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	Abstract: Banks Financial Risks have been the subject of thorough investigations for long time. After the financial sudden failure in Asia during the nineties, bank risk assessment and control methods had to be re-examined and redefined to set the rules to prevent the repetition of such failures.

In the knowledge based economies additional risks can be seen. Risks in financing new technologies and inventions are higher than in financing known technologies. In exchange in the mean time methods of analysis and detection became more methodical.
The main aim of this paper is to identify major risks in banks, with a special attention to credit risk and credit risk management. The focus on credit risk and credit risk management is done through identifying different approaches for measuring credit risk, illustrating the different ways of mitigating this risk, and the methods for assessing, monitoring, and controlling it. 


Introduction:
    The past decades has witnessed dramatic losses in the banking industry resulting from the inability of many firms to pay back their due debts. Many banks all over the world failed to correctly estimate the true abilities of their clients. They over estimated their client's assets and under estimated their liabilities. Banks were unable to correctly identify key risks they were confronting, and the way of managing these risks.

   According to the commercial dictionary Risk means the uncertainty that an asset will earn an expected rate of return, or that a loss may occur. (
)
   In other words it is the probability that the outcome of an action or event could result in adverse impacts. These outcomes could either result in a direct loss of earnings, capital, or may result in imposing constraints on the bank's ability to meet its business objectives.  

  The term risk management is defined as a set of services, rather than a specific product, aimed at controlling financing risks, including credit risk, and interest rate risk, through hedging devices, financial features, and interest rate caps. The aim is to control corporate funding costs, budget interest rate expense, and limit exposure to interest rate fluctuations. (
)
     Risk management depends on identifying key risks, measuring these risks, monitoring and controlling risks to ensure that:          

a) The organization's risk exposure is within the limits established by board of directors.

b) Risk taking decisions are in line with the business strategy and objectives.

c) The expected payoffs compensate for the risks taken.

d) Risk taking decisions are explicit and clear.

e) Sufficient capital is available to take a particular risk. (
)
    The main aim of risk management is to optimize the risk reward trade off. 
Managers in different hierarchy levels are responsible for risk management. For example, managers at the strategic level which includes senior management and board of director are responsible for defining risks, formulating strategies and policies for managing risks. They are also responsible for establishing adequate systems and controls to ensure that overall risk remain within acceptable level. In addition they should ensure that the reward compensate for the risk taken. 
The responsibility of managers in the macro level which includes risk management within a business area or across business lines includes implementing the credit risk strategy and developing procedures for identifying, monitoring and measuring credit risk. Generally the risk management activities performed by middle management or units devoted to risk reviews fall into this category. 

Managers in the micro level are confined to following operational procedures and guideline set by management (
). Their work involves "on- the-line" risk management where risks are actually created. This is the risk management activities performed by individuals who take risk on organization's behalf such as front office and loan origination functions. 
Key Risks in Banks:

1- Credit risk: The risk of economic loss from the failure of counterparty to perform physically or financially according to the terms and conditions of a contact or agreement. Credit risk exists in all activities that depend on the performance of issuer, customer or counterparties and in virtually all capital markets and trading activities (
). 

In other words it is potential that a bank borrower or counterparty will fail to meet its obligations in accordance with agreed terms (
). There are several sources of credit risk in banks like loans, acceptance, inter-bank transactions, trade financing, foreign exchange transactions, financial futures, swaps, bonds, equities, options, the extension of commitment and guarantee, and the settlement of transaction. Loans are the largest source of credit risk. 

There are two main types of credit risks:
a - Default/Counterparty Credit Risk: The risk that the counterparty to a transaction or contract defaults or fails to perform according to the terms and conditions of the underlying agreement. Counterparty risk arises from the failure of a counterparty to perform on a contract or agreement prior to settlement of the transaction. (
) 

The following may be used to define default: 'Any failure or delay in paying the principle and/or the interest'. In this case, creditors are likely to suffer a loss if they cannot recover the total amount due to them under the contract.

b - Credit Worthiness Risk: This is defined as the risk that the perceived creditworthiness of the borrower or the counterparty might deteriorate, without default being a certainty.

