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RISK MANAGEMENT

THE RISK MANAGEMENT
DEPARTMENT IS MANDATED
TO DESIGN AND OPERATE
THE BANK'S INTEGRATED
RISK MANAGEMENT
PROCESS AND IS
INDEPENDENT OF THE
BANK'S BUSINESS LINES.
THE BANK HAS DEVELOPED
A RISK MANAGEMENT
FRAMEWORK ADHERING

TO THE BASEL 11l ACCORD
WHICH PROVIDES GUIDANCE
TO THE OVERALL RISK
MANAGEMENT GOALS AND
STRATEGY.

In today’'s dynamic environment, banks are
exposed to various risks in their routine
business operations. Risk is inherent in
every level of activity carried out by a bank,
but is managed through an effective process
of on-going identification, measurement and
monitoring, with the aid of risk limits and
other controls. The major categories of risks
are credit, market, liquidity and operational
risks. Banks also face other risks including
but not limited to reputational, legal,
regulatory, etc.

Amana Bank has adopted an Integrated
Risk Management (IRM) framework with

a set of policies approved by its Board of
Directors (BOD) along with supporting
procedures. The purpose of these policies
and procedures is to manage and optimise
the risk-reward trade off. Through the

IRM framework, the BOD assesses the

risk profile and has oversight over the
implementation of the IRM framework of
the Bank and its management on a regular
basis, at minimum, on a quarterly basis.

The IRM framework covers identification of
potential risks and sources of such risks, the
mechanism of managing such information
and reporting on how to monitor such

risks. It also defines relevant officers and
committees responsible for risk control and
mitigation. The risk management policies and
procedures, among other matters, addresses:

a system to aggregate overall risk
exposures for monitoring and control

ii. measures for risk diversification with
limits for various exposures based on
risk appetite

iii. risk measurement approaches such
as use of historical databases, stress
testing and scenario analyses

iv. capital maintenance considering
expected losses and unexpected losses

v. capital allocation to businesses and
products in order to optimise risk
adjusted returns and economic value
additions

vi. disaster recovery and contingency
plans.

RISK APPETITE

An effective risk governance framework
includes a strong risk culture, a well-
developed risk appetite articulated
through the Risk Appetite Statement,
and well defined responsibilities for risk
management in particular, and control
functions, in general.

In order to effectively implement risk
appetite, the Bank has defined quantitative
indicators on all risk categories (for
example: capital adequacy level, risk limits,
earnings growth, foreign exchange net
position, single borrower limits, liquidity
gap, etc.) and embedded qualitative aspects
in the policies and procedures (such as
assessment criteria). The Bank’s risk policy
and risk limits are designed to be consistent
with the defined risk appetite.

RISK MANAGEMENT STRUCTURE

The Risk Management Department (RMD) is
mandated to design and operate the Bank’s
integrated risk management process and is
independent of the Bank’s business lines.
The Bank has developed a risk management
framework adhering to the Basel Ill Accord
which provides guidance to the overall

risk management goals and strategy. This
risk management framework provides the
basis for the ongoing development and
enhancement of the Bank's integrated risk
management infrastructure and capabilities.
The framework provides a structured
approach to the management, measurement
and control of risk i.e. a way that people and
processes ensure that business activities
provide an appropriate balance of return
for the risks undertaken. The primary goals
of risk management are to ensure that

the outcomes of risk taking activities are
consistent with the Bank's strategies and
risk appetite. The Bank's enterprise-wide
risk management framework provides the
foundation for achieving these goals.
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Integrated Risk Management Framework document was revised by RMD, reviewed by the The Bank has in place a strong risk

Board Integrated Risk Management Committee and approved by the BOD during the year. management framework which is based

on the need to assess the Bank's exposure
to risks while minimising adverse impacts
of credit risk, market risk, liquidity risk and
operational risk on resources, earnings and
cash flows through a robust framework

of integrated risk management. The Bank
has ensured that its portfolios/exposures
remain aligned to the defined risk appetite
and strategy whilst proactively managing
risks supported by strong open-minded risk
identification.

The Bank’s mission with respect to
risk management is to advance its
risk management capabilities, culture
and practices so as to be in line with
internationally accepted standards and
practices. As such, the Bank has continued
to invest in its risk management capabilities
Operational Risk in terms of human resources, processes,
policies and introduced the latest tools
during the year under review. The global
The Bank’s risk management framework is applied on an enterprise-wide basis and consists economic crisis has provided an opportunity
of three key elements as depicted below: for a fundamental restructuring of the
approach to risk and regulation in the
financial sector. The Board is required to
define the risk appetite for the Bank and
is responsible for the activities and overall
performance of the Bank. This risk appetite
supports effective decision-making, capital
allocation and is central to embedding risk
management in business decisions and risk
reporting across the Bank.

A strong and pervasive integrated risk
management culture provides a bank with
a sound foundation of risk management
framework consistent with the bank’s
objectives, risk tolerance, control standards
and management philosophy.

Appetite
* Governing Financial

Objectives ) =
o The risk governance structure at Amana
« Strategic Principles ]
« Risk Management Principles Bank stems from the Board of Directors and
* Risk Appetite Measures is monitored by the following committees:

* Board Integrated Risk Management
Risk Management Framework Committee (BIRMC)
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Board Audit Committee (BAC)
Board Credit Committee (BCC)
Assets and Liabilities Management Committee (ALCO)

With the intention of being consistent with
the risk-ownership concept under the Basel
Il Accord, the Bank’s strategy to manage

* % % % % % % %

IT Steering Committee (ITSC)

Executive Risk Management Committee (ERMC)
Operational Risk Management Committee (ORMC)
Management Audit Committee (MAC)

Executive Credit Committees (ECC)

The Board has defined the risk appetite for the Bank which is then rolled out to each
business line and subsequently to the business unit. The Board is assisted by a number of
Board level and Management level committees.

TYPICAL ROLES/RESPONSIBILITIES IN SETTING RISK APPETITE

Stakeholders

Roles/Responsibilities

various risks is structured into ‘3 Lines of
Defence’ as summarised below:

15" LINE OF DEFENCE: RISK TAKING
UNITS

These are the units directly exposed to
specific risks daily and must assume
primary responsibility in their management.
By identifying and analysing risks and
shortcomings, instituting regular controls,
monitoring and reporting procedures and
taking appropriate action, they are in the
best position to mitigate or avoid risks. The

Board of Directors * Review and approve risk appetite overall ownership of the risk environment
*  Review strategic objectives and positioning and responsibility to manage the risks
BIRMC * Understand the risk profile of the Bank and the Bank’s therefore reside with them.
performance against same
*  Set basic goals for the Bank’s risk appetite and 2No | INE OF DEFENCE: RISK CONTROL
strategy, such as ratings or earnings-volatility targets UNITS
with senior management and issue guidelines This refers to the respective Risk
for senior management in implementing risk Management Team and the Risk Control
management policies and procedures throughout the Committees, including other control and
Bank monitoring departments such as Legal,
*  Ensure that the risk function is adequately staffed Compliance and Sharia Supervision.
with professionals who are sufficiently competent in The RMD shall be responsible for the
managing and monitoring all risks within the Bank and development and maintenance of the
that they can avail of appropriate systems and tools risk management framework and its
CEO, CRO and Senior *  Set business strategy implementation. Other controlling and
Management * |dentify availability of capital monitoring departments are responsible to
*  Coordinate process of aligning risk appetite and risk develop guidelines in managing risks under
strategy with business strategy and capital capacity their purview. Both RMD and controlling/
*  Oversee monitoring and reporting around the risk monitoring departments ensure timely
appetite process receipt of reports and perform analyses
*  Align business lines and goals within the risk before submitting them to top management
parameters and the BOD for their oversight. Where
* Communicate risk appetite appropriate, they provide support to the risk
*  Promote risk culture taking units and initiate changes to policies
* Communicate and integrate objectives throughout the and procedures.
business processes
* Embed risk appetite related goals in performance 3R° LINE OF DEFENCE: INDEPENDENT

Business/Support Unit Heads | *

objectives and compensation rewards

Propose key initiatives in light of economic, risk and
competitive outlook

Align risk policies, processes and limits used in
managing day-to-day business operations with the
metrics contained in the risk appetite statement

ASSURANCE

This refers to the Internal Audit function
whose roles and responsibilities under
the risk management policy are to provide
independent assurance to the Board of
Directors on the effectiveness of the risk
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THE BANK'S RMD
STRATEGICALLY MANAGES
THE RISKS BY WORKING
CLOSELY WITH THE
BUSINESS UNITS AT EVERY
STAGE OF THE PROCESS AND
WITH THE USE OF CREDIT
RISK AND OPERATIONAL
RISK MANAGEMENT

TOOLS HAS SUCCESSFULLY
MANAGED THE NON
PERFORMING ADVANCES
(NPA) RATIO AT A LEVEL
BELOW THE INDUSTRY
AVERAGE AND WORK
TOWARDS STRENGTHENING
THE RISK CONTROL AND
SELF-ASSESSMENT (RCSA)
PROCESS.

management framework, that the policy has
been implemented with integrity.

