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Abstract

1. INTRODUCTION

The diversity of banking risks has been on the
rise in recent years as a result of increased competition
between banks, the growth of international financial
markets, and the diversification of financial products
and services.

The changes that have taken place on the
financial and banking markets in recent years have led
to major changes in risk in banking institutions. The
issue of bank risks is dealt with in the context of
international and domestic legislation governing the
calculation of minimum capital requirements for the
main banking risks. (Dragan, 2013)

One of the most important concerns about the
transformations occurred in the banking system is the
risk management strategy, through various methods
and procedures, which have been achieved through
international measures and regulations. (Cosma, 2014).
In a macro-prudential approach, the reform proposed
under the Basel Ill Agreement seeks to strengthen the
resilience of the financial system to shocks by
strengthening the capitalization of the banking system
and liquidity.

This research is a starting point for the advanced study of the management of risks related to the
provisions of the Basel Ill Agreement. The diversity of banking risks has recently seen an upward trend
following the increase of competition between banks, the growth of international financial markets and
the diversification of financial products and services. In order to strengthen the stability of the financial
system, the implementation of the requirements under the Basel lll Agreement is required.
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2. LITERATURE REVIEW

The field literature comprises studies that
support the role as a major pillar of the capital in
supporting financial stability. Most researchers who
have approached this issue come to the conclusion,
supported by Caruana (2012) or by Brei and Gadacnez
(2012), according to which more capital and better
quality are the way that can lead to strengthening the
resilience of the financial system to shocks. (Bors,
2015).

The supply of liquidity is essential in fighting a
crisis, but the banks' ability to create liquidity is closely
linked to the leverage effect. At the same time, the
leverage effect, besides being closely correlated with
the size and quality of the capital base, is also one of
the causes of the phenomenon of pro-cyclicality
specific to financial activity. (Bors, 2015).

Nier et al. (2008) also show that there is a
direct link between the level of the aggregate capital of
the entire banking system and the probability of
bankruptcy of banks in the system, given that a low
level of the aggregate capital weakens its resilience,
seen as a whole, by enhancing the systemic risk and
contamination effect. (Bors, 2015).

The Basel Ill Agreement seeks to combine the
micro-prudential  and macro-prudential  supervision
while being both a risk-management framework at the
bank level (taken from Basel | and Basel Il) and a
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systemic risk management framework at the banking
system level (Darovannaia, Gorobet, 2012).

The term of risk management does not have a
universally accepted definition. In general, the term of
risk management used in financial institutions is the set
of policies and procedures that financial institutions
have implemented to manage, monitor, and control
their exposure to risk. (Dedu, Nechif, 2010).

One of the more relevant definitions for risk
management is that given in 2009 by D. Hubbard - Risk
management consists of identifying, assessing and
prioritizing risks - followed by coordinated and
economic application of resources to minimize, monitor
and control the probability and/or the impact of
unfortunate events or to maximize opportunities.
(Andrew, 2017).

Because treating each bank individually and
not as part of a system has led to erroneous predictions
of risk developments, more and more authors have
expressed concern over systemic risk in recent years.
Thus, Kaufman (1995), Flannery (1999), De Bandt and
Hartmann (2000) are just a few of the authors who
have studied systemic risk as an event that has effects
on the entire banking system. (Dragan, 2013).

3. METHODOLOGY OF RESEARCH

The CRD/CRR IV legislative package is the
legal framework governing prudential supervision, the
supervisory framework and the prudential requirements
applicable to credit institutions and investment firms in
the Member States of the European Union.

The CRD/CRR IV package (consisting of
European Directive No. 2013/36/EU which requires
implementation in the Member States' legislation and
EU Regulation 575/2013, which is directly applicable in
the legislation of the EU Member States) represents the
implementation at the level of the European Community
of the Basel Ill Agreement of the Basel Committee on
Banking Supervision, an agreement that sets new
capital requirements for financial institutions in
response to the situations encountered during the crisis
in recent years.

The process of adopting the CRD/CRR IV package
was completed in 2013 and published on 27 June 2013
in the Official Journal of the European Union:

- Directive 2013/36/EU of the European
Parliament and of the Council of 26 June 2013
on the access to the activity of credit
institutions and the prudential supervision of

credit institutions and investment firms,
amending  Directive = 2002/87/EC  and
abolishing  Directives  2002/87/EC  and
2006/49/EC.

- Regulation no. 575/2013 of the European
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Parliament and of the Council of 26 June 2013
on prudential requirements for credit
institutions and  investment firms  and
amending (EU) Regulation No. 648/2012.

According to ASF Romania, the new rules
address some of the vulnerabilities identified for credit
institutions/ investment firms during the financial crisis,

such as insufficient capital, which required
unprecedented support from domestic authorities. More
prudential requirements for credit

institutions/investment  firms are implemented by
imposing sufficient reserves of capital and liquidity.

