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Broader Concept of ERM
with EC as the cornerstone

 ERM Is much broader in scope than simply

the integration of risks

« ERM may be viewed as a ““strategic
partnership” in taking risks in order to
generate revenues with the objective of

creating shareholder value



Broader Concept of ERM
with EC as the cornerstone

* The broader concept consists of:
-- pricing of products on a risk-adjusted basis
product: stand-alone or within a relationship

-- non-traditional performance measures

-- business initiative risk assessment

-- Incentive compensation focused on shareholder
value creation

-- strategic planning



Broader Concept of ERM
with EC as the cornerstone

* In all these, Economic Capital (EC) plays

a pivotal role
 No doubt, EC Is a measure of risk

 But its application goes much beyond risk

Into areas like

-- finance, business pricing, strategic planning etc.



EC and Shareholder VValue Creation

e Accounting performance not correlated with

shareholder value creation

 Shareholder-value-creation imperative came
somewhat later to financial institutions,

-- needed the concept of EC to precede it

e Economic Profit and RAROC

 Forward looking and long-term strategies



Business Initiative Risk Assessment

* Most decisive parts of strategic planning are
the major business initiatives
e In order for the BIRA process to add value

to the shareholders
-- Return and risk calculations done jointly

-- Thorough analysis of the market environment with
contingent scenarios

-- A systematic way of comparing realized benefits
with ex-ante benefits, for accountability



Business Initiative Risk Assessment

* The risks of erosion of shareholder value In
M&A Initiatives are enormous, since studies
done long after the events show that success

rate for mergers Is rather small

e The ultimate test of ERM:

-- how effective it is in isolating and preventing executive

propensity for making unwarranted big bets



Basel Il as a Value Proposition

e Some people have called Basel 11 as:

“A revolution disguised as regulation”
e Basel Il aligns regulatory capital closer to EC

e Basel Il forces a bank to focus on relevant
data and analytics as main drivers of risk

measurement and Management



Basel Il as a Value Proposition

* Viewing Basel Il as a regulatory burden or tax
Invariably leads to an investment that satisfies

the minimum requirements

e While the minimum investment is considerable
the institution will not be able to reap all

to reap all the benefits

 The latter come from what may be termed

“analytics based strategy”



Basel 11 Op Risk as a Value Proposition

* The elements of Basel Il advanced approach

In operational risk are now the best practice

In operational risk management

- Some of these can be used for process

Improvement and operational efficiency

« AMA qualification can be used as a “signal”

to analysts and investors
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il “rDC case Study: Board-approved

Capital Management Policy
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Background Capital Management
= $20 billion USD export = Expanded the scope of economic
bank capital beyond Basel Il categories to
= Established ERM include strategic risk and business
framework, including risk
credit risk, market risk, = |everage the new capital
and operational risk management methodology to
Processes support a new Board-approved
= New CEO wanted to Capital Management Policy
integrate risk = |n process of replacing in-house
management into economic capital model with a
business origination vendor model

processes



JAMES
&LAM Discussion Outline
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= Capital Management Project Overview

= Capital Management Framework

= Analytical Requirements



JAMES
e Goal State and Key Deliverables
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To establish a Capital Management Framework that sets forth a
governance process for the management of capital in fulfillment of
EDC's mandate. Planned deliverables include the development
and implementation of the following:

u Capital Adequacy Policy - to ensure sufficient risk capital to support Canadian
exporters now and in the future

n Strategic Risk Capital - as capital demand component to support of corporate
strategies and objectives

= Capital-Based Credit Limits - to establish capital as the common currency for risk
measurement, credit granting and portfolio management.

n Capital Management System — to implement a more effective forward-looking capital
management solution to streamline existing processes and support new business
requirements.



JAMES |
&LAM A key deliverable was the development of

posees 0 Capital Adequacy Policy

Key components of the Capital Adequacy Policy:

= Capital Management Philosophy and Principles
= Capital Attribution Methodologies

» Target Solvency Standard Policy

= Strategic Risk Capital Policy

* Management and Board Reporting

= QOrganization, Roles and Accountabilities for Capital
Management
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Philosophy Statement Key Principles
1 - Customer Responsiveness 1 - Long Term, Future
Oriented

2 - Broadened Risk Appetite 2 - Protect Shareholder

3 - Financial Self-Sufficiency Investment

3 - Financial Self-
4 - Demand Driven Capital Retention Sufficiency

4 - Transparent Risk-

5 - Market Discipline
Based Methodology

5 — Durable and
Sustainable Policy
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In summary, capital management will allow EDC to:

= Optimize value creation

" [ntegrate risk management and business acquisition
* Improve capital planning and forecasting

* Ensure continual risk capacity

* Enable expanded risk appetite



JAMES .
&LAM Key success factors for project

planning and management
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= Strong support from the top

= Clear articulation of goals and objectives

* Phased approach to project scoping and deliverables
* Timing - “burning platform”

= Effective communication strategy and the incorporation of
change management principles

» Effective influencing — ensure recognition of link between
capital management and support of business growth

= Recognize successes
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= Capital Management Project Overview

= Capital Management Framework

= Analytical Requirements
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practices of economic capital
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= Economic capital has been widely adopted by banks as a risk
management and business management tool

= | evel of sophistication and development varies significantly
across banks

= Applications naturally evolve from risk measurement, to risk
control, and finally, to risk/return optimization

= Key challenges include data and change management issues

= Key benefits include improved risk and business
measurement, and more informed business decisions

= Economic capital represents a valuable input to corporate
(capital & dividend policy) and business (product pricing)
decisions
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management
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Value 7
. Performance
Added Measurement

and Incentives

6. Product and
Relationship
Management

5.

