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The economic smack-down we have weathered 
since 2008 has emphasized the importance of the 
Board of Directors’ responsibility for risk oversight.  
We have seen an over-reaction to the excesses that 
precipitated this recession through the passage of 
Dodd-Frank, the implementation of a number of 
regulatory “reforms”, and the press reports stressing 
how banks have gone wrong in serving customers.  
Since no one appears to be able to distinguish the 
responsibility for this situation between the typical 
community bank from investment banks and 
specialty finance companies (particularly mortgage 
brokerage firms), the brunt of this over-reaction 
appears to be falling on the community banking 
industry. 

However, community banks are not completely 
innocent in this crisis.  The sheer number of banks 
categorized as “problem institutions” – over 800 
banks (see the chart below) – indicates that many 
community bankers dove into the risk pool without 
understanding the consequences of their actions. 

 

So community bankers have a great deal of work to 
do.  Much of that work involves bankers understanding 
the risks embedded within their organizations. 

In order to address risk oversight, we need to get 
back to basics. 

First:  The fundamental purpose of business is to 
take on prudent risks in order to deliver 
sustainable performance and long-term value. 

The strategic plan must identify not only the critical 
objectives, but 
also – explicitly 
– the risk profile 
that the bank 
wishes to 
assume. 

What needs to 
be done to 
define these 
“prudent risks”?  
Three elements 
are involved.  
First, the overall 
business model 
– the bank’s 

definition of its markets and customers, and its 
products and processes to deliver them – needs to be 
explicit, and the strategic plan to implement the 
model must be realistic.  Second, the risks imbedded 
in the business model and strategic plan – the bank’s 
“Risk Appetite” – must be documented. Third, the 
amount of acceptable variation of results over time – 
“Risk Tolerance” – requires definition.  Business 
model and strategy, risk appetite and risk tolerance 
establish the basis for creating long term value. 

Second:  The development of the risk oversight 
function has to start from the “Top of the House” 
in setting the business strategies and cascade 
down through the bank. 

Starting at the “bottom” by defining all of the 
detailed risks throughout the bank with the hope 
that, when summarized, they accumulate to an 
overall risk profile does not work. 

The basic decisions regarding the risk profile of the 
bank occur in setting the strategic plan.  Clear 
understanding of how the bank makes money starts 
the conversation.  The policy framework and 
regulatory environment connects plan to operations. 

Third:  “Risk Management” does not exist; 
however, “Risk Oversight” is an essential Board 
and management process. 

This statement follows directly from the first two 
propositions.  Risk is implicit in our business model.  
Executives manage businesses through executing 
strategic plans with the right structure, people, 
processes and technologies.  They do not “manage” 
risk; they manage businesses.  Risk is, however, 
measured, mitigated and controlled through the 
application of strategic and operating business 
practices. 

Fourth:  The Board needs to be prepared to 
assume its duty to provide risk oversight. 

Unfortunately, we have seen cases where the last 
group within a bank to know that the examiners 
have identified serious issues is the Board of 
Directors.  The exit meeting with the examiners then 
becomes a very difficult exercise of shock and 
astonishment on the part of the Board, and 
frustration on the part of the examiners who expect 
the Board to be aware of the issues being discussed. 

Watch for Us 
 
 
Teaching/Speaking Engagements 
 
PICPA 
Financial Institutions Conference 
Sheraton Harrisburg Hershey Hotel 
Harrisburg, PA September 29 
Dealing with Regulatory Orders:  
   A Panel Discussion 
 
 
2011 Conferences and Conventions 
 
New Jersey Bankers Association 
Senior Management Conference 
Borgota Resort 
Atlantic City, NJ September 12-14 
 
Maine Bankers Association 
Annual Convention 
Hyatt Regency 
Montreal, Canada September 15-18 
 
North Carolina Bankers 
Association 
Management Team Conference 
Pinehurst Resort 
Pinehurst, NC  October 16-18 
 
American Bankers Association 
Annual Convention 
Grand Hyatt 
San Antonio, TX October 23-26 
 
New York Bankers Association 
Annual Convention 
Waldorf Astoria 
New York, NY November 9-11 
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TKG, as part of our consulting and advisory engagements, frequently evaluates our industry, its trends, successes, and challenges.  We 
are pleased to share our thoughts with you, our valued clients and friends, in the form of this periodic newsletter.  If you would like 
to discuss anything further, or learn more about our performance measurement, strategic planning, profit/process improvement, 
regulatory assistance or financial advisory services, please call us at (973) 299-0300 or visit us at www.kafafiangroup.com. 

Banking examiners recognize the 
connection between strategy and 
risk oversight.  Recent regulatory 
orders have included language 
such as the following: 

• “The strategic plan should set 
objectives for the Bank’s overall 
risk profile . . .” 

