MCB BANK LIMITED - SRI LANKA BRANCH

Basel Il - Disclosures under Pillar 3 as per the Banking Act Direction Number 01 of 2016
Disclosure 1

Key Regulatory Ratios - Capital and Liquidity

Sri Lanka Operation

Selected Performance Indicators As of As of
31.12.2018 30.09.2018

Regulatory Capital (LKR 000)

Common Equity Tier 1 Capital 6,212,532 5,906,659
Tier 1 Capital 6,212,532 5,906,659
Total Capital 5,726,342 5,284,147
Regulatory Capital Ratio (%)
Common Equity Tier 1 Capital Ratio (Minimum Requirement - 6.375%) 30.14 29.38
Tier 1 Capital Ratio (Minimum Requirement -7.875%) 30.14 29.38
Total Capital Ratio (Minimum Requirement - 11.875%) 27.78 26.28
Regulatory Liquidity
Statutory Liquid Assets ( LKR 000) 5,533,780 5,110,907
Statutory Liquid Assets Ratio % -Minimum requirement 20%
Domestic Banking Unit (%) 23.1 22.1
Off Shore Banking Unit (%) 32.3 35.8
Liguidity Coverage Ratio (%)- Rupee (Minimum Requirement - 2018-90%, 2017 -80%) 106.0 158.0
Liquidity Coverage Ratio (%)- All currencies (Minimum Requirement - 2018-90%, 2017 -80%) 110.4 251.6




MCB BANK LIMITED - SRI LANKA BRANCH

Basel Il - Disclosures under Pillar 3 as per the Banking Act Direction Number 01 of 2016

Disclosure 2

Basel Il Computation of Capital Ratio

Amount (LKR ‘000)

Item 31.12.2018 30.09.2018
Common Equity Tier 1 (CET1) Capital after Adjustments 6,212,532 5,906,659
Common Equity Tier 1 (CET1) Capital 6,242,523 5,941,061
Equity Capital (Stated Capital)/Assigned Capital 3,969,508 3,969,508
Reserve Fund 214,190 192,003
Published Retained Earnings/(Accumulated Retained Losses) 1,916,721 1,713,200
Published Accumulated Other Comprehensive Income (OCI) 142,105 66,350
General and other Disclosed Reserves - -
Unpublished Current Year's Profit/Loss and Gains reflected in OCI - -
Ordinary Shares issued by Consolidated Banking and Financial Subsidiaries of the Bank and held by
Third Parties - -
Total Adjustments to CET1 Capital 29,991 34,402
Goodwill (net) - -
Intangible Assets (net) 29,991 34,402
Others (specify) - -
Additional Tier 1 (AT1) Capital after Adjustments - -
Additional Tier 1 (AT1) Capital - -
Qualifying Additional Tier 1 Capital Instruments - -
Instruments issued by Consolidated Banking and Financial Subsidiaries of the Bank and held by
Third Parties - -
Total Adjustments to AT1 Capital - -
Investment in Own Shares - -
Others (specify) - -
Tier 2 Capital after Adjustments (486,190) (622,512)
Tier 2 Capital 81,685 75,791
Quialifying Tier 2 Capital Instruments - -
Revaluation Gains - -
Loan Loss Provisions 81,685 75,791
Instruments issued by Consolidated Banking and Financial Subsidiaries of the Bank and held by
Third Parties 567,875 698,303
Total Adjustments to Tier 2 - -
Investment in Own Shares - -
Others (specify) - -
CET1 Capital 6,212,532 5,906,659
Total Tier 1 Capital 6,212,532 5,906,659
Total Capital 5,726,342 5,284,147
ltem Amount (LKR ‘000)
31.12.2018 30.09.2018
Total Risk Weighted Assets (RWA) 20,614,412 20,106,555
RWAs for Credit Risk 18,550,163 17,854,388
RWAs for Market Risk 268,927 536,409
RWAs for Operational Risk 1,795,322 1,715,757
CET1 Capital Ratio (including Capital Conservation Buffer, Countercyclical Capital Buffer &
Surcharge on D-SIBs) (%) 30.14 29.38
of which: Capital Conservation Buffer (%)
of which: Countercyclical Buffer (%)
of which: Capital Surcharge on D-SIBs (%)
Total Tier 1 Capital Ratio (%) 30.14 29.38
Total Capital Ratio (including Capital Conservation Buffer, Countercyclical Capital Buffer &
Surcharge on D-SIBs) (%) 27.78 26.28

of which: Capital Conservation Buffer (%)

of which: Countercyclical Buffer (%)

of which: Capital Surcharge on D-SIBs (%)




