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Corporate Vision

To be the BEST BANK for OUR CLIENTS by
providing them the BEST SERVICE in the

MOST EFFICIENT way

Corporate Mission

Going far beyond the call of service,

doing more than the clients expect - this is
what UCPB is all about. At UCPB, we look at the
smallest detail, go the extra mile and maintain

the highest standards.



Message from the Chairman

Charting

A New
Course

For UCPB

Dear Stockholders:

UCPB marked its 40th year anniversary in 2003 with a remarkable display of
character. It was an exceptional period for your bank in terms of the challenges it
confronted during the year and the resolve with which it faced up to the trials — and
overcame them.

The year began inauspiciously. While some of our peers in the industry beefed up
their capital to address the rising level of non-performing assets, efforts to raise ours
were caught in legal issues related to the 1986 government sequestration of certain
shareholdings in your bank.

Constrained by these legal issues from taking the normal corporate avenues for
building our equity base, we took a non-traditional route: we approached government for
assistance in the form of a long-term recapitalization program.

The move was patterned after the approach adopted by the World Bank to
successfully recapitalize state-owned and state-controlled banking institutions in the
Baltic countries.

In July, after months of talks and the requisite due diligence, the Philippine Deposit
Insurance Corp. (PDIC) and UCPB signed a Financial Assistance Agreement (FAA) to
jumpstart the bank’s recapitalization program. The PDIC financial assistance package
comprised of P20 billion in the form of P8 billion in direct purchase of our non-performing
loans (NPL) at face value, P5 billion in purchase of NPL with buyback at the end of 10
years and P7 billion in Tier 2 capital. In addition, PDIC granted a P10 billion short-term
liquidity facility due in September 2004 of which amount, P7.5 billion were drawn and
as of this writing P2 billion have already been prepaid.

Immediately, the P8.0-billion purchase of our NPL at face value allowed us to recover
P7.0 billion of loan loss provisions contributing to the P11.96 billion of Other Income.

In addition, UCPB also equitized the income generated by its affiliates, namely,
Legaspi Oil Co., Inc., Southern Luzon Coconut Oil Mills, Inc., San Pablo Manufacturing
Corp. and Granexport Manufacturing Corp. where it has equity investments equivalent
to 17.5%, 17.48%, 12.77% and 2.84% ownership of these companies respectively. The
equitized income of the affiliates amounting to P3.4 billion was reflected in your bank’s
capital accounts.



Also in July, the Sandiganbayan issued a ruling declaring the sequestered shares to
be government owned. While not yet final and executory, the ruling nonetheless sends
a very positive signal that the ownership issue, which has been under litigation for the
past 17 years, is one step closer to a permanent resolution.

By the close of the year, your bank had regained its momentum and was firmly
moving forward to get back on the growth track.

Consolidated net income after tax of UCPB and subsidiaries reached P5.04 billion at
the end of 2003, a dramatic turnaround from the P3.31-billion loss in 2002. Total capital
funds rose sharply to P6.67 billion from P1.53 billion. Total resources also increased
to P103.77 billion from the previous year’s P101.40 billion. Total deposits, which had
fallen 26% prior to PDIC’s entry, recovered strongly to end at P66.78 billion, lower only
by 20% from the P83.55 billion a year ago.

Clearly, we have regained the public’s confidence, and in its wake, a new groundswell
of support for your bank from clients.

To build on these gains, we are charting a new course for UCPB, one that takes
into consideration the lessons from the recent past and harnesses your bank’s inherent
competitive strengths.

UCPB has always been known for its exceptional customer service. It also has a
strong national franchise. We intend to fully tap these key attributes of your bank as we
move forward.

As a first step, we recast your bank’s corporate vision to make it clear to the entire
organization that future growth lies in meeting our customers’ needs. The corporate vision
now reads: “To be the Best Bank for Our Clients by providing them the Best Service in
the Most Efficient Way.”

To leverage our franchise, we will increase our focus on consumers and middle market
companies, which will now be our primary target markets. We have always had a strong
presence in these markets owing to our extensive branch network.

As UCPB moves forward, the Board of Directors is confident that the new management
team at the helm of your bank will steer it unerringly on this new course.

As we prepare to cast off towards a new direction for UCPB, let me acknowledge
and express the Board’s gratitude to individuals who made key contributions to your
bank in 2003.