• “(Include) an identification and 
risk assessment of the Bank’s 
present and future proposed 
product lines . . .” 

Response letters from examiners 
after reviewing strategic plans 
have included commentary such 
as: 

• “There is no identification and 
risk assessment of the Bank’s 
present and planned future 
product lines that will be used to 
accomplish outlined goals and 
objectives.” 

• “There is no description of control 
systems to mitigate risks 
associated with new products, 
growth, or changes in markets.” 

• “In general, discussion of control 
systems and their importance of 
achieving strategic objectives are 
minimal.” 

What is the “magic number” of community banks? 

In response to a question regarding the future of community banking, an examiner 
gave three essential requirements for any bank to survive, and then thrive in this 
new economy.  They are: 

1. The bank has a sustainable business model, 

2. The risk profile is transparent, and 

3. Capital is sufficient to support the business model and risk profile. 

So the Board must be prepared to exercise its responsibilities. Preparation involves two major elements: 

• The information about risk including measurements and descriptions of the processes to 
mitigate and control it must be presented in a manner that is clear, direct and connected to the 
strategic plan.  A test for management’s understanding of the risk profile is whether they can present 
the concepts, measurements and status in clear English.  For example, how many directors really 
understand the notion of convexity in the analysis of interest rate sensitivity?  What about the notions 
of probability of default and the expected loss of default when thinking about the FAS 5 analysis of 
the adequacy of the allowance for loan and lease losses?  Banking is a sophisticated business, but 
directors cannot let management hide behind complex words to describe risks that no one – perhaps 
not even key members of the management team – truly understands. 

Once clear English becomes the standard of communication, the presentation of quantitative 
information must be simple without being simplistic, relevant to the topic at hand and connected to 
the strategic plan and business model.  Graphical presentations should include level of activity, trend 
in activity and relevant boundaries of risk.  The boundaries of risk can include policy levels adopted 
in the lending, interest rate risk and liquidity policies.  

• A prepared board has members who are skilled and organized to receive, understand and act 
appropriately given the information presented to them.  The skill requirement for board members 
continues to increase. Board members must have good business sense, financial acumen and enough 
sophistication to interpret the facts being presented.  The difficulty of finding board candidates who 
possess these skills continues to grow.  The pressure on boards to increase their oversight activities 
will make this problem worse. 

Not only do the board members themselves have to be skilled, but the Board must organize itself to 
exercise oversight.  Options exist:  oversight can be conducted by the Board itself; it can assign 
oversight to the Audit Committee or it can establish – as is the current vogue – a “Directors’ 
Enterprise Risk Committee” to provide oversight. 

The Audit Committee is an alternative because it has the responsibility – if the bank is publicly held – to oversee the bank’s financial filings 
and to assure that the controls are in place to deliver accurate reporting.  No doubt this responsibility includes a direct relationship with risk 
oversight, but (1) for public companies, the Audit Committee’s agenda is already extremely full, and (2) the scope of risk oversight is far 
broader than oversight of financial reporting. 

Establishment of a Directors Enterprise Risk Oversight Committee becomes an attractive alternative to use of the Audit Committee.  Assigning 
oversight responsibility to a committee with a specific charter relieves the Board as a whole of a significant work load and provides assurance 
that risk oversight has specific attention.  In recognizing the significance of this committee, some banks organize this committee by including 
as members the chairs of all other board committees and the non-executive chair of the board or the lead independent director as chair. 

These actions affirm the seriousness of this committee, but the responsibility for strategy and therefore risk oversight ultimately rests with the 
Board as a whole.  Our preference in board structure is for risk oversight to remain with the full Board. 

Impact on Capital:  All of this discussion becomes more real in the current debate over capital standards.  We believe that the approach to capital 
levels will expand the use of individual minimum capital requirements (“IMCR”) that we have seen in regulatory orders.  These IMCRs may become 
the approach to tie more specifically individual bank’s business model and risk profile with its required capital levels. 

The implication is that two banks headquartered in the same 
place, but using different business models, will have different 
IMCR levels.  In other words, a low-risk bank may be required 
to hold less capital to support its business than its higher risk 
competitor.  It will lead to an opportunity for the low-risk bank, 
even with average earnings, to report a higher return on equity 
(“ROE”) than the higher-risk neighbor. This situation will 
essentially result in a “risk-adjustment” to reported ROE, and 
may enable ROE to become more prominent as an important 
measure of bank performance. 

Over time, we expect board members – including those of non-public community banks – to become more sophisticated and engaged in the setting of 
strategy within a risk profile prudent for the bank’s business model, markets, management team and business processes.  Director’s skills will have to 
change, and significant investments in director education will have to be made.  All of these actions will be required to enable the bank to create 
sustainable performance and long-term value. 


