V]IK 336.71:65.012.32
Prymostka L. O.
Doctor of Economics, Professor,
Kyiv National Economic University named after Vadym Hetman, Ukraine;
e-mail: priml@ukr.net; ORCID ID: 0000-0001-5490-2112
Prymostka O. O.
Doctor of Economics, Professor,
Kyiv National Economic University named after Vadym Hetman, Ukraine;
e-mail: hprimostka@gmail.com; ORCID ID: 0000-0002-5887-7951

RISK-ORIENTED MANAGEMENT IN THE BANK

Abstract. Risk-oriented management is defined as the scientific and methodological concept
of banking management, aimed at identifying and assessing the totality of bank risks through
special techniques and methods in order to create conditions for reliable and stable functioning of
the bank, maximizing its own capital, meeting the needs of clients and partners of the bank,
ensuring profitability of banking activity. The introduction of new principles for building a risk
management system aims at increasing the level of corporate governance in banks, strengthening
and more detailed requirements for the risk management process, strengthening the responsibility of
the bank’s management bodies for the risks taken and the financial stability of the bank. Creating an
effective risk culture requires Boards and senior management to focus on the bank’s written rules
that clearly define risk management objectives and priorities and by taking a hard, honest look at
any informal rules, protocols, the way workflows are performed, how decisions are made, and the
link to the bank’s compensation practices. The risk management system in the bank covers all its
structural levels — from the top management of the bank (board and board) to the level at which the
risk is directly taken or generated. A feature of the risk-oriented management of the bank is the
creation of three lines of protection against risks. The degree of complexity of the banking risk
management system should correspond to the degree of riskiness of the environment in which the
bank operates. The policy on operational risk management also involves the development of
technological schemes (maps) of products and services of the bank, which are maintained in a
constantly updated state. Accordingly, the requirements for management of the main types of bank
risks are defined. Improving banking risk management systems requires a transitional period for the
implementation of specific requirements, as well as the need for additional staff costs and IT
technology.

Keywords: bank, risk-oriented management, financial management, risk categories, line of
protection.
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PU3UK-OPIEHTOBAHE YIIPABJIIHHSA BAHKOM
AHotauisi. OpieHTOBaHMH Ha PHU3HUK MEHEKMEHT BH3HAYA€ThCA SAK HAYKOBO-
METOJOJIOTIYHAa KOHIENIlisl 0aHKIBCBKOTO MEHEKMEHTY, CIpPSIMOBAaHA Ha BHUSABJICHHS Ta OIIHKY
CYKYITHOCTI OaHKIBCHKMX PH3HKIB 32 JOMOMOTOIO CHEI[ialbHUX METOMIB 1 METOJIIB ISl CTBOPEHHS
YMOB Uil HAJIMHOTO Ta CTabiTbHOTO (DYHKIIOHYBAaHHS OaHKy, MakCHMi3ailii BJIaCHOTO Kalitaly,
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3a[J0BOJICHHS TOTpeO KII€HTIB 1 mapTHepiB OaHKy, 3a0e3ledeHHs MPUOYTKOBOCTI OaHKIBCHKOT
JOSITBHOCTL.  YTIPOBAKEHHST HOBUX MPHUHLIMIIB TMOOYIOBH CHCTEMH YIPABIiHHS PHU3HKAMH
CIpsSMOBAaHE HA MIABUIIECHHS PiBHSI KOPIIOPATUBHOTO YNPAaBIIHHA B OaHKax, 3MIHEHHS Ta OLIbII
JeTalbHI BHUMOTH [0 TPOLECY YINPABIIHHA PHU3MKAMH, IOCHJICHHS BiANOBIAAIBHOCTI OpraHiB
yrnpaBiiHHA 0aHKY 3a pU3UKY 1 (iHaHCOBY cTabinbpHICTh OaHKy. CTBOpEHHS e()eKTUBHOI KYJIbTYpH
PU3UKY BHMMara€ BiJ TpPaBJIiHHSAM 1 BHUIIOIO KEPIBHULITBA 30CEPEKYBAaTHCh Ha MHUCBMOBHX
npaBwiax 0aHKy, sIKi YITKO BU3HAYAIOTh LUI1 Ta MPIOPUTETH YIIPABIIHHS PU3UKAMH, & TAKOXK YITKO
Ta YECHO BU3HAYAIOTHCSA Ha Oyap-siki HedopMasbHI MpaBWiia, MPOTOKOJH, CHOCOOM BUKOHAHHS
poOouux mpoueciB, cnocoOM yXBaJIeHHs PillieHb, @ TAKOXX MOCWUJIAHHS Ha MPAKTHUKY KOMIIEHCALl
Oanky. Cucrema ympaBlliHHS pPU3HMKaMH B OaHKY OXOIUIIO€ BCl ii CTPYKTYpHI piBHI — Bif TON-
MEHEDKMEHTY OaHKy 10 piBHS, Ha SKOMY PH3UK O€3MOCEPeaHBO NMPHIMAETHCS a00 CTBOPIOETHCA.
OcoOnMBICTIO PU3UK-OPIEHTOBAHOTO YIPABIIHHA OaHKOM € CTBOPEHHS TPHOX JIHIM 3aXHCTy BifJ
pu3uKiB. CTYHiHb CKJIQIHOCTI CHCTEMH YIPaBIIiHHS OAaHKIBCBKUM PH3MKAaMH ITOBHHHA BiAMOBiNATH
CTYICHIO PU3UKOBAHOCTI CEPEIOBHINA, B SKOMY Tpailtoe 0aHk. [TomiTiHka yrpaBiiHHS OTepaIiiitHuM
PHU3UKOM TaKoX Iepedadae po3poOJIeHHsI TEXHOJIOTTYHUX cXeM (KapT) MPOAYKTIB i MOCIYr OaHKY,
SIKi MATPUMYIOTHCSI B TTOCTIHHO OHOBJIFOBAHOMY CTaHi. BiAIOBiIHO BH3HAYAIOTHCS BUMOTH MO0
VIpaBIiHHSA OCHOBHMMH BHJIaMU OaHKIBCBKMX PHU3HKIB. YJOCKOHAJEHHS CHUCTEM YIPaBIIiHHS
0aHKIBCHKMM pPHU3WKaMU BUMAarae TepexXiJHOrO Tepioay JUisi BUKOHAHHS KOHKPETHHUX BHUMOT, a
TaK0 HEOOXIJJTHOCTI JI0JIATKOBUX BUTPAT Ha TiepcoHan ta [ T-TeXHOIOTIH.

