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EXGEPT COMPETITORS'
NNIEOOD TIMES;BAD REPUTATION

SNIBAD TIMES; BANKRUPTCY
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REGULATORS
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VERBODY HURTS SOME TIME,
(SOME LEVEL)" =

MREGUIPATORS LIKE THE GUYS WHO MANAGE
IISEIR RISKS EFFECTIVELY

MEEEECTIVE INTERNAL CONTROL AND RISK
M' VAGEMENT SYSTEMS ARE THE TOOLS

—  AFFECTING THE OWNERS AND REGULATORS’
=] POW

 BUT REGULATORS STILL NEED TO CARE THE
INDUSTRY; Minimized and managed wrongs do
not rescue the system as a whole
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DQJ\J' EFJ_EE.C’T ﬂ[ﬁ |

SRSystemicirisk refers to (1) the scenario that a
gdiSruption at a firm, in a market segment, or to a
SE rlém‘ { system could cause a "domlno effect”
tnlfo)tie)s out the financial markets, (2) a "crisis of
gonfidence” among investors, creating illiquid conditions
.,5,;_:“: 'the marketplace. Systemic risk encompasses the risk
”ﬁTat failure in one firm or one segment of the market
== _would trigger failure in segments of or throughout the

~ entire financial markets.

® As a statutory objective, regulators target to manage
systemic risk in an acceptable/sustainable level by using
some tools such as monitoring, enforcement, external

1 Ogyogljt disclosure etc. .
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EC J,JJ,J,J,a de o
SLOK /7 nEe «questlon IS
WhEtherdisclosure and
SHECUV. 44 Sk
rru;},L fent systems
- —me e‘pos_ltwe
f.e@ntrlbutlons to the

~ market efficiency,
~_Investor protection and

systemic risk
management.
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DOES,RI MATTER?
Rdtionales For RiskManagement

T
~ ~

uras.' @ pPreSen/eandr e

PlelittelreExpected shareholder value.
IME'S “ve"mploys volatility reducing
_,rmy JIES, Which have the effect of
eeuicing the variability of earnings.

A___-J:-* He financial marketplace strength, as a

"’Whole tltimately depends upon individual
- firms" ability to cover unexpected losses
- with capital reserves.

* [he implementation of strong and effective
risk management and controls within
securities firms promotes stability

throughout the entire financial system.
21.04.2003
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- can - be
JJmJn:.lre or avolided

9 / _),J.)lf eSS practices;
ISKST ;that can be I
transferred to other

== rtumpants @I%
J"‘ risks that must be s ==
- -actively managed at

the firm level.
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"I:INTEREST RATE
T dgg‘i

. o

J 'anrdx Rate Rlsk the effect Of 45

rurru}e of financial instruments, whether

,J_Jg;: e ‘assets or liabilities.

é‘(jﬁlatory podies and SFs have to evaluate those three
-*"., e1em_ents very. carefully; term structure of the
government-bond  portfolio, concentration of the
government bond portfolio in the asset side of a SF

palance sheet, management of the maturity mismatching
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PE&MARKE-IQ@ -

SRV arket ks :uhcertainty of an Fls earnings resulting
frorm) -_'ges I market conditions such as the price of
,1339';5,“."4 erest rates, market volatility and market
hFJJJF y
0_3 Fi: ‘VAR approeach evaluates how prices and price
= eTatlllty Behaved In the past to determine the range of
== vprlce movements or risks that might occur in the future.

*» methodology as good predictors for potential losses, and

~  these models will be accepted for purposes of
calculation of capital charges by banks and securities
firms as from the end of 1997

-"'
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RISKATYPES-I1L: CREDITHRI

-

eredit’Risks:ihe risk of loss ansing from the
felltfsie) 'g"éunterparty 10 perform its
ol JdEJJﬂ\ S under a contract.

0 or Q}"e Risk Manegement:

= ﬁfersn‘lcatlon reduces the individual firm
= = -Sp cmccredlt risk but SF still exposed to

__4-—'

= ﬂ—a-,:Systematlc credit risk.
— Sufﬁuent collateral and marked to the market.

-Strong reserves and sufficient equity capital which
IS proportional to the risk bearing by the SFs

—
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Sk 'PES-Lyé'IQUI-D

)e INUGNTSEShave sufficient finds to meet
l gatiensias they arise without selling assets.SkEs \\"{’
VENO u); J their commitments not only their effective

JrJJHl 1fe but alsoe in the time of liquidation.

