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m e Process Risk Management function at
Mierrill Lynch is focused upon motivating two key
management practices

» LLearning from mistakes; and

wrmAssessing the adequacy of controlsfor the
riskswe take
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m Fhese two simple practices have asther aim the
reduction In Iossesf__rom Process Risks — defined
as.

Trherisk of loss resulting from inadeguate or
falled linternal processes, people and systems or
firom external events
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m ethe extent we compute and allocate risk
capital for Process Risk (and we do), it Isdone
purely as incentivésSto motivate these practices —
Which Isimportant in the context of this
conference.

B [heimplication isthat the key criteriain
determining the methodology for allocating
“capital for Process Risk isthat it providethe
proper incentives for business unitswithin the

film to adopt these management practices.
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®[searning from mistakes involves the following

» ldentifying and reporting process risk losses
systematically

» conducting postmortems on losses to establisn
ssssclearly the cause and corrective action

== Implementing the corrective action
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m Assessing theadeguacy of controlsfor therisks
Wetake involves

> arisk self-assessment program in which
managers map their processes, assess key
linkages and risk of processfailure

» and evaluate the effectiveness of compensating
_controls

Trhis essentially amountsto thinking clearly about
the way In which we conduct business.
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ufhere are palicies providing guidance on
Implementing these standar ds

» how! loss events are recor ded and escalated

» Management actionsrequired at different
levels of materiality in losses

T

» fiormal reviews with management of the
findings
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m Iternal risk capital for Process Risk is allocated
te/business units using a method similar to the
|-ess Distribution Approach

> \We have an inter-nal data record of losses
Whilch provides freguency and severity
estimates

» fromithiswe estimate the level of loss
~ assoclated with a given statistical confidence

» Which s allocated based upon an assessment
of Internal controls conducted by control
functions and business management
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mAsia predictive'rmodel for potential loss for
processrisk, thisisinherently imprecise.

B |t'rsnet subjecttothe sort of empirical
verification that can be conducted upon mar ket
and credit risk models.

m [hekeycriteriafor developing the model for us
nasbeen how well it motivates manager s to adopt
“thepracticeswe have endorsed. Theinternal
mechanics of the model are a secondary priority —
and become important only in so far asthey
influence behavior in the firm.
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B ethisend, business unitsreceive reductionsin
thelr risk capital allocationsto the extent they
engagein the practiCes prescribed by the
proegram — and for initiatives which result in
demonstrated reductions in process risks.

m-Conversely, failureto implement causes increases
in allocated capital.
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B Given our view that'1t is behavior —not quantitative modeling —
thiat Isimportant in managing processrisk, our comments on the
Basieproposal are as follows:

» theobjective of regulation should be to motivate management
o ereate robust processrisk controlsand procedures

» thisisconsistent with the treatment of processrisk asa Pillar
" superVvisery review issue

» thecurrent proposal to capitalize processrisk under Pillar |
hasframed Process Risk as a quantitative modeling problem
— et a management control problem

e
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> perhapsan unintended consequence of thisisthat the
message sent by the regulatory community to the industry is
that processrisk isadequately addressed by the computation
of a capital figure—as opposed to the creation of controls.
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mRrsummary, thekey message is that management practices

tlhat over see the effectiveness of controlscritically determine
thelikelihood of losses— and preparation for unanticipated
external events.

Jfhis sheuld be the focus of regulators.

J-he current regulatory focus on gquantitative modeling risks
firaming theentire topic as a complex computational
problem.

® OUr recommendation isthat you allow theindustry to

provide leadership in pioneering the management
disciplinesthat prove effective at controlling processrisk —
and then develop risk modelsthat support the
Implementation of those disciplines.
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