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Postgraduate Certificate in Risk Management for Central Banks (Bangladesh)

Financial Risk Management

Credit Risk refers to the possibility that a borrower or counter‑party will fail to meet its contractual
obligations, resulting in a financial loss for the lender. In the context of a central bank, credit risk emerges
when the institution extends credit to commercial banks, government entities, or other financial
intermediaries. An example is a commercial bank that receives a loan from Bangladesh Bank to shore up its
liquidity; if that bank defaults, the central bank incurs a loss. Practical application of credit risk management
involves assessing the creditworthiness of borrowers through rating systems, reviewing financial statements,
and monitoring macro‑economic indicators such as GDP growth, inflation, and exchange‑rate volatility. A
key challenge is the limited availability of high‑frequency data for many Bangladeshi borrowers, which can
hinder timely risk assessment. Moreover, the concentration of credit exposure in certain sectors—such as
textiles or real estate—can amplify systemic vulnerability if those sectors experience a downturn.

Market Risk is the risk of losses arising from movements in market prices, including interest rates, equity
prices, foreign‑exchange rates, and commodity prices. For a central bank, market risk is most evident in its
investment portfolio, foreign‑exchange reserves, and in the conduct of open‑market operations. For
instance, if Bangladesh Bank holds a substantial portion of its reserves in foreign‑denominated securities, a
sudden depreciation of the Bangladeshi taka against the US dollar could reduce the real value of those
assets. Managing market risk typically requires the use of statistical measures such as Value at Risk (VaR)
and Expected Shortfall, as well as scenario analysis that reflects plausible shocks to interest rates, exchange
rates, and equity markets. A persistent challenge is the “fat‑tail” behavior of financial returns, which can
cause actual losses to exceed VaR estimates under extreme market stress. Additionally, the limited depth of
local capital markets can make it difficult to hedge exposures efficiently.

Liquidity Risk denotes the risk that an institution is unable to meet its short‑term financial obligations
without incurring unacceptable losses. Central banks, while traditionally viewed as “lenders of last resort,”
still face liquidity risk in the management of their own balance sheets, especially when dealing with
large‑scale interventions such as quantitative easing or foreign‑exchange market stabilization. An example
of liquidity risk is a sudden surge in demand for foreign currency by import‑dependent firms, pressuring
Bangladesh Bank’s foreign‑exchange reserves. Effective liquidity risk management involves maintaining
adequate high‑quality liquid assets, establishing clear funding strategies, and conducting regular liquidity
stress tests that simulate runs on the central bank’s balance sheet. One challenge is the difficulty of
measuring liquidity in emerging‑market assets, where market depth and price transparency are lower than
in developed markets.

Operational Risk encompasses the risk of loss resulting from inadequate or failed internal processes, people,
systems, or external events. For a central bank, operational risk can arise from cyber‑attacks on
payment‑system infrastructure, errors in data processing, fraud, or disruptions caused by natural disasters
such as floods, which are common in Bangladesh. A practical approach to operational risk management
includes establishing robust internal controls, conducting regular audits, implementing business continuity
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plans, and adopting advanced cybersecurity measures. The challenge lies in balancing the need for open,
innovative financial infrastructure with the imperative to protect against increasingly sophisticated cyber
threats.

Interest Rate Risk is the exposure to changes in interest rates that affect the value of assets and liabilities.
Central banks are uniquely positioned to influence interest rates through policy tools such as the policy
repo rate, discount window, and open‑market operations. However, they also bear exposure to interest‑rate
movements in their own portfolios. For example, if Bangladesh Bank holds a large amount of long‑dated
government bonds and the policy rate is raised, the market value of those bonds will fall, generating a
mark‑to‑market loss. Managing interest‑rate risk typically involves duration matching, the use of
interest‑rate swaps, and the monitoring of the yield curve. A notable challenge is the “basis risk” that arises
when the central bank’s policy rates diverge from market rates due to liquidity constraints or regulatory
interventions.