MCB BANK LIMITED - SRI LANKA BRANCH

Basel Il - Disclosures under Pillar 3 as per the Banking Act Direction Number 01 of 2016

Disclosure 4

Bael Il Computation of Liquidity Coverage Ratio - All Currencies

Amount (LKR ‘000)

31.12.2018 30.09.2018
Item Total Un- Total Total Un- Total
weighted  Weighted weighted  Weighted
Value Value Value Value
Total Stock of High-Quality Liquid Assets (HQLA) 4,286,839 4,286,839 3,484,821 3,484,821
Total Adjusted Level 1A Assets 4,286,839 4,286,839 3,484,821 3,484,821
Level 1 Assets 4,286,839 4,286,839 3,484,821 3,484,821
Total Adjusted Level 2A Assets - - - -
Level 2A Assets - - - -
Total Adjusted Level 2B Assets - - - -
Level 2B Assets - - - -
Total Cash Outflows 29,412,979 9,359,066 28,384,175 9,657,194
Deposits 7,979,599 797,960 7,949,708 794,971
Unsecured Wholesale Funding 11,586,918 7,706,351 11,788,148 7,945,504
Secured Funding Transactions - - - -
Contingent Funding Obligations 9,806,182 814,475 8,643,012 913,413
Additional Requirements 40,280 40,280 3,306 3,306
Total Cash Inflows 8,875,944 6,602,073 10,564,493 6,602,073
Maturing Secured Lending Transactions Backed by Collateral - - - -
Committed Facilities - - - -
Other Inflows by Counterparty which are Maturing within 30 Days 8,753,642 6,600,297 10,562,717 6,600,297
Operational Deposits - - - -
Other Cash Inflows 122,301 122,301 1,776 1,776
Liquidity Coverage Ratio (%) (Stock of High Quality Liquid
Assets/Total Net Cash Outflows over the Next 30 Calendar 110.39 114.06

Days) * 100




MCB BANK LIMITED - SRI LANKA BRANCH

Basel Ill - Disclosures under Pillar 3 as per the Banking Act Direction Number 01 of 2016
Disclosure 5

Basel lll Main Features of Regulatory Capital Instruments

Description of the Capital Instrument Assigned Capital
Issuer MCB Bank Pakistan
Unique ldentifier (e.g., ISIN or Bloomberg Identifier for Private Placement)

Governing Law(s) of the Instrument Pakistan
Original Date of Issuance N/A

Par Value of Instrument N/A
Perpetual or Dated Perpetual
Original Maturity Date, if Applicable N/A
Amount Recognised in Regulatory Capital (in LKR ‘000 as at the Reporting Date) LKR 3,969,508
Accounting Classification (Equity/Liability) Equity

Issuer Call subject to Prior Supervisory Approval

Optional Call Date, Contingent Call Dates and Redemption Amount (LKR ‘000) N/A

Subsequent Call Dates, if Applicable N/A

Coupons/Dividends

Fixed or Floating Dividend/Coupon N/A
Coupon Rate and any Related Index N/A
Non-Cumulative or Cumulative N/A

Convertible or Non-Convertible

If Convertible, Conversion Trigger (S) N/A
If Convertible, Fully or Partially N/A
If Convertible, Mandatory or Optional N/A
If Convertible, Conversion Rate N/A




MCB BANK LIMITED - SRI LANKA BRANCH
Basel Il - Disclosures under Pillar 3 as per the Banking Act Direction Number 01 of 2016

Disclosure 6

Summary Discussion on Adequacy/Meeting Current and Future Capital Requirements

The Bank prepares the strategic plan covering a period of 5 years on a rolling basis by taking in to account of the Capital Adequacy Ratio
(CAR). The bank carefully analyses the CAR against increases in risk weighted assets in line with the budget expansion and business
volumes.

Currently the Bank is adequately capitalized and its capital adequacy ratio (CAR) is well above the minimum regulatory requirements. Bank
has a well-diversified assets portfolio which neither overly exposed to any counterparty nor to any sector. Further, the bank will deliberate
on strategically curtailing risk weighted assets expansion, if required.