Going forward, the Bank aims to leverage
the risk management system capabilities to
drive the following business benefits:

increase efficiency and reduce operating
cost for risk management through
optimised utilisation of resources and
skills (reduction in manual operations)

ii. reduce potential losses with enhanced
risk management and increase
profitability through better control over
risk appetite.

iii. adhere to regulations that may come
into effect in the future
(i.e. Central Bank of Sri Lanka (CBSL),
Securities and Exchange Commission
(SEQ), etc.)

iv. enhance strategic decision-making with
foresight into risks.

v. enhance product and services strategy
by providing confidence in introducing
innovative and profitable offerings.

vi. timely detection of risks to reduce
losses due to risk events.

During the year, a prudent risk management
approach in line with industry best practices
assisted Amana Bank to reach the current
level of growth. In order to achieve this,

the Bank was able to cultivate a risk

based culture by means of a robust risk
management framework throughout all
branches and departments. The Bank's RMD
strategically manages the risks by working
closely with the business units at every stage
of the process and with the use of credit risk
and operational risk management tools has
successfully managed the Non Performing
Advances (NPA) ratio at a level below

the industry average and work towards
strengthening the Risk Control and Self-
Assessment (RCSA) process.

ASSESSMENT OF CAPITAL ADEQUACY
In order to provide assurance that Amana
Bank has sufficient capital to support all its

business and risk taking activities, the Bank
carried out the Internal Capital Adequacy
Assessment Process (ICAAP) as per the Basel
Il guidelines required by CBSL.

ICAAP guides the minimum internal capital
requirement for the Bank’s current and
future business strategies and financial
plans for the next three years via a
comprehensive risk assessment process
on its portfolio risk exposures, its risk
management practices towards material
risks and potential capital planning buffer
required in the event of stress.

CBSL directed all licensed commercial
banks in Sri Lanka to formulate their
ICAAP document and submit the same for
regulatory evaluation within five months
of the financial year end. The Bank has,

in compliance with the CBSL guidelines,
formulated the ICAAP document and met
the said requirement.

Capital Requirement under Basel Il
Minimum Requirement covered under Pillar
1 of Basel Il regulations has been complied
which required the capital buffers to be
implemented. Amana Bank is maintaining
the capital to comply with the buffer
requirement and maintain CAR at 12.5% by
2019, which is the rate that is applied for
banks which carry an asset base of less than
LKR 500 billion.

Assessment of the capital has been
reviewed by the ICAAP process which
assesses the risks that are not covered in
the Pillar | in order to meet the capital ratio
and the buffer requirement as specified by
the regulator. ICAAP was prepared in line
with Basel I capital and buffer requirement
and the capital was assessed under various
stress scenarios for smooth functioning of
the Bank.

The Bank has adopted the latest
requirements of Basel lll. The Liquidity
Coverage Ratio (LCR) is currently being
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reported to CBSL based on existing
guidelines and Net Stable Funding ratio
(NSFR) was reported to CBSL in 2018
according to the guidelines issued. LCR

in terms of all currencies and based on
rupee have been monitored separately

and reported to the relevant management
committee and BIRMC on a monthly basis in

order to assess the liquidity risk of the Bank.

The compilation of the ICAAP report

is spearheaded by the Management
Committee and a cross functional team
which consists of resource personnel from
risk, audit and finance departments.

ICAAP report helps the Bank meet the
following objectives:

i.  ensure that the Bank is adequately
capitalised beyond the minimum
regulatory capital requirements under
Pillar | at all times;

ii. ensureacomprehensive coverage of
risks facing the Bank covering not only
the Pillar | risks but also other risks
that are covered under Pillar Il and
Pillar Ill. Further, the ICAAP document
shall also aim to address inadequacies
in risk management process of Pillar |
risks through related risks categories
(example: residual credit risk and
under-estimation of credit risk in
standardised approach).

iii. formulate a process that forms
an integral part of the Bank's risk
management processes so as to enable
the BOD and senior management to
assess the risks that are inherent in
their activities and are material to the
Bank on an on-going basis.

iv. have a process for assessing the overall
capital adequacy in relation to the risk
profile.

v. enable the Bank to withstand adverse
business conditions by evaluating the
adequacy of capital in stress scenarios.

vi. usage of risk management in general
business decisions and budgets, day-

to-day activities such as evaluating

individual credit decision process and in

overall strategic planning of the Bank.
vii. embark upon a continuous process

for improvement in risk management

techniques, policies, processes, systems

and overall awareness of the Bank.

SOURCES OF CAPITAL AND CAPITAL
MANAGEMENT

The growth in profitability in the ensuing
years will be a source of internally
generated capital whilst external sources
will include equity via rights issue and
private placements in the future.

The Bank having raised equity capital

in 2017 through a rights issue, satisfied

the regulator’s current minimum capital
requirement of LKR 10 billion. This also
enabled the Bank to support its current

and future expansion activities whilst
continuing to maintain its regulatory capital
adequacy ratios at a healthy level well above
minimum requirement. Supplemented by
the sustained growth in profits, the Bank
expects its level of capital to be adequate

in the short to medium term. Based on

the latest regulation, the Bank is required
to increase its capital up to LKR 20 billion

by end 2020 and in this regard, the Board
of Directors is in the process of evaluating
suitable options to comply with this new
requirement before the stipulated deadline.

Whilst the current level of capital

is adequate for the planned capital
expenditure up to the mid-term, subsequent
to meeting the new requirement in 2020 the
Bank expects to be well-positioned in terms
of the desired capital level.

Further to Amana Bank’s inaugural dividend
paid during 2018, the Bank may, subject to
the provisions of the Articles of Association
and the Companies Act No. 07 of 2007,
make dividend payments by way of interim
and final dividends to its shareholders in
relation to the profits made from time to

time. Such dividends will be paid after taking
into consideration the Bank's earnings,
investment requirements and other
financial conditions.

STRESS TESTING

Stress testing is an essential risk
management tool used to assess Bank's
potential vulnerabilities to stressed business
conditions. Sound stress testing practices
enables the Board and Senior Management
to make a more informed forward looking
assessment of risks when determining
Bank's risk appetite, business strategies and
contingency plans.

The internally developed scenarios shall
include economic recession scenarios, one
of which must be a prolonged recession, to
assess its ability to withstand and mitigate
such scenarios. These scenarios have been
applied in the ICAAP, annually.

Sensitivity and Scenario Analyses

The Bank uses a range of stress testing
methodologies such as sensitivity and
scenario analysis to ensure that its stress
testing is comprehensive. Sensitivity analysis
estimates the impact on the value of a
portfolio of exposures arising from assumed
movements in a single risk factor or several
closely related risk factors.

Supervisory Review and Evaluation

As part of the Bank’s risk-based supervisory
framework and evaluation of ICAAP, stress
testing shall be reviewed and evaluated.
The Bank shall be required to take action

to improve its capital or risk management
processes in order to address any adverse
scenario impact conducted through stress
testing.

CREDIT RISK MANAGEMENT

Overview

Credit Risk is the risk of potential loss arising
from failure of a customer or counterparty
to perform according to its contractual
obligations to the Bank. It includes failure
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in the repayment of capital plus the Bank’s
profit/mark-up on direct financing or from
off balance sheet assets such as letters

of credit, letters of guarantee, documents

against acceptance, etc. within the agreed

tenure and in the agreed currency.

Credit Risk generates the largest regulatory
capital requirement for the Bank. The

Bank manages the Credit Risk in the entire
portfolio as well as on individual credit
exposures.

The main objectives of Credit Risk
Management function will be:

*  to ensure optimal risk-reward pay off
for the Bank and to maximise returns.

* maintain quality of the portfolio by
minimising non-performing advances
and probable losses.

* maintain a well-diversified portfolio by
prudently managing risk in the asset
portfolio to ensure that risk of excessive
concentration to any industry/sector/
individual customer is minimised.

* regulatory guidelines on sectors are
maintained and all related party
transactions are monitored and
reported to the relevant authorities as
well as ensuring clearly defined internal
policies and guidelines are set and
reviewed regularly to meet the current
requirements of the Bank.

Credit Policies & Guidelines

The Bank has a well-defined Credit Risk Policy
approved by the BOD and a Credit Procedure
Manual which are reviewed regularly. These
documents define the credit culture of the
Bank, target markets, prohibited areas

which the Bank under no circumstances will
entertain due to either these are against the
values of the Bank, very high risks involved in
such proposals or negative social and ethical
consideration, set acceptable risk parameters,
valuation of collateral, delegated authorities
and the guide to post-disbursement
monitoring of financing accommodated. The

policy guidelines are used to manage the
incidence of credit risk, which is spelt out in
the Credit Risk Policy ensuring stringent pre /
post credit risk management in line with the
risk appetite of the Bank, the regulations of
CBSL and Basel guidelines.

