Risk Management

Risk management becomes an essential part of our wider business strategy and
effective risk management is fundamental to the success of the Bank.
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The Bank’s Risk Management Division
(RMD) is assigned with the responsibility
to design and operate integrated

risk management process and is
independent of the business lines. Risk
management is an integral part of the
Bank’s strategy and business planning
processes.

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,
and that there is an appropriate balance
between risk and reward in order to
maximise shareholder returns.

The Bank’s mission with respect to
risk management is to enhance its

risk management capabilities, culture
and practices so as to be in line with
internationally accepted standards

and best practices. This mission is to
support the Bank’s overall vision which
is to be an admired leader by providing
a unique banking experience, through
equitable financial solutions.

The strategic focus of Amana Bank’s
risk management is to create a good
risk based culture that enables taking
an integrative approach to Enterprise
Risk Management within the entire
Bank which attempts to coordinate
risk management duties to maximise
efficiency and add value to the overall
operations whilst working towards
meeting corporate objectives and
investor expectations.

Enterprise Risk Management
Enterprise Risk Management attempts
to coordinate risk management duties
to maximize efficiency and value
additions while reducing hedging

and other transaction costs. It is an
integral approach to evaluate exposure
at the entity level while recognising
independence among the entity’s units.

Enterprise

Management

v
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The Bank will take further steps to
strengthen the robust Risk Management
Framework towards reaching
Enterprise Risk Management.
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Risk Management

The Bank's risk management framework is applied on an enterprise-wide basis and
consists of three key elements as depicted below:

RISK MANAGEMENT FRAMEWORK

Governance Management Techniques Appetite
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Risk Management
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* Risk Management
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Integrated Risk Management

Integrated Risk Management is a set of practices and processes supported by a risk-
awareness culture and enabling technologies that improves decision-making and
performance through an integrated view of risk.

The major categories of risks are credit, market, liquidity and operational risks.
Banks are also exposed to other risks including but not limited to reputational, legal,
regulatory, etc. Success in Risk Management depends on effective management

of key risk areas through an integrated approach, ensuring Enterprise-wide Risk
Management, guided by the Board Integrated Risk Management Committee (BIRMC).
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The Bank is developing advanced

risk measurement and management
techniques to ensure robust and
sustained growth in the organization.
RMD will continue to follow Basel
accords while focused on associated IT
implementation initiatives which will
further strengthen the monitoring of
various risks as identified above.

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 an
oversight over the implementation of
the IRM framework of the Bank and

its management on a regular basis,

at minimum on a quarterly basis.
Integrated Risk Management is a set

of practices and processes supported
by a risk-aware culture and enabling
technologies that improves decision
making and performance through an
integrated view of how well the Bank
manages its unique set of risks.

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, address:
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i. asystem 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 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.

Risk
Appetite

Risk
Tolerance

Risk
Threshold

The Bank’s risk appetite reflects its
tolerance to accept risk. The subsequent
application of the risk appetite into
defined risk threshold sets boundaries
to its business strategy and to its ability
to exploit business opportunities.

In order to effectively apply 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 its 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

RMD is mandated to design and operate
the Bank's integrated risk management
process and is independent of business
lines. The Bank has developed a risk

Board
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management framework adhering to the
Basel Accords, which provides guidance
to the overall risk management goals
and strategy. This risk management
framework provides the basis for

the on-going 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.

Integrated Risk Management
Framework document was revised
by RMD, reviewed by the BIRMC and
approved by the BOD during the year.
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Risk Management

The Bank has in place a strong risk
management framework which is
based on 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

Board

Integrated Risk

Management
. Committee
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" Board

whilst proactively managing risks
supported by strong open-minded risk
identification.

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.

Board Level

Committees

Board Audit
Committee
(BAC)

Board Credit
Committee
(BCC)

A strong and pervasive integrated

risk management culture provides a
sound foundation of risk management
framework consistent with the Bank's
objectives, risk tolerance, control
standards and management philosophy.

The risk governance structure at Amana
Bank stems from the Board of Directors
and is governed by the following

Board and Management committees

as the Integrated Risk Management is
moving towards the Enterprise Risk
management.
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The Board has defined the risk appetite for the Bank which is then rolled out to each business line and subsequently to the
business divisions. The Board is assisted by a number of Board level and Management level committees.

Typical Roles/Responsibilities In Setting Risk Appetite

Stakeholders Roles/Responsibilities w

Board of Directors ~ ® Review and approve risk appetite

& Review strategic objectives and positioning

BIRMC @ Understand the risk profile of the Bank and the Bank’s performance against same
@ Set basic goals for the Bank's risk appetite and strategy, such as ratings or earnings-volatility targets with senior
management and issue guidelines for senior management in implementing risk management policies and
procedures throughout the Bank
& Ensure that the risk function is adequately staffed with professionals who are sufficiently competent in managing
and monitoring all risks within the Bank and that they can avail of appropriate systems and tools
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Risk Management

Stakeholders Roles/Responsibilities w

CEO, CRO and Develop Business Strategy
Management Identify availability of capital
Committees Coordinate process of aligning risk appetite and risk strategy with business strategy and capital capacity

Oversee monitoring and reporting around the risk appetite process

Align business lines and goals within the risk parameters

Communicate risk appetite

Promote risk culture

Communicate and integrate objectives throughout the business processes
Embed risk appetite related goals in performance objectives

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

SO OOV OO@®

Support Units Align risk policies, processes and limits used in managing day-to-day business operations with the metrics

contained in the risk appetite statement

With the intention of being consistent with the risk-ownership concept under the Basel Il Accord, the Bank's strategy to manage
various risks is structured into ‘3 Lines of Defence’ as summarised below:

1% Line of Defence: Risk Taking Units

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 overall ownership of the risk environment and responsibility to manage the
risks therefore reside with them.

2" Line of Defence: Risk Control Units

Risk Management Team and the Risk Control Committees, including other control and monitoring
departments such as Legal, Compliance and Sharia Supervision. The RMD shall be responsible for
the development and maintenance of the risk management framework and its implementation.
} } Other controlling and monitoring departments are responsible to develop guidelines in managing } }
risks under their purview. Both RMD and controlling departments ensure timely receipt of reports
and perform analyses before submitting them to top management and the BOD for their oversight.
Where appropriate, they provide support to the risk taking units and initiate changes to policies and
procedures.

3" Line of Defence: Independent Assurance

Internal Audit function whose roles and responsibilities under the risk management policy are to
} } provide independent assurance to the BOD on the effectiveness of the risk management framework, } }
that the policy has been implemented with integrity.
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The Bank has been continuously
leveraging the risk management system
capabilities to derive the following
benefits:

i. 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. by Central Bank of Sri Lanka
(CBSL), Securities and Exchange
Commission (SEC), etc.)

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

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

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

During the year, the country was
continuously impacted by the Covid-19
pandemic and experienced a severe
setback in social and economic
environments which entailed prudent
risk management measures to be
adopted in line with market conditions
enabling the Bank to successfully
overcome the challenges posed. In
doing so, the Bank was further able to
strengthen the risk based culture by
applying the robust risk management
framework throughout all branches
and divisions. During these uncertain
times, the Bank’'s RMD strategically
managed the risks by working closely
with the business divisions at every
stage of the processes, and with the
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use of appropriate credit risk and
operational risk management tools, the
Bank successfully managed the Non-
Performing Advances (NPA) ratio at a
level below the industry average and
worked towards strengthening the Risk
Control and Self-Assessment (RCSA)
process.

Risk Management continued to enhance
its risk management of sustainability-
related risks by strengthening internal
governance frameworks and risk
assessments.

Other Areas of Focus in 2021

Data security

The post pandemic transition could be
a path for unauthorized access into

the Bank’s IT systems due to increase
in usage of digital platforms as well

as work from home options made
available for staff. From the onset of
Covid-19, indications of internal threats
also increased. As the pandemic shifts
into a new phase, it was important to
recognize that we have only crossed the
threshold from one period of intensity
and moved to another which requires
additional emphasis to strengthen data
security. Considering the importance
of data confidentiality, the process of
identification and classification of data
has been implemented and linking
such data classification categories to
soft data is now being carried out by
individual divisions.