KiawuoBi caoBa: 0aHK, pH3UK-OpIEHTOBAHE YIpaBIiHHS, (IHAHCOBUH MEHEKMEHT,
KaTeropii pu3MKiB, JIiHIi 3aXUCTYy.
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PUCK-OPUEHTUPOBAHHOE YIIPABJEHHUSI BAHKOM

AHHOTanus. PUCK-OpHEHTHPOBaHHOE  yIpaBJCHUE  ONPEACIACTCS KaKk  HaydHO-
METOJ0JIOTHYECKasl KOHICIIU OaHKOBCKOTO MEHE/DKMEHTA, HalpaBiCHHAas Ha BBISBICHUC H
OTICHKY COBOKYITHOCTH OaHKOBCKUX PUCKOB. OCOOCHHOCTBIO PUCK-OPUEHTHPOBAHHOTO YIIPaBIICHUS
0aHKOM SIBJISICTCS CO3JaHHME TPEX JIMHUU 3allUTHI OT PUCKOB. B COOTBETCTBHY C 3TUM OMPEACICHBI
TpeOOBaHMsS K YIPABJICHUID OCHOBHBIMH BHUJaMU OaHKOBCKHX pPHUCKOB. COBEpIIICHCTBOBAHUE
0aHKOBCKHX CHCTEM pHCK-MEHE[DKMEHTa TpeOyeT TMepexoJHOro Tepuoda IS BHEAPEHUS
OT/EIBHBIX TPeOOBaHWH, a TakKe CBS3aHA C HEOOXOJMMOCTBHIO JIOTIOJHUTENBHBIX 3aTpaT Ha
nepconan u UT-rexnonoruu

KuaroueBblie ciioBa: 6aHK, pUCK-OPHEHTHPOBAHHOE yIIPaBJICHNE, (DMHAHCOBBIM MEHE/KMEHT,
KaTeTOPHUH PUCKOB, IMHUU 3aIHUTHI.

®opmyi: 0; puc.: 2; Tadu.: 1; ouoi.: 10.

