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Risk management functions at banks around the world are facing unprecedented

challenges

Regulatory scrutiny
Increased reporting requirements,
stress testing requests,
more “hands on” approach
Shift from Pillar 1 to Pillar 2

Increased Risk profile
Increased losses, provisions,
RWAs and capital requirements
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Increased external scrutiny
From shareholders, governments,
customers, debtholders, rating
agencies and the media

Methodological challenges
Existing models discredited or
not able to cope with recent volatility,
historical datasets inadequate for
current environment

Resource pressures
Cost cutting and hiring freezes,
competition for Risk expertise
in recruitment market

Evolving regulatory environment
New and changing rules and
regulations; new emerging guidance




The crisis has only minimally impacted Turkish Banks, but if it had been more
severe, how would have your bank’s risk function weathered the storm?

= Can the risk function govern the risk taking decisions at your bank?

» How much do you trust your risk models?

= Do you have enough budget and resources for risk management?

= Can you provide stress test results that truly reflect the characteristics of your bank’s portfolios?

= Can you accurately forecast future losses?
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. Risk management in the Turkish banking industry has come a long way...
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* Oliver Wyman survey participated by Akbank, Finansbank, Garanti, Halkbank, ING, is Bankasi, TEB, Vakifbank, Yapi Kredi, Ziraat
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Survey results from 10
leading Turkish banks*

70% participates

90% leads

100% leads or
participates

100% leads or
participates




. ...But it still needs to make important steps to increase its business impact

Business impact

High . . . .
Strategic Financial planning
planning <__ and budgeting

integration
Return RAROC
optimization N Economic Profit
Medium Risk
management
Risk
measurement

Loss i

minimization !

Low Compliance i

Risk Balance sheet Risk/return Value
control protection optimization creation

Risk management philosophy

* Oliver Wyman survey participated by Akbank, Finansbank, Garanti, Halkbank, ING, is Bankasi, TEB, Vakifbank, Yapi Kredi, Ziraat
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Survey results from 10
leading Turkish banks*

40% not involved in

budgeting or capital
forecasting

30% not involved in

pricing policies




. Involvement in higher impact business decisions is not a general practice across
Risk management functions in Turkey

In addition to internal and external reporting roles, which of the following roles is your risk management
function involved in?*

Performance management

Pricing policies Strategy and return

Funding strategies optimization
Budgeting

Capital management

Liquidity management Risk management

New product sanctioning
Disaster recovery planning

Model validation .
Compliance, loss

minimization and
risk measurement

Risk appetite / limit setting

Portfolio model build (ECAP, VaR)

Credit model build

0% 20% 40% 60% 80% 100%

B Leads m Participates = Not involved
* Oliver Wyman survey participated by Akbank, Finansbank, Garanti, Halkbank, ING, is Bankasi, TEB, Vakifbank, Yapi Kredi, Ziraat
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When we assess the risk function at different Turkish banks with regards to their
capabilities and the level of business impact they have, we see significant

differences

Assessment of risk functions at 10 leading Turkish banks based on responses to OW Survey*
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* Oliver Wyman survey participated by Akbank, Finansbank, Garanti, Halkbank, ING, is Bankasi, TEB, Vakifbank, Yapi Kredi, Ziraat
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Business impact
reflects factors such
as participation in
management
committees, role in
business decisions,
department size

Capabilities reflect
factors such as
availability of risk

models, complexity of

risk measurement
methodologies



. Turkish banks need to take important steps forward

Move Risk Function
closer to business

Integrate risk into
strategy and planning

Establish a clear risk
appetite framework

Introduce risk based
performance metrics

Complete the arsenal of
risk models
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Move Risk Function closer to business in order to increase its impact
Reporting line to the Board instead of the CEO does not necessarily create a prudent

organization, on the contrary it limits risk awareness in the organization

Current organizational setup as required by the BDDK

Alternative organizational setup

Audit
Committee Board
; 1
) e CEO In 60% of the
Xecutive H
| : leading global
i Committees | banks the
| [ [ | CRO reports to
the CEO*
CRO CFO BU

Audit
CRO Committee Board
I
None of the . ’ ceo
leading global xecutive
banks have Committees |
this type of | |
organization
CFO BU
Key role * The Controller CRO

— CRO operates a risk-controlling staff office
on behalf of the Board

The Executive CRO

— CRO is a member of the executive team as a peer to
the CFO etc.

