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Oh - That List

by Steve Brown

The New York branch of an international bank was recently assessed a fine by the Office of Foreign
Assets Control (OFAC) in connection with 7 wire transfers it facilitated totaling $58K. The wires were
sent to an entity that turned out to be on OFAC's Specially Designated Nationals and Blocked List. It
seems that the bank's screening software failed to identify the match between the name of the entity
and the organization receiving the funds. OFAC gave the bank a bit of a break in fining the bank
"only" $28K in that the issue was not due to internal staff error, but rather was a software provider
error (the normal base amount for this fine is $64K). This still is a lot of money considering the
amount of money transferred. Either way, the software provider will likely lose a contract and the
bank is out a chunk of change.

Some would say it was just another day in any bank risk management officer's life. For this bank,
though, we expect there will be some modifications to the vendor screening process and extra
consideration on how vendors can create risk for an institution.

Every bank we know has some sort of an Enterprise Risk Management (ERM) plan in place, but
whether the plan goes beyond just having a document in the policies and procedures and is more of a
strategy for managing the bank, depends upon the institution. The Risk Management Association
(RMA) describes ERM by asking a set of questions that begin with "What are all the risks to our
business strategy and operations?" It then fills in detail by asking: (1) How much risk are we willing to
take? (2) How good are we at overseeing risk? (3) How do we ensure we have the right information to
manage risk? (4) How do we determine the size and scope of those risks? (5) How well do we manage
those risks? (6) What are we doing about those risks? (7) What else can go wrong and how are risks
interconnected?

An effective ERM process should be a discipline. It should support the institution's objectives by
addressing the full spectrum of risks and the management of those risks. Risk management should be
handled individually and in terms of the combined impact. It's also not just about risk mitigation, but
instead should be a process built into the bank's strategic plan.

When dealing with ERM, the goal is to promote proactive action within the bank. Bankers should also
understand the areas of primary difficulty in creating a working ERM. These include: 1) Buy-in from
the top - if there is not enough authority designated to those tasked with carrying it out, then there
will never be full integration. 2) It is also critical that different areas of the bank work together -
expertise in one department may serve to understand the elements of risk in that particular business
line, but a silo mentality will not assist in understanding how the interaction of risks between
departments can combine to create a bigger problem. 3) Risk management strategies must be linked.

There can also be conflict between business development areas and those tasked with managing risk,
therefore honest questions must be asked. For business developers, question whether the reward is
great enough for the amount of risk the bank is taking on. For risk managers, challenge whether a
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recommendation will reduce the ability of business development efforts to the point the bank can no
longer achieve its goals. Senior management must be involved to settle the differences and define
the direction of the institution.

Having an integrated, strategic and proactive ERM process is expected by regulators and beyond
that, it's just good business. Whether a better ERM process would have protected the NY bank from
its OFAC violation is unknown, but chances are that weakness in the software provider might have
surfaced earlier with a more integrated approach to risk management.

BANK NEWS

Willful

A Caring.com survey finds just over 50% of parents say they have a will for providing for the care of
their children and of those, 60% haven't updated it within the past 5Ys. Bankers may find this to be
another good way to get customers to come into the branch for a financial checkup or consider
holding a seminar on this subject.

Housing Growth

The National Association of Realtors reports sales of existing homes jumped to the highest level in
8Ys in June (about 10% above the pace reached 1Y ago).

Marginal Borrowers

Regulators define Marginal borrowers as those that exhibit potential weaknesses, which may, if not
checked or corrected, negatively affect the borrower's financial capacity and threaten the ability to
fulfill its debt obligations. Such borrowers' exhibit material negative financial trends due to company-
specific or systemic conditions that if not mitigated threaten the borrower's capacity to meet its debt
obligations.

Weak Borrowers

Regulators define Weak borrowers as those that do not possess the current sound worth and payment
capacity of a creditworthy borrower and have well-defined credit weaknesses that jeopardize their
continued performance. The weaknesses are of a severity that the distinct possibility of the borrower
defaulting exists. Weak borrowers exhibit adverse trends in their operations or balance sheets of a
severity that makes it questionable that they will be able to fulfill their obligations, thus making
default likely. Conditions that may warrant a borrower rating of weak include an insufficient level of
cash flow compared to debt service needs; a highly leveraged balance sheet; a loss of access to the
capital markets; adverse industry and/or economic conditions that the borrower is poorly positioned
to withstand; or a substantial deterioration in the borrower's operating margins.

Default Borrowers

Regulators define Default borrowers when one or more of the bank's material credit exposures has
the following conditions: the supervisory reporting definition of non-accrual; the bank has made a full
or partial charge-off or write-down for credit-related reasons or determined that an exposure is
impaired for credit-related reasons.
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