 
securitization of mortgage loans, and sophisticated financial derivatives was the root cause of the 
2008 U.S. financial crisis. Subprime mortgage defaults contributed to a severe credit crunch, 
bank failures, and a severe recession, which were all brought on by excessive leverage and 
interconnections within the global financial system. The crisis revealed flaws in corporate 
governance, regulatory monitoring, and risk assessment procedures. 
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INTRODUCTION 

The financial crises that happened in Southeast Asian nations in 1997 and the United States from 
2006 to 2008 revealed that the risk assessment methods and rules that were in place to regulate 
financial operations were insufficient. The financial crisis showed that banks' standard risk 
assessment guidelines were insufficient because they failed to effectively account for systemic 
and contagion risks as well as risks from specific credible occurrences. The crises gave risk 
assessment processes and procedures a new dimension as it became clear that significant risk 
may occur because of the intimate ties that exist between global financial markets and 
economies. The bank's risk assessment procedure must thus take into account the contagion and 
domino impacts of risk events that may occur in both developed and developing nations. Due to 
a significant inflow of short-term foreign funds and the use of novel financial and derivative 
instruments to fuel the credit boom, banks were found to have improperly assessed and measured 
the risk that can result from an excessive acceleration of credit in order to increase economic 
growth. This failure was made clear by the financial crises. The crises made it clear that there are 
deficiencies in the supervision of financial institutions and the framework for regulating financial 
activity[1]–[3]. 



 

96 A Fundamental Study of Risk Management of Commercial Bank 

Causes and Effects of The Asian Financial Crisis 

During the first part of the 1990s, Southeast Asian nations saw an investment boom that 
accelerated economic expansion in a few carefully chosen areas. The majority of its funding 
came from short-term foreign investments, mostly in U.S. dollars, which put the local financial 
institutions and private companies at considerable exchange risk. The money was mostly used to 
construct residential and commercial real estate in Thailand and Hong Kong as well as in a few 
particular sectors in Malaysia, Korea, and Indonesia. Because the asset price in the real estate 
sector is often unstable and the output price in companies that are export-oriented is heavily 
reliant on ongoing export demand, the loan boom exposed the financial institutions to increased 
risk. As private businesses and financial institutions had unfettered access to borrowing money 
directly from foreign banks to finance their investments, the systemic risk to the financial sector 
rose. The investment boom produced surplus capacity, which in turn caused a drop in the value 
of real estate and industrial production, which severely reduced borrowers' income and ability to 
pay back institutional loans. 

The Asian financial crisis began in Thailand in the first quarter of 1997, initially as a result of the 
inability of real estate developers to repay loans to financial institutions as a result of falling real 
estate values, and then as a result of the ensuing devaluation of the Thai baht. The Thai baht's 
value versus the US dollar significantly decreased as a consequence of Thailand's switch to a 
floating exchange rate regime in July 1997, significantly raising the burden of local currency 
debt for borrowers. The decline in real estate values and the weakening of the baht made it 
difficult for Thai financial institutions and other corporate entities to pay back their loans to 
creditors, especially those with dollar values. The unexpected rise in demand for the U.S. dollar 
to pay off foreign currency debts combined with speculative trading in it in advance of the local 
currency's depreciation put enormous pressure on the exchange rate. Large-scale defaults 
resulted from the considerable decline in the value of native currency relative to the U.S. dollar, 
which correspondingly increased the repayment requirements of borrowers. The local currencies 
of the other nations in the area were adversely affected by the depreciation of the Thai baht. The 
Malaysian ringgit, Philippine peso, and Indonesian rupiah all witnessed significant depreciation 
in the first phase, while in the second phase, the South Korean won, Singaporean dollar, and 
Hong Kong dollar also saw pressure on their exchange rates. The financial and economic crisis 
was brought on by the foreign exchange issues in these nations. The nations saw a steep decline 
in the value of their currencies, a significant drop in the price of stocks and other assets, a 
slowdown in the economy, and a decline in gross domestic product. 

DISCUSSION 

The Risks Associated With The Asian Financial Crisis 

Due to the interdependence of the regional and global financial markets, the Asian financial 
crisis made clear that financial institutions are exposed to increased risks when big inflows of 
foreign money are used to fuel economic development. The following extra risks applied to 
banks and other lending organizations. 

Infection Risk 

The financial crisis showed how a lack of foreign currency in one financial market has an impact 
on the exchange rates of foreign currencies in other financial markets in the region, forcing those 
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countries to devalue their currencies, which significantly reduces borrowers' ability to repay their 
debt and causes them to default on their debt obligations to foreign investors and institutional 
lenders. To determine the type of exposures in terms of direct lending, investment in financial 
instruments, and activities of financial subsidiaries, banks must also identify the important 
foreign lenders and investors in their nations and the area.  