Introduction. The banking sector is characterized by high risk. The global financial crisis of
2007—2009 revealed the inefficiency of existing risk management system in banks, the weakness
of corporate governance and the inability of banks to solve the problem. That is why international
regulators in the post-crisis period pay special attention to measures aimed at strengthening the role
of risk management in the management of banks. The introduction of new principles for building a
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risk management system aims at increasing the level of corporate governance in banks,
strengthening and more detailed requirements for the risk management process, strengthening the
responsibility of the bank’s management bodies for the risks taken and the financial stability of the
bank. Building a high-quality risk management system in banks is an integral part of the new
requirements for corporate governance. An effective risk culture implies that the Board, senior
management, and employees understand the bank’s approach to risks and take personal
responsibility to manage risks in everything they do and encourage others to follow their example.
A bank should encourage the Board, senior management, and employees to make the right risk-
related decisions and exhibit appropriate risk management behavior by aligning its management
systems and behavioral norms.

Creating an effective risk culture requires Boards and senior management to focus on the
bank’s written rules that clearly define risk management objectives and priorities and by taking a
hard, honest look at any informal rules, protocols, the way workflows are performed, how decisions
are made, and the link to the bank’s compensation practices. Often, it is these informal rules,
practices and procedures that are strong influences in guiding people’s behavior. In doing this,
Board members and senior management are responsible for setting the right tone at the top and for
cultivating bank’s awareness of risks that fosters risk intelligent behavior at all levels of the bank.

Analysis of research and problem statement. Risk management system in banks is in
process of transformation during ongoing decade. The Basel Committee adopted new improved
Core Principles acknowledges the need for a Risk-Based Supervision (RBS) approach in which
more time and resources are devoted to larger, more complex or riskier banks.

The Core Principles also give particular consideration to macro prudential issues and
systemic risks. Specifically, in the application of a RBS approach or framework, supervisors are
expected to assess risk in a broader context than that of the balance sheet of individual banks. This
includes consideration of: the prevailing macroeconomic environment, business trends, and the
build-up and concentration of risk across the banking sector.

The definition of risk assessment then follows as the identification, evaluation and
estimation of the levels of risks involved in a situation, their comparison against benchmarks or
standards, and determination of an acceptable level of risk [1]. Risk management answer the five
questions: what can go wrong, how can it go wrong6 what is the potential harm, what can be done
about it, how can we stop it from happening again? Banks are often exposed to risky sectors, they
are usually set apart from foreign subsidiaries, and thus need risk models that foreign-based banks
do not address [2].

Foreign banks subsidiaries, in contrast to domestic banks, shun risky sectors. They adopt
preconceived tar- get markets definitions, risk acceptance criteria, and standardized risk models
targeted at structured and riskless sectors with which their well-honed exotic risk models fit in [3].
Financial institutions must take risk, but they must do so consciously [4]. The most significant risk
is prepayment risk that may impact return on loans, return on equity and real estate loans to total
loans ratios of various commercial banks [5]. Bank risks are corresponding to bank’s environment,
including macroeconomic and policy concerns [6].

Research results. Existing banking risk management practices have proved ineffective in
overcoming the current global challenges. This led to the objective need to strengthen the
requirements of regulators to build a risk management system in banks. The risk management
system is an integral part of the bank’s business model and ensures maximization of profitability
within the limits of adequately estimated opportunities of the bank to take risks. With the help of the
risk management system, the management of the bank will be able to identify, assess, locate and
control one or another risk.

In 2018, the National Bank of Ukraine approved the "Regulation on the organization of a
risk management system in banks of Ukraine" [7], which is based on the recommendations of the
Basel Committee on Banking Supervision, the experience of the EVA and other regulators, while
taking into account the specifics of the local market. The transition to risk-oriented management of
the bank is aimed at increasing the manageability and transparency of risk management systems in
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banks, creating a coherent culture of risk management that penetrates all aspects of the banking
management system [8].

Risk-oriented management is defined as the scientific and methodological concept of
banking management, aimed at identifying and assessing the totality of bank risks through special
techniques and methods in order to create conditions for reliable and stable functioning of the bank,
maximizing its own capital, meeting the needs of clients and partners of the bank, ensuring
profitability of banking activity.

The risk management system should be comprehensive in order to provide a reliable process
for identifying, assessing, monitoring and monitoring all types of risk at all levels of the banking
institution, including taking into account the mutual influence of different categories of risks. Risk
management is aimed at resolving the conflict between maximizing income and minimizing risks.
Therefore, the purpose of bank risk management should be determined by the management of the
bank in the context of the overall management strategy.

