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Risk management

Crisis management

VS risk management

Cathy Duffy gives a risk manager's view of how your
company can best protect itself. She is Senior Vice-
President, Strategic Risk Management, at JPMorgan

Treasury Services.

Asatreasury servicestraderisk
manager, | sharean
understanding with our sales
staff that JIPMorgan'srisk
management requirementsare
designed to accommodate
accurately measured and fully
understood risks, and are
necessary to protect our
business against any scenario —
including theworst possible
case.

Ascrisiseventsin our industry
continually demonstrate, agood
risk management process at
origination of any trade finance
deal isthe best way to minimise
losswhen problems arise. Good
crisismanagement isessential,
but never asubstitute for daily
risk management processes.
Moreover, risk management
processes should apply to al
customers, although depth and
detail may depend onthe
transaction and customer.
Transactionsinvolving credit or
other typesof financial risk
should incorporate arisk
management process. A
transaction's risk management
process should focuson five
arees.
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» Knowledge of your client
company and product.

» Knowledge of your
customer/underwriting.

* Structure and documentation.
» External risk
mitigation/portfolio
management.

* Crisismanagement.

Know your product
Before considering any
individual transaction, it's
important to know your
company'srisk philosophy.
What istherisk appetitefor this
product, geography, customer?
Doesthe company's success
depend onthissingle
transaction?

Companiesand financial
institutions usually know their
products very well because
they've devel oped them.
However, sellingaproductina
new or changing market may
create new product dynamics or
risks, and these must always be
addressed. Legal and regulatory
differences may even affect the
ability to offer the product, or to
take action when aproblem
occurs. Unfortunately, the

entranceinto anew marketis
ofteninresponseto asaes
opportunity withinalimited
timeframe.

The cost of an appropriate
market review may not be
supported by the profitability on
one transaction. Your company
should carefully consider
whether the potential for
additional business supportsthe
upfront cost to understand the
market, or whether asingle
opportunity cantruly be
structured appropriately ona
cost-effective basis.

Another product risk: the
seemingly minor ‘twesks' that
have been requested by certain
customers, or that have been
madein responseto the
requirements of certain
markets. Over time, minor
adjustmentsin individual
offerings may substantially
change the nature of the
product'srisk. Additionaly,
minor changesto aproduct or
transaction in one market may
also significantly increaserisk
with another customer, or in
another market. Good risk
management Processes ensure
that one-off modifications never
become a permanent part of
standard documentation.
Companiesfinancing trade
deals should be ableto identify,
evaluate, understand and
mitigate the risks associated
with every transaction.
Excluding derived financing
structures, measuring pure
financing risk isrelatively easy
—itisusually the notional
amount of the transaction. But
mesasuring other risks, such as
regulatory, legdl, tax,
country/political and reputation,
ismuch moredifficult.

Proper assessment and
mitigation requirethe
participation of internal risk

specialists—legal, compliance,
accounting, credit or senior
management —in the
transaction process at the
earliest opportunity.

Early risk identification and
mitigation don't just facilitate
thedeal structuring process,
they dso help providetimely
feedback to a customer when
thededl isnot viableas
proposed. Customers deserve
candor and should never be
promised what ultimately
cannot be delivered.

Know your customer/
underwriting

For financial institutions,
underwriting and understanding
their customersisahighly
visible and widely understood
requirement. Every company
should haveaKY C (know your
customer) and/or underwriting
processfor assuming financial
risk.

Financial risk isnot just
providing financing to a
customer; the potential for
fines, dutiesor legal action or
dependency on one customer
for asubstantial portion of sales
are additional examples.
Operational and reputational
risks can also havefinancial
impacts. Clearly, greater
financial risk requires better risk
management and higher
compensation.

The underwriting process
should focus on acustomer's
capacity and willingnessto
meet financial obligations.
Wheat are the customer's
financial characteristicsrelating
to cashflow (quality,
sustainability and
predictability), leverage,
asset/collateral coverage,
alternative sources of
repayment, size, and
competitiveness/flexibility?
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And what are the customer's
quélitative characteristics
relating to management,
ownership, industry, strategy
and reliability of information?
Accurate eval uation of the
appropriateness of aspecific
serviceor product for any
customer must befounded ona
thorough understanding of each
transaction's purpose and
structure.

In addition, financial
ingtitutionsin the trade business
often provide support by
financing or protecting their
customers customer's purchase
of product through direct loans,
confirmations of |etters of
credit, etc.

In such cases, it isimportant to
know the answersto these
questions: isthe customer's
customer an existing
relationship, and will the
business rel ationship continue?;
isthere anything unusual about
thissalefor the customer?, does
the purpose of thetransaction
make sense?; most important, is
the customer prepared to be
engagedinacrisisevent?
Hopefully, thewillingnessto
engage will also have some
influence with the purchaser.
Your customer'sinvolvement
will not eliminate the need for
duediligence, but may help to
focusit.