Cyber Risk

The restrictions imposed by the
government in response to the Covid-19
pandemic have encouraged employees to
work from home. As a result, technology
has become even more important. It was
assessed that the Bank needed more

coverage from the cyber safe remote
working environment and Amana Bank
has already adopted new measures to
counter threats from cyber risk which
needs additional focus as the Bank
forges ahead with its digital strategy.

Environmental, Social and Governance
(ESG)

The focus will be on assessments and
impact from Environmental, Social and
Governance (ESG) risks on existing
financial risks and further mature
sustainability risk management, in the
current processes where this is deemed
significant. Environmental Risk and
Climate Risk were looked at for scenario
analysis.

Digital Transformation

Since the pandemic, customers have
moved towards online channels for
banking. There has been a rapid shift
towards interaction with customers
through digital means. Risk aspects
such as cyber risk, data breach and
third party risk needs to be assessed
when offering product/services via
digital channels.

Assessment of Capital Adequacy

In order to provide assurance that

the Bank has sufficient capital to
support all its business and risk taking
activities, RMD carried out the Internal
Capital Adequacy Assessment Process
(ICAAP) in accordance with the Basel IlI
guidelines, as required by CBSL.

ICAAP requires banks to identify and
assess risks, maintain sufficient
capital to face these risks and apply
appropriate risk-management
techniques to ensure adequate
capitalisation on an on-going basis.

91



Risk Management

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 of
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 lll
Minimum Requirement covered under
Pillar 1 of Basel Ill regulations has
been complied with, which required
the capital buffers to be implemented.
Amana Bank is maintaining the capital
to comply with the buffer requirement
and maintain Total CAR at 12.5% from
2019, which is the minimum rate that
is applicable 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 I in order to meet the capital
ratio and the buffer requirement as
specified by the regulator. ICAAP was
prepared in line with Basel Il capital
and buffer requirements and the capital
was assessed under various stress
scenarios for smooth functioning of the
Bank.
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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 divisions.

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. ensure a comprehensive coverage
of risks facing the Bank, covering
not only the Pillar | risks but also
other risks that are covered under
Pillar Il and Pillar lll. 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.

The ICAAP for the year was prepared
with additional analysis on operating
under the ongoing pandemic.

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/or private placements.

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 sustained growth

in profits, the Bank expects its level

of capital to be adequate in the short

to medium term. Based on the relief
granted by CBSL due to the Covid-19
outbreak, local Banks have been offered
an extended timeline till end 2022 to
increase its capital up to LKR 20 billion
and in this regard, the Board of Directors
is in the process of evaluating suitable
options to comply with this requirement
before the revised deadline.
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Whilst the current level of capital is
adequate to support the planned capital
expenditure as well as business growth
up to the mid-term, subsequent to
meeting the requirement by end 2022
the Bank expects to be well-positioned
in terms of the desired capital level.

Following the fourth successive
dividend to its shareholders in 2021,
the Bank may, subject to the provisions
of the Articles of Association, the
Companies Act No. 07 of 2007 and any
other applicable guidelines make future
dividend payments by way of interim
and final dividends 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 important risk
management tool that enables a bank
to identify the potential sources of risk,
evaluate the magnitude of it, develop
tolerance levels and generate strategies
to mitigate the identified risks. Sound
stress testing practices enable 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.

Moreover, Pillar 1 of the Basel

Accord related to minimum capital
requirements mandates that banks
undertake stress testing for assessing
capital adequacy if they are using the
Internal Models Approach (IMA) to
determine market risk or advanced or
foundation internal ratings-based (IRB)
approaches to determine credit risk.
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Pillar 2 of the Basel Accord related to
the supervisory review process (SRP)
mandates that banks undertake general
stress tests. Compliance with Basel lll
requirements help banks to correctly
assess risk and develop plans to reduce
their actual losses. 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 Amana
Bank’'s ICAAP, annually.

Sensitivity and Scenario Analyses

The Bank uses a range of stress testing
methodologies such as sensitivity

and scenario analyses 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 annually.

The Bank is required to take action to
improve its capital or risk management
processes in order to address any
adverse scenario impact conducted
through stress testing.

Responding to The COVID-19 Pandemic
Since early 2020, the coronavirus
pandemic (Covid-19) severely impacted
countries around the world, causing
enormous challenges to the economies
as all industries underwent an
unprecedented downturn. This resulted
in a global recession as the pandemic

which began in the latter part of 2019,
affected many advanced economies
which adopted various austerity
measures and fiscal consolidation

in order to address debt issues,
unemployment and housing market
bubbles.

COVID-19 pandemic has driven
unprecedented volatility around the
world. Given the challenges experienced
in the local economy, risk management
policies have received more focus. The
impacts of foreign exchange shocks

and funding stresses were conducted
and the same were closely monitored
and factored into decisions around risk
tolerance.

More proactively, the Bank undertook
comprehensive stress testing to
ascertain the impact of the Covid-19
pandemic. The scenario was also
incorporated into the ICAAP analysis in
order to assess the impact that might
arise in the forthcoming years due to
the economic setbacks experienced
over the past two years.

As countries battle to curb the

spread of the Covid-19 virus through
recommended vaccines, the Bank's
RMD remains vigilant of local and global
developments to mitigate any possible
impacts to the overall operations of the
Bank.

RMD were focussing on extreme
scenarios towards stress analysis as
new Covid variants were raising fresh
concerns for economic slowdown.
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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 or
its ability to perform such obligation is
impaired resulting in a loss to the Bank.
It includes failure 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 tenor
and in the agreed currency. In effect
right management of credit risk results
in the Bank’s growth & stability and as
such Bank has a well-structured Credit
risk management process to maintain

a healthy portfolio to achieve Bank’s
objectives.

With the Covid-19 impact during

the year and connected economic
challenges severely impacting
businesses and consumers in various
sectors and industries throughout the
country, the Bank continues to analyse
and monitor its financial assets for any
possible shocks to ensure resilience in a
volatile market.

Following main objectives of the Credit
Risk Management function assists the

Bank to manage its portfolio to achieve
the desired outcome:

® actively manage the financing
portfolio to ensure optimal risk-
reward pay off for the Bank and to
maximise returns in an evolving
market.

¢ maintain quality of the portfolio
by minimising non-performing
advances and probable losses.
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& maintain a well-diversified portfolio
by prudently managing risk in the
financing portfolio to ensure the risk
of excessive concentration to any
industry/sector/individual customer
is minimised

& ensure that all requirements as per
regulatory guidelines are maintained
and all related party transactions
are monitored and reported to
the relevant stakeholders as well
as ensuring that clearly defined
internal policies and guidelines are
set and reviewed regularly to meet
the current requirements of the
Bank.

Policies and 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
outline fundamental standards and
disciplines to actively manage the
credit risk across the financing
portfolio of the Bank, defines the credit
culture, target markets, prohibited
areas of business, set acceptable risk
parameters, set standards for collateral,
delegated authorities and the guide

to post-disbursement monitoring of
accommodated financing. 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 after a
rigorous assessment of the applicants
on evaluating and ensuring the purpose,
strength of the business model, primary
and acceptable source of repayment

is established through a conservative
evaluation of realistic cash flow
projection by the client, 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 such requests are not
accommodated, further ensuring that
risk considerations shall have priority
over business and profit considerations.

A pricing mechanism is in place that
reflects variation in the risk profile

of various exposures to ensure that
higher risks are compensated by higher
returns, based on risk based pricing.
The financial performance of the
customers is 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 in an
unforeseen adverse situation. These are
obtained based on exposure guidelines
set in the credit risk policy and
collateral guidelines, which in turn are
set according to regulatory guidelines
on collateral.
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Collateral and Credit Enhancements
The general credit worthiness of a
client tends to be the most relevant
indicator of credit quality of a client,
however Bank seeks to use collateral,
where possible, to mitigate its risks

on financial assets. The amount and
type of collateral required depends

on assessment of credit risk of a
counterparty. Collateral comes in
various forms such as cash, gold,
securities, letters of credit/guarantees,
real estate, receivables, inventories,
other non-financial assets and credit
enhancements such as netting
arrangements. The fair value of
collateral is generally assessed, at a
minimum, at inception and based on the
Bank’'s approved valuation policy. To the
extent possible, the Bank uses active
market data for valuing financial assets,
held as collateral. Other financial
assets which do not have a readily
determinable market value are valued
using models. Guidelines are in place
covering acceptability and valuation of
different types of collateral.