According to Directive 2013/EU of the
European Parliament and of the Council of 26 June
2015 on the access to the activity of the credit
institutions and the prudential supervision of the credit
institutions and investment firms, amending Directive
2002/87/EC and abolishing Directives 2006/48/EC and
2006/49/EC, taking into account the technical criteria
set out in Article 98, the competent authorities shall
review the arrangements, strategies, processes and
mechanisms implemented by the institutions to comply
with this Directive and Regulation (EU) No 575/2013
and evaluate:

(a) risks to which the institutions are or might be
exposed;

(b) risks that an institution poses to the financial system
taking into account the identification and measurement
of systemic risk under Article 23 of Regulation (EU) No
1093/2010, or recommendations of the ESRB, where
appropriate;

(c) risks revealed by stress testing taking into account
the nature, scale and complexity of an institution's
activities.

According to Directive 201336/EU of the
European Parliament and of the Council of 26 June
2013 on the access to the activity of the credit
institutions and the prudential supervision of the credit
institutions and investment firms, amending Directive
2002/87/EC and abolishing Directives 2006/48/EC and
2006/49/EC, in addition to credit, market and
operational risks, the review and evaluation performed
by competent authorities pursuant to Article 97 shall
include at least:

(@) the results of the stress test carried out in
accordance with Article 177 of Regulation (EU) No
575/2013 by institutions applying an internal ratings
based approach;

(b) the exposure to and management of concentration
risk by institutions, including their compliance with the
requirements set out in Part Four of Regulation (EU) No
575/2013 and Article 81 of this Directive;

(c) the robustness, suitability and manner of application
of the policies and procedures implemented by
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institutions for the management of the residual risk
associated with the use of recognised credit risk
mitigation techniques;

(d) the extent to which the own funds held by an
institution in respect of assets which it has securitised
are adequate having regard to the economic substance
of the transaction, including the degree of risk transfer
achieved;

(e) the exposure to, measurement and management of
liquidity risk by institutions, including the development
of alternative scenario analyses, the management of
risk mitigants (in particular the level, composition and
quality of liquidity buffers) and effective contingency
plans;

(f) the impact of diversification effects and how such
effects are factored into the risk measurement system;
(9) the results of stress tests carried out by institutions
using an internal model to calculate market risk own
funds requirements under Part Three, Title IV, Chapter
5 of Regulation (EU) No 575/2013;
(h) the geographical location of institutions' exposures;
(i) the business model of the institution;
(j) the assessment of systemic risk, in accordance with
the criteria set out in Article 97.

In order to strengthen the stability of the
financial system, it is necessary to implement the
requirements under the BASEL Il Agreement.

Table 1. Transition to BASEL III/CRD IV

2014 | 2015 2016 2017 2018 2019
Minimum requirement of own capital at 40% | 4,5% 4,500% 4,500% 4,500% 4.5%
base level |
Capital preservation 0,625% 1,250% 1,875% 2,5%
buffer (own funds of base level 1)
Minimum requirement of own capital at 4,0% | 4,5% 5,125% 5,750% 6,375% 7%
base level 1 + Capital preservation
buffer
Capital anti-cyclical buffer <0625% | <1250% | <1.875% | <25%
Minimum requirement of own capital at 55% | 6,0% 6,000% 6,000% 6,000% 6,0%
base level 1
Minimum capital requirement 8,0% | 8,0% 8,000% 8,000% 8,000% 8,0%
Minimum capital requirement 8,0% | 8,0% 8,625% 9,125% 9,875% | 10,5%
+ Capital preservation
buffer
Systemic risk buffer (optional) 1% - 3% (5% or more)

Source: Stefan Cristian (2013), New regulation framework of the banking system at EU level,
National Bank of Romania

4. DATA ANALYSIS AND RESULTS

The Cooperative Central Bank CREDITCOOP
is the credit institution established based on the
association of cooperative banks from Romania in
order to manage their joint interests, to pursue in a
centralized manner the observance of legal provisions
and applicable framework regulations by means of
supervision and administrative, technical and financial

control on their organization and operation.
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The risk management function is actively
involved in the preparation of the strategies of the
Cooperative Central Bank CREDITCOOP as regards
the management of significant risks and in all the
their

comprehensive image of the entire range of risks to

decisions  on management, offering a

which the credit institution is exposed.
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Figure 1. Risk management function at the level of the Cooperative Central Bank CREDITCOOP
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. Strategy and the operational risk management

|

. Strategy and the strategic, reputation risk management

q

. Strategy and the leverage effect management

&

. Strategy and the process of managing the delivery-clearing risk and inter-concentration risk

Source: compilation of authors

According to the Report on Transparency and
Information Disclosure Requirements, 2016 and in
accordance with Regulation no. 5/20.12.2013 on
prudential requirements for credit institutions and
Regulation no. 575/2013 of the European Parliament
and of the Council of 26 June 2013 on prudential
requirements for credit institutions and investment firms
and amending (EU)Regulation no. 648/2012, risk
management at the level of the Cooperative Central

Bank CREDITCOOP involves the prevention,
monitoring and limitation of exposures of credit co-
operative organizations to risks, as well as the
determination of the level of undertaking certain risks
so that, at the time of their occurrence, the cooperative
credit organizations have the ability to overcome the
adverse financial impact that they can entail.