Structured Standardised Credit

Credit proposals are prepared in pre-
determined formats, and comprise of
financial appraisal, independent review of
financial and non-financial information such
as credit ratings, collateral and covenants,
and credit approval based on BOD
sanctioned delegation of authority (DA).

Credit is extended only to suitable and
well-identified customers on evaluating

and ensuring the purpose, ensuring that
the primary source of repayment for each
credit is from identifiable cash flow, sources
of income, their ethical standards and
records. Where the source of repayment

is unknown or speculative or where the
purpose/destination of funds is undisclosed
these requests are not accommodated,
further ensuring that risk considerations
shall have priority over business and profit
considerations.

A pricing mechanism that reflects variation
in the risk profile of various exposures to
ensure that higher risks are compensated
by higher returns is ensured based on risk
based pricing; the financial performance
of borrowers are continuously monitored
and frequently reviewed as set out in each
approval and as per credit procedure
guidelines. The Bank obtains collateral

as a possible secondary recourse or as a
fall back option which are obtained based
on exposure guidelines set by the credit
risk policy and valuation guidelines, which
in turn are set according to regulatory
guidelines on collateral obtained.

Delegation of Authority
The BIRMC has been delegated with the
responsibility of managing the Bank's overall

credit risk. At an executive level, credit
authority has been further delegated to
Executive Credit Committees (ECC) which
is headed by CEO and CRO respectively.
The Credit Risk Department conducts
independent reviews of the credit risks
lying with the business units and makes
recommendations on credit policies,
prudential limits on sector exposures and
counterparty exposures in order to make
improvements.

Final authority and responsibility for all
activities that expose the Bank to credit risk
rests with the BOD which has delegated
approval authority to the CEO to re-
delegate limits to Business Lines. All DAs

to individual members are name specific
and are based on the individual experience,
facility type and collateral in order to ensure
accountability and mitigate any judgmental
errors.

Prudential Limits

The Bank continuously strengthens its
monitoring mechanism of the credit risk to
ensure regular and frequent review of the
portfolio. This helps the Bank to understand

Geographical Concentration of
Advances

Central 9.7%
Eastern 9.2%
North Central 2.4%
M North Western 6.0%
B Sabaragamuwa 4.1%
Southern 2.6%
B Uva 0.8%
B Western 65.2%
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Geographical Concentration Against Prudential Limits
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Exposure by Product Exposure by Sector
Overdraft 9% Agriculture, Forestry and Fishing 16%
Trade Finance 5% Manufacturing 12%
B Lease Receivables 12% Tourism 1%
B Staff Facilities 1% Transportation and Storage 4%
Term Financing: 67% Construction 17%
B Gold Facilities 5% Infrastructure Development 1%
B Others 1% Wholesale and Retail Trade 28%
Information Technology and
Communication Services 0.5%
Financial Services 1%
Professional, Scientific and
Technical Activities 0.7%
Education 0.6%
Health Care, Social Services
and Support Services 0.2%
Consumption 18%

any emerging risk trends, align its credit
risk appetite to its business strategy, whilst
promoting risk based business decision
making. This exercise covers analysis of
the portfolio based on industry sectors,
products, geographies and trends in NPA.

Prudential, industry, geographic and
portfolio limits are set by the BIRMC. Credit
Risk Department monitors compliance

with these approved limits. Desired
diversification is achieved by setting
maximum exposure limits on single / group
obligor exposures, where the internal limits
are more stringent than the limits set by the
regulator, which too is monitored by RMD
for compliance.

Portfolio Management

Credit portfolio management is an
important function within the overall credit
risk management. Need for such critical

and objective portfolio management
emanates from the need to optimise the
benefits associated with diversification. It
also helps the Bank to identify and address
potential adverse impact of concentration of
exposures. The Bank has a well-structured
portfolio management mechanism which
evaluates exposures on the basis of industry
concentration, rating quality, internally

Exposure by Segment

Consumer 28%
W Corporate 30%
SME 42%
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established early warning indicators apart
from regulator imposed quantitative ceilings
such as the single borrower and aggregate
exposure. On feedback from regular
reviews and interactions with business units
the criteria for credit accommodation is
amended to insulate portfolios from further
deterioration.

In addition, stress tests/scenario

analyses are carried out to assess the
impact of any material changes in the
external environment with suitable
recommendations to restructure the
portfolio. Any deteriorating credits with
emphasis on internal and external early
warning signals are identified and such
accounts are “Watch Listed” and they are
monitored closely. NPAs are identified at
an early stage through regular interactions
with business units, enabling management
to take action as appropriate. In addition,
a post-approval hindsight review of credit
approved is carried out by an independent
committee which reports to BIRMC

with appropriate recommendations. All
monitoring reports are submitted regularly
to the respective credit committees and
BIRMC.

Developments in 2018

The Bank has been successful in developing
a culture of risk awareness and responsible
financing through comprehensive training of
the credit team and continuous discussions
at regular credit committee meetings which
has resulted in improving the skills of
frontline staff.

The Bank has been using a risk scoring
model from its inception for its SME and
Corporate portfolios which now requires
upgrade / replacement with the growth
and diversified portfolio of the Bank. Well
aware of the requirement of a robust risk
scoring model to correctly reflect the Bank’
portfolio in terms of risk within acceptable
market guidelines, the Bank decided to
make appropriate capital expenditure in

this regard and has now finalised a suitable
Credit Risk Rating Model, tried and tested
in many markets including Sri Lanka for
implementation, which is expected to be
fully functional in 2019.

The increasing trend in banking sector NPAs
triggered the Bank to take the following
steps to contain NPAs:

* initiation of an SMS alert to provide a
friendly reminder to customers of their
due date and amount.

* segregation of collection and recovery
teams into soft collection, collection,
recovery and legal recovery, thus
ensuring focus.

* tightening up of the follow-up process
and frequency.

*  periodic auctioning of unredeemed
Gold Safe Keeping articles.

* additional focus on NPAs arising from
low-value facilities.

* strengthening legal resources to speed
up legal recovery process.

As a result of the above steps, the Bank's
Gross NPA has been contained at 2.8% while
Net NPA stood at only 0.9%

Gross NPA Movement
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* Note - Industry Gross NPA for 2018 is as at Q3.

MARKET RISK MANAGEMENT

Market Risk

Market risk is the risk of loss from changes
in market prices and rates (including rates,
credit spreads, foreign exchange rates,
equity prices and commodity prices), the
correlations among them and their levels of
volatility. A description of each market risk
category is provided below.

Rate Risk

The risk of loss due to changes in the level,
slope and curvature of the yield curve,
volatility of rates and prepayments.

Credit Spread Risk

The risk of loss due to changes in the market
price of credit or the creditworthiness of
issuers.

Foreign Exchange Rate Risk

The risk of loss due to changes in spot and
forward prices and the volatility of currency
exchange rates.

Equity Risk

The risk of loss due to changes in the
prices and the volatility of individual equity
instruments and equity indices.

Commodity Risk

The risk of loss due to changes in spot and
forward prices and the volatility of precious
and base metals.

Market risk mainly arises from activities
undertaken by the Bank's Treasury, foreign
exchange, equity, commodity and money
market portfolios. A Board approved limit
structure has been adopted by the Bank
to mitigate and monitor its market risk.
Further, the BOD and the Management
have ensured effective monitoring and
management of market risk with the
following:

i.  BIRMC reviews market risk policies and
limits and approval is obtained from
the BOD for any changes necessary.
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An annual review of treasury related
policies and limits also takes place to
ensure such policies and limits are in
line with regulatory requirements.

ii. BIRMC and ALCO monitor and manage
market risk of the Bank in accordance
with the Board approved risk
framework.

iii. Risk Middle Office independently
monitors all significant market risks
and submits reports to CEO, ALCO and
BIRMC.

iv. Risk Middle office conducts stress
testing for foreign exchange exposures,
equity investments, gold facilities and
liquidity on a periodic basis. Aggregate
level of stress testing is conducted on a
quarterly basis.

As required by CBSL, the Bank uses the
Internal Measurement Approach to calculate
Market Risk under Basel regulation. The
Bank classifies quoted equity exposures

into either trading or available for sale (AFS)
portfolios and manages those portfolios
separately. Market risk for the portfolios is
monitored based on a VaR methodology
and also using other sensitivity analyses.

OBJECTIVES OF THE METHODOLOGIES
USED TO ASSESS MARKET RISK

Value at Risk (VaR)

VaR is a method of measuring market risk
based on a common confidence interval
and time horizon. It is a statistical estimate
of expected potential loss that is derived
by translating the risk of any financial
instrument into a common standard.