Exchange Rate Risk (or foreign‑exchange risk) is the risk that fluctuations in currency values will affect the
value of assets, liabilities, or cash flows denominated in foreign currencies. Bangladesh’s economy is heavily
dependent on trade, remittances, and foreign investment, making exchange‑rate risk a critical concern for
the central bank. An example is the impact of a sudden depreciation of the taka on the repayment of
foreign‑currency denominated sovereign bonds. Central banks mitigate exchange‑rate risk through
foreign‑exchange interventions, diversification of reserve holdings, and the use of currency derivatives such
as forwards and swaps. The principal challenge is the limited availability of liquid derivative contracts for the
Bangladeshi taka, which restricts hedging options.

Sovereign Risk captures the risk that a government will default on its debt obligations or will restructure its
debt under unfavorable terms. While Bangladesh’s sovereign credit rating is generally stable, the risk
remains relevant for the central bank’s holdings of government securities and for its role in managing
public‑debt sustainability. Assessing sovereign risk involves evaluating fiscal deficits, debt‑to‑GDP ratios,
political stability, and external balances. Practical tools include credit‑rating assessments, debt sustainability
analysis, and scenario planning for adverse fiscal shocks. Challenges include political pressures that may
limit the central bank’s independence in setting risk limits or in conducting transparent stress testing.

Counterparty Risk is the risk that the other party to a financial contract will not fulfill its obligations. In the
central‑bank environment, counterparty risk is most apparent in the use of derivatives, repurchase
agreements, and securities lending. For instance, when Bangladesh Bank enters into a foreign‑exchange
swap with a commercial bank, the failure of that bank to deliver the agreed amount of foreign currency
would expose the central bank to loss. Counterparty risk is managed through credit limits, collateral
requirements, and ongoing monitoring of counterparties’ financial health. A significant challenge is the
“wrong‑way risk” where exposure to a counterparty increases precisely when the counterparty’s credit
quality deteriorates, often coinciding with adverse market movements.

Value at Risk (VaR) is a statistical technique that quantifies the maximum expected loss over a specified time
horizon at a given confidence level. For example, a 99% one‑day VaR of BDT 500 million implies that there is
a 1% chance that losses will exceed that amount in a single day. Central banks use VaR to monitor market
risk in their trading books, reserve holdings, and in the valuation of derivatives. The calculation can be
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based on historical simulation, variance‑covariance, or Monte‑Carlo methods. While VaR is widely adopted,
it faces criticism for under‑estimating tail risk and for its reliance on historical data that may not capture
future market dynamics. Hence, many central banks supplement VaR with Expected Shortfall, which
measures average losses beyond the VaR threshold.

Expected Shortfall (also known as Conditional VaR) provides an estimate of the average loss that would
occur in the worst‑case percentile of outcomes, offering a more coherent risk measure than VaR for
heavy‑tailed distributions. In practice, a central bank may compute a 97.5% Expected Shortfall over a
ten‑day horizon to gauge potential losses during periods of heightened volatility. This measure is
increasingly required under Basel III for market‑risk capital calculations. The challenge lies in the
computational intensity of the estimation, especially when dealing with large portfolios of non‑linear
derivatives.

Stress Testing involves evaluating the impact of extreme but plausible scenarios on an institution’s financial
position. Central banks conduct stress tests on their own balance sheets and on the broader banking system
to assess resilience to shocks such as sharp currency depreciations, commodity price collapses, or sovereign
defaults. A practical stress‑test framework might simulate a 30% fall in export earnings, a 200‑basis‑point
rise in policy rates, and a concurrent banking‑sector liquidity squeeze. The results inform capital‑allocation
decisions, risk‑limit setting, and contingency‑planning. A major challenge is selecting scenarios that are
both severe enough to reveal vulnerabilities and realistic enough to be credible for policymakers.

Capital Adequacy is the measure of a financial institution’s capital relative to its risk‑weighted assets,
ensuring that it can absorb losses while remaining solvent. For a central bank, capital adequacy is not only a
regulatory requirement but also a credibility issue; insufficient capital could undermine confidence in its
ability to act as lender of last resort. The Basel III framework prescribes a minimum Common Equity Tier 1
(CET1) ratio of 4.5% plus buffers, which central banks often exceed. Practical management includes regular
capital planning, stress‑testing capital buffers, and adjusting risk‑weighting methodologies to reflect the
specific risk profile of the central bank’s holdings. The challenge is that many of the risk‑weighting formulas
are designed for commercial banks and may not be directly applicable to a central bank’s unique asset mix.