Non-financial collateral, such as

real estate, is valued based on data
provided by third parties such as
independent professional valuers.

Bank has a valuation policy in place
which is reviewed regularly to reflect
the statutory guidelines and to have a
standardised policy towards immovable
property valuations to have a
meaningful understanding of valuations.

Bank also considers financing for
strong reputable corporates whose
performance is regularly assessed on
the basis of reliable financials on an
unsecured basis purely depending on
their ability to generate cash flows.
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In terms of collateral repossessed,
the Bank’s policy is to realize

the repossessed assets at the
earliest possible opportunity. Such
collateral repossessed are held

on a memorandum basis without

derecognising the underlying receivable.

Delegation of Authority

The BIRMC has been delegated with
the responsibility of managing the
Bank’s overall risk including credit
risk. At an executive level, credit
authority has been further delegated
to two Executive Credit Committees
(ECC) which are headed by CEO and
CRO respectively. The Credit Risk
Department conducts independent
reviews of the credit risks lying with the
relevant business divisions 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
divisions. All DAs to individual members
are name specific and are based on the

individual experience, judgement, ability,

facility type and collateral in order to
ensure accountability and mitigate any
judgemental errors.

Prudential Limits

The Bank continuously strengthens its
monitoring mechanism of credit risk
to ensure regular and frequent review
of the portfolio. This helps the Bank to
understand any emerging risk trends,
align its credit risk appetite to its
business objectives, 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 are monitored by RMD for
compliance.
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Credit portfolio management is an RSSSESIRySE el Exposure by Segment
important function within the overall 30% —12%
it ri 2% 35% 29%
credit risk management. The need for ° 47
such critical and objective portfolio
management emanates from the need —16%
to optimise benefits associated with .
diversification. It also helps the Bank to 31/?%
identify and address potential adverse 14% —19%
impact of concentration of exposures. 1% 1:4 —36%
The Bank has a well-structured 1%
portfolio management mechanism @ Agriculture, Forestry & Fishing B Consumer
which evaluates exposures on the /U7 SO M Corporate
) . . . ® Construction B SME
basis of industry concentration, rating ® Consumption
quality, internally established early Financial Services
warning indicators, apart from regulator @ Information Technology and
imposed quantitative ceilings such as IS B SE e
X @ Infrastructure Development
the single borrower and aggregate ® Manufacturing
exposure limits. On feedback from Tourism
regular reviews and interactions with Transportation & Storage
business divisions, the criteria for el el e )

credit accommodation are amended
to insulate portfolios from further
deterioration.
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In addition,-stress tests and scenario
analyses are carried out regularly

to assess the impact of any material
changes in the external environment
and make suitable recommendations
to maintain the quality of the portfolio.
Any deteriorating credits with emphasis
on internal and external early warning
signals are identified and monitored
closely. Non-Performing Advances are
identified at an early stage through
regular interactions with business
divisions, enabling management to
take action as appropriate. In addition,
a post-approval hindsight review of
credits 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 2021

& While the Covid-19 pandemic
continued to impact the economy
coupled with other market related
challenges impacting businesses
and consumers, moratorium
concessions allowed by the CBSL

were suitably extended till end 2021.

The Bank during the year focused
more on the customers affected by
the ongoing pandemic and provided
them with timely assistance. With
most of the moratorium concessions
coming to an end for majority of the
sectors, the Bank will now focus on
such customers to support them

in reviving their businesses and to
review and align their facilities to
their expected cash flows post the
moratorium period.

& The Bank outsourced the collection
of dues of facilities in non
performing status for more than
one year, mainly facilities which
were offered as personal financing.
These customers were provided
adequate time for settlement of
facilities and were outsourced for
collections after all available means
to recover the dues were exhausted.
These collections were carried out
in compliance with existing CBSL
guidelines on recoveries.

Plans for 2022

© Review and update credit policies of
the Bank to be in line with the Bank'’s
strategic focus.

© Review and update the Credit
procedure manual with the process
and structural changes in the Bank.

@ Introduce a Credit Administration
(CAD) process operational guideline
to assist any team member current
or prospective to learn the process
without much effort.

Banking sector NPAs continued to be
on the higher side with the impact of
Covid-19 and the related slowdown

of economy affecting the cash flows
of customers, although the industry
average had declined. The Bank was
aware of the severe impact the present
condition will have on the portfolio
which compelled the Bank to adopt
various follow up strategies to contain
NPAs which proved successful.

As a result of close monitoring and
engagement with the customers, the
Bank’s Net NPA ratio and Gross NPA was
contained at 0.5% and 3.1% respectively
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being well below the industry average
of 4.8% and 2.2% respectively (based
on provisional Q3 2021 data). These
continuous results have been achieved
amidst difficult market conditions which
demonstrate the Bank’s resilience to
external challenges.

Net NPA Ratio

2017 2018 2019 2020 2021

— Amana — Industry*

*- Industry statistics for 2021 is based
on Q3 provisional data.

Gross NPA Ratio
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* - Industry statistics for 2021 is based
on Q3 provisional data.

97




Risk Management

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 { Typeof Commodity"'g

Risk  :®7% Market  "® priceRigk
S % Risk

Foreign =
{ Exchange :
% Risk

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. 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 CEQ, 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.
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As required by CBSL, the Bank uses
the Internal Measurement Approach

to calculate Market Risk under Basel
regulations. The Bank maintains
quoted equity exposures at fair value
with changes in fair value recognised
either through Profit or Loss or through
Other Comprehensive Income (OCI) and
manages those portfolios separately
based on the requirements of Sri Lanka
Accounting Standards. 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
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that abnormally large swings in market
factors and periods of prolonged
inactivity might have on portfolios. The
stress testing programme is designed
to identify key risks and quantify
potential losses from abnormal events.
The Bank subjects its 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 at least 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
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changes of impact of profit on the expected cash flows on assets minus the expected
cash flows on liabilities plus the net cash flows arising from 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.

VaR of Approved | VaR of Equity Approved

Foreign | Loss Limits Portfolio | Loss Limits

Exchange for FX for Equity

Exposures Operations Operations

(LKR million) | (LKR million) | (LKR million) | (LKR million)

2021 End December 0.53 12.00 3.31 35
Daily Average 6.72 3.69
High 23.90 4.70
Low 0.35 2.78

2020 End December 6.05 11.22 3.01 35
Daily Average 414 3.88
High 12.98 4.83
Low 0.40 2.99

Foreign Exchange Risk

Foreign Exchange Risk is a monetary loss that arises because of unhedged or partly
hedged foreign currency positions. Foreign exchange risk results from imperfect
correlations in currency price movements as well as changes in international market
rates. Potential large losses could reduce the extent of a bank’s foreign investment
and also put it at a competitive disadvantage compared to its competitors.

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.
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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 limits set by CBSL.

The Bank engages in interbank forward transactions to cover positions created due to customer transactions and mismatches
in balance sheet positions. In addition, the Bank'’s activities in the trade financing business result in off balance sheet exposures.

Cash flows of currencies are managed by undertaking promissory buy/sell transactions on a matching basis.