The Bank calculates general market risk
and equity specific risk VaR using historical
simulation based on 365 days of market
data. Changes in VaR between reporting
periods are generally due to changes

in levels of exposure, volatilities and/or
correlations among asset classes. VaR is
also used to evaluate risks arising in certain
funding and investment portfolios. Back
testing is also an important and necessary

part of the VaR process, by validating the
quality and accuracy of the Bank’s VaR
model.

Stress Testing

VaR measures potential losses in normally
active markets. Accordingly, stress testing
examines the impact that abnormally large
swings in market factors and periods of
prolonged inactivity might have on trading
portfolios. The stress testing programme

is designed to identify key risks and
quantify potential losses from abnormal
events. The Bank subjects its trading and
AFS portfolios to stress tests on a periodic
basis, using stress tests based on risk factor
sensitivities and specific market events. The
stress testing programme is an essential
component of the Bank’s comprehensive
risk management framework which
complements the current VaR methodology
and other risk measures and controls
employed by the Bank. Risk Middle

Office conducted the stress testing on an
aggregate level and reported to ALCO and
BIRMC on a quarterly basis.

Sensitivity Analysis

Sensitivity analysis assesses the effect of
changes in rates on current earnings and on
the economic value of shareholders’ equity.
It is applied to each of the major currencies
within the Bank’s operations.

Gap Analysis

Gap analysis is used to assess the rate
sensitivity of the Bank’s operations. Under
gap analysis, rate sensitive assets and
liabilities and off balance sheet instruments
are assigned to defined time periods on the
basis of expected re-pricing dates.

Rate Risk Analysis

Earnings perspective involves analysing
the impact of changes in the profit rate

on accrual or reported earnings in the
near term, measured by changes in the
net financing income. Economic value
perspective involves analysing the changes

of impact of profit on the expected cash
flows on assets minus the expected cash
flows on liabilities plus the net cash flows
on off balance sheet items. The level of
profit rate changes is an important factor to
choose fixed/floating rate assets/liabilities,
their maturities and hedging decisions.

VaR Assumptions

The VaR that the Bank measures is an
estimate, using a confidence level of 99%

of the potential loss that is not expected

to be exceeded if the current market risk
positions were to be held unchanged for
one day. The use of a 99% confidence level
means that, within a one day horizon, losses
will be below the VaR limit on average under
normal market conditions, for 99 out of 100
days.

Since VaR is an integral part of the Bank's
market risk management, VaR figures are
reviewed monthly against loss limits by
ALCO and at every BIRMC.

In practice, the actual trading results may
differ from the VaR calculation and in
particular the calculation does not provide a
meaningful indication of profits and losses
in stressed market situations.
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2018

2017

End December
Daily Average
High

Low

End December
Daily Average
High

Low

Foreign Exchange Risk
Foreign Exchange Risk in the Bank's unhedged financing and investment activities arises primarily from the Bank’s foreign currency
operations.

VaR of Foreign Approved Loss Limits
Exchange Exposures for FX Operations
(LKR million) (LKR million)
1.49 4.57
2.07
6.48
0.33
1.55 3.84
1.79
7.68
0.28

VaR of Equity Portfolio
(LKR million)

4.75
9.47
15.8
4.08
15.57
6.19
17.13
6.19

Approved Loss Limits
for Equity Operations
(LKR million)

35

35

Such risks are primarily due to changes in foreign exchange rates which are managed by setting and monitoring dealer, currency,
counterparty and settlement limits for on and off balance sheet instruments.

Foreign exchange exposures in individual currencies are managed in accordance with the limits approved by the BOD. In addition, this is also
managed and monitored against the regulatory/statutory limits approved by CBSL.

The Bank engages in interbank forward transactions to cover positions created due to customer transactions and mismatches in balance
sheet positions. Cash flows of currencies are managed by undertaking promissory buy/sell transactions on a matching basis. In addition, the
Bank’s activities in the trade finance business result in off balance sheet exposures.

The concentration of on and off balance sheet foreign currency risk as at 31 December 2018 and 31 December 2017 are given in the tables
shown below:

As at 31 December 2018

Currency Assets
U.S. Dollar 82,533,241
Pound Sterling 126,090
Euro 411,361
Japanese Yen (2,547,019)
Indian Rupee -
Australian 90,083
Dollar

Canadian Dollar 200

Other Currencies

Total Exposure

Spot

Liabilities
(46,690,310)
(1,817,571)
(541,436)
(4,510,875)

(147,121)

Net

35,842,930
(1,691,481)

(130,075)
(7,057,894)

(57,038)

200

Total Capital Funds as per 31.12.2018 Financial Statements

Forward
Assets Liabilities Net
77,184,032 (111,831,556)  (34,647,524)
1,700,000 - 1,700,000
300,000 - 300,000
4,300,000 - 4,300,000
90,000 - 90,000

Total Exposure as a % of Total Capital Funds (should not exceed 30%)

Net Open Net
Position Position
in Other

Exchange

Contracts

1,195,406 -
8,519 -
169,925 -
(2,757,894) -
32,962 -
200 -

Overall Overall

Exposure in Exposure in

Respective LKR
Foreign
Currency

1,195,406 280,443,814

8,519 920,526

169,925 411,361

(2,757,894) (4,582,107)

32,962 4,242,848

200 26,876

21,976,886

348,056,190

11,347,153,694

3.07%
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As at 31 December 2017

Spot Forward  Net Open Net Position Overall  Overall Exposure
Currency Assets Liabilities Net Assets Liabilities Net  Position inOther  Exposure in LKR
Exchange in
Contracts Respective
Foreign
Currency
U.S. Dollar 65,472,785 (25913,789) 39,558,996 = 25,950,000  (68,489,027)  (42,539,027) (2,980,031) -1 (2,980,031) (455,892,151)
Pound Sterling 2,057,753 (2,053,772) 3,982 - - - 3,982 - 3,982 26,963
Euro 669,027 (654,331) 14,696 - - - 14,696 - 14,696 1,789,634
Japanese Yen 3,438,619 (10,873) 3,427,746 1,100,000 (4,488,206) | (3,388,206) 39,540 - 39,540 53,941
Indian Rupee - - - - - - - - - -
Australian Dollar 261,695 (109,835) 151,861 - - - 151,861 - 151,861 18,201,298
Canadian Dollar 395 - 395 - - - 395 - 395 48,392
Other Currencies 35,999,547
Total Exposure 512,011,926.98
Total Capital Funds as per 31.12.2017 Financial Statements 10,923,195,635.87
Total Exposure as a % of Total Capital Funds (should not exceed 30%) 4.69%
During the year 2018 the LKR depreciated USD/LKR RATE
by 19% against the US Dollar. Exchange Rate
Revaluation of all foreign currency assets LKR
and liabilities is carried out daily by i-MAL 200
core banking system according to accepted 128
market best practices. 140
120
A graph giving daily VaR figures of the 100
foreign currency exposure is given below. 80
60
Equity Position Risk gg
The Bank holds equity portfolios for trading 0
and investment purposes. These portfolios Jan Feb Mar Apr May Jun Jul Aug Sep Oct Nov Dec
expose the Bank to rate risks, credit spread
and equity risks. Equity position risk arises — 2017 — 2018
due to changes in individual equity prices. (Source: CBSL month end rates)
The Bank’s equity portfolio is classified as
held for trading (HFT) and available for sale FXVaR 2018
(AFS) portfolios. HFT portfolio comprise
of equities purchased with a view to take LKR 000
advantage of short term capital gains. The 7,000
equities in AFS portfolio are purchased 6,000 [
in order to realise capital gains in the 5,000
medium term and for dividend income. 4,000 A
Going forward the Equity Portfolios will 3,000 | ) I A I
be classified as required by Guidelines to ' | "| Il
Licensed Banks on the Adoption of Sri Lanka 2,000 i \ W
Accounting Standard - SLFRS 9: Financial 1,000 \'V N Y | N
Instruments issued by CBSL dated 31 0
December 2018. Jan Feb Mar Apr May Jun Jul Aug Sep Oct Nov Dec
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The performance of the equity portfolio is monitored by the Equity Investment Committee (EIC) and ALCO. The Board of Directors has laid
down sector, portfolio and loss limits to control and mitigate the risks of the equity portfolio. The Bank also adheres to the Guidelines issued
by CBSL regarding the exposure to a single entity and the total exposure limit for the equity portfolio. The Bank conducts transactions only in
equities which are published in the White List.