Risk Appetite is the amount and type of risk that an organization is willing to pursue or retain in pursuit of
its objectives. For Bangladesh Bank, risk appetite must align with its mandate to maintain monetary stability,
financial‑system resilience, and to support economic growth. Articulating risk appetite involves setting
quantitative limits (e.g., maximum VaR, credit exposure caps) and qualitative statements that reflect
tolerance for operational disruptions or reputational damage. Implementation requires governance
structures that monitor adherence to the appetite and that trigger corrective actions when thresholds are
breached. A key challenge is balancing risk‑taking for strategic initiatives (such as digital‑currency pilots)
against the need to preserve stability in a fragile financial environment.

Risk Management Framework is the overall structure that defines the processes, policies, and
responsibilities for identifying, measuring, monitoring, and controlling risk. A robust framework for a central
bank typically comprises risk governance (board and senior‑management oversight), risk policies (credit,
market, operational), risk limits, measurement tools (VaR, stress testing), reporting mechanisms, and an
internal audit function. The framework must be proportionate to the size and complexity of the central
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bank’s activities, yet flexible enough to adapt to emerging risks such as climate‑related financial shocks.
Effective communication of the framework to all staff levels is essential to embed a risk‑aware culture.
Challenges include ensuring independence of risk‑management functions from policy‑making, and
integrating risk considerations into macro‑prudential decision‑making.

Risk Governance refers to the set of structures, processes, and culture that enable effective oversight and
accountability for risk. In the central‑bank setting, risk governance typically involves a Risk Committee
reporting to the Governor and the Board, with clear delegation of authority for risk‑limit setting and
escalation. Governance also demands transparent risk‑reporting to external stakeholders, such as the
Ministry of Finance and the public, to maintain credibility. A practical governance practice is the
establishment of a risk‑management charter that defines the roles of the Chief Risk Officer, the internal
audit department, and the compliance unit. A persistent challenge is preventing “groupthink” in risk
assessments, especially when the central bank is under political pressure to support certain sectors.

Risk Metrics are quantitative indicators used to assess the magnitude and direction of risk exposures.
Common metrics include VaR, Expected Shortfall, Credit Exposure, Probability of Default (PD), Loss Given
Default (LGD), and the Sharpe Ratio for portfolio performance. Central banks may also use macro‑prudential
indicators such as the Credit‑to‑GDP gap, the debt‑service‑to‑export ratio, and the Systemic Risk Index. The
selection of appropriate metrics depends on the risk type, data availability, and the decision‑making
context. A challenge is that over‑reliance on any single metric can mask underlying vulnerabilities; thus, a
balanced scorecard of metrics is recommended.

Risk Limits are numerical thresholds that define the maximum allowable exposure to a particular risk. For
example, Bangladesh Bank may set a limit that no single commercial bank can account for more than 5% of
the total credit exposure in its portfolio. Limits are set based on the institution’s risk appetite, capital
capacity, and regulatory requirements. They are monitored daily, and breaches trigger escalation
procedures and remedial actions. A practical difficulty is calibrating limits that are stringent enough to
protect the balance sheet but not so restrictive that they hinder legitimate policy actions, such as providing
liquidity support during a crisis.

Risk Transfer involves shifting risk from one party to another, typically through insurance, guarantees, or
derivative contracts. Central banks may use risk‑transfer mechanisms to hedge foreign‑exchange exposure,
for instance by entering into forward contracts that lock in exchange rates. They may also purchase
credit‑risk insurance to protect against losses on sovereign bond holdings. While risk transfer can reduce
potential losses, it introduces counterparty risk and may create moral‑hazard incentives. The challenge for a
central bank is ensuring that the cost of risk transfer (premiums, fees) does not outweigh the benefit,
especially in markets where insurance products are under‑developed.

Hedging is a specific form of risk transfer that aims to offset potential losses by taking an opposite position
in a related asset. In Bangladesh, a common hedging practice is the use of currency forwards to protect
importers from adverse movements in the taka‑dollar rate. For the central bank, hedging may involve
entering into interest‑rate swaps to mitigate the impact of policy‑rate changes on its bond portfolio.
Effective hedging requires accurate measurement of the underlying exposure, selection of appropriate
instruments, and ongoing monitoring of hedge effectiveness. Challenges include basis risk, liquidity
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constraints in the local derivatives market, and the need for sophisticated valuation models.