The bank always strive to achieve the reasonable profit growth in line with the banking industry average and the repatriation of profit to
Pakistan is based on the minimum requirement set by the State Bank of Pakistan. Part of the profit generated is retained for the future
business expansion. Capital generated through retained profit over the years could be considered as one of the primary source of capital to
the Bank.

Disclosure 7

Basel lll Credit Risk under Standardised Approach —Credit Risk Exposures and Credit Risk Mitigation (CRM) Effects

Exposures before Credit

Conversion Factor (CCF) Exposures post CCF and RWA and RWA Density

and CRM CRM (%)
As at 31st December 2018 On - Balance Off -Balance On - Off - RWA RWA
Sheet Sheet Balance Balance Density (%)
Amount Amount Sheet Sheet
Amount Amount
LKR '000 LKR '000 LKR '000 LKR '000 LKR '000 LKR '000

Claims on Central Government and CBSL 6,709,245 - 6,709,245 - 240,134 3.58
Claims on Foreign Sovereigns and their Central . ) ) ) ) )
Banks
Claims on Public Sector Entities 2,030 - 2,030 2,030 100.00
Claims on Official Entities and Multilateral } ) ) ) ) )
Development Banks
Claims on Banks Exposures 729,037 4,884,223 729,037 97,684 413,309 49.99
Claims on Financial Institutions 5,392,499 31,882 2,832,499 15,941 1,569,727 55.11
Claims on Corporates 8,885,336 4,850,903 7,532,540 1,359,584 8,823,460 99.23
Retail Claims 662,181 94,389 408,328 28,077 410,296 94.02
Claims Secured by Residential Property 1,446,040 26,439 1,403,310 9,595 1,378,403 97.56
Claims Secured by Commercial Real Estate 3,955,474 1,131,080 3,322,576 282,752 3,605,328 100.00
Non-Performing Assets (NPAS) 1,037,806 - 1,037,806 - 1,298,767 125.15
Higher-risk Categories 62,125 - 62,125 - 155,313 250.00
Cash Items and Other Assets 874,807 - 874,807 - 653,396 74.69
Total 29,756,580 11,018,916 24,914,303 1,793,633 18,550,163 69.46




MCB BANK LIMITED - SRI LANKA BRANCH

Basel Ill - Disclosures under Pillar 3 as per the Banking Act Direction Number 01 of 2016

Disclosure 8

Credit Risk under Standardised Approach: Exposures by Asset Classes and Risk Weights

Description Amount in (LKR '000) (Post CCF & CRM)
Asset Classes 0% 20% 50% 75% 100% 150% >150% Total Credit
Exposures Amount
Claims on Central Government and Central Bank of Sri Lanka 5,508,577 1,200,668 - - - - - 6,709,245
Claims on Foreign Sovereigns and their Central Banks - - - - - - - -
Claims on Public Sector Entities - - - - 2,030 - - 2,030
Claims on Official Entities and Multilateral Development Banks - - - - - - - -
Claims on Banks Exposures - 504,164 20,162 - 302,395 - - 826,721
Claims on Financial Institutions - 358,757 1,983,415 - 506,268 - - 2,848,440
Claims on Corporates - - 137,327 - 8,754,797 - - 8,892,124
Retail Claims - - - 104,436 331,969 - - 436,405
Claims Secured by Residential Property - - 69,003 - 1,343,902 - - 1,412,905
Claims Secured by Commercial Real Estate - - - - 3,605,328 - - 3,605,328
Non-Performing Assets (NPAS) - - 114 - 515,657 522,035 - 1,037,806
Higher-risk Categories - - - - - - 62,125 62,125
Cash Items and Other Assets 221,411 - 653,396 874,807
Total 5,729,988 2,063,589 2,210,021 104,436 16,015,742 522,035 62,125 26,707,935

Disclosure 9

Market Risk under Standardised Measurement Method

Item

RWA Amount (LKR' 000) as at
31st December 2018

(a) RWA for Interest Rate Risk

General Interest Rate Risk

(i) Net Long or Short Position

(i) Horizontal Disallowance

(iiii) Vertical Disallowance

(iv) Options

Specific Interest Rate Risk

(b) RWA for Equity

(i) General Equity Risk

(i) Specific Equity Risk

(c ) RWA for Foreign Exchange & Gold

31,935

Capital Charge for Market Risk [(a) + (b) + (¢ ) * CAR

268,927




MCB BANK LIMITED - SRI LANKA BRANCH

Basel Il - Disclosures under Pillar 3 as per the Banking Act Direction Number 01 of 2016