We would like to recognize the effort of our former chairman and my immediate
predecessor, Edward S. Go, who worked tirelessly to put together the PDIC FAA.

We are especially grateful to our clients who stood by your bank through the most
difficult period in its history. Their continued support and patronage inspire us to give
them the best product offering and customer service in the industry.

Our over 3,000 associates certainly played a stellar role during the year, and deserve
special mention. Their professionalism, loyalty to UCPB, and dedication to create value
for our clients are a great source of strength for your bank today and moving forward.

And finally, we would like to thank you, our stockholders, for continuing to place
your trust in us.

VA

DEOGRACIAS N. VISTAN
Chairman



Message from the President and CEO

Building a
Roadmap
to the
Future

Dear Stockholders:

The year 2003 was a defining year for UCPB. Faced with one of the most difficult
situations in its 40-year history, your bank demonstrated extraordinary poise and resilience
to emerge from the experience with renewed vigor and confidence.

UCPB is once again well positioned for growth. Our capital position has been greatly
strengthened by the Financial Assistance Agreement with the Philippine Deposit Insurance
Corp. (PDIC). Having put the serious challenges in 2003 behind us, we can now give our
undivided attention to becoming the best bank for our clients as contemplated by our
new corporate vision.

UCPB'’s new vision anchors future growth on serving our clients even more effectively
and efficiently. It directs us to understand the needs of our clients and meet them better
than our competitors — both in terms of quality and cost.

To get your bank moving in this direction, we formulated a 10-year Business Plan.
Completed in 2003, the Plan was approved in its entirety by the PDIC early this year. The
Plan is UCPB’s roadmap to the future. It pinpoints the target markets where we can fully
leverage our main strengths, which are excellent customer service and a strong national
franchise. It also sets out new strategies for growing our business in these markets.

In preparation for the full rollout of the Plan, we retooled the organizational structure
in the middle of 2003. The new set-up functionally separated the “Good Bank” from
the “Remedial Bank,” thus, further sharpening our focus on the clients. Under our new
set-up, the “Good Bank” will grow the business, while the “Remedial Bank™ will reduce
non-performing assets (NPA) through the sale of real and other properties owned or
acquired (ROPOA) and diligent collection of non-performing loans (NPL). In this way,
we can simultaneously attend to the urgent tasks of generating revenues and managing
the NPA with greater focus, equal importance and sense of urgency.

The “Good Bank” consists of all the marketing units of UCPB, which we organized
into four business groups, namely, Consumer Banking Group, Branch Banking Group,
Corporate and Investment Banking Group and Treasury Group. Reporting to the Chief
Operating Officer, the business groups of the “Good Bank” will devote their full time to
acquiring new clients and growing the relationships with existing ones.



To enable these units to spend more time in getting to know their clients and serving
their needs, we spun off their administrative and operations functions to the other
business groups. The processing of transactions was centralized with the Operations
Group, and all the other administrative and support services functions with the Support
Services Group.

On the other hand, the “Remedial Bank” was housed within the Credit and Supervision
Group (CSG). Apart from implementing our NPA reduction strategy, the CSG was also
mandated to streamline, standardize, and enhance controls of the credit processes of
your bank and its subsidiaries. In addition, the CSG was tasked to independently evaluate
all loan proposals to ensure adherence with the recently established credit standards
of your bank.

The clear demarcation of the marketing, credit, operations and support services
functions will not only institutionalize better controls but also promote specialization
among our associates. Given this thrust towards building expertise along the bank’s
core functions, the Human Resources Group will develop training programs to ensure
that the required skills, especially selling and technology skills, are available across the
organization.

Our new organizational structure realigns the 17 bank divisions and UCPB’s financial
subsidiaries into eight business groups. This eliminates functional overlaps and contributes
to a more efficient delivery of customer service. At the same time it enhances synergy
throughout the organization making it possible for clients to seamlessly access all their
financial needs.

This early, the retooling of the organization is starting to yield the desired results.
The elimination of functional overlaps, for instance, enabled us to prune down manpower
complement by 14% at the end of 2003 without affecting the quality of customer service.
Mainly as a result of this and the other cost management initiatives that have been put
in place, we expect to achieve annual cost savings exceeding P250 million this year.