Derivatives are financial contracts whose value derives from an underlying asset, rate, or index. The main
types relevant to central‑bank risk management are forwards, futures, options, and swaps. Derivatives
enable the bank to manage market, interest‑rate, and exchange‑rate risk efficiently. For instance, a
tenor‑matching swap can be used to convert a fixed‑rate government‑bond exposure into a floating‑rate
exposure, aligning cash flows with the policy‑rate environment. However, derivatives also introduce
complexity, valuation challenges, and operational risk. A central bank must therefore maintain robust
governance, independent valuation, and comprehensive reporting for its derivative positions.

Swaps are contracts in which two parties exchange cash flows based on different underlying variables, such
as interest rates or currencies. An interest‑rate swap might involve Bangladesh Bank exchanging a fixed
interest payment for a floating payment linked to the policy repo rate, thereby managing the duration of its
bond holdings. Currency swaps can be used to obtain foreign‑currency funding without directly accessing
the foreign‑exchange market. The effective use of swaps requires accurate estimation of discount curves,
forward rates, and credit spreads. One challenge is the limited availability of swap counterparties in
emerging markets, which can increase counterparty‑risk exposure.

Options give the holder the right, but not the obligation, to buy or sell an underlying asset at a
predetermined price before a specified date. For a central bank, options can be employed to protect against
extreme moves in exchange rates or interest rates. For example, a put option on the US dollar could limit
losses if the dollar appreciates sharply against the taka. Options are priced using models such as
Black‑Scholes, which require inputs like volatility and risk‑free rates. In Bangladesh, the lack of a liquid
options market makes it difficult to obtain reasonable pricing and liquidity, limiting their practical use.

Futures are standardized contracts obligating the purchase or sale of an asset at a future date and price.
While futures are widely used in developed markets, Bangladesh’s futures market is still nascent, especially
for interest‑rate and foreign‑exchange contracts. Nonetheless, futures can be employed by the central bank
to hedge commodity‑price risk, such as exposure to rice or jute price fluctuations that affect inflation
dynamics. The challenge is the limited contract specifications and the relatively low participation of
institutional investors, which can result in wide bid‑ask spreads and price volatility.

Credit Default Swaps (CDS) are contracts that provide protection against the default of a reference entity,
typically a sovereign or corporate borrower. A CDS on Bangladeshi sovereign debt would pay out if
Bangladesh were to miss a scheduled payment. Central banks may monitor CDS spreads as market‑based
indicators of sovereign risk, using them to inform policy decisions. However, actively trading CDS can
expose the bank to counterparty risk and may raise concerns about market manipulation. The limited
liquidity of CDS contracts on emerging‑market sovereigns adds another layer of complexity.

Liquidity Coverage Ratio (LCR) is a Basel III requirement that ensures banks hold enough high‑quality liquid
assets to survive a 30‑day stress scenario. While the LCR directly applies to commercial banks, central banks
often assess the LCR of the banking system as part of macro‑prudential surveillance. By monitoring LCR
trends, Bangladesh Bank can identify liquidity squeezes early and intervene with targeted liquidity facilities.
A practical difficulty is that the definition of “high‑quality liquid assets” may differ between jurisdictions, and
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the central bank must calibrate its assessments to local market conditions.

Net Stable Funding Ratio (NSFR) is another Basel III metric that promotes longer‑term funding stability by
requiring banks to maintain a stable funding profile relative to the composition of their assets. The central
bank’s analysis of the NSFR across the banking sector helps gauge funding mismatches that could amplify
systemic risk. For example, a rapid increase in short‑term wholesale funding among commercial banks could
signal vulnerability. The challenge lies in obtaining granular data on banks’ funding structures and in
interpreting the NSFR in the context of Bangladesh’s unique financial‑intermediation patterns.

Macro‑prudential Policy refers to regulatory actions aimed at safeguarding the stability of the financial
system as a whole, rather than focusing on individual institutions. Central banks employ macro‑prudential
tools such as counter‑cyclical capital buffers, loan‑to‑value caps, and sector‑specific risk‑weight
adjustments. In Bangladesh, macro‑prudential policy may target rapid credit growth in the real‑estate sector
or excessive exposure to foreign‑currency loans. Effective macro‑prudential policy requires robust
risk‑identification frameworks, timely data collection, and coordination with supervisory agencies. A
persistent challenge is the “trilemma” between monetary policy, financial stability, and economic growth,
where tightening macro‑prudential measures may conflict with growth objectives.