L.eva Ge Effect; The use of leverage (derivatives,
Enargintand etner forms of borrowing)can give rise to
-"—s- q 1a|ty risk

= -L4qU|d|ty Risk- Management; critical in protecting

. capital, maintaining market confidence and ensuring

. —_—

profitable business opportunities.

° Stress testing, scenario analysis; are applied to
evaluate potential cash requirements arising from early
termination, collateral. Particularly turbulent markets.
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> BVeldi 1! Ition does not appear on the
CUIHEN alance sheet

2 Orn"'a -balance-sheet activities are
s g itions in forward, futures, swaps,
pt1ons and other derivatives.
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FrHSK eceurwnen technologlcal
Pf ent de not produce the antipated
mgs I economies Iin scale or

— ‘e-rational risk is partly related to
-f‘:;f T@Chnology risk and can arise whenever

~  existing technology malfunctions or back-
office support systems break down.

21.04.2003 13



‘

-~ :

DIGI: TVDER ‘I
~ \_n
e

OpErational Risk |
S Definition;the ﬁmafesulting frem

inadeguate onfaledintenal processes;
_).Jc'rl as unauthernzed trading; radd-
mg or in'back office functions including
Jplel equate POOKS and records and a lack of
asic internal accounting controls,

4 3 perlenced personnel...
. arlngs and Dalwa Case; Old But Still

—

" — -'....

- -separate front and back office functions
-~ -well-defined limits on the activities

=  -require confirmation of each transact
T booked

21.04.2003




INLOIN\ ) V.11l
FOrelea xchange and
@oUntryRisk 4!5,

° Foreies _exchange rate risk arises when a
izl ncu JRstitution has assets and revenues
,Jeru inated in one currency(or group of
gxu: € C|es) and liabilities and costs in another
- -cu Jrency(or group of currencies)

e
e

=" Country or sovereign risk Is the risk that
~ repayments from foreign borrowers may be
~_Interrupted because of interference from foreign

governments.
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: xpected changes In financial markets due
= ’tax war, revolution, or sudden collapse.

f.-__ gency risk closely related with the
operational risk arises from existing conflicts
of Interest between the principal (firms and
their shareholders) and agents (managers
and/or employees)

21.04.2003 16




Effective RM"and Control Sytem Comp

AN Efiective risk manag@ry-'and control Syster requires;
SSEING aniRISKimanagement énd conitroel strategy; Analyse
e b_jg]nr-nss ajgj [ASKSHSEttherguantitatve sk exposure
ifits: +SU pﬁo‘ft" the risks by adequate capital

~-Poli ] rand Procedures to Accomplish the

Sifzlige) Develop Specific Guideline

—:@ SKe easurement systems, VAR should include sensitivity
;A ic yS|s and stress testing. A contingency plan to be followed in
= adverse circumstances and worst-case scenarios should be

] eveloped.
-—""" -
;_1 — .'I\/]easurement Problem; Legal/Operational/Reputational/Agency

- iRISk’?
—— -Compliance monitoring and reporting,

-Regular assessment of the effectiveness of the policies and
procedures.
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Sieetive RV and Control Sytem E!@@%‘I’—
SEGon! I_"lEnwronnﬁﬂ‘

SIS rer terestablishvasmechanism to ensureithat
ey have internal accounting controls and risk
mmnag ement controls.

SHRESPOIS 1b|l|ty for monitoring controls is clearly defined;
sangd senior management promotes a culture of
— _‘-,._ ntrols at all levels within a firm.

, fhe control environment's effectiveness is influenced
"'”? -~ by several variables

g Managements attitudes, beliefs, and practices

* Degree of external oversight.

* Nature and scope of the governing body and management
committees

-—‘
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EhiEctive RIM and Control Sytem Ele 1_1_9.,

T
*SNature and Scope of The Controls; Firm

J,Juelnc,s andiguidancesfremisupervisors should
,va,m oth internal accounting controls and risk
mﬂnag ement and contrals.

2 Jm,)l“' lentation; Firm guidance+written
o vumentatlon about their control procedures.

— \Verification; The verification procedures should
— = in aclude --- Internal audits, which should be

- :‘;" ~ independent of the trading desks and the revenue

~  side of the business,

- External audits by independent accountants.