The concentration of on and off balance sheet foreign currency risk as at 31 December 2021 and 31 December 2020 are given in
the tables shown below:

As at 31 December 2021

Currency Spot e Forward N Net Open\/Net Position\/ Overam/ 0veram

Position in Other Exposure in Exposure in
Exchange Respective LKR

Contracts Foreign

Assets Liabilities Net Assets Liabilities Net Currency
U.S. Dollar 38,534,314 (60,724,710) (22,190,396) 115,900,000 (93,207,727) 22,692,273 501,877 - 501,877 129,055,201
Pound Sterling 71,139 (829,884) (758,746) 758,000 - 758,000 (746) - (746) (590,732)
Euro 210,769 (270,287) (59,518) 61,000 - 61,000 1,482 - 1,482 334,850
Japanese Yen 1,388,715 (446,956) 941,759 - (0) (0) 941,759 - 941,759 1,636,350
Indian Rupee - - - - - -
Australian Dollar 233,588 (328,046) (94,458) 94,500 - 94,500 42 - 42 (16,493)
Canadian Dollar - - - - - - - - - -
Other Currencies 53,623,542
Total Exposure 185,257,168
Total Capital Funds as per 31.12.2021 Financial Statements 13,764,883,503
Total exposure as a % of Total Capital funds (should not exceed 30%) 1.35%
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As at 31 December 2020

Currency Spot e Forward N Net Open\/Net Position\/ Overam/ 0veram

Position in Other Exposure in Exposure in
Exchange Respective LKR

Assets Liabilities Net Assets Liabilities Net Contracts Foreign

Currency
U.S. Dollar 40,656,177  40,659,986) (3,809) 125550,000 (128,430,229)  (2,880,229) (2,884,039) - (2,884,039) (530,309,736)
Pound Sterling 873,324 (837,205) 36,119 - - - 36,119 - 36,119 9,008,970
Euro 219,038 (238,963) (19,924) - - - (19,924) - (19,924) (4,587,426)
Japanese Yen 16,862,180 (254,173) 16,608,007 1,200,000 16,040,610)  14,840,610) 1,767,397 - 1,767,397 3,208,292
Indian Rupee - - - - - -
Australian Dollar 95,279 (121,806) (26,526) - - - (26,526) - (26,526) (3,860,185)
Canadian Dollar - - - - B B B B — -
Other Currencies 43,453,197
Total Exposure 594,427,806
Total Capital Funds as per 31.12.2020 Financial Statements 12,450,876,388
Total exposure as a % of Total Capital funds (should not exceed 30%) 4.77%

During the year 2021, the LKR depreciated by 7% against the US Dollar, based on average middle rates.

Exchange Rate - USD/LKR
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Revaluation of all foreign currency assets and liabilities is carried out daily by i-MAL core banking system according to accepted
market best practices.
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A graph giving daily VaR figures of the foreign currency exposure is given below. or Other Comprehensive Income. The
portfolio of equity where fair value is
FX VaR 2021 (LKR ‘000) recognised through Profit or Loss is

purchased with a view to hold them

LKR ‘000 in the short term and equities where
Sl fair value is recognised through OCI
25,000 are purchased in order to hold them
BT ! in the medium term. Recognition and
\1 measurement of these portfolios are in

5,000 \ {’IH accordance with SLFRS 9 principles.
10,000 f\

/ \‘n’ Al « \\1 WW \ P , The performance of the equity portfolio

5000 - M w WW is monitored by the Equity Investment

0 Committee (EIC) and ALCO. The Board of

c Qo - = > (= = (=2} o + > o
3 @ s < 2 3 2 2 & S 2 a 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
Equity Position Risk issued by CBSL regarding the exposure
The Bank holds equity portfolios for trading and investment purposes. These to a single entity and the total exposure
portfolios expose the Bank to rate risks and equity risks. Equity position risk arises limit for the equity portfolio. The Bank
due to changes in individual equity prices. The Bank’s equity portfolio is held at fair conducts transactions only in white-
value where such changes in fair value are recognised either through Profit or Loss listed equities.

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

Equity/Sector Total Cost as at Mark-to-Market Value 2021

31 December as at 31 December Maximum Exposure

Limit for Sector

LKR LKR LKR

Consumer Discretionary 16,003,500 14,432,000 52,500,000

Consumer Staples 3,299,152 3,146,930 87,500,000

Industrials 16,593,690 12,312,544 70,000,000

Telecommunication Services 20,086,264 17,656,474 87,500,000

Chemicals 10,575,496 7,680,000 52,500,000

Power 8,266,752 9,406,136 52,500,000
Sub Total 74,824,854 64,634,084
Strategic Investments 288,998,226 343,016,586
Total Equity Portfolio 363,823,080 407,650,670

Total Approved Portfolio Limit 710,000,000
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Equity/Sector Total Cost as at 31 Mark-to-Market Value 2020

December as at 31 December Maximum Exposure
Limit for Sector
LKR LKR LKR
Consumer Discretionary 25,029,418 35,402,166 52,500,000
Consumer Staples 5,002,930 4,907,475 87,500,000
Industrials 723,090 1,028,970 70,000,000
Telecommunication Services 22,190,680 22,940,000 87,500,000
Sub Total 52,946,118 64,278,611
Strategic Investments 143,148,654 288,998,226
Total Equity Portfolio 196,094,772 288,998,226
Total Approved Portfolio Limit 710,000,000
The Bank’s Treasury system carries out daily marking to market of the equity Rate Risk
portfolio against the closing weighted average prices published by the Colombo Stock Rate risk arising from the Bank's
Exchange. financing and investment activities is
managed in accordance with the Board
A graph indicating the daily VaR figures for Equity portfolio (excluding the strategic approved policies and limits, which
investment portfolio) is given below: are designed to control the risk to net
financing income and economic value of
Equity VaR 2021 shareholders’ equity.
:IZZ‘UOOO Mismatches in maturity of assets and

liabilities that mature or are re-priced

4,000 _nf\m during a specified time period, does

‘A f/J" M have an impact on the Bank's exposure
3,000 IV 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
0 adopted where customer deposits have

been taken on the basis of sharing
actual profits and losses earned.
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However, rate risk is monitored by measuring the impact on rate sensitive maturity gaps with yield curve shifts of parallel and
non-parallel nature.

1 to 30 1-3 3-6 6-9 9-12 1-3 3-5 5-10 10-15| Over 15| Unclassified
Days | Months | Months | Months | Months Years Years Years Years Years

% % % % % % % % % % %

Scenario | 1.00 1.00 1.00 1.00 1.00 1.00 1.00 1.00 1.00 1.00 1.00
Scenario |l (2.00) (2.00) (2.00) (2.00) (2.00) (2.00) (2.00) (2.00) (2.00) (2.00) (2.00)
Scenario Ill (1.50) (1.50) (1.25) (1.25) (1.00) 1.00 1.00 1.25 1.25 1.50 1.50
Scenario IV 1.50 1.50 1.25 1.25 1.00 (1.00) (1.00) (1.25) (1.25) (1.50) (1.50)
Scenario V 0.25 0.25 0.25 0.25 0.25 0.25 0.25 0.25 0.25 0.25 0.25

Impact of yield curve shifts on rate sensitive assets and liabilities on contractual and behavioural basis are given below based on
the above scenarios:

[ 2020

Behavioural Basis

Scenario Rate Risk Impact on CAR Scenario Rate Risk Impact on CAR
(LKR million) (LKR million)

Scenario | (155.89) -0.18% Scenario | 189.76 0.27%

Scenario Il 325.21 0.37% Scenario Il (412.42) -0.58%

Scenario lll (52.28) -0.06% Scenario lll 234.24 0.33%

Scenario IV 56.86 0.06% Scenario IV (246.91) -0.35%

Scenario V (39.49) -0.04% Scenario V 48.42 0.07%

Contractual Basis

Scenario Rate Risk Impact on CAR Scenario Rate Risk Impact on CAR
(LKR million) (LKR million)

Scenario | (608.48) -0.69% Scenario | (157.09) -0.22%

Scenario Il 1,312.65 1.49% Scenario Il 348.04 0.49%

Scenario lll (615.57) -0.70% Scenario lll (58.02) -0.08%

Scenario IV 652.91 0.74% Scenario IV 74.91 0.11%

Scenario V (155.08) -0.18% Scenario V (40.25) -0.06%

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:
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Economic Value of Equity (EVE) - (100bps shift) 2021Y 202@

Behavioural - % of Total Capital 1.13% 1.61%
- Value in LKR million (155.89) 189.76
Contractual - % of Total Capital 4.42% 1.33%
- Value in LKR million (608.48) (157.09)

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

Behavioural - % of Total Capital 0.26% 0.35%
- Value in LKR million 35.77 41.69
Contractual - % of Total Capital 1.31% 0.76%
- Value in LKR million (180.37) (89.81)
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Maturity Gaps of Assets and Liabilities (Behavioural Basis) as at 31 December 2021