On the other hand, the improvement in market focus enhanced business development
efforts. Total deposits of your bank increased by 11% in the last quarter of 2003, and
grew by another 10.7% in the first quarter of 2004. Our deposit growth in the first quarter
of 2004 was the highest in the sector during the period.

Our consumer banking business also posted healthy growth. Mortgage loan bookings,
for example, increased 385% in the first three months of 2004 to P275.8 million from
P60.2 million a year ago.

Pursuant to the Plan, our primary target markets going forward will be the consumer
and middle markets where we already have a strong foothold since most of the clients
of our branches belong to these segments. These markets offer high margins and low
risks for your bank.

Using our 212 branches, which include the 18 branches of UCPB Savings Bank
and the 16 branches of UCPB Rural Bank, as the main delivery platform for our banking
products, we will expand the current single product clients into high value multi-product
relationships. The goodwill that this will create for our clients will be enormous and the
resulting revenue lift geometrical.

This is the same strategy that we will adopt in the corporate market. While we do
not intend to aggressively grow our corporate loan portfolio in the near term, we will
however continue to broaden relationships with our existing clients by cross selling to
them the investment, deposit, consumer and the other value-added services of the other
business groups.

A particularly important value-added service offering is UCPB’s strong electronic
banking capabilities consisting of Internet banking, telephone banking and ATM facilities.
In 2003, the value of transactions on our Internet and telephone banking facilities
reached P5 billion, up 61% from the previous year’s level. During the same period, the
number of transactions processed by our ATM network increased 12% to 19 million
from 17 million.



UCPB’s ATM service is widely considered as one of the most reliable in the industry.
Five of the top ten and 25 of the top 50 Megalink offsite ATMs last year were UCPB ATMs.
This earned for your bank a citation for “Most Successful Deployment of Offsite ATM in
2003” from Megalink, the leading ATM consortium in the country.

To fully harness the growth potentials in transactional and electronic banking,
we formed a separate Transactional Banking Division last year. The unit will focus on
developing new information technology and Internet-based cash management and
trade products that we can make available to our clients through our electronic banking
channels.

By utilizing our electronic banking channels to deliver a wider range of cash
management and trade services, we can grow fee-based revenues from corporate,
institutional and the retail markets, and expand deposit relationships with these
segments.

Efforts to dispose our ROPOA are also proceeding very well. In 2004, a big portion
of our ROPOA amounting to about P15 billion will be sold utilizing the Special Purpose
Vehicle (SPV) Law. By selling these NPA, we will be able to minimize the earnings drag
since funds from the sale proceeds will be redeployed in earning assets such as consumer
and middle market loans.

UCPB has equity investments in four coconut oil mills, which own 14 holding
companies that own a little over 25% of the shares of stock of San Miguel Corporation.
Since these investments are not part of UCPB’s core banking business, we intend to
complete divestment in these coconut oil mills in the latter part of 2004. Based on
current valuation, the sale of these investments is expected to yield about P6.0 billion
in capital gains.

As your bank moves aggressively to grow its business, reduce NPA and exit
non-strategic investment, it is also undertaking parallel efforts to manage costs by
implementing measures to increase organizational efficiency, improve productivity,
enhance revenues and reduce expenses.

In 2004, we will make major investments in information technology especially in new
core banking solutions and front-end delivery systems to fully automate our backroom
processes and centralize most of our branch operations. We will adopt the Straight
Through Processing (STP) concept to minimize manual handling of transactions from
beginning to end. Once in place, the new core banking solutions will allow us to create
a better client information system that we can use to further enhance management
information processes and improve customer service in the most cost efficient way.

Indeed, your bank’s future prospects look very promising. We have a clear vision
of who are clients are. We understand their business needs, know the products they will
require from us and how best to deliver them. We also have a concrete plan of action
and a timetable to put this into motion. With the steps we have taken in 2003, we are
confident that we can execute well.