- For supervisors, additional verification would be accomplished
through an examination process.

——

{‘

\'v
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IVE'RM and:Co EEE ~§~ytem

REporting; |rsned to establish
TEFSU j Wlsors should reqguire /
NARISMS to report material

uames or breakdowns in

0 s {0 senior management and

21.04.2003 20



LDisclosure™or SF's Custemers-1
Shidl€holdervs, Sk SF’s Customa" *"
el dear Disclosure ma rowde all related

g«lms\ SUCHTASTeun 10 PreSPECLIVE CUSIOMErS

Witsle feater transparency and enhances market
JJJQ},} in'the SF’s industry.

Tils ‘TISk IS still risk; However the risks of the

= publicly held company’s shareholder and a SF’s
sustomer are in the different context, both of them
— v-can face to serious financial troubles due to lack of
= J - sufficient information.

°* Poor Guys; The essential difference between a
shareholder a SF’s customer, shareholder can
access much more updated information, therefore,

= we assume that the shareholder has a clear idea of
A1s investment risks.
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Pisclosure Tor'SE's Customers-I1
VoltritzigihVat egul%R-isk Discles

—— -
——

aoluntarily Risk Disclosure;is a tool for
&) J_err Off ENhancing investor confidence.
Trig Bkl e ‘may promote it.

- Tr JJ:}} .u,_estlon IS whether SFs self-disclosure
S DIaCLICES can give enough information(or their
,,:,e tasmess secrets) for investor protection. So,

"" aReguIatory Risk Disclosure;The most
~ effective way for investor protection and
~  market discipline.
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Disclostre for SF’s Customers-111 T —
REGIEtory Risk-Disclosure-NASDRUles

P

—
— i
- — -~ -

SENASD Conduct Rule 2270(Disclosure of Financial
GonJ]t e [iteCustomers); A member shall make
-lvnjldg a0 inspection by any bona fide regular

Jqus 1er, Upen request,the information relative to such

- MEe ers financial condition as disclosed In 1ts most
= = cent palance sheet.

’.

"_T‘T;-f“NASD Rule 2910(Disclosure of Financial Condition to
-~ Other Members); Any member of the Association who is
a party to an open transaction or who has on deposit
cash or securities of another member shall furnish upon
written request of the other member a statement of its
financial condition as disclosed in its most recently
21.optEpared balance sheet Z8




DIS MF’S Customers-1V p—

REglatory, Risk Disclosure- NAW’

Ju*lrs re Programh-

- S

JHENEPOIEC information| s puklicly available and has
iclISH n: 0 two broad categories:

Aclenis 1strat|ve Information about the types of business

2l u:fn engages in, background information about a firm or
= “Broker, [egistrations and licenses held, etc

—
p— i \
- -

‘_“'::‘DISC|OSUFG Information about regulatory and disciplinary
- actions, criminal proceedings, certain civil and financial

= proceedlngs and, in the case of brokers, customer
‘ complaints and related arbitration or judicial proceedings

°* That Is not enough; there Is no sufficient disclosure

periodic financial reports and the risk management

evaluations, diciplinary information can represent only
21.04.260rent and historical legal problems. 24
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PISEESURE for SE's Customers- VW
Recul Jrr RISk Dlsc:lm Exchan

- . —

-

J FOfAfHE 5
> if)e Jf]JIJf appllcatlon for broker-dealer registration,
IUIIIIC]Y a\ a|IabIe

2= The e: Sentlal pusiness Iinformation and legal

,m:*é esures such as criminal disclosure, regulatory action
~__,...,c =

g—?

== egal disclosures are well designed,

- * There is no sufficient disclosure periodic financial
- reports and the risk management evaluations like
NASD's Public Disclosure Program.

21.04.2003 25
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DISEISNE for SF's Customers-VI A i —
%gJLJrr RISk DISGléEEIJ;e Exchange

-

® Sectig’ f(e)(@)(B) and Rule 17a-5(c);

¢ ./—\ j_;'f-._dealer that carries customer accounts
musrgenerally send its full balance sheet

U udlng feotnote disclosures required by

;_;~ G/ AP) {0 each of its customers twice a year
= (once audited and once unaudited)

= ‘a footnote disclosing the amount of net capital
the broker-dealer held as of the balance sheet
date and the minimum amount of required net
capital the broker-dealer to hold as of that date.