Disclosure 10

Operational Risk under Basic Indicator Approach/The Standardised Approach/The Alternative Standardised Approach

Capital

Fixed Factor ‘m’

Gross Income (LKR '000) as at 31st

Business Lines (20.5.1.4.0.0) (20.5.1.6.0.0) December 2018
Charge Factor
1st Year 2nd Year 3rd Year

The Basic Indicator Approach 15% 1,248,409 1,540,203 1,485,965
The Standardised Approach - - -
Corporate Finance 18% - - -
Trading and Sales 18% - - -
Payment and Settlement 18% - - -
Agency Services 15% - - -
Asset Management 12% - - -
Retail Brokerage 12% - - -
Retail Banking 12% - - -
Commercial Banking 15% - - -
The Alternative Standardised Approach - - -
Sub Total - - -
Corporate Finance 18% - - -
Trading and Sales 18% - - -
Payment and Settlement 18% - - -
Agency Services 15% - - -
Asset Management 12% - - -
Retail Brokerage 12% - - -
Sub Total - - -
Retail Banking 12% 0.035
Commercial Banking 15% 0.035
Capital Charges for Operational Risk (LKR’000)
The Basic Indicator Approach 1,795,322
The Standardised Approach -
The Alternative Standardised Approach -
Risk Weighted Amount for Operational Risk (LKR’000)
The Basic Indicator Approach 213,729

The Standardised Approach

The Alternative Standardised Approach




MCB BANK LIMITED - SRI LANKA BRANCH

Basel Ill - Disclosures under Pillar 3 as per the Banking Act Direction Number 01 of 2016

Disclosure 11

Differences between Accounting and Regulatory Scopes and Mapping of Financial Statement Categories with Regulatory Risk Categories — Bank Only

Bank
a b c d e

Carrying Value Carrying Value Subject to Credit Subject to Not subject to

as Reported In as under the Risk Framework Market Risk  Capital Requirements
As at 31st December 2018 Published Scope of Framework or Subject to

Financial Regulatory Deduction from
Statements Reporting Capital
LKR '000 LKR '000 LKR '000 LKR '000 LKR '000

Assets 30,212,008 30,269,476 25,397,208 - 5,463,550
Cash and Cash Equivalents 221,412 221,411 221,411
Balances with Central Banks 2,021,412 2,021,394 2,021,394
Placements with Banks 752,542 752,444 752,444 23,407
Derivative Financial Instruments 284,488
Other Financial Assets Held-For- Trading - - -
Financial Assets Designated at Fair Value through Profit or Loss - - - - -
Loans and Receivables to Banks 312,243 312,243 312,243
Loans and Receivables to Other Customers 20,822,007 20,958,716 16,116,439 4,842,277
Financial Investments - Available- For Sale 3,146,982 3,143,985 3,143,985
Financial Investments - Held-To- Maturity 2,227,311 2,175,896 2,175,896 567,875
Investments in Subsidiaries - - -
Investments in Associates and Joint Ventures - - -
Property, Plant and Equipment 267,217 267,217 267,217
Investment Properties - - -
Goodwill and Intangible Assets 29,991 29,991 - 29,991
Deferred Tax Assets - - -
Other Assets 126,403 386,179 386,179
Liabilities 23,833,317 23,833,798 - - -
Due to Banks 4,227,465 4,103,519
Derivative Financial Instruments 2,427
Other Financial Liabilities Held-For-Trading
Financial Liabilities Designated at Fair Value Through Profit or Loss
Due to Other Customers 18,432,373 18,044,709
Other Borrowings 83,532 76,870
Debt Securities Issued - -
Current Tax Liabilities 98,101 135,275
Deferred Tax Liabilities 23,684 37,361
Other Liabilities 965,734 1,436,064
Due to Subsidiaries - -
Subordinated Term Debts - -
Off-Balance Sheet Liabilities 17,363,201 17,195,876 1,695,018 98,614 -
Guarantees 807,820 807,819 163,689
Performance Bonds 110,788 110,788 157,105
Letters of Credit 2,110,008 2,110,008 422,002
Other Contingent ltems 7,746,209 7,746,208 489,976 98,614
Undrawn Loan Commitments 4,458,598 4,458,598 462,247
Other Commitments 2,129,778 1,962,455
Shareholders' Equity
Equity Capital (Stated Capital)/Assigned Capital
of which Amount Eligible for CET1 5,655,369 5,903,354
of which Amount Eligible for AT1 - -
Retained Earnings 423,769 434,029
Accumulated Other Comprehensive Income 241,677 40,416
Other Reserves 57,876 57,879
Total Shareholders' Equity 6,378,691 6,435,677 - - -