In closing, | would like to express my gratitude to my fellow UCPB associates who
responded well to the challenges during the year, to my fellow members in the Board of
Directors for their valued counsel and guidance, to our clients who stood by us, and to
you, our stockholders for your continued confidence and support.

ke
JOSE L. QUERUBIN
President and CEO



"Speed, flexibility and a spirit for
success. With UCPB on my team,
| know I'll always have an edge
against the competition."
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Management’s Discussion

CHANGES IN ORGANIZATIONAL STRUCTURE

UCPB undertook a major organizational restructuring in 2003. The principal objectives
of the restructuring were:

1. toenhance synergy by putting together under one group the divisions and units
that perform similar or related functions;

2. to improve work and cost efficiency by centralizing functions that used to be
duplicated across the different divisios and units; and

3. to institutionalize better controls and promote functional specialization by
separating the marketing functions, credit processing functions, operations
functions and support functions.

Prior to the restructuring, the bank had 17 divisions and four financial subsidiaries
that operated semi-independently of each other. These divisions were reorganized into
eight business groups along the lines of the bank’s core businesses and key banking
functions.

All revenue generating units were placed under the supervision of the Chief Operating
Officer (COO0). These include the following groups:

Consumer Banking Group. The Consumer Banking Group (CBG) handles all the banking
needs of the consumer market segment. Leveraging UCPB’s expertise in consumer
finance, CBG will build a high-return, risk acceptable consumer loan portfolio consistent
with the bank’s renewed focus on the consumer market by creating products that satisfy
the needs of this important market segment.

Corporate and Investment Banking Group. The Corporate and Investment Banking Group
(CIBG) is responsible for the bank’s corporate and institutional clients. CIBG is composed
of the Corporate Banking Division (CBD) and the Investment Banking Division (IBD). CBD
manages the Bank’s relationships with this market segment. It has primary responsibility
for providing credit products and delivering transactional banking, trade finance, foreign
exchange and trust banking solutions to this client base. IBD focuses on delivering the
Bank’s financial advisory and capital markets expertise to its corporate clients. CIBG
also oversees the bank’s equity brokerage business through UCPB Securities, Inc. and
the lease financing business through UCPB Leasing and Finance Corp.

Treasury Group. The Treasury Group (TG) manages the Bank’s assets and liabilities.
Working with the Asset and Liability Committee (ALCO), TG recommends the pricing
strategy for deposits and loans to ensure that the deposit-taking units can offer competitive
yields to generate the funding requirements of the bank and the lending units can offer
rates that will attract the targeted borrowers. In addition, TG manages the regulatory
reserve requirements of the bank as well as ensure its liquidity position. TG also trades
in fixed income securities as well as foreign exchange.

Branch Banking Group. The Branch Banking Group (BBG) is the platform for the delivery
of the bank’s products to the consumer and middle market client segment. In addition
to UCPB’s 178 branches, the BBG functionally supervises the branch network of UCPB
Savings Bank (USB) with 18 branches and UCPB Rural Bank (URB) with 16 branches.
BBG’s primary tasks are to generate deposits and to cross sell and distribute all the
bank’s products and services, as allowed by regulation, to the consumer and middle
market clients.

All of the bank’s non-performing assets were placed under the supervision of the Chief
Credit Officer (CCO). The management of these assets and of the credit process of the
bank are housed within the:



Credit and Supervision Group. The Credit and Supervision Group (CSG) performs
three main tasks. One is to develop and implement the Bank’s non-performing asset
reduction strategy, which covers the disposal of real and other properties owned
or acquired (ROPOA) and collection of non-performing loans. The second task is
to independently evaluate all loan proposals from the marketing units to ensure
adherence with the recently established credit standards of the bank. And the third
task is to streamline, standardize and enhance controls in the credit processes of
the bank and its subsidiaries.

The functional units of the bank which had been duplicated across different divisions
and subsidiaries prior to the reorganization are now centralized under the following
groups:

Operations Group. The Operations Group (OG) handles the processing of the
transactions of all the business groups. To ensure efficient backroom support for
these groups and strict compliance with internal control and regulatory requirements,
OG will review, update and standardize operating policies and procedures. The group
also oversees the backroom operations of all the bank’s subsidiaries such as USB,
URB, UCPB Securities and UCPB Leasing and Finance Corp.

Support Services Group. The Support Services Group (SSG) handles all the support
services functions including comptrollership, management information, supply
and facilities management, information technology, corporate planning and the
development of new transactional and electronic banking products. SSG also
leads the bank’s cost management initiatives, which cover organizational efficiency,
productivity improvement, revenue enhancement and expense reduction. All the other
subsidiaries of UCPB will, subject to Bangko Sentral ng Pilipinas (BSP) approval,
outsource all of their support services to SSG.