The sectorial exposure of equity portfolio comparing with previous year is given below:

Manufacturing 31,168,000 25,149,280 87,500,000
Construction 16,942,000 10,321,200 52,000,000
Beverage & Food 13,201,058 12,364,632 52,500,000
Trading 42,319,103 40,479,560 52,500,000
Diversified 24,062,519 18,160,392 87,500,000
Power 6,739,410 5,750,963 52,500,000
Sub Total 134,432,090 112,226,027

Strategic Investments 244,335,790 184,685,504

Total Equity Portfolio 378,767,880 296,911,532

Total Approved Portfolio Limit 710,000,000

Manufacturing 49,704,360 32,081,252 87,500,000
Construction 27,612,301 16,497,000 52,000,000
Beverage & Food 15,316,394 13,202,684 52,500,000
Trading 65,071,029 41,552,444 52,500,000
Diversified 32,046,076 24,062,519 87,500,000
Power 18,078,724 14,829,410 52,500,000
Sub Total 207,828,885 142,225,309

Strategic Investments 338,189,617 219,691,749

Total Equity Portfolio 546,018,502 361,917,058

Total Approved Portfolio Limit 710,000,000

The Bank's Treasury system carries out daily marking to market of the equity portfolio against the closing weighted average prices published
by the Colombo Stock Exchange.
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A graph indicating the daily VaR figures for Equity portfolio (excluding the strategic

investment portfolio) is given below:

LKR 000

Equity VaR

18,000

16,000

14,000

12,000

10,000

8,000

R

6,000

B E—

4,000

2,000

0

Jan

Feb

Mar  Apr

May Jun

Jul Aug

Sep

Oct

Nov

Dec

Rate Risk

Rate risk arising from the Bank’s financing
and investment activities is managed in
accordance with the Board approved
policies and limits, which are designed to
control the risk to net financing income and
economic value of shareholders’ equity.

Mismatches in maturity of assets and
liabilities that mature or are re-priced during
a specified time period, does have an impact
on the Bank’s exposure to rate risk. In order
to manage and mitigate such risks, ALCO
reviews the re-pricing of assets and liabilities
on a monthly basis. The Bank's rate risk is
limited due to the business model adopted
where customer deposits have been taken
on the profit and loss sharing basis.

However, rate risk is monitored by measuring the impact on rate sensitive maturity gaps with yield curve shifts of parallel and non-parallel

nature.

Scenario |

Scenario Il

Scenario lll

Scenario IV

Scenario V

1to 30
Days
%
2.00%
-2.00%
-1.50%

1.50%

5.00%

1-3

Months

%

2.00%

-2.00%

-1.50%

1.50%

5.00%

3-6

Months

%

2.00%

-2.00%

-1.25%

1.25%

5.00%

6-9

Months

%

2.00%

-2.00%

-1.25%

1.25%

5.00%

9-12

Months

%

2.00%

-2.00%

-1.00%

1.00%

5.00%

1-3

Years

2.00%

-2.00%

1.00%

-1.00%

5.00%

3-5

Years

%

2.00%

-2.00%

1.00%

-1.00%

5.00%

5-10 10-15 Over 15 Unclassified

Years Years Years
% % % %
2.00% 2.00% 2.00% 2.00%
-2.00% -2.00% -2.00% -2.00%
1.25% 1.25% 1.50% 1.50%
-1.25% -1.25% -1.50% -1.50%
5.00% 5.00% 5.00% 5.00%
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Impact of yield curve shifts on rate sensitive assets and liabilities on contractual and behavioural basis are given below based on the above
scenarios:

Behavioural Basis

Scenario | (429.14) -0.72% Scenario | (330.54) -0.65%
Scenario Il 462.29 0.77% Scenario Il 348.48 0.69%
Scenario Il (324.27) -0.54% Scenario Ill (220.47) -0.43%
Scenario IV 331.49 0.56% Scenario IV 223.22 0.44%
Scenario V (1,013.51) -1.70% Scenario V (791.26) -1.56%
Contractual Basis

Scenario | (782.39) -1.31% Scenario | (694.98) -1.37%
Scenario Il 856.27 1.43% Scenario Il 756.66 1.49%
Scenario Il (451.73) -0.76% Scenario Ill (360.47) -0.71%
Scenario IV 472.57 0.79% Scenario IV 377.97 0.74%
Scenario V (1,832.40) -3.07% Scenario V (1,633.63) -3.21%

The details of the impact of 1% increase in market rates on Economic Value of Equity (EVE) and Earnings at Risk (EaR) calculated based on
Behavioural and Contractual maturities are given in the table below:

Economic Value of Equity (EVE) - (100 bps shift)

Behavioural - % of Total Capital 1.93% 1.58%
- Value in LKR million (218.64) (167.57)
Contractual - % of Total Capital 3.52% 3.34%
- Value in LKR million (399.98) (354.84)

Earnings at Risk (EaR) - (100bps shift)

Behavioural - % of Total Capital -0.12% -0.30%
- Value in LKR million (13.09) (31.93)
Contractual - % of Total Capital 0.81% 1.01%
- Value in LKR million (92.39) (106.89)
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Maturity Gaps of Assets and Liabilities (Behavioural Basis) as at 31 December 2018

Up to 3 Months
LKR

Assets
Cash and Cash 5,338,090,636
Equivalents
Balance with Central 1,878,378,578
Bank of Sri Lanka
Placements with Banks 6,593,054,455
Placements with Licensed 2,427,970,097
Finance Companies
Derivative Financial 406,123,506
Assets
Financial Assets 113,249,108
Measured at Fair Value
through Profit or Loss
Financing and 16,675,655,594
Receivables to Other
Customers
Financial Assets -
Measured at Fair
Value through Other
Comprehensive Income
Other Assets - Financial 264,732,481
Property, Plant and -
Equipment
Intangible Assets -
Other Assets - Non 246,145,455
Financial
Total Assets 33,943,399,909
Liabilities
Due to Banks 1,210,204,847
Derivative Financial 471,779,054
Liabilities
Due to Depositors 25,098,524,136
Other Liabilities - 467,598,759
Financial

Current Tax Liabilities -

Dividend Payable 3,562,069
Deferred Tax Liability -

Retirement Benefit

Liability

Other Liabilities - Non 97,921,864
Financial

Total Liabilities 27,349,590,728

Maturity Gap 6,593,809,181

3-12 Months

LKR

1,261,604,938

2,671,644,795

39,609,234

15,859,388,275

286,798,209

127,951,081

20,246,996,532

969,226,568

27,844,024,686
4,994,467

330,606,614

29,148,852,335

(8,901,855,803)

1-3Years

LKR

121,516,016

12,074,120,500

34,174,143

7,955,169

12,237,765,829

2,647,515,150
6,000,000

2,653,515,150

9,584,250,679

3-5Years

LKR

115,924,612

5,415,384,757

5,531,309,369

2,524,211,761
2,035,656

2,526,247,416

3,005,061,953

Over 5 Years

LKR

166,020,636

2,829,114,229

186,655,424

1,890,194,155

238,311,383

5,310,295,828

3,608,406,862

221,536,935
127,517,726

3,957,461,523

1,352,834,304

Total as at
31.12.2018
LKR

5,338,090,636

3,543,444,781

9,264,699,249
2,427,970,097

445,732,740

113,249,108

52,853,663,356

186,655,424

585,704,833
1,890,194,155

238,311,383
382,051,706

77,269,767,468

1,210,204,847
1,441,005,622

61,722,682,595
480,628,881

330,606,614

3,562,069
221,536,935
127,517,726

97,921,864

65,635,667,153

11,634,100,315

Sensitive
to Rates

Yes

Yes

Yes
Yes

Yes

Yes

Yes

Yes

Yes

No

No
No

Yes

Yes

Yes

Yes

No

No
No

No

No
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Maturity Gaps of Assets and Liabilities (Contractual Basis) as at 31 December 2018

Assets

Cash and Cash
Equivalents

Balance with Central Bank
of Sri Lanka

Placements with Banks

Placements with Licensed
Finance Companies

Derivative Financial
Assets

Financial Assets
Measured at Fair Value
through Profit or Loss

Financing and Receivables
to Other Customers

Financial Assets Measured
at Fair Value through
Other Comprehensive
Income

Other Assets - Financial

Property, Plant and
Equipment

Intangible Assets

Other Assets - Non
Financial

Total Assets
Liabilities

Due to Banks
Derivative Financial
Liabilities

Due to Depositors
Other Liabilities - Financial
Current Tax Liabilities
Dividend Payable
Deferred Tax Liability
Retirement Benefit
Liability

Other Liabilities - Non
Financial

Total Liabilities

Maturity Gap

Up to 3 Months

LKR

5,338,090,636

3,543,444,781

6,593,054,455
2,427,970,097

406,123,506

113,249,108

16,675,655,594

264,732,481

246,145,455

35,608,466,112

1,210,204,847
471,779,054

37,572,864,714
467,598,759

3,562,069

97,921,864

39,823,931,306

(4,215,465,194)