MCB BANK LIMITED - SRI LANKA BRANCH
Basel Ill - Disclosures under Pillar 3 as per the Banking Act Direction Number 01 of 2016

Disclosure 12

Explanations of Differences between Accounting and Regulatory Exposure Amounts

Under SLFRS 9: “Financial Instruments: Recognition & Measurement”, the Bank assesses the impairment of loans
and advances individually or collectively based on the principles of “expected credit loss” (Refer Note 3.1) model
which is expected to take into account future trends in the economy. However, the regulatory provision made on loans
and advances under the Direction No. 03 of 2008 on “Classification of loans and advances, Income Recognition and
Provisioning” (and subsequent amendments thereof) issued by the CBSL are “time/delinquency base”. Further, under
SLFRS 9, other debt financial assets not held at FVTPL, together with loan commitments and other off balance sheet
exposures such as financial guarantees and letter of credits, are subject to impairment provision, whereas no such
regulatory provision is required for those financial assets as per CBSL direction. As a result, SLFRS 9 recognises
higher provisions compared to CBSL guidelines.

Financial investments and financial liabilities (other than FVTPL) are carried at "cost" for regulatory reporting
purposes while they are classified as "Financial assets measured at fair value through other comprehensive income"
carried at fair value or Financial assets/liabilities at amortised cost under the SLFRS 9. The "Fair value" is defined as
the best estimate of the price that would be received to sell an asset or be paid to transfer a liability in an orderly
transaction between market participants at the measurement date. A variety of valuation techniques combined with
the range of plausible market parameters at a given point in time may still generate unexpected uncertainty beyond
fair value. An “amortised cost” of a financial asset or financial liability is the amount at which the financial asset or
liability is measured at initial recognition, minus principal repayments, plus or minus the cumulative amortisation using
the EIR method of any difference between the initial amount recognised and the maturity amount, minus any
reduction for impairment. Hence, the amortised cost of financial investments and financial liabilities under SLFRS 9 is
different to the carrying value for regulatory reporting which is the "cost".



MCB BANK LIMITED - SRI LANKA BRANCH
Basel Il - Disclosures under Pillar 3 as per the Banking Act Direction Number 01 of 2016

Disclosure 13

Bank Risk Management Approach

The management of MCB Bank Limited - Sri Lanka Branch actively drives the risk management framework wherein it
provides an active approach in dealing with factors that influence the financial standing of the Bank. With the valuable
guidance of management, the Bank has a proactive approach to generate recurrent earnings and to maximize
shareholder's value by achieving an appropriate trade-off between risk and returns. All Effective Risk Management
Framework along-with Robust Risk Governance Structure, Strong Capital & Liquidity Position and Good Quality of Credit
Portfolio, remains a cornerstone to accomplish vision of the Bank.

Empowerment and independence are the basic principles in risk management and it is implemented as a fundamental part
of management's vision. Independence of areas that are responsible for measuring, analyzing, controlling and monitoring
risk from the frontline risk takers (i.e. business soliciting groups) is ensured within the bank.

The management and its Risk Management & Portfolio Review Committee have ensured formulation and implementation
of a comprehensive Risk Management Framework. Under managements' guidance, the Bank executed risk strategy and
continued to undertake controlled risk-taking activities within the risk management framework; combining core policies,
procedures and process design with active portfolio management. The Risk Management Framework requires strong
integrated risk management practices in key strategic, capital and financial planning processes and day-to-day business
processes across the organization, with a goal to ensure that risks are appropriately considered, evaluated and responded
to in a timely manner.
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Disclosure 13

FINANCIAL STABILITY THROUGH RISK MANAGEMENT

Basel Il

] Pillar | Pillar 1l Pillar 111
Enhanced Minimum Enhanced Enhanced Risk
’ Capital & Liquidity = Disclosure &
Requirements Market Discapll

