
Risk 
Fundamentals

Introduction to Risk
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FINANCIAL INSTITUTION

$

Risk is uncertain… Risk is a function…

as to future outcomes

where there is certainty, 
there is no risk

of the likelihood an event 
occurring, it’s impact, 
and it’s consequence

Risk that customer 
will not pay back

Risk that financial security 
is sold for less than expected

Risk that a computer system 
is hacked, and sensitive 

information is stolen

Credit Risk
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Retail
clients

REQUIREMENT SOLUTION
Mortgages

Credit cards / overdrafts
Consumer loans

REQUIREMENT SOLUTION

Term loan
Asset finance

Working 
capital

CAPEX
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Small business overdraft / credit line
Short term loan – working capital funding

Raw materials

WIP

Finished goodsReceivables

Payables

=EXPECTED LOSS:
CREDIT RISK

Exposure at default ($)
EAD

The potential dollar amount a bank could lose 
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=EXPECTED LOSS:
CREDIT RISK

x
Loss given default (%)

LGD

Exposure at default ($)
EAD

The bank might hold some form of security or collateral

=EXPECTED LOSS:
CREDIT RISK

x

x

Loss given default (%)
LGD

Exposure at default ($)
EAD

Probability of default (%)
PD

Quantification of the credit risk faced by a 
bank for a particular transaction or group of transactions
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Market Risk

Risk of adverse movements in stock prices, 
interest rates, exchanges rate or commodity prices

$

!

The larger the potential movement 
in the market price of a financial  asset

The more market risk a bank is exposed to. 
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Risk of adverse movements in stock prices, 
interest rates, exchanges rate or commodity prices

Market
value

Time

100

One year

110

Security A

Security B

Security A’s value is 
relatively easy to predict 

Securities B’s value is 
much harder to predict

S&P 500 & Zoom price charts [Feb – Aug 2020]
Market Risk Example
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Basel risk event categories 
For operational risk

Damage to 
physical assets

Client, products and 
business practices

Business disruption and 
systems failures

Fraud (internal and 
external) risk

Employment practices 
and workplace safety

Execution, delivery and 
process management

Operational Risk
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“The risk of loss resulting from inadequate or failed internal processes, people
and systems or from external events” – Basel Committee on Banking Supervision 

Clients, products, and practises

“The risk of loss resulting from inadequate or failed internal processes, people
and systems or from external events” – Basel Committee on Banking Supervision 

Execution and delivery
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“The risk of loss resulting from inadequate or failed internal processes, people
and systems or from external events” – Basel Committee on Banking Supervision 

System failures

“The risk of loss resulting from inadequate or failed internal processes, people
and systems or from external events” – Basel Committee on Banking Supervision 

Employment practises
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“The risk of loss resulting from inadequate or failed internal processes, people
and systems or from external events” – Basel Committee on Banking Supervision 

Fraud

“The risk of loss resulting from inadequate or failed internal processes, people
and systems or from external events” – Basel Committee on Banking Supervision 

Physical asset damage and contingency failure

!
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“The risk of loss resulting from inadequate or failed internal processes, people
and systems or from external events” – Basel Committee on Banking Supervision 

Model risk

!

SEVERITY OF IMPACT
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Need to be managed!

Need to be managed!

Need to be removed

Need to be managed 
but less resource!

As they pose an existential 
threat to that bank

It is important to remove 
(or mitigate for) any events that occur 

frequently and have a high impact
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It is worth the bank spending time and resource 
to reduce the likelihood of adverse outcomes 

Improved process Monitoring Insurance

Liquidity Risk
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Assets Funding

Loans

Trading assets

Derivative assets

Other assets

Deposits

Trading liabilities

Derivative liabilities

Other liabilities

Equity

Different levels 
of stability

Liquidity risk is when a bank runs out 
of cash or readily converted assets Cannot access further funding at a reasonable cost

Compliance Risk
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Cloud Risk 

Cybersecurity Third Party RiskFinancial Crime

Conduct Risk Data PrivacyRegulatory Risk

Source: FT
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Global fines paid by banks for AML breaches
$bn

Failures in compliance 
with money laundering 

regulations can 
lead to large fines
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Reputational Risk

2016

Loss of financial or social 
capital, or market share 
resulting from damage to 

the bank’s reputation

Very important for a bank 

Customers can withdraw 
deposits at any time

Highly competitive industry 
with substitute banks 

readily available
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Please do not redistribute these materials without the 
express permission of Financial Edge Training.

www.FE.training
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