The degree of complexity of the banking risk management system should correspond to the
degree of riskiness of the environment in which the bank operates. To diagnose the risk
management system in the bank, Deloitte proposes to use a scale that reflects its level of
development (Fig. 1). At the lower level of the pyramid is the state of the system, in which the bank
detects and reflects the operations carried out by it, but does not carry out an assessment of risks.
The upper sixth level reflects the state of the system, in which the bank carries out calculations of
economic capital, its distribution between divisions and assessment of their efficiency, taking into
account the level of risk.

risk-based
assessment

risk aggregation/

assessment of economic
capital

estimation of unpredictable losses/
simulation

risk assessment and market position

identification of risk, determination of positions that may be at
risk

transaction identification and financial instruments

Fig. 1. Scale of development of the risk management system in the bank, developed by Deloitte [9]

An effective risk management system focuses not only on risk assessment and control, but
also combines risk analysis with forecasting the impact of risks on the bank’s profitability,
determining whether or not it compensates for the expected return on risk taken by the bank. Such
systems should be created in advance, as losses due to their absence can significantly exceed the
expenses of the bank for their development and implementation. The risk management process
covers all activities of the bank that affect the parameters of its risks. This is a continuous process of
analyzing the situation and the environment in which there are risks, as well as making managerial
decisions about the impact on the risks themselves or the level of vulnerability of the bank to such
risks.

The risk management system in the bank covers all its structural levels — from the top
management of the bank (board and board) to the level at which the risk is directly taken or
generated. Accordingly, organizational and hierarchical structure of the system consists of the
governing bodies of the bank and their committees, executive bodies and their committees, and also
includes three levels of protection against risks (Fig. 2).

69



» The governing bodies P Council

S and committees

g " Bank Board Risk Committee
=T}

m

] . .

E ——  3rd line of defense from risks Internal service audit
-

]

- Executive authority and its ~ |—» Board

o — .

o committees

= Al .

g Board committees of the bank
=5

s 2nd line of defense ; - :
s from risks Risk management unit
.-E - .

% Compliance unit

o | 1st line of defense

< from risks ™ Business units

Fig. 2. Organizational-hierarchical structure of the risk management system in the bank
Source: Developed by authors

A feature of the risk-oriented management of the bank is the creation of three lines of
protection against risks:

« 1 line of protection — a set of business units that manage and control current risks, provide
information on risks to the relevant structural units of the bank;

« 2 protection lines — includes two divisions:

¢ Risk Management Unit, which develops, implements and performs procedures for
evaluating, forecasting and substantiating risk reduction methods;

e Compliance unit, which monitors compliance with the established level of risk tolerance
and risk limits;

« 3 line of protection is an internal audit service that checks the availability and evaluation of
the effectiveness of the risk management system and determines whether this system is adequate to
the level of risk that the bank is exposed to. The first line of protection against risks is created by
such structural units of the bank, as front offices, mid-offices, back-offices.

The main principles of the operation of units located on the second line of protection against
risks (the department of risk management and subordination compliance,) is independence,
authority, competence. These principles are the basis for the division of functions, powers and
responsibilities of these divisions. Sections of the second line of defense are provided with
resources for an adequate balance of positions in the processes and decision-making systems of the
bank. Organizationally these divisions are separated from business units and audit units.

The Risk Management Unit performs functions of direct risk management of a particular
bank. The main requirement for this unit is its complete independence (structural and financial)
from those divisions of the bank that take first risks (front offices) and units that record the fact of
taking risks and control its magnitude (MIDL offices and back offices).

Creating a compliance unit is relatively new to domestic banking practice, and its main
function is:

o control of compliance by the bank with the requirements of international and national

legislation, as well as market standards;

e prevention of cases that may lead to the use of sanctions and / or other measures of

influence on the bank by supervisors;

e monitoring compliance with the regulatory requirements of the bank’s internal

documents, standards and procedures that could lead to significant financial losses;

o control over the level of risk of loss of reputation of the bank;
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e control over compliance with the requirements of self-regulatory organizations (if such

standards or rules are mandatory for banks).