A clear understanding of risks surrounding the business activities is essential for any organisation to create sustainable
stakeholder value through executing its strategies. It is therefore, essential to reinforce the overall strategy of an
organisation with a prudent risk management strategy so that the opportunities could be optimised while minimising the
effects of down-side risks. Banks which are responsible for the vital role of financial intermediation in the economy should
be more committed to managing their risks in a prudent and transparent manner compared to a normal business
organisation. Accordingly, Basel Committee on Banking Supervision has formulated broad supervisory standards and
guidelines to inculcate industry best practices across the banking institutions through ‘Basel Accords’ (Basel Il, the second
of the Basel Accords which has been extended by Basel Ill). While Basel Accord encourages convergence towards
common approaches and standards, the ultimate purpose of these rules is to create financial stability and resilience in
financial sector institutions.

MCB BANK LIMITED - SRI LANKA BRANCH APPROACH

MCB Bank Limited, Sri Lanka operation has also been identified Risk Management as the forefront of the future banking
business. Accordingly in line with bank’s global procedures and practices, the bank has developed a robust Risk
Management Framework for its Sri Lanka operation as well.

INTEGRATED RISK MANAGEMENT COMMITTEE

Integrated Risk Management Committee of MCB Bank limited Sri Lanka operates as the forefront of bank’s Risk
Management functions.

Risk Management functions are underpinned by a comprehensive, Integrated Risk Management Policy, which is constantly
evolving and enhancing to remain relevant and most effective. The policy which is approved by the Board spells out the
Bank's approach to Risk Management. The policy sets out the process of identifying, measuring, monitoring and controlling
the different types of risks and the risk governance structure in place. The main objectives of the framework are;

11
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Disclosure 13

To establish common principles, standards for the management and control of all risks and to inform behavior across
the Bank.

Provide a shared framework and language to improve awareness of risk management processes among all
stakeholders.

To provide clear accountability and responsibility for Risk Management.

To ensure consistency throughout the Bank in Risk Management

Define the Bank's risk appetite and align its portfolios and business strategy accordingly.
Optimize risk return decisions.

Maintain/manage the Bank's capital adequacy and liquidity position.

Further strengthen governance, controls and accountability across the organization

In addition to the main risks (viz. Credit Risk, Market Risk and Operational Risk), the Bank has considered several other
risks which are material to it. These additional risk categories include, Liquidity Risk, Interest Rate Risk in the Banking
Book, Compliance Risk, IT Security Risk and Reputational Risk.

RISK GOVERNANCE

THREE LINES OF DEFENSE

MCB Bank limited promotes strong risk governance applied rationally and consistently with strong emphasis on the
concept of “Three Lines of Defense”. This governance structure encompasses accountability, responsibility, independence,
reporting, communications and transparency, both internally and with external stake holders.

anagement Structure - Three Lines of De

oard of Directors

* Bank wide Risk
Management

* Setting up policies and
standards * Risk Policy Setting

. _ _ Rewview for independent
* Conducting * Risk Owversight assurance
Transaction/ Portfolio

: * Review of deviation of
based reviews

activitites from set
standards

Mo kD) Risk Management and
Global ALCO Portfolio Rewview Audit Committee of BoD
SL- MCC Committee of BoD

Business:

* Commercial Branch

Banking Risk Management

Function:
* Wholesale Banking = credit Risk

* Islamic Banking Managemeaent
Division * Market Risk

* Treasury and FX Management Audit and RAR Function
* Operations * Operational Risk &8
* Information Compliance
Technology * Credit Risk Control
* Human Resources

* Credit Rewview

* Portfolio Management
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Disclosure 13

RISK APPETITE AND TOLERANCE

Risk appetite is an expression of the amount of risk that the bank is prepared to accept in delivering its promises and
meeting the responsibilities to the stakeholders at large. It is inevitable that the Bank will accept risks, hence risk taken
within appetite may give rise to expected losses, but these as analyzed and accepted will be sufficiently absorbed by the
expected earnings.

The Bank strives to make the integrated risk management function as one of its most critical core competency. Bank relies
upon the overall policy framework to ensure the maintenance of consistent high standards in its operations and to
encourage the risk decision making process by raising the risk awareness that could hinder the risk and return relationship.