Structure and
documentation
Thereisno singleformulafor
determining an appropriate deal
structure. Thegoal isto achieve
areasonable balance between
positive and negativefactors.
Some factors can be negotiated
and/or influenced by each party
(amount, tenor, collateral,
covenants, etc), but others, such
asindustry, geography or
purpose, represent the context
for the structure.

Elements of agood structure
include: key risk identification
and mitigants; proper
identification of thelegal
entitiesinvolved; appropriate
ties between cashflows and
purpose; early warning signals,
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level of monitoring appropriate
tothelevel of risk; remediesto
act when mutual expectations
arenot met; and proper
risk/reward balance and clear
communication of expectations
between al parties.

Recourseto additiona parties
should alwaysbeclearly
documented.

Regardless of everyone'sgood
intentionsand thelow
probability and expectation of a
crisisevent, documentation
should always be drafted with
theworst case scenario in mind.
Thisdrafting can be the most
challenging phase of a
transaction —with expected
potential contention between
risk management and sal es staff,
or between the bank and its
customers.

Sometimesthe sensitivity isdue
to partiesfeeling that their
integrity isbeing challenged;
more often, itisdueto the
desirefor rapid completion of
documentation, lack of
comprehension of trade
transactions, rulesand customs
for non-lawyers (and too often
in the case of lawyerswithout
trade expertise), and limit on
costs. For banks certainly,
omitting protective provisions
can be disastrous. Legal counsel
should be ableto explainwhy a
clauseisnecessary and provide
illustrative examples of why a
party would requiresuch a
clause.

Drafting an agreement without
lawyers never savestime—even
with 20 years of working
closdly with legal
documentation, | am
continually reminded that
drafting requires more specific
skillsthan an ability to read and
understand trade finance-related
legal documents.

External risk
mitigation/portfolio
management

External risk mitigationisan
important risk management tool
which can aso support
additional business generation
through freeing capacity by

distribution of risk. Risk
mitigation techniques deserve a
separate detailed discussion; in
summary, they include funded
and unfunded risk participations
(where one party sellsaportion
of atransaction'srisk to oneor
morethird parties); insurance (a
third party insuresthe
transaction for certain events);
credit default swaps (one party
purchases credit protection from
another party, similar to
insurance in many ways); and
collateral.

When considering external risk
mitigation options, each should
be carefully assessed to
determinethe degreeto whichiit
provides needed protection.

A number of theseinstruments
only provide protection against
very specific—and relatively
narrowly defined —crisisevents.
Itistherefore essential to
evaluate whether the protection
eliminates, altersor reducesthe
transaction'srisk. If risk
participation or purchase
insuranceis being sold, the risk
of that participant'sor insurer's
capacity and willingnessto pay
at thetime of the crisisevent has
been assumed by the seller. Is
the benefit of therisk mitigation
measurable? Not surprisingly,
costisclosely linked tothe
value of the protection.

Despite difficulties of
execution, the benefit of
identifying and protecting
against individual transaction
risksiswidely understood.
Good trade financerisk
managers also need to
understand therisk of their
entire portfolio or businessand
then determine whether to seek
risk mitigation on aportfolio
basis.

For example, individual
transactions may be acceptable
risk; but the aggregate risk of
transactions with a customer,
industry or country may betoo
high. In such cases, it will be
necessary to determinethe
acceptablelevel of aggregate
risk, aswell asthe appropriate
risk mitigation techniques
needed to stay within those
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aggregate parameters. Finaly,
the risk manager must identify
and monitor the aggregate
exposure arising from risk
mitigation (for example,
aggregate exposure to an insurer
or risk participant).

Crisis management
Despiteasolid risk
management process, there will
be problems because we cannot
predict al crisiseventsand
protect against them. Be
prepared to deal with acrisis
event and take action
immediately —identifying and
ng issues and options and
obtaining expert advice as
needed.

Ensurethat al exposures/
transactions with the problem
party, industry or geography
have been identified —whether
asadirect or indirect
counterparty, or asrisk
mitigation provider. In most
cases, the best chancefor
minimising lossisinthe early
stagesof acrisis—or even
beforethe crisisitself. Get a
legal opinion on the validity and
enforceability of your
documentation. Identify and
contact parties, such as
customers, government contacts
or lobbyists, who may beableto
provide assistance.

Again, know your own
company's prioritiesand limits
—for example, isit more
important to avoid afinancia
loss, lengthy recovery battle or
possible reputation impact?
Doesyour company havethe
financial resourcesto pursue
recovery over along period and
to employ whatever expert
assistanceis needed?

Good dedl structure and
documentation, aswell asearly
identification of problems
maximisesyour ability to take
action and potentially minimise
financial loss. Ensuring that the
right risk management
processes arein place on aday-
to-day basisisessential to
managing through any crisisto
the best possible outcomefor
you and your customer.
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