21.04.2003 26
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L Disclosure for'SF's Customers-VII
REGUIatory Risk Dlsclosure ExchangeAc

 SEC Piggesele Rule‘ReIease NG. 34-46920;
HIENPTOPOS sedlamendmentswouldiallonwrabroker
Jealer that elects to take advantage of the

EXEN pnon Instead of sending its full balance

m“ '

3 :e Send a financial disclosure Statement,
= consisting of its net capital information and
~ information on how to obtain its full balance
_  sheet, to its customers twice a yeatr,

° as long as the broker-dealer also posts its
pbalance sheet on its website and promptly sends
its balance sheet to its customers who request it

via a toll-free number.
21.04.2003 27
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oy || LY

-c I"ane
nC|aI [epoerts W|thout
fo This disclesure could
'ch attention in investment
ALy
x=3 ; reports also do not include
= "fisk assessment of the firm for
,___‘ ;Xwample the relevant reports do not
= provide information of the capital

—— *adequacy reports.

- * The independent audit reports Is also ~—n
unobtainable material by the
Investors.

* Investors have no inspection rights
., Jelated to the latest financial -
“Iffotrmation of the SFs.

—-
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Disclostfe r___SF;s_ Custome_rs-IXJ —
INRIORKEY = —

e

. = P

—-— -

ASSIECliStomer can get Some
]erm-\ ien from the the Board and the
SIEE =sites which contain the

egs'- tlaI pUSINESS Information of SFs

—
-

= 1 as business address, phone

= numbers branches, the name of the
-CEO, the final criminal sanctions etc.

- The information about the SFs is very
limited for the average investors.
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r R
REGUIAL Recommendatlons ,——_@‘{«,
Gen' DISC|O§ﬁf-e Form ]

-’

el ofbroader disclosure concept, the Board may adopt
LDlsclosure Form.The form should include,

SUHE sss:sar.r I puSIness infermation(business history-
anebnlo , lames-address-phones-branches-BoD-
C:C t;énces forelgn Investments etc)

= .;g atest legal problems and the information on any past
.;?:::1= rltles violations of the SF, like Form BD and Form U-4

’_'jff S {[he latest financial information (the latest audited financial

~  IAfermation and capital adequacy report results, the summary
_ ofithe latest risk management reports),

-The Form should be updated and easy to reach via internet
and customers e-mail

-The Form should send the customers on a quarterly basis.

21.04.2003 30



F{AU,J jon. Recommendations._.

ene Dlg-cTo!'.!!T.e Form II | ¢?

-—

SWASIENINECUEFGISCIOSUrE cConcept, general disclesure
'r'er efer mg a publicly available document covering
GUIRIIENC J ciplinary infermation and the latest financial
anrrrur on including the securities firm’s overall risk

E!:’}_)s’fifi ent

=AS. a s| ecmc part of the broader disclosure idea, the
| _,: sconcept of risk-based disclosure has hybrid
==—Cl aracteristics; importance of the implementation of
:‘- ={he effective risk management and control systems
~ —  and the risk-based disclosure to current and
- prospective customers of securities firms.

\.
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e Role f Regu‘lators 'E’R
J\/Jana.s .

SRGMBthave ‘avily focused its
Ladit rJr aI job;market surveillance,setting
EVEISTO apltal reserves, auditing of firms

;J._ ‘ management needs particular

—
—

== CI\/IB may. promote the better risk

- management practices in the industry;
seminars, training programs, and a
regulation.

——
__.——'
— i

-
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REJlauon' Recom

- -
_dationsci}&' |

— P "» -
- S )

e o‘—‘JJavm Hat either the article 32 of the Serial:5, Number:46
Of zif) | endent regulation of the Board should contain these
.JJJJrJorul @mts in the below related to the effective use of risk
iciEgEmer nt technics in the SFs.