3-12 Months

LKR

2,671,644,795

39,609,234

15,859,388,275

286,798,209

127,951,081

18,985,391,594

969,226,568

21,539,930,419
4,994,467
330,606,614

22,844,758,067

(3,859,366,474)

1-3Years

LKR

12,074,120,500

34,174,143

7,955,169

12,116,249,813

700,289,874
6,000,000

706,289,874

11,409,959,938

3-5Years

LKR

5,415,384,757

5,415,384,757

576,986,485
2,035,656

579,022,141

4,836,362,616

Over 5 Years

LKR

2,829,114,229

186,655,424

1,890,194,155

238,311,383

5,144,275,191

1,332,611,103

221,536,935
127,517,726

1,681,665,764

3,462,609,428

Total as at
31.12.2018

LKR

5,338,090,636

3,543,444,781

9,264,699,249
2,427,970,097

445,732,740

113,249,108

52,853,663,356

186,655,424

585,704,833
1,890,194,155

238,311,383
382,051,706

77,269,767,468

1,210,204,847
1,441,005,622

61,722,682,595
480,628,881
330,606,614
3,562,069
221,536,935
127,517,726

97,921,864

65,635,667,153

11,634,100,315

Sensitive to
Rates

Yes

Yes

Yes

Yes

Yes

Yes

Yes

Yes

Yes
No

No
No

Yes

Yes

Yes
Yes
No
No
No
No

No
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Maturity Gap Analysis for Local Currency Denominated Assets and Liabilities - as at 31 December 2018

Upto1month  1-3months 3-6months 6-9months 9-12months 1-3Years 3-5Year  Over5 Years Total
LKR LKR LKR LKR LKR LKR LKR LKR LKR
Inflows
Cash on Hand 1,814,139,269 - - - - - - - 1,814,139,269
Deposits with CBSL 915,985,084 631,177,860 456,777,218 497,715,059 479,723,608 265,110,015 131,399,082 191,226,854  3,569,114,781
Balances due from HO/

Affiliates and Own Branches - - - - - - - - -
Balances due from

Other Banks 23965674  2,415579,323  1,750,000,000 - - - - - 4,189,544,997
Investments 299,904,532 - - - - - - - 299,904,532
Bills of Exchange - - - - - - - - -
Overdrafts 350,107,740 350,107,740 350,107,740 350,107,740 350,107,740 972,521,501 972,521,501 972,521,501  4,668,103,206
Financing and Receivables

to Other Customers 6,368,633,350  5579,611,071  3,344,340,346  2,188,954,069  2,132,396,205  9,101,774,701  4,482,466,196  9,213,640,588 42,411,816,526
Non Performing Advances - - - - 243,367,270 - - 730,101,810 973,469,080
Inter Branch Transactions 206,879 - - - - - - - 206,879
Other Assets 272,563,731 103,124,417 13,359,194 13,359,194 298,360,564 101,772,149 - 2312918049  3,115,457,296
Lines of Credit Committed

from Institutions - - - - - - - - -
Others - - - - - - - - -
Total (a) 10,045,506,260  9,079,600,412  5914,584,498  3,050,136,062  3,503,955387 10,441,178,366  5,586,386,780  13,420,408,801  61,041,756,565
Outflows
Demand Deposits 1,562,542,526 790,196,100 395,098,050 164,624,188 98,774,513 - - 329,248375  3,340,483,751
Savings Deposits 3,785908,251  3,557,073574  2,864,134,954  1,473,631,847 922,607,987 2137491751  2,108,621,431  3,083,267,845 19,932,737,637
Balance Due to HO/Affiliates

/Branches - - - - - - - - -
Balance due to other Banks - - - - - - - - -
Time Deposits 379,944,989  6,916,340,255  4,892,130,866  7,243,659,242  7,539,468,465  2,593,497,702 236,245,360 - 29,801,286,881
Certificate of Deposits,

Borrowings and Bonds - - - - - - - - -
Net Inter-Branch Transactions - - - - - - - - -
Bills Payable - - - - - - - - -
Profit Payable 56,062,717 142,279,845 105,367,774 118,423,166 114,956,112 64,269,822 31,854,684 41,885,758 675,099,878
Provisions other than for

Financing and Receivables

to Other Customers and

depreciation in the value

of Investment portfolio 1,495,722,482 7,886,404 19,861,140 91,837,275 11,930,088 10,885,051 87,065,914 447,132,591 2,172,320,943
Other Liabilities 3,141,183,213 - - - - - - - 3,141,183,213
Lines of Credit committed

from institutions - - - - - - - - -
Unutilised portion of

Overdraft, Financing and

Receivables to

Other Customers 263,158,250 526,316,499 789,474,749 789,474,749 789,474,749 - - - 3157,898,996
Letters of Credit/Guarantees/

Acceptances 615,610,908 271,688,962 481,992,573 373,406,608 397,051,339 246,542,217 5,907,573 - 2,392,200,180
Repo/Bills Rediscounted/

Swaps/Forward contracts (2,834,063,315)  (1,146,453,869)  6,466,234,637  2,013,000,000 915,000,000 732,000,000 - - 6,145717,453
Others - - - - - - - 11,351,825,785 11,351,825,785
Total (b) 8,466,070,021  11,065,327,770  16,014,294,743  12,268,057,075 10,789,263,252  5784,686,543  2,469,694,961 15,253,360,353  82,110,754,718
Gap = (a)-(b) 1,579,436,239  (1,985,727,358) (10,099,710,245)  (9,217,921,013)  (7,285,307,865)  4,656,491,823  3,116,691,818  (1,832,951,552) (21,068,998,152)
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Maturity Gap Analysis for U.S. Dollar Denominated Assets and Liabilities - as at 31 December 2018

Up to 1 month 1-3 months 3-6 months 6-9months  9-12months 1-3Years 3-5Year  Over5Years Total
usb usb usb usb usb usb usb usb usb
Inflows
Cash on Hand 779,038 779,038
Deposits with CBSL - - - -
Balances due from HO/Affiliates

and Own Branches - -
Balances due from Other Banks 58,416,932 - 58,416,932
Investments - - - - - -
Bills of Exchange - - - - - - - - -
Overdrafts 7,500 7,500 7,500 7,500 7,500 20,833 20,833 20,833 99,996
Financing and Receivables from

Other Customers 3,815,426 13,719,125 2,536,728 330,118 1,859,967 2,405,051 1,094,049 5,555 25,766,019
Non Performing Advances - - - - 91,248 - 273,744 364,992
Inter Branch Transactions - - -
Other Assets 33,907 - - - - 33,907
Lines of Credit Committed

from Institutions -
Others - - - - - - - - -
Total (a) 63,052,802 13,726,625 2,544,228 337,618 1,958,715 2,425,883 1,114,882 300,131 85,460,884
Outflows
Demand Deposits 567,694 296,188 148,094 61,706 37,024 - - 123,412 1,234,117
Savings Deposits 1,893,156 1,800,095 1,440,076 720,038 463,024 912,349 926,053 977,472 9,132,263
Balance Due to HO/

Affiliates/Branches 19 19
Balance due to other Banks 6,600,000 - - - - - 6,600,000
Time Deposits 1,720,101 17,042,465 2,671,110 3,464,722 4,585,186 804,589 30,288,172
Certificate of Deposits,

Borrowings and Bonds -
Net Inter-branch Transactions - -

Bills Payable - - - - - - - - -
Profit Payable 22,002 114,735 25,034 25,482 30,739 10,455 5,639 5,952 240,037
Provisions other than for

Financing and Receivables

to Other Customers and

depreciation in the value of

Investment portfolio 37,072 31,255 68,327
Other Liabilities (19,575,443) - (19,575,443)
Lines of Credit committed

from institutions -
Unutilised portion of

Overdraft, Financing and

Receivables to

Other Customers -
Letters of Credit/Guarantees/

Acceptances 7,539,296 5,333,977 643,959 703,990 138,456 440,000 14,799,677
Repo/Bills Rediscounted/Swaps/

Forward contracts 15,486,685 6,264,775 (35,334,616) (11,000,000) (5,000,000) (4,000,000) (33,583,155)
Others - - - - - - 1,538,833 1,538,833
Total (b) 14,290,581 30,852,236 (30,406,344) (6,024,063) 254,429 (1,801,353) 931,692 2,645,669 10,742,848
Gap = (a)-(b) 48,762,221 (17,125,611) 32,950,572 6,361,680 1,704,285 4,227,236 183,190 (2,345,538) 74,718,036
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Liquidity Risk

Liquidity risk is the risk that the Bank is unable
to meet its financial obligations in a timely
manner without incurring high cost.

Effective liquidity risk management is essential
in order to maintain the confidence of
depositors and counterparties, manage cost of
funds, and to enable business units to continue
to generate revenue, even under adverse
circumstances.