Table 2. Risk management at the level of the Cooperative Central Bank CREDITCOOP

Credit risk v The credit risk strategy for 2016 comprises the credit categories that
cooperative credit organizations promote, classified per categories of clients

assets

v Observance of the limits stipulated under the Norms concerning the loans
granted by CCO, as follows:

- The balance of the loans granted to natural and legal persons —
cooperative members shall not exceed 15% of the cooperative banks’

- The balance of the loans granted to legal persons — other than the affiliated
cooperative banks, by the branches of the Cooperative Central Bank
CREDITCOOP shall not exceed 20% of the Cooperative Central Bank
CREDITCOOP’s assets

v The 15% of the cooperative banks’ assets can be amended under decisions of
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the Board of Administration of the Cooperative Central Bank CREDITCOOP
without exceeding the limits of 25% of the cooperative banks’ assets stipulated
under art 340 of EGO 99/2006 on credit institutions and capital adequacy,
passed under Law no. 227/2007, as further amended and supplemented.

v Credit risk sub-categories:
- Counter-party risk
- Concentration risk

- Residual risk arising from the diminishing techniques of the credit risk

Market risk

v" Interest rate risk management:
- Growth and diversification of funding sources on short and medium term

- Active and passive interests on the banking products offered to clients,
which would be attractive and interesting

v" Main occurrence forms of the interest rate risk:
1. Interest margin risk
= Gross interest margin
= Adjusted gross interest margin
= Net banking interest margin
= Interestincome

2. Interest rate change risk

Liquidity risk

v" Monitoring of a series of assessment indicators:

- Liquidity indicator

- Immediate liquidity

- Loans granted to clients in deposits attracted from client

- Availabilites and demand deposits in sources attracted from clients
(specific indicator that assesses liability volatility)

- Weight of liquid assets in the total assets
- Weight of liquid assets in the debts concemning clients

- Level of expenses with paid interest at the loan facilities granted by the
Cooperative Central Bank CREDITCOOP or by the National Bank of
Romania, as the case may be.

v The availability of significant liquidity and obtaining a significant amount of
cash is done by using both internal and external sources.

v" Risk sub-categories:

- Refunding risk
- Market liquidity risk
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Operational risk

= Event monitoring

The operational risk management comprises:
= Risk awareness

= Risk identification and assessment

= Regulation risk assessment

= Stress test/analysis of crisis scenarios

- External risks
- Legalrisks

v' Risk sub-categories:
- Internal risks arising from people, processes and systems

OTHER RISKS

Reputation risk

The reputation risk is monitored by:
e Using an internal risk of warning indicators
o Monitoring the risk level related to this category

Strategic risk Relating to the level indicated in strategies are:
- Level of affective the portfolio by the risk factors
- Level of risk concentration related both to the portfolio and own funds
- Recorded profitability
- Evolution of the main efficiency and risk indicators
- Observance of undertaken risk level
Clearing risk BCCC has access to the 3 electronic payment systems (ReGIS, SENT and SaFIR),

network.

also facilitating the clearing for the cooperative banks from the CREDITCOOP

The clearing/delivery risk is reported by the Treasury, Operations, Clearing
Department to the Risk Management Department.

Inter-concentration risk

It is generated by the interactions between the exposures to different types of risk,
per different categories of risk, which are entailed by a risk factor or more risk
factors in such interaction.

Source: compilation of authors based on the Report on the transparency and information publication requirements,
Cooperative Central Bank CREDITCOOP, 2016

5. CONCLUSIONS

The new standards imposed by the BASEL I
agreements impose higher capital requirements and
better quality with a view to improving the risk
management system as well as increasing the
transparency and disclosure requirements of banking
companies (credit institutions).

These measures impose higher requirements
for credit institutions as regards capital adequacy,
liquidity and the leverage effect.

Thus, the imposed requirements are designed
to improve the ability of credit institutions to withstand
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shocks through effective risk management and under
substantially increased transparency.

At each bank level, it is necessary to take
measures in order to:
- Align the internal processes of the bank with the
regulations imposed by BASEL IIl;
- Implement the BASEL Il requirements in order to
optimize the risk management processes and to ensure
the compliance of the bank with these standards /
regulations;
- Optimize the process of verifying the adequacy of the
capital at the level of the credit institution. (Nedelcu,
2014.
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