Human Resources Group. The Human Resources Group (HRG) leads the manpower
rationalization initiative of UCPB and its subsidiaries. It aims to ensure that all units
can cope with the expected growth in business volume by undertaking continued
assessment of the manpower needs and skills level available within the organization.
HRG will also develop training programs to equip the associates with the appropriate
expertise and motivation to provide clients with excellent customer service. Its
mandate is to provide UCPB and its subsidiaries highly motivated associates through
selective hiring, continuous training and developing performance measurement tools
to reward excellent performers. This will create an environment of professionalism
and an institution that pays for performance.

Underscoring the premier role that the client plays in UCPB’s business strategy, a
new unit reporting to the Office of the President and Chief Executive Officer (CEO)
was created: the Customer Quality Management Division (CQMD)..

CQMD will provide immediate response to clients’ inquiries, complaints and requests
for assistance through a dedicated Customer Relations Center. Using surveys and
mystery client programs, CQMD will also monitor customer satisfaction levels and
service gaps. The different bank units will use the data generated through these
research tools in their service improvement efforts.

In accordance with the accepted corporate governance practices, Internal Audit
Division, Trust Banking Division and the Risk Management Unit were placed under
the following Board committees: Audit Committee, Trust Committee and Risk
Management Committee respectively.

To ensure and enhance the proper coordination and teamwork within the new
organizational structure, the CEO has created his Leadership Team, which counts
as members the eight group heads. The Leadership Team meets once a week to
discuss policy matters.



CORPORATE GOVERNANCE

UCPB adheres to the principles of corporate governance where corporate fairness,
accountability, competency and transparency are inherent practices. It believes that
corporate governance makes good business sense and that it is an essential factor to
its business turnaround and success.

Pursuant to the regulatory mandates, the Board of Directors approved UCPB’s
corporate governance program and its implementing manual in August 2002. This was
subsequently submitted to the Securities and Exchange Commission and the Bangko
Sentral ng Pilipinas (BSP). Also, in compliance with regulations, the Bank undertook,
a self-assessment on its corporate governance practices and, based on this test, it was
determined that the Bank adheres to at least the minimum best practices in corporate
governance. The Bank’s self-rating consisted of the following areas:

» Board of Directors
The Board’s independence in the performance of its duties was assessed as well
as the existence of certain Board Committees and their corresponding roles.

¢ Management
Assessment on whether the Bank has a comprehensive Code of Conduct for
officers establishing policies covering budgeting, performance monitoring and
management issues from punctuality to conflicts of interests. The roles of
management in planning, reporting and disclosures were also reviewed.

* Organizational and Procedural Controls
The presence of required board of committees such as nomination and
compensation committees; the role of the corporate secretary was also assessed
in relation to the minimum standards set by regulators.

* Independent Audit Mechanism
Assessment of the role of audit committee and internal auditor and their
relationship with external auditors.

» Disclosure and Transparency
Assestment of the Bank’s policies on proper disclosure.

* Compliance Systems and Others
Assessment of the role of the compliance officer, function, compliance procedures,
training of bank personnel, and communicating information necessary to make
the Bank personnel aware of existing regulations.

Based on the assessment of these various areas, the Bank believes that it has complied
with the minimum best practices of corporate governance.

So far the Bank has already trained about 60 Bank Directors and members of Senior
Management in corporate governance and risk management. Going forward, the Bank
is committed to build the capability of all associates at all levels. The Bank is also in
the process of tailor fitting its manual on Corporate Governance to the Bank’s corporate
values.

Corporate Governance Programs

The Bank’s corporate governance program covers not only the Board of Directors but
Senior Management, other officers and staff as well. In the case of the Board of Directors,
the corporate governance program will include a code of conduct, the definition of various
committees required in order for the members of the Board of Directors to perform their
respective duties and the specific charters of each committee. Another important factor
of good governance is the Board of Directors’ self-assessment system in which the Board
members themselves would have to check their performance against standards.



For Senior Management, non-senior officers and non-officers, the corporate governance
program consists of a Code of Ethics, which will include policies on conflicts of interests,
work decorum, sanctions and penalties for violations, etc. The program will also include
a definition of roles and responsibilities for compliance.