Upto3 Months\/ 3-12 Months\/ 1-3 Years\/ 3-5 Years Over 5 Years Total ensmve

( LKR LKR LKR LKR LKR LKQ( to Rates
Assets
Cash and Cash Equivalents 8,673,811,858 - - - - 8,673,811,858 Yes
Balance with Central Bank of Sri Lanka 2,573,915,254 1,376,867,407 420,044,142 275,814,425 153,385,365 4,800,026,593 Yes
Placements with Banks 160,010  18,052,109,398 6,750,000,000 2,500,000,000 - 27,302,269,408 Yes
Placements with Licensed Finance 73,341 - - - - 73,341 Yes
Companies
Derivative Financial Assets 11,481,665 498,584,545 - - - 510,066,210 Yes
Financial Assets Measured at Fair Value 64,634,084 - - - - 64,634,084 Yes
through Profit or Loss
Financial Assets at Amortised Cost - 13,287,689,818  35,191,272,555  14,687,017,589 7,251,949,557 5,398,467,804  75,816,397,323 Yes
Financing and Receivables to Other
Customers
Financial Assets Measured at Fair Value - - - - 346,009,586 346,009,586 Yes
through Other Comprehensive Income
Other Assets - Financial 713,317,488 417,253,237 34,215,630 49,209,731 - 1,213,996,086 Yes
Property, Plant, Equipment And Right-of- - - - - 2,447,149,785 2,447,149,785 No
Use Assets
Intangible Assets - - - - 232,834,506 232,834,506 No
Other Assets - Non Financial 243,243,186 206,319,839 - - - 449,563,025 No
Deferred Tax Assets - - - - 52,071,523 52,071,523 No
Total Assets 25,568,326,704  55,742,406,981 21,891,277,361 10,076,973,713 8,629,918,569 121,908,903,328
Liabilities
Due to Banks 1,125,040,978 7,884,945,205 - - - 9,009,986,183 Yes
Derivative Financial Liabilities 55,104,807 728,094,975 - - - 783,199,782 Yes
Financial Liabilities at Amortised Cost - 10,250,185,231 53,210,314,332  16,172,016,870  10,604,929,209 5920,330,474  96,157,776,116 Yes
Due to Depositors
Other Liabilities - Financial 1,665,454,096 10,250,092 20,422,792 - - 1,696,126,980 Yes
Current Tax Liabilities - 419,795,391 - - - 419,795,391 No
Dividend Payable 6,459,073 - - - - 6,459,073 No
Retirement Benefit Liability - - - - 131,081,167 131,081,167 Yes
Other Liabilities - Non Financial 65,944,501 - - - - 65,944,501 No
Total Liabilities 13,168,188,686  62,253,399,995  16,192,439,662  10,604,929,209 6,051,411,641  108,270,369,193
Maturity Gap 12,400,138,018  (6,510,993,014) 5,698,837,699 (527,955,496) 2,578,506,928  13,638,534,135
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Maturity Gaps of Assets and Liabilities (Contractual Basis) as at 31 December 2021

Up to 3 Months 3 - 12 Months 1-3 Years\/ 3-5 Years\/ Over 5 Years Total Sensitive to

( LKR LKQ( LKR LKR LKQ( LKR Rates W
Assets
Cash and Cash Equivalents 8,673,811,858 - - - - 8,673,811,858 Yes
Balance with Central Bank of Sri Lanka 4,800,026,593 - - - - 4,800,026,593 Yes
Placements with Banks 160,010 18,052,109,398  6,750,000,000 2,500,000,000 - 27,302,269,408 Yes
Placements with Licensed Finance 73,341 - - - - 73,341 Yes
Companies
Derivative Financial Assets 11,481,665 498,584,545 - - - 510,066,210 Yes
Financial Assets Measured at Fair Value 64,634,084 - - - - 64,634,084 Yes
through Profit or Loss
Financial Assets at Amortised Cost - 13,287,689,818  35,191,272,555  14,687,017,589 7.251,949,557 5,398,467,805 75,816,397,323 Yes
Financing and Receivables to Other
Customers
Financial Assets Measured at Fair Value - - - - 346,009,586 346,009,586 Yes
through Other Comprehensive Income
Other Assets - Financial 713,317,488 417,253,237 34,215,630 49,209,731 - 1,213,996,086 Yes
Property, Plant and Equipment and b - - - 2,447,149,785 2,447,149,785 No
Right-of-Use Assets
Intangible Assets - - - - 232,834,506 232,834,506 No
Other Assets - Non Financial 243,243,186 206,319,840 - - - 449,563,025 No
Deferred Tax Assets - - - - 52,071,523 52,071,523 No
Total Assets 27,794,438,042  54,365,539,574  21,471,233,219 9,801,159,288  8,476,533,205 121,908,903,328
Liabilities
Due to Banks 1,125,040,978 7,884,945,205 - - - 9,009,986,183 Yes
Derivative Financial Liabilities 55,104,807 728,094,975 - - - 783,199,782 Yes
Financial Liabilities at Amortised Cost - 41,212,698,545  48,819,457,313 1,512,540,221 2,831,084,703 1,781,995335  96,157,776,116 Yes
Due to Depositors
Other Liabilities - Financial 1,665,454,096 10,250,092 20,422,792 - - 1,696,126,980 Yes
Current Tax Liabilities - 419,795,391 - - - 419,795,391 No
Dividend Payable 6,459,073 - - - - 6,459,073 No
Retirement Benefit Liability - - - - 131,081,167 131,081,167 Yes
Other Liabilities - Non Financial 65,944,501 - - - - 65,944,501 No
Total Liabilities 44,130,701,999  57,862,542,976 1,532,963,013 2,831,084,703 1,913,076,502  108,270,369,193
Maturity Gap (16,336,263,957)  (3,497,003,402)  19,938,270,206 6,970,074,585 6,563,456,703 13,638,534,135
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Maturity Gap Analysis for Local Currency Denominated Assets and Liabilities as at 31 December 2021

1 -3 Months 3 - 6 Months 6 -9 Months 9-12 Months 1-3Years 3-5Years Over 5 Years Total
LKR LKR LKR LKR LKR LKR LKR LKR

Up to 1 Month
LKR

Inflows

Cash in Hand 4,724971,224 - 4,724971,224
Balance with Central Bank of 2,608,114,761 302,907,423 235,083,706 244,774,099 250,157,450 263,561,582 291,643,300 648,574,274 4,844,816,593
Sri Lanka

Balances Due from Other Banks 156,805 4,500,000,000 4,250,000,000 2,000,000,000 4,000,000,000 6,750,000,000 2,545,000,000 24,045,156,805
and Financial Institutions

Derivative Financial Assets - -

Investments 410,643,670 - 410,643,670
Overdrafts 451,659,752 451,659,752 451,659,752 451,659,752 451,659,752 1,254,610,421 1,254,610,421 1,254,610,421 6,022,130,022
Financing and Receivables to 13,870,465,285 8,529,686,224 5,057,630,016 3,826,657,468 4,003541813  10,498,338,158 5307,332538  14,703255,772  65,796,907,274
Other Customers

Non-Performing Advances - - 373773912 1121,321,737 1,495,095,649
Other Assets 1,169,817,777 254,652,990 137,907,057 58,106,372 456,373,253 62,552,028 56,281,256 2,956,874,226 5,152,564,959
Total (a) 23235829273 14,038906,388  10,132,280,530 6,581,197,691 9,535,506,180  18,829,062,190 9454867515  20,684,636,431  112,492,286,197
Outflows

Demand Deposits 1,205,866,679 1,205,866,679 904,400,009 602,933,339 602,933,339 1,507,333,349 6,029,333,395
Savings Deposits 1,587,613,085 1,561,400,315 1,607,610,748 1,580,043,515 1,593,303,120 8,186,946,678 8,128,478,522 9,347,607,161  33,593,003,143
Balance Due to Other Banks - -

Derivative Financial Liabilities - -

Time Deposits 4,868,234,702 7,387,837,466 5,369,273,784 6,023,182,368 6,190,401,991 649,071,188 1,648991,262  10,888,797,054  43,025789,816
Profit Payable 41,287,553 58,112,676 45,305,024 49,372,227 50,544,185 57,377,472 63,490,874 131,406,900 496,896,911
Provisions Other than for 1,126,047,305 17,238,731 312,528,785 128,958,714 301,549,872 729,735,610 259,929,217 236,030,015 3,112,018,249
Financing Losses and

