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NON-FINANCIAL RISK ANALYSIS & MACROECONOMIC

FACTORS

What is Non-Financial Risk (NFR)?

e Non-Financial Risk (NFR) includes all risks other than the

traditional financial risks (credit, market, and liquidity).

e These risks can have significant strategic, business, economic,

and reputational consequences.

¢ Key Examples of Non-Financial Risks:

5§ Definition

® Risks due to failed internal

Risk errors.

Operational Pprocesses, systems, or human | processing system

& Real-Life Example

A bank's payment

fails, delaying

transactions.

O Cyber Risk from cyber threats like
Risk hacking, phishing, or

ransomware attacks.

A major bank faces a

data breach,
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exposing customer

accounts.

.Y
Compliance

Risk

Risk of non-compliance with | A bank is fined
regulatory laws and millions for money

standards. laundering violations.

Risks arising from unethical or | A financial advisor
misleading practices. misleads clients into

high-risk investments.

Risk from inaccurate financial | A faulty risk model
models affecting decision- underestimates loan
making. defaults, leading to

losses.

Strategic

Risk

Risks linked to flawed A bank expands into
business strategies. an unstable foreign
market, causing

financial strain.

Third-
Party Risk

Risks from external vendors A bank’s IT vendor
or partners. fails, causing a service

outage.
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@ Why Does NFR Matter?

Unlike financial risks, Non-Financial Risks have no upside “a —they

only bring potential losses.

@ Why are banks increasingly focusing on NFR?

Regulatory Pressure — Governments and regulatory bodies
impose hefty fines for non-compliance.

Digital Transformation * —Increased dependency on
technology raises cyber risk.

Reputational Damage A\ — Customer trust is easily lost due to
data breaches or misconduct.

Rising Fraud & Misconduct § - Increasing financial crimes

make compliance more complex.

2] How Does NFR Compare with Operational Risk?

¢ "All Operational Risks are NFR, but not all NFR are Operational

Risks.

& Factor % Operational Risk @ Non-Financial Risk

(NFR)
Risks from failed All non-market, non-
Definition processes, systems, or credit, and non-liquidity

human errors. risks.
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) Nature

Mostly internal (e.g.,

system failures).

Internal + External (e.g.,
compliance failures,

cyberattacks).

Examples

IT failure, fraud, human

error.

Regulatory fines,
reputational damage,

cyberattacks.

¢ Financial

Impact

Direct losses, like system

downtime costs.

Indirect losses, like legal
penalties and brand

damage.

NN

Mitigation

Internal controls and

process improvements.

Compliance programes,

cybersecurity measures.

s$ Case Study: How NFR Impacted a Major Bank

& Wells Fargo Fake Accounts Scandal (2016)

@ What Happened?

Employees at Wells Fargo created millions of fake accounts to meet

unrealistic sales targets.

% Which NFR Was Involved?
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A\ Conduct Risk — Employees engaged in unethical sales practices.

A\ Compliance Risk — Failure to prevent misconduct led to regulatory

penalties.

¢ Impact:
X $3 billion fine

$

X Severe reputational damage -

X Loss of customer trust &

I Final Summary

5 Key

Takeaways
s« Financial

Risks vs. NFR

Table

& Details

Financial risks (credit, market, liquidity) generate
profit opportunities, but NFR only brings

potential losses.

® Types of
NFR

Includes cyber, operational, compliance,

conduct, model, strategic, and third-party risks.

A Impact of
NFR

Can cause regulatory fines, operational losses,

reputational damage, and business disruptions.

= Why NFR is

Rising

Technology disruptions, stricter regulations, and

increased fraud make NFR a growing concern.
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How to Strong compliance programs, cybersecurity
Manage NFR measures, internal controls, and risk monitoring

are essential.

s& 10.2 Characteristics of Non-Financial Risk (NFR)

A The Triangular Model of NFR Management
The management of NFR operates within a triangular framework,

where:
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@ Customers' Aspirations %' — Expect seamless, secure, and
efficient banking services.

@ Regulators' Objectives §% — Demand strict compliance,
transparency, and financial stability.

# Shareholders' Expectations [;} — Require profitability, risk
mitigation, and long-term sustainability.

lgnoring any of these three aspects will make NFR management
ineffective, as they form the cornerstones of the banking

ecosystem.

(8] Interplay Between Financial Risks & Non-Financial Risks

It is incorrect to assume that Financial Risks and NFR are mutually
exclusive & .

& Key Insight:

&) Every Financial Risk (e.g., credit risk, market risk) has the
potential to trigger NFR.

&) Conversely, every Non-Financial Risk ultimately results in

financial loss.
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¢ Example:
cybersecurity breach (NFR) ' - Leads to reputational damage A

— Causes customer withdrawals & penalties & (Financial Risk).
& Impact of NFR on Banks

% Who Suffers When NFR Occurs?