Systemic Risk is the risk that the failure of a single institution or a cluster of institutions could trigger a
cascade of failures, threatening the stability of the entire financial system. Central banks assess systemic risk
through indicators such as interbank exposure, concentration of assets, and the interconnectedness of
financial markets. An example of systemic risk is a sudden loss of confidence in the banking sector leading
to a bank run, which could force Bangladesh Bank to provide emergency liquidity. Managing systemic risk
involves building robust resolution frameworks, conducting regular stress tests, and maintaining sufficient
capital and liquidity buffers at the systemic level. The challenge is that systemic risk is often driven by
complex, non‑linear interactions that are difficult to model accurately.

Contagion is the transmission of financial distress from one institution or market to another, often through
direct exposures or through market sentiment. In Bangladesh, contagion risk may arise from regional
shocks, such as a crisis in a neighboring country’s banking sector, or from global events that affect export
earnings. Central banks mitigate contagion by enhancing transparency, promoting cross‑border supervisory
cooperation, and maintaining adequate foreign‑exchange reserves. One difficulty is that contagion can
spread rapidly through informal channels, such as media narratives, which are harder to monitor and
control.

Stress‑testing Framework is the set of methodologies, scenarios, and governance processes used to conduct
stress tests. A comprehensive framework includes the selection of risk factors, the calibration of shock
magnitudes, the modeling of portfolio impacts, and the reporting of results to senior management and
policymakers. For Bangladesh Bank, the framework may incorporate scenarios such as a 20% decline in
export earnings, a 300‑basis‑point rise in policy rates, and a simultaneous surge in non‑performing loans.
The framework must be regularly reviewed to incorporate emerging risks, such as climate‑related financial
shocks. A major challenge is ensuring that stress‑testing models are sufficiently granular to capture the
heterogeneity of assets while remaining computationally tractable.
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Climate‑Related Financial Risk refers to the potential for climate change to affect the value of financial
assets and the stability of the financial system. Central banks are increasingly recognizing physical risks
(damage from extreme weather events) and transition risks (financial losses from the shift to a low‑carbon
economy). In Bangladesh, a country prone to cyclones and flooding, physical climate risk can impact
agricultural output, infrastructure, and thus the creditworthiness of borrowers. Transition risk may arise if the
government adopts aggressive carbon‑pricing policies that affect energy‑intensive industries. Practical
approaches include integrating climate scenarios into stress testing, developing climate‑risk disclosures for
banks, and collaborating with the Ministry of Environment to align monetary‑policy actions with climate
goals. The challenge is the scarcity of historical climate‑risk data and the need for specialized modelling
expertise.

Liquidity Stress Test evaluates the ability of an institution to meet its cash‑flow obligations under severe but
plausible liquidity shocks. For a central bank, a liquidity stress test might simulate a sudden outflow of
foreign‑exchange reserves due to a balance‑of‑payments crisis, combined with a domestic bank run that
strains the interbank market. The test measures the adequacy of high‑quality liquid assets, the speed at
which funding can be raised, and the effectiveness of contingency‑funding lines. Results inform the sizing of
emergency liquidity facilities and the design of communication strategies to reassure market participants. A
key difficulty is modelling the timing and magnitude of multiple, interacting liquidity drains, especially when
data on market participant behavior is limited.

Operational‑Risk Loss Event Database is a repository that records incidents of operational risk, such as
fraud, system failures, or legal breaches. Maintaining an up‑to‑date loss‑event database enables the central
bank to identify patterns, estimate frequency and severity distributions, and calibrate operational‑risk
capital models. For example, the database might reveal an increase in cyber‑intrusion attempts during
periods of heightened political activity, prompting the bank to strengthen its security protocols. Challenges
include ensuring consistent classification of events, protecting confidentiality of sensitive information, and
integrating data from disparate sources.