— CRO can only be hired/fired by the Board and has
dotted reporting line to the Audit Committee

Description =

With an engaged Board, elevates control
topics to the highest level

With a disengaged board, function becomes a
periodic reporting unit

CRO may be left out of strategic decisions and
cannot instil a risk culture in the organization

Gives CRO authority and organisational power
Provides a direct and independent channel to the board
Viewed well by rating agencies and regulators

Requires strong leadership and influencing skills as well
as technical expertise

Board level governance could be improved through better and more frequent

reporting and enforcement of the risk appetite

* Based on Oliver Wyman survey of 29 leading global banks
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Integrate risk into strategy and planning
Strategic plans and annual budgets should be prepared with an understanding of their
risk implications

Strategic Risk Capital “How do we identify the “good” growth options?”
Planning Planning Planning

Business Risk Capital
Fact Base Fact Base Fact Base Strategic planning
(Owned by CEO)

Integrated Set of Top-Down Targets / Guidance “Where should we place our bets?”
(E.g., Target EPS growth of 12% with balance sheet growth less than 10%
and economic capital growth less than 8%, etc.)

: Risk Capital . .
e Implications Implications Risk planning

DR CTZIE Assessment Assessment (Owned by CRO)

“‘How much risk should we take?”
Challenge and Iteration of Business Unit Plans

Approval &
Budgeting of
Business Plans

Capital planning
Risk Planning & SpzEie (Owned by CFO)

Budgeting, P?:npr']tii'g “How much capital do we need?”

Development of Corporate-Level Plans

(E.g, acquisition planning, Treasury positioning, etc.)
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Establish a clear risk appetite framework

A clear risk appetite statement should be put in place to govern the actions of risk takers

Risk Appetite

The amount and types of risk that an
institution is willing to undertake in pursuit
of attractive returns

*Source: Risk Management at ING: Investor Relations Symposium presentation, 2007
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lllustration of risk appetite by ING*:
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h Introduce risk based performance metrics
Performance management and, as a result, compensation should take into account risk
adjusted performance metrics

Processes supported by risk based performance metrics * Key areas where risk based performance
metrics can have significant impact

Incentive compensation ) )
» Strategic planning
Regulatory compliance

. -
Pricing support tools Prlcmg
Individual deal execution = |ncentive
compensation

Hedging of risk

Sector and name limits
Credit process streamlining
Relationship management
Product structuring
Marketin / sales strategies
Strategic planning

Financial objectives

0% 20% 40% 60% 80% 100%

B Currently m Within 12 months = Within 12-36 months ® Not planned

* Based on survey of 270 banks worldwide by PRMIA/Sungard, 2007
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Complete the arsenal of risk models

All missing models should be developed; all current models should be validated on an
annual basis

= A significant percentage of Turkish banks is lacking LGD

Housing prices

and EAD models Nevada, USA
300
— Do not 280
% Do not have EAD 260 50%
o have LGD models 240 drop in
models _ 220 value
2 200
180
160
140
= O Do not G 120
© Do not have EAD 100
& have LGD models 1991 1993 1995 1997 1999 2001 2003 2005 2007 2009
§ models

= Including all other costs (e.g. collection, time value, legal)

thi LGDs of 75% or high
Only 50% of the banks validate all their credit risk models IS can mean SO o orfugner

validation unit

annually — 30% validate none. = A bank that does not have LGD models would probably
‘assume’ LGDs of 30% when underwriting mortgage loans
in Nevada
Do not
validate all D_‘:];g;Z:(\j’::t” * Quotation from a subprime lender in the US in 2007:
models !

“...our customer ratings are weaker for subprime but
we have a strong collateral base. Our lending to
individuals are backed by low LTV mortgages”
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