Stakeholder Impact of NFR A\
fx

legal and financial norms.

Employees 88 Decline in morale, and job terminations.

Customers &= Loss of confidence in the bank’s reliability and
security.
Shareholders Decline in stock value, profits, and overall

h vy business stability.

Banks face self-imposed pressure ® to manage NFR effectively—
not just to meet regulatory mandates, but also to maintain

reputation, profitability, and employee trust.
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& 10.3 Mitigating Non-Financial Risk

~ NFRis unpredictable — It emerges in different forms and is
difficult to detect beforehand.

~ Front & back offices often conflict — Business teams prioritize
growth, while compliance teams focus on risk reduction §3.

@, The Ultimate Question: Business vs. Compliance?

? Question Answer

Is business a priority, oris  Both must co-exist! Business with
compliance? compliance is the priority.

What happens if . Risk of legal penalties, fraud, and
compliance is ignored? reputational loss.

What if compliance A Lack of growth & profitability,
overtakes business discouraging investors &

priorities? stakeholders.

_ Solution:

Banks need a balanced NFR management system, integrating

business priorities with compliance obligations :

@ Objectives of NFR Management

A robust NFR management framework must achieve the following:

1 Prevent operational failures & .
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2 Meet stakeholder expectations = .

3 Reduce costs associated with non-compliance & .

& Key Elements of a Comprehensive NFR Management Strategy

Element 1 Description

1 Harmonized Establish clear roles for risk ownership,
Structure &) compliance, and monitoring.

2 Enabling Factors Use technology, automation, and policy

s frameworks to facilitate risk management.
3 Shift in Staff Employees must view compliance & risk
Mindset & management as an integral part of business

Success.

s$ 10.3.1 A Harmonized Structure for NFR Management

(8] The 3-Layer NFR-Management Model

Global banks implement a three-layered protection system to
mitigate NFR:

% The Three Circles of NFR Protection

Circle @ Function 58 Key Responsibilities
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First Circle A Direct risk Detect & mitigate NFR at
(Frontline ownership — the the point of occurrence.
Operations) first line of
defense.
Second Circle = Set control Synchronize HR, finance,
(Compliance &  standards & risk, and compliance
Controls) ensure regulatory functions to prevent NFR.
adherence.
Third Circle @ Independent Conduct surprise audits,
(Audit & verification & risk compliance checks, and
Inspection) detection. forward-looking risk

assessments.

% Steps for Effective NFR Management

Step 1: Identify Risk Sources

@ Identify loopholes causing system failures — IT vulnerabilities,

process inefficiencies, compliance gaps.

Step 2: Strengthen Risk Defenses
@ Implement preventive measures in front-line operations to
minimize NFR incidents.
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Step 3: Align Internal Policies with Compliance Requirements

@ Ensure all policies & SOPs align with regulatory frameworks.

Step 4: Strengthen Internal Audit & Monitoring

@ Conduct frequent inspections & enforce compliance proactively.
Step 5: Continuous Improvement & Risk Adaptation

@ Regularly assess & update risk management strategies based on

past incidents.

s$$ 10.3.2 A Collection of Facilitating Factors
To effectively manage and mitigate Non-Financial Risk (NFR), four
fundamental principles must be followed:

1 Clarity in NFR Policy Understanding

s Why is this important?

¢ All employees must interpret the NFR policy in the same context
and emphasis across all operational levels.

¢ Any ambiguity will lead to confused actions and ineffective risk
mitigation & .

¢ Asingle, standardized risk taxonomy must be adopted across

the organization £4.

2 Focus on Risk Prevention (Technology-Driven Controls)
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s How to prevent risks effectively?

¢ Banks should use automated risk prevention tools to detect and
mitigate breaches in real-time.

¢ Every product, process, or personnel vulnerability should be

identified, and circuit-breakers should be placed.

¢ Examples of Automated NFR Prevention Mechanisms

Q Scenario % Prevention Mechanism

5 KYC Verification Auto-e-verification of KYC details with

1 UIDAI or Parivahan databases.

Website Security Automatic pop-up warnings A\ when
accessing unsecured (non-HTTPS)

websites.
Insufficient System-generated declines )¢ if
Balance Transactions  withdrawal exceeds balance.
& Cost Consideration:
¢ Automated risk monitoring can be expensive § .
¢ Banks must prioritize high-risk areas for advanced surveillance,

leaving routine checks to system-driven controls.

3 Comprehensive Analysis of NFR Management System

¢ For effective NFR control, banks must ensure:
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Aspect Requirement 5&

7 Unified Every unit, product, and process must align

Organizational with the bank’s mission, vision, and

Culture values.

= Standardized There should be one universal control

Control Framework culture — multiple control models may
cause conflicts.