Risk‑Adjusted Return on Capital (RAROC) is a performance measurement that compares the expected return
of an activity to the amount of risk capital required to support it. Although traditionally used by commercial
banks, RAROC can be adapted by central banks to evaluate the efficiency of policy tools or investment
decisions. For instance, a foreign‑exchange intervention that yields a modest profit but requires a large
capital allocation may have a lower RAROC than a domestic liquidity operation with higher risk‑adjusted
efficiency. The practical benefit of RAROC is that it aligns risk‑taking with capital stewardship, encouraging
prudent use of resources. The difficulty lies in defining appropriate risk‑adjusted benchmarks for activities
that have primarily policy rather than profit motives.

Risk‑Based Supervision is a supervisory approach that focuses resources on institutions or activities that
pose the greatest risk to financial stability. Bangladesh Bank employs risk‑based supervision by assigning
higher supervisory intensity to banks with large foreign‑currency exposure, high leverage, or weak
governance. The approach uses risk indicators, such as the Capital Adequacy Ratio, the Liquidity Coverage
Ratio, and the asset‑quality metrics, to prioritize examinations. Benefits include more efficient allocation of
supervisory staff and early detection of emerging vulnerabilities. However, challenges arise in maintaining
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consistent risk‑assessment methodologies across diverse institutions and in avoiding the “risk‑blindness”
that can occur if supervisory focus becomes too narrow.

Risk‑Weighted Assets (RWA) are assets that have been adjusted for credit risk, market risk, and operational
risk according to regulatory risk weights. The calculation of RWA determines the amount of capital that
must be held against each asset class. For a central bank, understanding the composition of RWA in its own
portfolio helps in evaluating capital adequacy and in benchmarking against commercial banks. For example,
sovereign bonds may carry a 0% risk weight, while corporate loans might have a 100% weight, reflecting
higher credit risk. A challenge is that the standardized risk‑weighting approach may not capture the unique
risk profile of certain assets held by the central bank, such as specialized government‑issued securities.

Probability of Default (PD) is the likelihood that a borrower will default on its obligations within a given time
horizon. Estimating PD requires statistical models that incorporate borrower‑specific variables (e.g.,
leverage, profitability) and macro‑economic factors (e.g., GDP growth, inflation). Central banks use PD
estimates to assess the credit risk of their loan portfolio and to calibrate stress‑testing scenarios. For
instance, a PD of 2% for a particular commercial bank indicates a relatively low risk of default, whereas a PD
of 10% for a small, sector‑concentrated firm signals higher vulnerability. Estimating PD in Bangladesh can
be challenging due to limited historical default data and the informal nature of some sectors.

Loss Given Default (LGD) measures the proportion of exposure that is expected to be lost if a borrower
defaults, after accounting for recoveries. LGD is a crucial input for calculating expected credit loss and for
setting capital requirements. In the Bangladeshi context, LGD may be higher for unsecured loans or for
borrowers operating in sectors prone to natural disasters. Practical estimation involves analyzing historical
recovery rates, collateral valuations, and legal enforceability of claims. A difficulty is that recovery processes
can be lengthy and subject to legal uncertainties, making LGD estimates volatile.

Exposure at Default (EAD) represents the total value a bank is exposed to when a borrower defaults. EAD is
used together with PD and LGD to compute expected loss. For a central bank, EAD is relevant when
assessing the exposure to a commercial bank that has drawn on a discount window facility. Accurate
measurement of EAD requires tracking outstanding balances, undrawn commitments, and any
off‑balance‑sheet exposures. Challenges include capturing contingent liabilities and the dynamic nature of
credit lines that can be drawn rapidly during crises.

Credit Scoring Model is a statistical tool that predicts the likelihood of default based on borrower
characteristics. Central banks may develop or oversee credit‑scoring models used by supervisory banks to
ensure consistent risk assessment across the banking sector. An example is a logistic‑regression model that
incorporates variables such as debt‑to‑equity ratio, cash‑flow coverage, and sector risk. The model outputs
a score that can be mapped to a PD. Implementing credit‑scoring models in Bangladesh requires
overcoming data‑quality issues, ensuring model validation, and adapting models to the local economic
environment. Model risk—stemming from misspecification or over‑fitting—is a notable challenge.