Corporate Governance System

Policies and Procedures

UCPB'’s corporate governance system is integrated into the various internal policies and
procedures of the bank. The system covers policies and procedures where principles
of corporate fairness, accountability and transparency are basic factors. These policies
cover a wide range from customer services, product development, approvals and internal
controls.

Compliance Program

UCPB has an active and functioning compliance system that is in conformity with the
requirement of the BSP and industry’s best practices. A key function is to make all UCPB
associates aware of the relevant rules and regulations that control banking services
and products. UCPB has a database of all current policies and regulations of all the
regulators and all the rules pertaining to banking and related businesses. The Bank’s
aim in establishing the database is to ensure that all Bank associates would always know
and be aware of the rules by which they can do their business.

Another corporate governance program running at the Bank is the Anti-Money Laundering
system. The Philippine program requires an inter-relationship between the regulator
represented by the Bangko Sentral ng Pilipinas, the Bank as a covered institution and
the Anti-Money Laundering Council (AMLC).

As a covered institution, UCPB strictly adheres to the reporting requirements on covered
transactions and suspicious transactions as provided for in the AMLA and its implementing
rules and regulations.

In compliance with the Anti-Money Laundering program, the Bank has put in place an
anti-money laundering (AML) compliance desk, which is managed by compliance officers,
responsible for policy and program implementation.

Led by the AML compliance desk, the Bank introduced policies in anti-money laundering
which covers the “Know Your Customer” policy, now known as the Customer Due Diligence.
The Bank also has an account opening policy as well as a new customer information sheet
and an account information form, which cover all the requirements of what to know and
how to conduct a due diligence of Bank customers. Furthermore, the Bank has policies
on the monitoring of accounts, reporting and accountabilities.

To further improve its current anti-money laundering systems, the Bank has automated
its current reporting system; likewise, regular training modules on anti-money laundering
are conducted across the institution.

Current Bank systems on anti-money laundering are regularly monitored through on site
assessment of front liners to check on whether the policies are being implemented and
how effective the policies are.

Ways to Promote Sound Banking Practices

To concretize Bank’s efforts towards good governance, Senior Management has
implemented specific policies to correct potentially unsafe banking practices, foremost



of which is the separation of credit from marketing functions and the segregation of
operations functions from all the Bank’s business units. These enhance the check and
balance of functions in the bank. In addition, associates will be able to focus on what
they do best while at the same time enhancing efficiency, productivity and controls in
doing business decisions and transactions.

Reinforcing the reorganization is the Bank’s commitment in training its associates to
instill the discipline of keeping the interests of the business at the forefront of any
undertaking.

The Bank focuses on an audit system with the end-view of mitigation of risks rather than
merely on enforcing conformity with internal control procedures. Towards this end, the
Bank is working to empower compliance and risk management to achieve their mandate
and create an awareness of these key functions across the organization. By doing so, the
Bank will take its first step in transforming itself to a premier banking institution built
on meritocracy and professionalism.

With the principles of fairness, accountability, competency and transparency, the Bank
hopes its corporate governance system will create good corporate culture that will ensure
success in the attainment of its objectives.

RISK MANAGEMENT STRATEGIES

Cognizant of the integral role risk management plays in the Bank’s operations, the
Bank has put in place organizational infrastructures, policies, systems and processes
to effectively manage risks that arise in the normal course of business.

At present, the Bank’s risk management strategy is anchored on two principles:
1. Strict compliance with all the requirements under existing statutes and with
all prudential limits set by the Bangko Sentral ng Pilipinas; and
2. Development within the organization of a risk/return consciousness that focuses
on preserving capital and ensuring adequate return on capital.
From these principles, the Bank established its short- and long-term objectives on risk

management:

Short-Term Objectives

1. Identify, measure, monitor and control risks (credit, market & operations)
inherent in the Bank’s activities.

2. Disseminate the risk management framework, risk and control infrastructure
and risk policies throughout the organization.

3. Institutionalize the risk management framework, risk and control infrastructure
and risk policies throughout the organization.

Long-Term Objectives

1. Compliance with Internal Risk-Based Approach of BASEL Il (The New Basel
Capital Accord) for market, credit and operations risks.