Ll Single Lateral roles may exist, but the overall

Administrative structure should be pyramidical for

Hierarchy smooth decision-making.

@ Strong MIS All three NFR management circles should

System have equal access to real-time risk data.
¢ Key Insight:
¢ Banks must avoid fragmented control systems and ensure all

risk mitigation efforts flow smoothly across the organization.
%’ Building an Anti-NFR Culture

¢ A strong NFR mitigation system is ineffective unless supported
by:
v A risk-conscious corporate culture i .

v Senior leadership involvement ¥ .
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v Proactive staff training & awareness € .

v Incentives & penalties for risk behavior @ .

& How to build a strong NFR culture?

Action Expected Impact

© Awareness & ‘Employees understand the importance

Training of NFR and their role in risk mitigation.
& Incentive Schemes Encourage risk-conscious behavior and

compliance.

88 Strict Penalties Discourage reckless decision-making &
prevent fraud.

=1 NFRin Employee Make risk management a key part of

Appraisals performance evaluation.

& Senior Management When leaders prioritize NFR, the culture

as Role Models spreads across the bank.

z) Role of the Second Circle in NFR Mitigation

& The Compliance Team's Role:

@ Why is the second circle (Compliance) often misunderstood?
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¢ Control personnel are often seen as roadblocks %% instead of
facilitators.

¢ This perception arises from a lack of exposure to business
functions.

¢ Many compliance officers rise through control functions but
never experience frontline banking operations.

¢ Solution? Role Interchange & Job Rotation!

Interchange between Helps compliance officers

Business & Compliance Roles understand business challenges &
priorities.

& Job Rotation Improves risk awareness across

(Operations, Compliance, departments.

Audit)

© Mandatory Service in Ensures everyone understands NFR

Operations for All Employees  risks firsthand.
Mandatory Leave & Absence Policy

@ Why is this crucial?
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¢ Extended stay in one role increases risk of malpractice @ .

¢ Employees who stay too long in one department may find ways

to commit & conceal misconduct.

[§] Solution: Forced Leave Strategy

¢ Mandatory Annual Leave Policy

v Employees must take a minimum of 1-2 weeks of continuous
leave annually.

v During this time, they are denied access to office premises &
internal banking systems.

v Benefit: If misconduct exists, it will likely surface in their absence

$$ 10.4 Impact of Macroeconomic Factors on Non-Financial Risk

(NFR)
& How Economic Conditions Influence NFR?

During financially turbulent times -, the likelihood and severity of
NFR events such as fraud, processing errors, system failures, and
lawsuits increase significantly.

@ Key Challenge for Banks:
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Banks are struggling to identify explicit and implicit links between

NFR events and macroeconomic conditions.

These connections are often delayed, meaning an economic

downturn today may result in NFR losses years later.

~~ Boom & Bust Cycle: How NFR Evolves Over Time?

(8] Economic Cycles & NFR Risk Exposure

Economic

Condition

Boom Phase

%

Downturn

Phase A

Recession

Phase (e

Recovery

Phase

Banking Behavior ff  Resulting NFR Exposure A

Banks relax
regulations to
facilitate growth.
Banks realize their
liberal policies were
flawed.

Financial stress on
individuals &
businesses.

Banks strengthen

compliance &

controls.

@ Higher fraud risk due to

weakened scrutiny.

@ Increased fraud
detections & system
failures.

@® WMore internal &
external frauds due to
financial desperation.

@ NFR events stabilize as
regulations become

stricter.
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¢ Types of NFR & Their Connection to Economic Conditions

NFR Type A

Internal Fraud

i

External Fraud

Q

Client/Product
Risk S

Execution &

Processing Risk

Description %

Fraud committed by
bank employees (e.g.,
misappropriation of

funds).

Fraud committed by
third parties (e.g.,
identity theft, cyber
fraud).

Losses due to
negligence in fulfilling

customer obligations.

Losses due to
operational failures in

transactions.

Link to Macroeconomic
Conditions?

Strong correlation
— More frauds occur

post-recession when

stress increases.

High correlation —
Economic downturns
increase fraudulent

activities.

Moderate
correlation — Weak
economies expose

product flaws.

Moderate
correlation — High
workload during
economic booms

increases errors.
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Workplace Risks related to A Limited correlation —
Safety & HR employee safety and Economic conditions
Risks |, employment disputes.  have minor impact.

Physical Asset Losses due to natural Y No correlation —

Damage ® disasters or accidents.  |ndependent of

economic cycles.
System Failures Technology & IT- X No correlation —

& Disruptions related failures in Generally, these occur

Y banking systems. randomly.

~ Frauds, product failures, and operational errors are strongly
influenced by economic conditions, while system failures and

physical asset risks remain independent.
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