The Compliance Unit is accountable to the Board and the Risk Board. It should be
emphasized that the compliance of the heads of the risk management unit and the subdivision is
vetoed on the decisions of the management board and the board of directors of the bank if
implementation of such decisions may lead to the adoption of significant risks by the bank that
could lead to violations of approved risk limits and established levels of risk tolerance, would
threaten the interests of shareholders, depositors, other bank lenders or impede the proper conduct
of banking activities.

On the third line of protection against risks is the internal audit service of the bank. The internal
audit unit is an operational control body that oversees compliance with the established norms, principles
and rules of risk management in a bank, makes conclusions about their adequacy and effectiveness, and
also assesses the efficiency of the operation of the bank’s risk management system. This unit is subject
only to the supreme governing body — the council of the bank. The internal audit unit does not directly
participate in the risk management process, its role in this process is to assess the adequacy of risk
management systems for the needs of the bank. The most important thing is to ensure the independence of
this unit from any other executive body involved in the risk management process. In accordance with the
requirements of international corporate governance practice, the Bank’s internal audit service is
independent, subject only to the Supervisory Board (or Audit Committee of the Board), and does not
allow any interference in its work by the executive body of the bank and the specialized committees
established by the bank’s board.

The system of three lines of protection thus constructed has the purpose of not avoiding risks, but
avoiding the situation of overcoming acceptable risks in catastrophic, threatening the very existence of the
bank. Accordingly, the requirements for management of the main types of bank risks are defined.

Some risk areas of the bank’s activities in addition to the policy of managing these types of risks
may be regulated by the provisions. In particular, for the proper and efficient management of credit risk,
the bank develops a provision on lending, which regulates: the methods of accounting for both the balance
sheet and off-balance sheet operations of the bank; the types and conditions of loans and other operations
that are accompanied by credit risk are regulated; account is taken of the nature of the markets and sectors
to which loans will be provided; adequately takes into account the concentration of credit risk and
associated potential risks; other issues related to lending, in particular, the procedure and procedures for
determining the interest rate on a loan and the required collateral.

In order to increase liquidity risk management, a plan is developed in the event of a crisis
situation regarding liquidity and financing, and the introduction of a regular refinement order of this
plan. In addition to the policy on market risk management, provisions are being developed
regarding types of financial instruments, both balance and off balance sheet, for which the bank is
ready to conduct trading operations or take positions, as well as provisions regarding the limits of
risk by types of financial instruments or other assets.

The policy on operational risk management also involves the development of technological
schemes (maps) of products and services of the bank, which are maintained in a constantly updated
state. Regulatory documents of collegial bodies, functional and territorial divisions, job
descriptions, limits and powers are developed with the purpose of regulating the activity of
individual committees of the council and the board, departments of the bank and their employees
and brought to the notice for implementation in accordance with the practice of corporate
governance in the bank. The adequacy and efficiency of the risk management system is determined
by the results of the achievement of the planned values of the main indicators of riskiness of the
activity, which include four: the ability to accept the risk; level of bank’s tolerance to risk (risk-
appetite); risk limits; risk profile [10]. The level (quantitative values) of these indicators of riskiness
of activity is determined individually by the bank individually, taking into account the preferences
of the shareholders (owners) and the overall strategy of management of the bank (Table 1).
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Table 1
Indicators of risk of activity of the bank

Indicators Context

Ability to take risks the maximum level of risk the bank is able to take on the basis of: capital adequacy
reguirements; effectiveness of the risk management system

Bank’s risk tolerance level | the aggregate size and types of risks that the bank is prepared to take in accordance

(risk appetite) with the business model and strategic objectives. Recognized in the declaration of
predisposition to risk

Risk limits quantitative limitation to control the size of the risks that the bank faces during its
activities

Risk profile the actual value of the total risk accepted by the bank, calculated at a certain time
point

Source: Composed on [7].

Conclusions. The rethinking of the approaches to building a risk management system in the
bank was carried out in view of: raising the level of responsibility of the board and beneficiaries,
transforming the operating model of the bank, changing the corporate culture and creating a
coherent culture of risk management that penetrates all the levels of the organizational structure of
the bank. Improving banking risk management systems requires a transitional period for the
implementation of specific requirements, as well as the need for additional staff costs and IT
technology. The introduction of better gquality risk management systems will increase the level of
reliability of both individual banks and the banking system as a whole. Bankers should realize that a
qualitative and adequate risk management system is the main competitive advantage of the bank.
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