Other currencies in the area significantly depreciated as a consequence of the currency 
devaluation in Thailand in 1997, which had a cascading impact on their values. Local borrowers' 
repayment obligations were significantly increased as a result of the currency devaluation, which 
in turn caused widespread defaults and the buildup of nonperforming assets at the credit 
institutions that caused some of them to become insolvent and liquidate. In determining the risk, 
banks must consider the economic situation, the brittleness and vulnerability of the financial 
systems of the nations that are pertinent to their operating environment, as well as the potential 
for adverse developments to have a domino effect and a cascading effect on other risks. Banks 
must carefully consider the financial and trade ties with the United States, evaluate the impact of 
negative developments in the United States on the local financial sector, and be aware of any 
additional risk that may emerge if the country is dependent on the U.S. markets for exports, the 
exchange rate is aligned to the U.S. dollar or a basket of currencies dominated by the dollar, and 
the financial exposures are primarily in dollars[4]–[6]. 

Risk of Credit Concentration 

The 1990s saw an increase in investment in Southeast Asian countries, although it was mostly 
focused on the commercial and residential real estate markets in Thailand and Hong Kong, as 
well as a few carefully chosen industries in Malaysia, South Korea, and Indonesia. The 
investments were funded by sizable bank and financial institution borrowings that included 
international capital. Evidently, banks did not make reasonable predictions of demand for the real 
estate and industrial production. As a result, there was soon an excess of capacity in the relevant 
industries, which significantly decreased the prices of real estate and industrial output, which in 
turn had an impact on stock prices. Credit risk for banks and other financial institutions rose due 
to credit concentration in certain sectors and industries and lax lending rules, which eventually 
led to more defaults and massive bad debts. Regardless of the circumstances that cause loans to 
become concentrated, banks should be aware of the potential for greater credit risk. 

Credit Risk Driven by Market Risk 

Due to a lack of foreign currency starting in early 1997 to repay foreign currency debts obtained 
by local banks, financial institutions, and private businesses, the Asian financial crisis developed. 
Since borrowing in foreign currencies was generally more affordable, private sector borrowers 
took out direct loans from foreign banks and financial institutions to fund their projects, but it 
appears that there were insufficient macroeconomic controls on the total inflow of foreign funds. 
Due to this, there is now an unbalance between the total amount of foreign currency loans that 
must be repaid and the amount of accessible foreign currency.  Many borrowers defaulted as a 
consequence of the sharp rise in repayable amounts and the deterioration of the capital market, 
which led to an accumulation of bad debts with the financial institutions and the closure of many 
of them. It became clear that there is a direct connection between credit and market risks, and 
that if the exchange rate weakens and stock prices fall, banks' credit risk would rise. This 
phenomena must be taken into account by banks when assessing risk. 
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Risk of Maturity Mismatch 

As they financed long-term projects with short-term borrowings, the banks and financial 
institutions in the afflicted nations exposed themselves significantly to interest rate risk and 
liquidity risk. Real estate development and industrial projects need the support of longer-term 
loans since they have gestation periods of over a year to provide advantages and generate cash 
flows that allow the borrowers to pay the debt. According to the information that is currently 
available, the six Asian nations mostly depended on loans and funds with a maturity of less than 
a year to cover their credit needs. "At the end of 1996, Indonesia had a 62 percent share of loans 
with a maturity of one year or less, South Korea had a 68 percent share, the Philippines had a 50 
percent share, Thailand had a 65 percent share, and Taiwan had an 84 percent share.   The 
prospect of raising more money at a higher interest rate puts further pressure on the exchange 
rate and borrowing costs when short-term foreign currency obligations are used to finance 
medium-term projects. If banks choose to finance medium-term projects using short-term foreign 
funds, they must account for increased liquidity and interest rate risks from asset-liability 
maturity mismatches in their framework for measuring risk. 

Lesson 

The consequences of the Asian financial crisis emphasize the need of a coordinated strategy 
between policy liberalization for promoting free trade and liberal capital inflows and outflows, 
and improvement of financial sector regulation and supervision. To avoid the occurrence of 
systemic crises in the financial sector, the authorities must evaluate the potential risks brought on 
by loosening restrictions on private sector direct access to foreign funds and a disproportionate 
inflow of short-term foreign funds. 