Depreciation in the Value of

Investment Portfolio

Other Liabilities 8,328,152,070 - 8,328,152,070
Unutilised Portion of Overdraft, 970,560,493 1,941,120,986 2,911,681,479 2,911,681,479 2,911,681,479 11,646,725916
Financing and Receivables to

Other Customers

Letters of Credit/Guarantees/ 518,816,922 375,614,921 676,334,761 603,863,363 539,604,298 127,131,925 1,380,000 2,842,746,190
Acceptances

Repo/Bills Rediscounted/ (749,947) (50,000,000)  (12,900,000,000)  (1,110,000,000) 4,140,000,000 5,150,000,000 (4,770,749,947)
Swaps/Forward Contracts

Others - - 12,894,280,883  12,894,280,883
Total (b) 18,645,828,862  12,497,191,773  (1,072,865410)  10,790,035006  16,330,018,285  14,900,262,873  10,102,269,875  35005,455,362  117,198,196,627
Gap =(a) - (b) 4,590,000,411 1,541,714,615  11,205,145940  (4,208,837,315)  (6,794,512,105) 3,928,799,317 (647,602,360)  (14,320818932)  (4,705,910,430)
Cumulative Gap 4,590,000,411 6,131,715026  17,336,860,966  13,128,023,651 6333511545 10,262,310,862 9614908502  (4,705910,430)
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Maturity Gap Analysis for U.S. Dollar Denominated Assets and Liabilities as at 31 December 2021

(Up to 1 Month 1 - 3 Months 3- 6 Months 6-9Months \ 9-12Months 1-3Years 3-5Years Over 5 Years Total
UsD UsD UsD UsD UsD UsD UsD UsD USD

Inflows

Cashin Hand 948,018 - - - 948,018

Balance with Central Bank of Sri Lanka - - -

Balances Due from Other Banks and 17,803,273 12,000,000 - - - 29,803,273

Financial Institutions

Derivative Financial Assets - - -

Investments - - -

Overdrafts 7,410 7410 7410 7410 7410 20,583 20,583 20,583 98,798

Financing and Receivables to Other 2,692,846 2,599,872 2173319 1,189,775 439,999 3,098,786 888,642 (0 13,083,237

Customers

Non-Performing Advances - - -

Inter Branch Transactions - - -

Other Assets (17) 451,344 - - - 451,328

Total (a) 21,451,530 15,058,626 2,180,729 1,197,185 447,408 3,119,369 909,225 20,583 44,384,654

Outflows

Demand Deposits 546,806 546,806 410,105 273,403 273,403 683,508 2,734,032

Savings Deposits 645,247 645,025 644,983 668,624 645,111 3,255,892 3,249,142 3,339,313 13,093,337

Balance Due to Other Banks - - -

Derivative Financial Liabilities - - -

Time Deposits 8,828,952 7,293,908 8,234,935 8,468,618 6,290,732 8,929 8,587,343 41,713,417

Net Inter-Branch Transactions - - -

Profit Payable 107,190 89,883 100,537 103,451 78,527 36,964 36,786 135,032 688,370

Provisions Other than for Financing 287,032 - - - 33,105 320,136

Losses and Depreciation in the Value of

Investment Portfolio

Other Liabilities (38,490,439) - - - (38,490,439)

Unutilised Portion of Overdraft, Financing - - -

and Receivables to Other Customers

Letters of Credit/Guarantees/Acceptances 13,851,392 7,993,561 4,903,533 177,000 - 26,925,486

Repo/Bills Rediscounted/Swaps/Forward (1,157,720) 250,000 64,500,000 5,550,000 (20,700,000) (25,750,000) 22,692,280

Contracts

Others - - - 2,395,291 2,395,291

Total (b) (15,381,540) 16,819,184 78,794,093 15,241,097 (13,412,227) (22,415,111) 3,285,928 15,140,486 78,071,909

Gap =(a) - (b) 36,833,070 (1,760,558) (76,613,364) (14,043912) 13,859,636 25,534,480 (2,376,703) (15,119,904) (33,687,255)

Cumulative Gap 36,833,070 35,072,512 (41,540,852) (55,584,764) (61,725,128) (16,190,648) (18,567,352) (33,687,255)
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Sensitivity Analysis for Local Currency Denominated Assets and Liabilities as at 31 December 2021

Up to 1 Month 1 - 3 Months 3 -6 Months 6 - 12 Months 1-2Years 2 -3 Years
LKR LKR LKR LKR LKR LKR
Inflows

Cash in Hand - - - - - -

Balance with Central Bank of Sri - - - - - -
Lanka

Balances Due from Other Banks and 73,351 4,500,000,000 4,250,000,000 6,000,000,000 - 6,750,000,000
Financial Institutions

Derivative Financial Assets - - - - - -

Investments - - - - - -
Overdrafts 6,022,130,022 - - - - -
Financing and Receivables to Other 13,961,601,171 9,256,093,788 5,941,311,827 11,601,088,547 7,523,341,740 5,068,895,151
Customers

Non-Performing Advances - - - - 149,523,363 -

Fixed Assets - - - - - -

Accrued Profit - - - - - -

Other Assets - - - - - -

Total (a) 19,983,804,544 13,756,093,788 10,191,311,827 17,601,088,547 7,672,865,103 11,818,895,151

Outflows

Demand Deposits - - - - - -

Savings Deposits 30,447,774,629 42,444,444 88,654,877 444,125,290 283,476,927 257,962,560

Time Deposits 6,141,452,271 9,529,208,931 7,328,710,430 17,369,587,838 303,051,702 763,179,334

Other Deposits - - - - - -

Other Borrowings/Balance Due to - 3,800,000,000 - 4,000,000,000 - -
Other Banks

Derivative Financial Liabilities - - - - - -

Profit Payable - - - - - -

Provisions (Others) - - - - . _

Capital - - - - - -

Reserves - - - - - -

Retained earnings - - - - - -

Others (Liabilities) - - - - - -
FRAs 463,838,043 9,950,000,000 14,100,000,000 4,310,000,000 6,980,000,000 6,250,000,000
Total (b) 37,053,064,944 23,321,653,375 21,517,365,307 26,123,713,129 7,566,528,629 7,271,141,894
Gap=(a)-(b) (17,069,260,399) (9,565,559,588)  (11,326,053,480) (8,522,624,582) 106,336,474 4,547,753,257
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3 -4 Years
LKR

4 -5 Years
LKR

5-7 Years
LKR

7-10 Years
LKR

10 - 15 Years
LKR

15 - 20 Years
LKR

Non Sensitive Total
LKR LKR

4,724,971,224

4,724,971,224

- - - - - - 4,844,814,164 4,844,814,164
- 2,545,000,000 - - - - - 24,045,073,351

- - - - - - 410,643,670 410,643,670

- - - - - - - 6,022,130,022
3,825,781,234 2,473,201,750 2,221,208,748 1,796,371,881 796,007,533 109,336,092 - 64,574,239,462
- 213,553,199 108,382,911 - - - 623,638,477 1,095,097,950

- - - - - - 2,680,816,897 2,680,816,897

- - - - - - 1,488,522,891 1,488,522,891

- - - - - - 2,472,580,668 2,472,580,668
3,825,781,234 5,231,754,948 2,329,591,659 1,796,371,881 796,007,533 109,336,092 17,245,987,991  112,358,890,300
- - - - - - 6,029,333,395 6,029,333,395

275,736,608 491,115,612 610,115,990 573,211,729 78,384,477 - - 33,593,003,143
1,492,953,504 - - - - - - 42,928,144,011
- - - - - - 97,645,805 97,645,805