Strategic Planning

and Forecasting
4 4
Risk Transfer Risk Transfer
3 3.
Limit Setting Limit Setting
2. _ 2. , 2. ,
Capital Adequacy and Capital Adequacy and Capital Adequacy and
Planning Planning Planning
1. 1. 1.
T Portfolio Risk Analysis Portfolio Risk Analysis Portfolio Risk Analysis
Risk Measurement Risk Control Risk/Return Optimization
“How much risk do we “How can we control “How can we optimize

have?” unexpected loss?” business performance?” ]_O
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= JLA Research. Developed original research of economic
capital allocations based on public statements of top 25
global banks (ranked by Tier 1 capital)

= RMA Survey. Incorporated benchmark data and
applications from Risk Management Association’s survey of
14 global banks with respect to their economic capital
allocations and applications

= Benchmarking Visits. Gathered industry data and
applications based on direct discussions with global and
mid-size financial institutions, as well as ECAs
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Risk Type EDC Average Min Max
Credit risk 74% 53% 42% 77%
Market risk 21% 18% 6% 38%
Operational 5% 12% 5% 16%
risk
Business n.a. 6% 4% 14%
risk
Strategic/ n.a. 12% 0.3% 30%
Other
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Mandate
Value

EDC must consider both mandate

value as well as economic value

A

B

Zone 1

QQC

Zone 3 ‘

Low Economic Value High
(EC x (RAROC - Ke))
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Previous State Current State Goal State

(Transitional)

Strategic Risk Capital

PN
Gl |

Credit Risk | credit Risk PN i Increase
Policies "1 Policies ' Risk

Increase E_DC’_S i P iAppetite

Risk Appetite via : —
Strategic Risk ! -
Capital :

Risk management
and capital
as enablers

Risk management
and capital
as constraints
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= Executive management sponsorship and board support

» Effective project planning and management, including
change management

* Board and management alignment of goals, scope, and
applications prior to decisions on methodologies and tools

» Effective stakeholders management (internal and
external)

* Economic capital applied not only for risk measurement,
but also strategic planning and business management
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&LAM Discussion Outline
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= Capital Management Project Overview

= Capital Management Framework

= Analytical Requirements
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= Capital management defined by the comparison of
Demand of Capital to Supply of Capital

* Demand components are estimated in isolation

= Demand for Credit Risk calculation based on in-house
developed actuarial models using a transaction duration
approach

» Demand for Market Risk based on a one-year VAR
estimate using a vendor-based system

= Launched RFP for vendor-based integrated economic
capital system in April 2006
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= Credit risk capital. Capital available to absorb losses due to
loan or counterparty credit default

= Market risk capital. Capital available to absorb losses due to
interest rate and/or FX movements

= Operational risk capital. Capital available to absorb losses due
to people, processes, systems, or external events

= Business risk capital. Capital available to absorb losses due to
revenue volatility, where revenue flow is insufficient to cover
fixed expenses (current business)

= Strategic risk capital. Capital available for capital demand
volatility and strategic business requirements (future oriented)
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PREVIOUS

Operational Risk

Market Risk

Credit Risk

* 30% NII

e 1-Year VaR

« Probability of default (PD)
» Exposure at default (EAD)
* Loss given default (LGD)

* Recovery rate

CURRENT

Strategic Risk

Business Risk

Operational Risk

Market Risk

Credit Risk

{
{

&LAM Scope of demand for capital at EDC

* Planned new business
* Unplanned new business

« Revenue volatility
« Fixed expenses

* To be developed

e 1-Year VaR

* Probability of default (PD)
» Exposure at default (EAD)
* Loss given default (LGD)

* Recovery rate
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for EDC’s Capital Adequacy Policy (CAP)
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Strategic Risk Capital

Capital for Response and Business
Development

AA — Solvency Target
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INV| EDC'’s functional requirements for
capital attribution

Minimum
Requirements

Advanced
Functionality

Additional
Features

» Credit risk analytics — EAD (loans and insurance), PD, LGD
« Capital attribution for credit risk and market risk

» Forward-looking forecasting capabilities

» Portfolio analytics — credit migration, concentration risk

 Integrated credit/market risk analytics, including VaR analysis
» Portfolio stress-testing, scenario analysis, and simulations

» Capital-based credit limits

» Linkage to a robust historical credit default database

» Capital attribution for operational risk
» Risk-adjusted profitability analysis by business segment

» Dashboard reporting, ad-hoc analysis, and drill-down
capabilities
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= Vendor research & establishment of robust evaluation
criteria

* Incorporate change management principles into selection
process including clearly defined Decision Charter

= Cross-functional representation & ownership of selection
process

* [ncorporate functionality test with actual corporate data
= Keep management and board engaged in process

» Manage results expectations with a phased-in
Implementation plan by using a proof-of-concept approach
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