Liquidity risk is managed within the framework
of policies and limits that are approved by

the BOD. The BOD receives reports on risk
exposures and performance against approved
limits. ALCO provides senior management
oversight of liquidity risk and meets at least
monthly to discuss the Bank’s liquidity profile.

Adequate liquid assets are maintained by the
Bank to ensure the Statutory Liquid Assets
Ratio (SLAR) is maintained in accordance with
the regulatory requirements. Liquid assets
defined for purposes of the liquidity ratio are
mainly cash holdings, bank balances and short-
term interbank deposits. The maintenance of
SLAR is given below:

Liquid Assets to Liabilities Ratios

2018 2017
Year-end 22.98% 22.23%
Minimum 20.86% 21.21%
Maximum 23.68% 23.46%

Liquidity Coverage Ratio (LCR)

Regulations require banks to maintain LCR

in respect of Rupee Liquidity Minimum
Requirement for local currency operations

and All Currency Liquidity Minimum
Requirement for overall operations. This

ratio was introduced under Basel IIl Liquidity
Standards and CBSL expects banks to maintain
a minimum ratio as 80% in 2017, 90% in 2018
and 100% in 2019.

During 2018, the Bank adequately maintained
its LCR above the minimum requirement.

Asset and Liability Maturity Gaps

The contractual and behavioural assets and
liability maturity gaps as at end of year are
indicated below:
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Stress Testing

Stress testing is carried out based on Board approved stress testing guidelines and the results are reviewed by BIRMC and ALCO regularly.
Stress testing is carried out for areas in relation to exchange exposure, equity portfolio and liquidity to ascertain the impact if the markets faced

stressed situations.

i. Foreign Exchange

Amana Bank’s foreign exchange exposure has been stress tested using three scenarios which are based on 10%, 15% and 20%, in order to
assess adverse rate movements of exchange rates, for which the result would impact upon the Capital Adequacy Ratio (CAR). The stress

testing results of exchange exposures as of 31 December 2018 are given below:

Particulars Scenario 1
Adverse Change in Exchange Rate (%) 10
Net Exposure (LKR) 278,181,177
Exchange Loss (LKR) 27,818,118

Capital Funds - Dec 2018 (LKR)
Capital Adjusted for Loss (LKR)

11,347,153,694
11,319,335,576

Risk Weighted Assets - Dec 2018 (LKR) 59,726,125,165

Adjusted Risk Weighted Assets (LKR) 59,698,307,048
Capital Adequacy Ratio as at 31 December 2018 (%) 19.00%
Revised Capital Adequacy Ratio (%) 18.96%
Decline in CAR (%) 0.04%

ii. Equity Portfolio

Scenario 2

20
278,181,177
41,727,177
11,347,153,694
11,305,426,517

59,726,125,165
59,684,397,989
19.00%

18.94%

0.06%

Scenario 3

30
278,181,177
55,636,235
11,347,153,694
11,291,517,459

59,726,125,165
59,670,488,930
19.00%

18.92%

0.08%

Amana Bank’s equity portfolio has been stress tested using three scenarios which are based on 10%, 20% and 30% in order to assess adverse
price movements of equities, for which the result would impact upon the CAR. The stress testing results of the equity portfolio as of 31

December 2018 is given below:

Particulars Scenario 1
Adverse Change in Equity Price (%) 10
Market Value of Equity Portfolio (LKR) 296,911,537
Revaluation Loss (LKR) 29,691,154

Capital Funds - Dec 2018 (LKR) 11,347,153,694

Capital Adjusted for Loss (LKR) 11,317,462,540

Risk Weighted Assets - Dec 2018 (LKR) 59,726,125,165

Adjusted Risk Weighted Assets (LKR) 59,696,434,012
Capital Adequacy Ratio as at 31 December 2018 (%) 19.00%
Revised Capital Adequacy Ratio (%) 18.96%
Decline in CAR (%) 0.04%

iii Liquidity

Scenario 2

20

296,911,537
59,382,307
11,347,153,694
11,287,771,387
59,726,125,165

59,666,742,858
19.00%

18.92%
0.08%

Scenario 3

30

296,911,537
89,073,461
11,347,153,694
11,258,080,233

59,726,125,165
59,637,051,704
19.00%

18.88%
0.12%

The Bank’s ability to maintain regulatory liquidity requirements is undertaken based on stress testing due to the concentration of liquidity

which could lead to the impact of large outflows due to customer withdrawals.
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OPERATIONAL RISK MANAGEMENT
Management of Operational Risk at
Amana Bank

Operational Risk is defined as the risk of
losses resulting from inadequate or failed
internal processes, people and systems or
from external events, which includes legal
risk. This definition excludes Strategic and
Reputation Risks. Therefore, in line with
the Basel Il risk management framework
and leading practices, operational risk in
the Bank is composed of the following risk
types: operations risk, legal risk, regulatory
compliance risk, financial crime risk, people
risk, property risk, technology risk, vendor
risk, financial risk and environmental

risk. While the overall Operational Risk
management responsibility is with RMD,
different departments such as Legal,
Compliance, IT manages the individual risks,
which can be classified as operational risk.

Operational Risk exposure is managed
through a comprehensive set of internal
controls and management processes that
include risk assessment (identification,
description and estimation), risk evaluation,
reporting, mitigation, residual risk reporting
and monitoring and control associated

with the Bank's business operations as

an on-going activity. Operational Risk is
recognised as a distinct risk category,

which the Bank strives to manage within
acceptable levels through sound operational
risk management practices. The Bank’s
approach to managing Operational Risk is to
adopt practices that are fit and prudent to
suit the organisational maturity and relevant
business environments.

Managing Operational Risk forms part of the
day to day responsibilities of management
at all levels. The objective in managing
Operational Risk is to increase the efficiency
and effectiveness of the Bank's resources,
minimise losses and utilise opportunities.
The Bank's framework defines the minimum
requirements for Operational Risk
management and is supported by specific

policies and procedures. Business units implement the Bank's framework, policies and
procedures but may customise these to better suit the Bank’s unique model.

Business unit/line management as the first line of defence is ultimately responsible for
managing risks that arise within the scope of their respective areas. Both centralised and
decentralised Operational Risk management functions are independent from business line
management and work in partnership as the second line of defence. Their role is to monitor,
manage and report on risks to ensure Operational Risk exposure remains within the policy
parameters as mandated by the BOD and Senior Management. These independent functions
are also responsible for developing and implementing the Operational Risk management
framework and for promoting sound risk management practices across the Bank. Internal
Audit is the Bank's third line of defence and performs an independent review of the
Operational Risk management framework, policies and practices to ensure that Operational
Risk practices are adequate, comprehensive, consistent and efficiently implemented.

Operational Risk Identification

Assessment
Operational
Risk
Identification

Monitoring

As shown in the above diagram, risk management starts with risk identification. Risks that
have the potential to affect the Bank are identified through analysis of internal factors, such
as key control lapses and external factors such as environmental threats.

The Bank has established different processes that identify the nature and types of
Operational Risk and their causes along with resulting effects on the Bank. Proper
Operational Risk identification supports the reporting and maintenance of capital for
Operational Risk exposure and events, facilitates the establishment of mechanisms to
mitigate or control the risks, and ensures that management is fully aware of the sources of
emerging Operational Risk loss events.

Risk identification is performed at all levels of units in the Bank. Risks that have the potential
to impact the Bank must be identified through analysis of internal factors and external
factors. Risk identification takes into consideration the following:
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*  risks arising from control lapses

*  risks identified through root cause
analysis of operational eventsin a
timely manner

*  risks arising from potential infrequent
but severe events

*  risks arising from change initiatives
(example: new products and projects)

* external events with risk implications to
the Bank

The Bank uses the following tools for
Operational risk identification:

Risk Control and Self-Assessments
Risk Control and Self-Assessment (RCSA)
is a structured means for a business line,
supporting unit, product line or process
to identify and assess its own risks and
introduce measures aimed at improving
risk control. It focuses on Operational
Risks. In addition, the ownership of key
risks - and measures introduced to mitigate
unacceptable risk exposure - is clearly
defined.

RCSA is conducted by staff of the Bank's
unit being assessed (i.e., those who know
the process best) with the guidance of the
Head of Operational Risk Management Unit,
where necessary. As a consequence, RCSA
is regarded as an effective Operational

Risk Management tool, to be deployed
throughout the Bank.

RCSAs will assist business and support units
to self-identify and assess operational risks
for certain key processes for which they are
responsible. RCSA will also help to address
those risks by evaluating the effectiveness
of controls and, if necessary, establishing
action plans to address any identified
process gaps.

Since the business units have expertise in
their functions and the process, Operational
Risk coordinators of respective units,
conduct the RCSA which is reviewed and
evaluated by RMD along with the heat map

for escalation to the Management and
Board Sub-Committees for their comments
and suggestions. Operational Risk
Management Unit is continuously looking
to improve this process and develop a
simplified and user friendly approach while
raising staff awareness.