- - - - - - - 7,800,000,000

- - - - - - 496,896,911 496,896,911

- - - - - - 3,113,216,431 3,113,216,431

- - - - - - 6,247,615,735 6,247,615,735

- - - - - - 215,356,357 215,356,357

- - - - - - 6,731,041,564 6,731,041,564

- - - - - - 8,326,953,888 8,326,953,888

- - - - - - - 42,053,838,043
1,768,690,112 491,115,612 610,115,990 573,211,729 78,384,477 - 31,258,060,086  157,633,045,283
2,057,091,122 4,740,639,336 1,719,475,669 1,223,160,153 717,623,057 109,336,092 (14,012,072,095)  (45,274,154,983)
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Sensitivity Analysis for U.S. Dollar Denominated Assets and Liabilities as at 31 December 2021

Up to 1 Month 1 - 3 Months 3 -6 Months 6 - 12 Months 1-2Years 2 -3 Years
uUsD UsD USD usD uUsD UsD

Inflows

Cash in Hand - - - - - -

Balance with Central Bank of Sri - - - - - -
Lanka

Balances Due from Other Banks and - 12,000,000 - - - -
Financial Institutions

Derivative Financial Assets - - - - - -

Investments - - - - - -
Overdrafts 98,798 - - - - -
Financing and Receivables to Other 2,629,732 2,599,872 2,173,319 1,629,773 2,097,035 1,001,751
Customers

Non Performing Advances - - - - (0) -

Fixed Assets - - - - - -

Accrued Profit - - - - - -

Other Assets - - - - - -

Total (a) 2,728,530 14,599,872 2,173,319 1,629,773 2,097,035 1,001,751

Outflows

Demand Deposits - - - - - -

Savings Deposits 12,899,930 42 - 39,440 15,304 5,127

Time Deposits 9,462,293 8,378,843 10,536,727 19,328,878 - -

Other Deposits - - - - - -

Other Borrowings/Balances Due to - - - - - -
Other Banks

Derivative Financial Liabilities - - - - - -

Profit Payable - - - - - -

Provisions (Others) - - - - - -

Capital - - - - - -

Reserves - - - - - -

Retained earnings - - - - - -

Others (Liabilities) - - - - - -
FRAs (1,157,720) 250,000 64,500,000 5,550,000 (20,700,000) (25,750,000)
Total (b) 21,204,503 8,628,885 75,036,727 24,918,318  (20,684,696)  (25,744,873)
Gap =(a) - (b) (18,475,973) 5,970,987 (72,863,408) (23,288,545) 22,781,730 26,746,625
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3 -4 Years 4 -5 Years 5-7 Years 7-10 Years 10 - 15 Years 15 - 20 Years Non Sensitive Total
USsD USD USsD USsD USsD USD USD USsD

- - - - . - 948,018 948,018
) . - - - - 17,744,168 29,744,168

- - - - - - - 98,798
505,520 383,121 - - - - - 13,020,123
- (0 (0 - - - - ©

- - - - - - 63,634 63,634

- - - - - - 451,326 451,326
505,520 383,121 (0) - - - 19,207,147 44,326,068
- - - - - - 2,734,032 2,734,032
19,099 21,799 43254 42,097 1,266 - - 13,093,337
- - - - - - - 47,706,741

- - - - - - 6676 6,676

- - - - - - 688,370 688,370

- - - - - - 320,136 320,136

- - - - - - (1,552,884) (1,552,884)

- - - - : - 3,948,174 3948174

- - - - - - (38,490,439) (38,490,439)

- - - - - - - 22,692,280
19,099 21,799 43254 42,097 1,246 - (32,345.935) 51,146,423
486,422 355,322 (43,254) (62.097) (1,246) - 51,553,082 (6,820,356)
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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 division to
continue to generate revenue, even
under adverse circumstances.

Risk Management adopted forward
looking measurement as an effective
risk assessment approach on the
liquidity requirement. Whilst SLAR and
LCR are monitored to meet regulatory
requirements with adequate buffers,
Risk Middle Office additionally foresees
the availability of liquid funds for core
banking activities.

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 that the Statutory
Liquid Assets Ratio (SLAR) is maintained
in accordance with the regulatory
requirements. Liquid assets defined for
purposes of the liquidity ratio mainly
include cash holdings, bank balances
and short-term interbank deposits. The
maintenance of SLAR is given below:
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Year-end 27% 23%
Minimum 22% 23%
Maximum 28% 35%

SLAR 2021

%

30

25

20

C o) = = > c = o o - > (5]
© Q =} o
© (o] o =1 3 3 (] o o [
—SLAR = Minimum Requirement

Liquidity Coverage Ratio (LCR)

Regulations require banks to maintain LCR in respect of Rupee Liquidity for local
currency operations and All Currency Liquidity for overall operations. This ratio was
introduced under Basel lll Liquidity Standards and CBSL expects banks to maintain a
minimum ratio of 100%. However based on extraordinary regulatory measures due to
Covid-19, CBSL had reduced the minimum requirement for LCR to 90% until 30 June
2021 after which it was reinstated to the original limit of 100%.

During 2021, the Bank maintained its LCR well above the minimum requirement.

2020

ALL CCY LKR ALL CCY | LKR

Year-end 118.47% 165.00% 340.28% 483.00%
Minimum 118.47% 156.00% 100.27% 97.00%
Maximum 599.91% 742.00% 450.25% 558.00%
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Asset and Liability Maturity Gaps
The contractual and behavioural assets
and liability maturity gaps as at end of

The stress testing results of exchange exposures as of 31 December 2021 are given

below:

year are indicated below: Scenario ﬂ( Scenario ﬂ( Scenario ﬂ
Adverse Change in Exchange Rate (%) 10 15 20
Asset and Liability Maturity Gaps Net Exposure (LKR) 42,684,236 42,684,236 42,684,236
LKR Bn Exchange Loss (LKR) 4,268,424 6,402,635 8,536,847
25 Capital Funds - Dec 2021 (LKR) 13,764,883,503 13,764,883,503 13,764,883,503
20 Capital Adjusted for Loss (LKR) 13,760,615,079  13,758,480,868 13,756,346,656
:(5] Risk Weighted Assets - Dec 2021 (LKR) 87,952,946,716  87,952,946,716  87,952,946,716
5 J B Adjusted Risk Weighted Assets (LKR) 87,948,678,292 87,946,544,080 87,944,409,868
0 Revised Capital Adequacy Ratio (%) 0.16 0.16 0.16
B == ] Capital Adequacy Ratio as at 31 Dec 2021 (%) 0.16 0.16 0.16
:2 Decline in CAR 0.00 0.00 0.00
-20 . . . . .
5 5 3 3 3 ii. Equity Portfolio
% g : E LE Amana Bank’s equity portfolio has been stress tested using three scenarios which
° ‘: = ) g are based on a 10%, 20% and 30% reduction in equity prices, in order to assess
) « adverse price movements of equities, for which the result would impact upon the
@ Behavioural Contractual CAR. The stress testing results of the equity portfolio as of 31 December 2021 are

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 LKR
appreciating/depreciating by 10%, 15%
and 20% respectively, in order to assess
adverse rate movements of exchange
rates, for which the result would impact
upon the Capital Adequacy Ratio (CAR).

given below:

Scenario ﬂ( Scenario ﬂ( Scenario 3]
Adverse Change in Equity Price (%) 10 20 30
Market Value of Equity Portfolio (LKR) 407,351,670 407,351,670 407,351,670
Revaluation Loss (LKR) 40,735,167 81,470,334 122,205,501
Capital Funds - Dec 2021 (LKR) 13,764,883,503  13,764,883503 13,764,883,503
Capital Adjusted for Loss (LKR) 13,724,148,336  13,683,413,169  13,642,678,002
Risk Weighted Assets - Dec 2021 (LKR) 87,952,946,716  87,952,946,716 87,952,946,716
Adjusted Risk Weighted Assets (LKR) 87,912,211,549  87,871,476,382  87,830,741,215
Revised Capital Adequacy Ratio (%) 15.61 15.57 15.53
Capital Adequacy Ratio as at 31 Dec 2021 (%) 15.65 15.65 15.65
Decline in CAR 0.04 0.08 0.12

iii.. Liquidity

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
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 Basel's
risk management framework and
leading practices, operational risk in
the Bank comprises 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
and IT manage 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 & 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.

116

Managing Operational Risk forms a

part of the day to day responsibilities of
management at all levels. The objectives
in managing Operational Risk are to
increase the efficiency and effectiveness
of the Bank's resources, minimise
losses and optimise opportunities.