Risk Management Structure

The Bank’s commitment to these objectives resulted in the establishment of the Risk
Management Unit (RMU). On a continuing basis, the RMU performs risk/return analysis
aimed at examining the Bank’s risk in more detail, managing these risks in a more
proactive fashion, and knitting together all existing risk management structures into a
more comprehensive and more coordinated risk management infrastructure covering
the entire Bank.

The RMU reports to the Risk Management Committee (RMC), a board committee. Acting on
the recommendations of the RMU, the RMC is responsible for the creation and oversight of
the Bank’s corporate risk policy and is actively involved in planning, approving, reviewing
and assessing all risks in the Bank’s organization.

The Bank also has in place an authorization structure that defines and sets limits on the
type and value of transactions that each officer position can approve. The Bank’s Board
of Directors approves the authorization structure. The Bank’s Internal Audit Division
examines and reviews individual units and their transactions to determine conformity or
non-conformity with existing bank policies and to recommend corrective actions when
necessary.

Risk Management Process

Risk oversight begins with the Bank’s Board of Directors, which approves the risk
management policies and key limits for the Bank’s risk-taking activities and delegates
the implementation of day to day oversight to the RMC and senior management.

The Bank is working towards setting up a strong enterprise-wide risk management culture,
which would provide the foundation for the Bank’s risk management program.

Risk Areas Covered

Market Risk Management

Trading portfolios are exposed to market risk because the values of trading positions
are sensitive to changes in market prices and rates. Investment and A/L portfolios are
affected by market risk because the revenues derived from these activities, such as
securities gains and losses and net interest income are sensitive to changes in interest
rates. In particular, the Bank faces market risks in the form of:

1. Currency risks, which arise from fluctuations in the prices of currencies; and

2. Interest rate risks, which refer to the possible impact on the Bank’s financial
results of the changes in interest rates that may affect the spread earned
between yields on interest-earning assets and the cost of interest-bearing
liabilities.

Market risks are controlled/limited on a daily basis by the risk control and compliance,
which functions independently from the business units. To manage market risks, the Bank
has risk controls for its four main trading desks: USD/PhP, PhP Government Securities,
USD Government Securities, USD/Third Currency.

Liquidity Risk Management

Liquidity risk refers to the risk of the Bank being unable to make timely payments on any
of its financial obligations to customers or counterparties in any currency. Since liquidity



risk arises from the general funding of the Bank’s activities and from the management of
its assets, liquidity needs to be managed in such a way that will enable the Bank to meet
known and unanticipated cash funding needs. The Bank closely monitors the current and
prospective maturity structure of its assets and liabilities and market conditions to guide
pricing and asset/liability allocation strategies for its liquidity risk management.

To manage liquidity risks, the Bank currently has in place daily and weekly reports to
monitor assets and liabilities and cumulative outflows and gapping. On an annual basis,
the Bank also has contingency planning for managing liquidity risks. These methodologies
enable the Bank to perform risk analysis on individual products, group of products or
on an aggregate portfolio basis.

Credit Risk Management

Credit risk pertains mainly to the potential loss that the Bank faces should borrowers
fail to settle their loan obligations when these fall due. To manage this risk, the Bank
implements a stringent process prior to the grant of a loan. The screening process is
directed by the senior officers of the Bank’s Credit Processing Division. The process
establishes the creditworthiness of the individual loan applicant based on best credit
practices, and takes into consideration the current business condition and medium-term
potentials of the industry in which the loan applicant operates in.

On a continuing basis, the Bank’s Chief Credit Officer conducts a credit review of existing
loan accounts to assess their performance and to determine which account will be
retained, expanded or phased out. A similar but separate and independent review of the
loan portfolio is also conducted by the Portfolio Quality Review unit of the Strategic and
Planning Analysis Division.

As a matter of policy, the Bank seeks to maintain a portfolio that is diversified across
industries with bright growth potentials.

Operations Risk Management

Operational risks refer to the possible impact on the Bank’s financial results of problems
related to service or product delivery. Currently, the Bank has an existing system of internal
controls, the enforcement of which effectively manages operations risks.

Control activities engaged in by various units of the Bank include:
1. top level reviews made by senior management committees;
2. detailed periodic performance and exception reports to individual senior
officers;
physical controls such as restricted access;
enforcement of exposure limits;
a system of approvals and authorizations; and
a system of verifications and reconciliations.
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