Key Risk Indicators

The function of Key Risk Indicators (KRI) is
to allow the early detection of Operational
Risk before actual failure occurs. Itis an
early warning indicator of risks and not
losses.

Data collection, analysis and presentation

of key risk indicators are carried out on

a monthly basis along with root cause
identification and follow-up on corrective
actions. New Key Risk indictors were
identified in order to assess and mitigate the
Operational Risk of the Bank.

KRIs are monitored by Operational

Risk Management Unit on a monthly

basis and in the event of a threshold
breach it is escalated to ORMC to make
recommendations for control of same. A
KRI dash board is prepared monthly and is
circulated for BIRMC's review.

Internal Operational Risk Events and
Losses

Departments report all Operational Risk
events and losses to the Operational
Risk Management Unit which maintains
a centralised database on all internal risk
events and losses (both historical and
current). This data is then classified into
various risk categories.

Loss event database is maintained in

line with Basel Il regulations and CBSL
requirements to identify operational loss
trends from internal loss data collection and
prepare analysis for management reporting.
Root cause of operational losses to facilitate
control/process/system improvements are
identified and monitored for resolution.

External Risk Events Data

External events which have Operational Risk
implication to the Bank are monitored as a
source of potential Operational Risk.

New/Change Initiatives Risk Analysis
Operational risks are identified

and assessed in the evaluation and
implementation of new/change initiatives
such as new products, acquisition,
integration and projects.

In line with Amana Bank’s goal towards
Digitalisation of customer servicing tools,
Bank has set up a dedicated team to drive
Digital Banking Projects. Thus digitalisation
enables upgraded service delivery network
to the customer, since Cyber Risk and
Technology Risk have emerged as significant
risks in recent past in the industry,
Operational Risk Management Unit is closely
working with Information Technology and
Digital Banking Team to understand and
minimise the vulnerability to Cyber Risk and
Technology Risk.

Operational Risk Assessment

All risks identified are assessed using the
Operational Risk grading matrix. Risks are
assigned risk grades (high, medium and
low) based on the assessments of likelihood
and impact of the risks. Impact is assessed
qualitatively and quantitatively against the
Operational Risk tolerance and limits set for
the five dimensions of impacts: financial,
reputational, regulatory, human resources
and business disruption. The use of the
said dimensions ensures a comprehensive
assessment of the impact.

The risk grades of the assessed risks reflect
the status of adherence to the risk appetite
of the Bank. Qualitative and quantitative
methodologies and tools are applied to
identify and assess operational risks and

to provide management with information
for determining appropriate mitigating
measures.
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Operational Risk Mitigation and Control
All risks must have mitigation plans
established to reduce the inherent risks
within the risk appetite of the Bank. Actions
to mitigate or control identified risks are
prioritised based on assessed impact of
the risks, and are directed at the root cause
of the risk. All action plans are assigned

to owners. Risk grades are reassessed
periodically to appropriately reflect changes
in the environment and the progress of

the mitigation plans. Mitigation plans are
captured and progress is monitored.

There are different levels of controls
operational in the Bank. The following levels
of control are distinguished in this respect:

*  |ndividual level

* Management control

* Assessments carried out by specialist
units such as Internal Audit, Sharia
Audit and Compliance.

*  Assessments carried out by external
parties (External Auditors and
Supervisory Authorities).

Together, these four levels of risk control
form the basis for Operational Risk control
system.

The Banking industry uses insurance

as a highly developed operational risk
management and mitigation tool. Insurance
(Takaful) policies of the Bank are reviewed
on a periodic basis and the same process is
monitored by Operational Risk management
through RCSA as the use of insurance helps
to transfer the risk of low frequency and
high severity losses that might occur as a
result of events such as fire, theft, damage
to physical assets by natural disaster, etc.

Operational Risk Monitoring

The final step of the risk management
process is to monitor unresolved risks
until the point when the risk exposures
are within the risk appetite of the Bank.
This involves periodic reassessment of risk

grades to capture changes in environment that may increase or decrease potential impact
of the risks.

Risk reviews on new products, processes and external suppliers including outsourced
service providers are undertaken by the Bank. Outsourced activities are carried out based
on CBSL guidelines from the Direction on Outsourcing of Business Operations of Licensed
Commercial Banks. A report on outsourced activities is submitted to CBSL on a periodical
basis.

Details of Outsourced Activities

To be the catalyst for alternate banking industry in Sri Lanka, the Bank has focused its efforts
on its strengths and therefore constantly focuses on refining its operations and outsources
non critical areas wherever possible. With a view to streamline the processes and activities of
the Bank and to facilitate transactions that would give the Bank a competitive advantage the
Bank continued to seek outsourcing options. This process was further strengthened by the
Bank through a well-defined policy on outsourcing functions and which is within the purview
of Administration Department of the Bank.

The implementation of the Outsourcing Policy is monitored to ensure compliance with CBSL
Directive No.7 of 2010 on Outsourcing of Business Operations of Licensed Commercial Banks
and related guidelines. Under the provisions of the policy, the below mentioned areas are
some of the outsourced activities of the Bank.

Service

Cheque Book Printing
Supply of ATM Consumables
Data Entry of Mandate Details

All Cash Sorting & Transport

Tax Consultancy Services
Actuarial Services

Security Service

Courier Service

Vehicle Hire

Janitorial Services

Archival of Documents

Central Mail Room Management
Secretarial Services

Processing of Salaries

IFRS Consultancy Service

Basis of Payment

Per cheque book
Per card
Per document

Transport- Per agreed rate according to the
distance & counting - Per bundle

Per service transaction / Per assignment
Per assignment

Number of shifts

Per courier

Per Km

Number of shifts

Per carton

Number of mails processed

Monthly fee

Monthly fee

Assignment fee
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The Bank conducts a detail KYC and due
diligence tests prior to selecting a new
service provider or renewing an existing
contract. A comprehensive report on all
such outsourced activities is annually
submitted to CBSL for their review.

Managing Operational Risks in New
Product Development

A process is in place to identify the
operational risks of new products along with
possible mitigates prior to launch of such
products and a similar process is followed
during the annual review of existing
Product Programmes. Risk management
is a key aspect of product development, as
the Bank thrives on innovation to deliver
new products that would cater to the
growing and evolving needs of the retail,
SME and corporate customers. These
Product Programmes are approved by all
stakeholders.

Business Continuity Management (BCM)
As an integral component of the Bank's

risk management framework, the Bank

has deployed a Business Continuity

Policy which enables the bank to plan

the business continuity in a desired
manner while identifying the critical
business units and formulating key roles
with required responsibilities in order

to act upon adequately in the event of

a disaster. This planning is being done
annually based on CBSL guidelines and the
standard international business continuity
management practices. The entire

business continuity process is reviewed
annually and feedback provided for further
improvements where necessary. The Bank's
business continuity strategy is structured to
ensure centralised monitoring and reporting
and decentralised execution, and is
supported by a robust governance process.

The developed BCM contains four different
areas, which include, Recovery Plans,
Emergency Response Plans, Support

Plans and Management System Plans. The

Business Continuity Plans so developed are
backed by infrastructure to support key
services, core systems and critical business
processes.

The BIRMC approves the plan and its
implementation is coordinated via the
Operational Risk Unit of the Bank. The
Bank's Executive Risk Management
Committee (ERMC) acts as a BCM Steering
Committee to establish appropriate policies,
standards, strategies and processes. The
BCM Working Committee is appointed by
the BCM Steering Committee to implement
the BCM Policy based on key critical units’
requirements to address elements of
continuity planning (e.g. identification of
critical business processes, delegation of
authority, order of succession, alternate
operating facilities, communications, and
vital records, etc.) and restoration of the
Bank’s essential functions.

The Bank gives primary importance to
ensuring safety of its customers, staff,
contractors and other visitors. In this regard,
the Bank not only has an able emergency
response team but also a team dedicated to
support people and families affected.

Management plans within the BCP spells
out the tools and processes required to
maintain the continued effectiveness of the
plan. Business Continuity Plan is periodically
reviewed through comprehensive Business
Impact Analysis (BIA) to accommodate
organisational changes and is subjected to
regular drills and testing as well.

BCP Testing/Activation Drills

The Bank has successfully conducted
Disaster Recovery (DR) Testing in May 2018
from the Bank's Disaster Recovery Site in
respect of its critical business operations.

BCP/DR Dirill reports highlighting test
results, technical and operational functions,
issues encountered, lessons learnt

and risk mitigation measures adopted

during the testing process were reported

to the Regulator with the review and
recommendation of the BIRMC and approval
of the BOD well within stipulated deadlines
of the Regulator. RMD identified additional
alternative locations for selected units/
functions and carried out mock drills in
order to assess the feasibility. BCP Drills at
such additional locations were successfully
carried out in 2018.