The Bank’s framework defines the
minimum requirements for Operational
Risk management and is supported

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

Business division/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

Operational Risk Identification

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.

: RISK ;
* IDENTIFICATION

Monitoring ™.

£ Assessment
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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 is
identified through analysis of internal
factors and external factors. Risk
identification takes into consideration
the following:

© risks arising from control lapses

& risks identified through root cause
analysis of operational events in a
timely manner

@ risks arising from potentially

infrequent but severe events

risks arising from change initiatives

external events with risk

implications to the Bank

® @

The Bank uses the following tools for
Operational risk identification:
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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.

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.

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 Operational Risk
Management Unit. As a consequence,
RCSA has been introduced to all
Business and Support units of the
Bank, which is regarded as an effective
Operational Risk Management tool.

A standardised Risk Control Self-
Assessment for branches has been
developed on which results of control
assessment is documented. Risk Control
Self-Assessment for different Head
Office divisions have been formulated
to proactively identify the Potential
Operational Risk exposures. On-going
monitoring of identified operational
risk exposures through RCSA takes
place via Operational Risk Management
Committee. Further, regular feedback
and guidance are received from

Management and Board sub Committees
for continuous improvement of the
RCSA process.

Key Risk Indicators

The function of Key Risk Indicators

(KRI) is to allow the early detection of
Operational Risk before actual failure
occurs. It serves as an early warning
signal for the Bank to initiate proactive
controls or preventive measures for risk
exposures.

Data collection, analysis and reporting
of key risk indicators are carried out
on a periodic basis along with root
cause identification and follow-up on
corrective actions. In the event of a
threshold breach, it is escalated to
ORMC to oversee and recommend
required remedial actions. Exceptions
identified through data collection

are reported to BIRMC for its review.
Further, a KRI dashboard covering
Credit Risk, Market Risk and Operational
Risk is circulated to the BIRMC for its
review on a monthly basis.

New KRIs are identified based on
historical data, scenarios, and potential
risk exposures identified through risk
assessment.

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.
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Loss event database is maintained in
line with Basel regulations and CBSL
requires the Bank 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. Such potential
External Risk events are factored in
when updating contingency plans
developed for Business Continuity.

New/Change Initiatives Risk Analysis
Operational risks are identified

and assessed in the evaluation and
implementation of new/change
initiatives such as new products,
strategies, strategic partnerships and
projects. New and change initiatives
take place with a view to enhance
products and processes. Risk and
Control assessment of such initiatives
are taken place as per the Board
Approved Policy/Procedures.

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
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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.

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. Mitigation
plans are captured and progress is
monitored. Risk grades are reassessed
periodically to appropriately reflect
changes in the environment and to
monitor the progress of the mitigation
plans.

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

® Individual 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 the
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 on 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

Being the pioneer of people friendly non
interest based banking in Sri Lanka,
the Bank has focused its efforts on its
strengths and therefore is constantly
exploring ways to refine its operations
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whilst outsourcing non-critical areas wherever possible. With a view to streamlining
the processes and activities of the Bank and to facilitate transactions that would
give a competitive advantage, the Bank continued to seek outsourcing options. This
process is guided by a well-defined policy on outsourcing functions and falls under
the purview of Administration function 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 the outsourced activities of the Bank.

Corporate Web Site Maintenance Per annum

Seizing of Vehicles Per Service

Cash Management Based on agreed tariff

Tax Consultancy Services Per service transaction / Per
assignment

Actuarial Services Per assignment

Central Mail room Number of mails processed

Data Entry Per document

ATM /VISA PIN Mailer Stuffing Number of mails processed

Legal Process Per assignment

Data Centre UPS System Maintenance Per annum

Registrars to the Bank Monthly Fee

Bank CSIRT SLA Per annum

CEFTS Per annum

Cash Transportation Transport - Per agreed rate based on

the distance

Counting - Per bundle

Cheque book printing Per cheque book
Payroll functions Monthly Fee

Central Alarm system Based on agreed tariff
Archiving Documents Per carton

Valuation of Vehicle Based on agreed tariff
DCC Scanner Hardware Maintenance Per annum

The Bank conducts detailed 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.
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Managing Operational Risks in New
Product Development

A process is in place to identify the
operational risks of new products along
with possible mitigants prior to launch
of such products. 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 Consumer, SME and Corporate
customers. A Product Development
Policy approved by the Board of
Directors is in place that outlines the
policies and activities to be undertaken
in respect of Product Development.

Information Security Risk

Information Security Risk is the Risk of
exposure to a threat, which arises due
to the existence of vulnerabilities in
information assets. Bank has initiated
a holistic Data Protection programme
covering Data Classification, Data
Leakage Prevention, Encryption,
Network Access Control, Mobile Device
Management, Rights Management and
Database Security solutions to protect
key customer data and to prevent
breaches that adversely affect the
business and customers. The Bank
has implemented numerous risk
mitigation techniques to maintain and
improve its brand value and strengthen
business. The Bank has also invested
on Data Protection programmes in
strengthening the trust of relevant
stakeholders.
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Risk Management

Business Continuity Management
(BCM)

As an integral component of the risk
management framework, the Bank has
deployed a Business Continuity Policy
which enables it to plan the Business
Continuity in a desired manner while
identifying the critical Business division
and Support units, formulating key roles
with required responsibilities in order
to act upon adequately in the event

of a disaster. This planning is done
annually fulfilling the requirement of
regulatory guidelines and best practices
in BCM. The Bank's Business Continuity
Plan (BCP) is structured to ensure
centralised monitoring & reporting

and decentralised execution, which

is supported by a robust governance
process.

The BCPs developed are backed by
infrastructure to support key services,
core systems and critical business
functions.

The Business Continuity Management
Policy approved by the Board of
Directors defined the roles and
responsibilities of different divisions,
departments and units of the Bank
during a contingency situation. The
Bank's Executive Risk Management
Committee (ERMC) acts as a BCM
Steering Committee that establishes
appropriate strategies and processes
for continuity of the Bank. The BCM
Working Committee is appointed by the
BCM Steering Committee to implement
the BCM Policy.

The Bank gives primary importance
to ensuring safety of its stakeholders.
In this regard, depending on the crisis
situation, Management appoints the
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Incident and Crisis Management Team
which is responsible for response and
recovery activities. The Bank's BCP is
periodically reviewed to accommodate
organisational changes and ensure

the Business Continuity Plan is tested
minimum once a year. During the
pandemic, the Bank put in place various
strategies and processes such as work
from home/alternate sites, remote
access, video conferencing and etc. to
enable continuity of critical services
and operations while ensuring strict
adherence to the health and safety
guidelines.

Responding To the Ongoing Pandemic
As the pandemic continues to affect
normalcy, the Bank's plan on systems
and people readiness continues to be

in place which ensured that the Bank's
core operations continued with minimal
interruptions, assisting internal and
external stakeholders of the Bank
during this challenging situation that the
country is facing.

In order to ensure continuity of business
and operations, staff adopted Work from
Home arrangements and roster based
arrangements when quarantine curfew
and travel restrictions were imposed

in 2021. The Bank also identifies the
backup staff arrangement as a part

of Business Continuity Plan in case of
unavailability of a key employee.

In response to Central Bank directions
issued from time to time to minimise
disruptions and enhance use of

digital banking channels, the required
internal policies and procedures were
formulated and reviewed to ensure
control measures are established to
safeguard the Bank and its customers.

BCP Testing/Activation Drills

The Bank’s Business Continuity and
Disaster Recovery operations were
successfully tested in March 2021,
using Disaster Recovery Servers
located in the Bank's disaster recovery
site. BCP testing of Critical Business
Functions were conducted, while staff
connected remotely to Bank’s systems
via VPN from home/permitted alternate
locations.

Report on results of the BCP/DR Drill
with business and support units, issues
encountered, lessons learnt and risk
mitigation measures adopted during
the testing process were reported

to the Regulator with the review

and recommendations of BIRMC

and approval of the BOD well within
stipulated deadlines. Further, Internal
and External Auditors evaluate the
Bank's Business Continuity Plan when
conducting their regular/statutory
audits.
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