CREDIT RISK

Credit risk refers to the potential loss of interest, capital or value of the collateral due to an obligor’s failure to meet the term
of a contract or otherwise failing to perform as agreed. Credit risk can arise from both on and off balance sheet activities
consisting of contingent liabilities incurred by the Bank and due to the Bank, from counterparties such as letters of credit,
letters of guarantee etc. The Bank has adopted stringent credit risk management process to mitigate the risk associated
with the loan book by way of following strategic initiatives:

Credit risk management organization structure incorporating a Credit Risk & Review Unit reporting to Chief Risk Officer
(CRO) who in turn reports to the Group Head — Risk Management at Head office level.

Written policies on credit granting and procedure bank - wide risk management, credit risk management, loan review
mechanism and review of such policies on periodically.

Instructions and guidance to employees in credit chain on annually/quarterly review of credit facilities, credit origination
and maintenance procedures and guidelines for portfolio management.

Established accountability of branch managers, relationship managers and business unit heads for managing risk within
risk management framework of the Bank.
Assignment of borrower risk rating for all general credit facilities.

Risk based pricing: When a borrower’s credit risk increases, the Bank demands a higher credit risk premium by way of
increasing the interest rate.

Established independent Credit Administration Unit to ensure accuracy and maintenance of security documentation of
credit facilities and limit setting.

Established credit risk limits for risk rating and concentration on segment, industry, geography, and personal banking
products.

Independent loan reviews carried out by the Group Audit Department as a special assignment by way of pre and post
disbursement examinations of credit papers in order to ensure the quality of the loan book.

Impairment on the potential delinquents by way of reviewing objective evidence assessments by the business units and
adequacy of impairment provisions to absorb credit risk of the lending book.

A constant stress testing methodology is applied on all significant credit exposures and stress tests are carried out on a
regular basis.
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Disclosure 13

MARKET RISK

Market risk is the risk associated with movements in market factors, including foreign exchange rates, interest rates, equity
prices and commodity prices which have an impact on the Bank’s income or the value of its portfolios. Its effective
recognition could minimize the potential loss of earnings or economic values arising principally from customer driven
transactions and banks relevant investments.

The categories of market risk of the Bank are:
. Interest rate risk

. Foreign exchange risk

. Equity price risk

. Commodity price risk

Market risk exposures arising from the trading book are managed by the Treasury Department whilst the non trading
activities relating to market risks are managed through the ALCO (Assets and Liabilities Committee).

The Integrated Risk Management Committee (IRMC) is responsible for policies and other standards for the control of
market risk. Market Risk goals are closely monitored by Treasury Middle Office and discussed on a periodic basis for
appropriate and timely action.

The Bank measures the risk of losses arising from future potential adverse movements in market rates, prices and
volatilities using VaR methodology. VaR, in general, is a quantitative measure of market risk that applies recent historical
market conditions to estimate the potential future loss in market value that will not be exceeded in a set time period at a set
statistical confidence level. This exercise is carried out by Treasury Middle Office with the help of Bloomberg system.
Results are reviewed periodically at the Integrated Risk Management Committee (IRMC) meetings.

Stress testing is an integral part of the market risk management framework and considers both historical market events
and forward-looking scenarios. A consistent stress-testing methodology is applied to trading and non-trading books.
Regular stress-tests are carried out on liquidity risk (both bank specific and market specific scenarios), foreign exchange
risk and equity risk.

LIQUIDITY RISK

Liquidity risk is defined as the risk that the Bank will encounter in meeting obligations associated with financial liabilities
that are settled by delivering cash or another financial asset. It is the policy of the Bank to ensure that adequate liquidity is
maintained in all currencies to meet its obligations. This is performed through cash flow management, maintenance of
liquidity ratios such as statutory reserve ratio, statutory liquid asset ratio, liquidity coverage ratio and advances to deposit
ratio.

14


https://www.google.com/url?sa=i&rct=j&q=&esrc=s&source=images&cd=&cad=rja&uact=8&ved=2ahUKEwjkh47Ys7PgAhUBNI8KHY2qCwYQjRx6BAgBEAU&url=https://www.bankexamstoday.com/2014/11/basel-ii-and-basel-iii-norms-all-that.html&psig=AOvVaw1SEobjeSDvKTO45Pupm05H&ust=1549964991331653

MCB BANK LIMITED - SRI LANKA BRANCH

Basel Il - Disclosures under Pillar 3 as per the Banking Act Direction Number 01 of 2016

Disclosure 13

MANAGING INTEREST RATE RISK

Interest Rate Risk is the risk to the Bank’s earnings and capital that arises out of meeting customers’ demands for interest
rate-related products with various re-pricing profiles and the bank’s interest rate mismatch strategy. As interest rates and
yield curves change over time, theoretically the Bank may be exposed to a loss in earnings and capital due to the re-pricing
structure of all on- and off-balance sheet items. Movements in interest rates can affect the Bank’s earnings by changing its
net interest income (NII).Changes in interest rates also affect the economic value of the bank’s assets, liabilities and off-
balance sheet items. An effective risk management process that maintains interest rate risk within prudent levels is
essential not only to safety and soundness but also to the Bank’s profitability.