Effects of the U.S. monetary crisis 

Beginning in October 2006, there was a decline in the value of residential homes, which was 
financed by commercial and investment banks, insurance companies, securities businesses, and 
other mortgage lenders. The impact was first felt in the residential real estate industry, but it 
quickly expanded to other economic sectors. Numerous borrowers of home loans began missing 
payments, the unemployment rate rose, and the rate of economic growth slowed. As a result, 
institutional lenders and financial institutions experienced severe liquidity shortages and went 
bankrupt, merged with other, more robust institutions, or were bailed out by the government. 

The financial crisis had two effects on the American economy: it reduced family and individual 
wealth as well as institutional wealth. The loss of home equity, household assets, savings, 
investments, and pension assets totaled more than $11 trillion in US dollars3, with a large portion 
of the loss coming from speculatively purchasing residential real estate and stocks using 
borrowed funds. Due to failures in loan repayment or the return of investments in financial 
instruments that were made possible by the securitization of mortgages, U.S. banking institutions 
suffered enormous losses. Lehman Brothers filed for bankruptcy, Bear Stearns and Merrill Lynch 
were acquired by other businesses, Goldman Sachs and Morgan Stanley were bailed out, and 
Morgan Stanley was transformed into a commercial bank. The five major U.S. investment banks 
had a total debt of $4 trillion. 

A worldwide economic and financial crisis resulted from the financial crisis that started in the 
United States in 2006 spreading to other financial hubs and economies in Europe, Asia, and other 
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developing countries. A halt in economic expansion, a drop in exports, a record dip in 
commodity and stock prices, and a collapse in the value of home currencies were all seen in 
several nations. Because they had made substantial investments in the American real estate and 
stock markets using borrowed money, banks and financial institutions all across the world, but 
particularly in Europe, suffered. The decline in stock and real estate values significantly reduced 
family wealth, which had a detrimental impact on consumption. As a result, the financial sector 
crisis spread to the real economy. Due to their diminished confidence, investors began to pull 
their money out of the afflicted nations, which caused the global financial markets to contract 
and stifle the credit flows necessary to maintain production and consumption. A number of 
national governments unveiled assistance plans to boost the economy and support the financial 
institutions that are struggling under the weight of bad loans. 

Causes of the U.S. Financial Crisis and Related Risks 

The financial crisis in the United States, which extended to other nations and intensified into a 
worldwide catastrophe, was neither primarily brought on by the financial system's exposure to 
subprime mortgages, nor did it develop quickly as a result of the unexpected appearance of 
uncontrolled causes. The financial system's macro-level issues and the wrongdoing of certain 
financial institutions, as well as the lack of adequate regulation of some market sectors, 
combined to cause the crisis. It is not difficult to pinpoint the reasons of a crisis after it has 
occurred; instead, it is advantageous to draw lessons from the experience and utilize the causes to 
enhance the process for identifying risks and assessing their severity. In the section that follows, 
the crisis's root causes and related hazards are examined. Banks must analyse the risk 
environment and identify new hazards that result from it while analyzing the risk[7]–[9]. 

These crises had extensive and lingering effects. The financial crisis in Asia resulted in severe 
economic downturns, job losses, and societal unrest. Significant GDP reductions were seen by 
nations like Thailand, Indonesia, and South Korea, and those nations struggled to recover. The 
U.S. financial crisis had an impact on the whole globe, contributing to a global recession, stock 
market falls, and a drop in investor and consumer confidence. Government interventions, 
significant financial institution bailouts, and long-term effects on employment and economic 
development were all caused by the crisis. The significance of efficient regulation, risk 
management, and transparency in financial institutions was brought home by both crises. They 
resulted in changes to banking and financial legislation, such as the creation of global financial 
standards, higher capital requirements, and better methods for risk evaluation. Governments and 
central banks took action to stabilize the financial system, boost consumer confidence, and 
support economic growth[10], [11]. 

CONCLUSION 

These financial crises' origins and effects show how intertwined and prone to failure the global 
financial system is. The world over, financial policies, risk management techniques, and 
regulatory frameworks have been impacted by the lessons learnt from these crises. However, 
there are still issues with preserving financial stability, dealing with systemic risks, and lessening 
the effects of upcoming crises. In conclusion, the 1997 Asian financial crisis and the 2008 U.S. 
financial crisis were important occurrences that had a huge impact on the world economy. 
Systemic weaknesses, excessive risk-taking, and regulatory shortcomings were the primary 
causes of these disasters. Economic recession, job losses, and long-lasting consequences on 
financial markets were among the effects. To reduce the likelihood of future crises, efforts have 
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been made to improve financial regulation, risk management, and transparency. However, 
continual vigilance is necessary to avoid and reduce the dangers connected with a fast changing 
global financial system. 
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