SUHELC éar definition and the purpose of risk management

= ,;3-" clear definitions of the responsibilities of the risk
_«;'-—~ "‘managementunlt

,’ff;' ~ the requirement of SF guidance and guidance from

et W

~ _ ~  supervisors should cover both internal accounting controls
’ - and risk management and controls,

— the requirement of the each SF has to establish its
Independent risk management unit and organizational
structure of a SF must provide adequate resources to the
unit

21.04.2003 33
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REGMIAON Recom

-g F N -~

e

e -—

1€ each Sk has to'define both its firm-
n:5' and general risks (such as market risk, interest
}s hc; dlty risk, legal risk etc),

eq.urs nt ofithe independent risk management unit should
y the independent staff named as risk managers,

== -,rL,.,f;L 1rement of the each risk controller must be licensed by
= —-«-5; -Ejgtaard,

. é ‘requirement of the each SF has to define both its firm-specific risks
—and ItS risk exposures, the requirement of the risk management unit
ofta SE has to report impact and likelihood analysis on a periodical

- pbasis,

- the requirement of the summary basis disclosure of the risk
management report to the prospective customers and other related
parties

ﬂ
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datlonsi{? =~

- . - -
e " n—

r{r‘g.JLJ On Recom

WIENeguirement of the summary basis report delivery to
e GJ ent customers on a guarterly basis,

rlJJJf quwement to the gquarterly basis risk management
rsrc s

=i |rement of the risk management reports should
2 <%-;f° o) epare and send to CEO of a SF in a daily, weekly,

1"‘

-‘::: ‘monthly, quarterly, semi-annually and annually basis.

_-.“;-' “*The SF must define the contents of each report type
- according to its own needs and risk management goals.

— The monthly and quarterly risk management reports
should also send the Board as a summary basis.

.
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REYUIELION"Recommendation

p i r— -
- - - I s ]

e TIENag ement of the firm should announce its
G Jrrer o rospectlve custemers whether there Is a
SE g eblem or not in terms of firm’s risk exposure.

uemj:' nhual and yearly basis internal risk management
Tep Olts can also overview by a audit firm in a part of its
saal audit process.

Jjj f:lddltlon to other information explained in subsection
-~ 7.1., essential points of report should also disclose to
- the public as part of the firm’s latest financial condition.

~;-'—
d'
=.4- .
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REM LJJF_" (O K ecem@!endationsd/-) —

— The rer ORNCHBUICRCOVERERNtHERanSEr el points
elated \Wwith the risk management such as,

Wna,p the data preduced by the internal accounting
SY/STET i accurate,

J WY ether all risk types are covered and all current and
atentlal problems related those risks are presented in
~'—the [EpPOrt,

_j ': e Whether balance sheet risks are suitable to the firm’s
- risk management goals or risk profile, in other words
whether the firm expose excessive risks,

o Whether there is a outstanding trend or significant
changes in a particular risk type and overall risk level of
21.04.20d1€ firm, x
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RS~

REG] Watior Recommendatloni_\ﬂ)-é'

SAIE ther potential r g -e‘Xpesure and capital efithe firm
J.)'-‘I'JOF el OVE - VEQIYA w*

|o analysis and ether rlsk management

er SF has sufficient capital proportional to Its
evel

hether there Is a material Inadeguacies,
= "“breakdowns or extra-ordinary developments in the
== = = - system,

-

e Whether there is an unexpected events made
negative impacts to the business such as serious civil
action or a regulatory action,

e Whether there Is a negative expectation related to

securities business and its potential impacts to the
halance cheet nf the QRE

—_—
p— —
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REGHIEtIo! eeewiaonsd/

Whether there Is a problem i rsﬁf..__
rf]\—\ l‘("" (‘"* ';al Manacen Ryt

«

~J o

,_’. ~such as negatlve developments in the
= Capltal adequacy reports in the near
- future,

. ;“.»o Whether audit firm approve the results

- of the quarterly basis risk management
- report.
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SOk EAH@f

RISHATIcIC gement and controls are not a substitute

for zlelg Uate capital requirements and they could not
Snletie)s] \U 'systemic risk management.So, shows must go
oOfl.

Jr GO rs d not easy to achieve regulatory objectives of the
=z e rd Py Using risk management and control systems and
= rsdosure as policy Instruments, If the auditing system does

"'ef -

—— net really work well.

-

;" ‘As a value added activity, strong internal control and risk
management environment protects SFs from unexpected
losses and capital inadeguacy problems.BUT, if you have
not sufficient control culture or your senior management

does not really care It, this is just a best wishes.
21.04.2003 40
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