ASSETS AND LIABILITIES COMMITTEE (ALCO)

The Bank’s exposure is controlled by limits approved by the Board which are monitored by the Assets and Liabilities
Committee. ALCO overlooks the management of the Bank’s overall liquidity position, and is responsible for Liquidity Risk
and Interest Rate Risk Management of the Bank and implementation of liquidity management policies, procedures and
practices approved by the management. This is achieved through proper representation of key business heads, frequent
ALCO meetings and continuous monitoring of the liquidity position of the Bank through reports submitted by Treasury
Middle Office.

OPERATIONAL RISK

Operational Risk is the risk of loss resulting from inadequate or failed Internal Processes, People, and System or from
External events.

Operational Risk is relevant to every aspect of the Bank’s business and covers a wide spectrum of issues. Losses arising
through fraud, unauthorized activities, errors, omissions, inefficiency, and system failure or from other external events fall
within the operational risk definition. Bank follows below detailed process to ensure that the Operational Risk is within the
tolerance limits

. Loss event data collection

Loss event data are historic and backward looking which provides valuable insights into current operational risk exposures.
All staff members are responsible to report risk/ loss events as soon as they perceive or materialize and are responsible to
record such risk/ loss events immediately as an actual loss, a potential loss or a near misses.

. Risk & control self-assessment (RCSA)

In a RCSA program, branches and departments takes the ownership of its own risks & controls and assess the risks that
may exist in its area. RCSA programs are done on a set frequency to assess the risk areas of the bank and apply controls
where necessary.

. Ad-hoc incident reporting

Bank encourages staff to report any operational lapses or potential or actual frauds directly to designated senior
management officials as described in the Bank’s Whistleblower policy, if the staff member is fearful to route the concerns
through the line management. Bank views this method as a useful method of communication to reduce potential losses to
a greater extent and proved effective.

. New product, service or process launch
Prior to launching new products, services or processes, the owners must evaluate the risks as per new product policy and
then to incorporate sufficient safe guards.

. Staff Training
Internal training sessions are conducted to enhance/inculcate the need of risk reporting for new recruits and refresher
training sessions too conducted for existing staff.
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COMPLIANCE RISK

Compliance risk is the current and prospective risk to earnings or capital arising from violations of, or nonconformance
with, laws, rules, regulations, prescribed corporate governance practices, internal policies and procedures, or ethical
standards. Compliance risk also arises in situations where the laws or rules governing certain bank products or activities of
the bank’s clients may be ambiguous or untested. This risk exposes the institution to fines, penalties, payment of damages,
and the voiding of contracts. Compliance risk can lead to diminish reputation, limited business opportunities, reduced
expansion potential, and an inability to enforce contracts. Bank has identified this risk as a material risk and various
internal controls, policies, procedures are in place to manage risk.

REPUTATION RISK

Reputation Risk refers to the potential adverse effects, which can arise from the Bank’s reputation being tarnished due to
factors such as unethical practices, regulatory actions, subsidiary/ associate company’s actions, customer dissatisfaction
and complaints, negative/adverse publicity etc. The Bank remains committed to continuously strive to maintain and
improve its reputation in all the businesses it operates.

IT RISK
In the wake of increasing financial cyber-crimes, IT Security has become one of the important areas of banking operation.
Accordingly a comprehensive IT Security platform has been developed by bank’s IT team to guide, monitor and implement

necessary processes and procedures specified in the Information Security Policy (ISP) to align with the bank’s overall Risk
Management Framework. The purpose of the ISP to protect the cyber threats and ensure IT security of the bank.
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Disclosure 14
Risk management related to key risk exposures

The quantitative disclosures relating to key risk areas such as credit, market,liquidity, operational and interest rate risk
in the banking book are presented and discussed in the Financial risk management report in note 6.
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