Risk‑Culture describes the set of shared attitudes, values, and practices regarding risk within an
organization. A strong risk‑culture at Bangladesh Bank would encourage staff to raise concerns, to adhere
to risk policies, and to view risk management as integral to policy implementation. Cultivating risk‑culture
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involves training programs, incentive structures that reward prudent risk‑taking, and leadership that models
transparent decision‑making. The difficulty lies in embedding risk awareness in a traditionally policy‑driven
environment where short‑term political objectives may sometimes conflict with long‑term risk
considerations.

Risk Appetite Statement is a formal document that articulates the level and type of risk the organization is
prepared to accept. For a central bank, the statement must balance the mandate to preserve financial
stability with the need to support economic growth. It typically includes quantitative limits (e.g., maximum
VaR, credit exposure caps) and qualitative descriptors (e.g., tolerance for reputational risk). The statement
guides decision‑makers and is reviewed periodically to reflect changes in the macro‑economic environment.
A challenge is ensuring that the statement is not merely a static document but is actively used in day‑to‑day
operations and policy deliberations.

Scenario Analysis is a qualitative or semi‑quantitative approach that explores the impact of different future
states on the institution’s risk profile. Unlike statistical stress testing, scenario analysis may incorporate
narrative elements such as political upheaval, pandemic outbreaks, or major regulatory reforms. For
Bangladesh Bank, a scenario might involve a prolonged drought that depresses agricultural output, reduces
export earnings, and leads to a sharp depreciation of the taka. The analysis would assess how these factors
affect liquidity, credit risk, and capital adequacy. The main difficulty is assigning probabilities to complex,
interdependent events and ensuring that the scenarios are both plausible and severe enough to reveal
hidden vulnerabilities.

Risk‑Based Capital Allocation is the process of distributing capital to different business lines or activities
based on their risk profiles. In a central‑bank context, this could involve allocating capital to
reserve‑management, to open‑market operations, and to supervisory functions, each of which carries
distinct risk characteristics. The goal is to ensure that capital is sufficient to absorb losses in the highest‑risk
areas while avoiding inefficient over‑capitalization in low‑risk functions. Implementing risk‑based allocation
requires robust risk measurement, transparent governance, and periodic review. A challenge is that some
central‑bank activities, such as monetary‑policy implementation, are not directly profit‑oriented, making
traditional capital‑allocation metrics less applicable.

Regulatory Capital is the minimum amount of capital that regulators require banks to hold, based on
risk‑weighted assets. While the central bank itself is not typically subject to the same capital requirements
as commercial banks, it must understand regulatory capital standards to supervise the banking sector
effectively. Knowledge of Basel III capital buffers, the leverage ratio, and the capital conservation buffer
informs the central bank’s macro‑prudential toolkit. A practical application is using regulatory‑capital data
to identify banks that are approaching the minimum CET1 ratio, prompting early supervisory intervention.
The challenge is that regulatory capital calculations can be complex, requiring sophisticated internal models
and frequent data updates.

Leverage Ratio is a simple, non‑risk‑based measure of capital adequacy that compares a bank’s tier‑1
capital to its total exposure, including off‑balance‑sheet items. The Basel III leverage ratio requirement
(minimum 3%) serves as a backstop to risk‑based capital measures. Central banks monitor the leverage
ratios of commercial banks to detect excessive buildup of leverage that could amplify shocks. For example,
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a sudden increase in a bank’s off‑balance‑sheet commitments without a proportional rise in capital could
indicate heightened vulnerability. The challenge is that the leverage ratio does not differentiate between
high‑risk and low‑risk exposures, potentially leading to over‑conservatism in some cases.

Stress‑Testing Governance encompasses the policies, responsibilities, and reporting lines that ensure
stress‑testing activities are performed with rigor and independence. A well‑defined governance structure
includes a steering committee, a technical working group, and clear documentation standards. In
Bangladesh, the stress‑testing governance framework must align with the central bank’s broader
risk‑management policies and with international best practices. Effective governance ensures that
stress‑test results are communicated timely to senior management and that remedial actions are taken
when needed. A common challenge is maintaining the independence of the stress‑testing team from
policy‑making pressures, especially when test outcomes could influence politically sensitive decisions.

Risk‑Weighted Capital Ratio is the ratio of a bank’s capital to its risk‑weighted assets, indicating the level of
capital protection against risk exposures. The central bank uses this ratio as a supervisory indicator to assess
the resilience of commercial banks. For instance, a bank with a risk‑weighted capital ratio below the
regulatory minimum may be subject to corrective measures, such as capital‑raising requirements or
restrictions on dividend payments. The challenge for supervisors is to differentiate between temporary dips
caused by market fluctuations and structural weaknesses that require longer‑term remediation.

Liquidity Risk Management Framework outlines the processes, tools, and limits used to manage liquidity
risk. Key components include liquidity buffers, funding diversification strategies, contingency funding plans,
and regular liquidity stress testing. Bangladesh Bank’s liquidity framework must account for both domestic
and foreign‑currency liquidity needs, reflecting the country’s trade‑dependent economy. Practical steps
include maintaining a pool of high‑quality liquid assets, establishing standing lines of credit with
international financial institutions, and monitoring cash‑flow mismatches. A significant challenge is
forecasting liquidity demand under rapidly changing macro‑economic conditions, such as sudden capital
outflows triggered by global financial turbulence.

Operational‑Risk Measurement employs quantitative approaches such as the Loss Distribution Approach
(LDA) or the Scenario‑Based Approach to estimate potential operational losses. The LDA aggregates loss
data from historical events to generate a probability distribution of future losses. Central banks may use this
method to set operational‑risk capital, calibrate risk limits, and prioritize risk‑mitigation initiatives. However,
the scarcity of loss data in emerging markets, combined with the high impact of low‑frequency events (e.g.,
major cyber‑attacks), can limit the reliability of statistical models. Consequently, a hybrid approach that
blends quantitative analysis with expert judgment is often adopted.

Risk‑Based Pricing is the practice of setting prices for products or services based on the underlying risk they
carry. While central banks do not typically price services in a commercial sense, risk‑based pricing concepts
can inform the design of policy instruments. For example, the discount rate charged on emergency liquidity
assistance could be set higher than the standard policy rate to reflect the additional risk and to discourage
misuse. Implementing risk‑based pricing requires transparent risk assessment, clear communication to
market participants, and alignment with the central bank’s broader policy objectives. A challenge is ensuring
that pricing does not unintentionally create market distortions or exacerbate financial‑stability concerns.
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Risk‑Adjusted Performance Measurement evaluates the performance of a unit or activity after accounting
for the risk taken to achieve that performance. Metrics such as the Sharpe Ratio, Sortino Ratio, or RAROC
can be adapted for central‑bank functions. For instance, the foreign‑exchange reserve management team
could be assessed on the basis of return‑on‑assets adjusted for the VaR of the reserve portfolio. This
approach encourages efficient risk‑taking and aligns incentives with the institution’s risk appetite. The
difficulty lies in selecting appropriate benchmarks and ensuring that risk adjustments are not overly
conservative, which could discourage beneficial risk‑taking.

Risk‑Based Auditing is an audit methodology that focuses resources on areas with the highest risk exposure.
Internal auditors at Bangladesh Bank may prioritize audits of the foreign‑exchange trading desk, the
discount window operations, and the IT systems supporting payment‑clearance, based on their risk
assessments. The audit process includes evaluating the design and operating effectiveness of controls,
testing compliance with policies, and recommending improvements. Benefits include more effective
detection of control weaknesses and better alignment of audit activities with strategic risk priorities. A
challenge is maintaining the auditor’s independence while also ensuring that audit findings are acted upon
promptly.

Risk‑Based Supervision Dashboard is a visual tool that aggregates key risk indicators (KRIs) for supervisory
use. The dashboard may display metrics such as capital ratios, liquidity ratios, non‑performing loan
percentages, and market‑risk exposures across the banking sector. By providing real‑time or near‑real‑time
updates, the dashboard enables supervisors to spot emerging threats quickly and to allocate supervisory
resources efficiently. Implementing such a dashboard requires robust data‑collection mechanisms,
standardized reporting formats, and analytical capacity to interpret trends. The main obstacle is data quality
and timeliness, especially when banks report on differing schedules.

Risk Appetite Calibration involves adjusting the risk appetite based on changes in the external environment,
internal capacity, or strategic objectives. For Bangladesh Bank, calibration may occur after a major shock,
such as a global financial
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