Credit Risk = Exposure X Probability of Default X (1- Recovery Rate) (
)
2 - Liquidity risk: The risk to a bank's earnings and capital arising from its inability to timely meet obligations when they come due without incurring unacceptable loss. Although liquidity risk dynamics vary according to a bank's funding market, and balance sheet. The most common signs of possible liquidity problems include rising funding costs, requests for collateral, a rating downgrade decreases in credit lines and a reduction in the availability of long term funding.(
)  

3 - Operational risk: The Risk of monetary losses resulting from inadequate or failed internal processes, people, and systems or from external events. Losses from external events, such as natural disaster that damages a firm's physical assets or electrical or telecommunication failures that disrupt business, are relatively easier to define than losses from internal problems, such as employee fraud and product flows. Because the risk from internal problems will be closely to a bank's specific products and business lines, they should be more firm specific than the risks due to external events. (
)(
)(
)    
4 - Market or Systematic Risk: The risk of change in net asset value due to changes in underlying economic factors such as interest rate, and exchange rates. (
)
 a - Interest rate risk: The risk that changes in interest rate will adversely affect income and capital. Such risk is an inherent part of banking because banks typically originate loans with longer maturities than the deposits they accept. This maturity mismatch between loans and deposits compresses the net interest margin (NIM)-the spread between loan rate and deposit rate-when interest rates rise because interest rates on deposits adjust more quickly than interest rate on loans. Further, when interest rate rise, the economic value of long term investments (assets) fall by more than the economic value of shorter –term instruments (liabilities), reducing the bank's capital.(
)      
b - Exchange rate risk: The risk that a bank may suffer losses as a result of adverse exchange rate movements during a period in which it has an open position, either spot or forward, or a combination of the two, in an individual foreign currency. The banks are also exposed to interest rate risk, which arises from the maturity mismatching of foreign currency positions. Even in cases where spot and forward positions in individual currencies are balanced, the maturity pattern of forward transactions may produce mismatches. As a result, banks may suffer losses as a result of changes in premia/discounts of the currencies concerned.
5 - Country risk: The risk that economic, social, and political conditions and events in a foreign country will adversely affect an institution's financial interest. In addition to the adverse effect that deteriorating economic conditions and political and social unrest may have on the rate of default by obligors in a country, country risk includes the possibility of nationalization or expropriation of assets, government repudiation of external indebtedness, exchange controls*, and currency depreciation or devaluation.(
)(
) 
Credit Risk Management:

  The main objective of the credit risk management process is to reduce the risk of loan loss if a customer fails to perform according to the terms of a transaction. (
)  In addition, the objectives include the increase of the rewards with the increased level of risk. 

In order to minimize loan losses, banks shall identify, measure, and control credit risk. In order to do that, banks, with the approval of the board of directors, shall:

1- Develop lending strategy

2- Develop policies on lending interest rate and loan amount.

3- Develop loan approval and administration procedures.

4- Determine the necessary documentation required for loan granting and management.

5- Determine follow up procedures for loan performance, problem loans, revaluation of guarantees or collateral appraisals and evaluation of the adequacy of provision for potential loan losses.

6- Determining prudent procedures for evaluation of assets quality, calculation of provision for potential losses from asset devaluation, as well as evaluation of their adequacy.

7- Determine procedures for risk management for the entire loan portfolio and for each client, considering also the ratio of credit risk to other risks. 

The management of credit risk poses a number of specific challenges, which are less relevant in market risk. 

1- Lack of public information on credit quality, which might lead to adverse selection problems.

2-Scarcity of reliable data and most relevant data are private.

3- Loss distributions are typically strongly skewed with long upper tail, leading to "Frequently small gains and occasional large losses".(
) 

Measures to Overcome the Credit Risk Challenges
According to Basel 2 principles for the assessment of bank's management of credit risk (
) banks should:

a - Establish an appropriate credit risk environment:

· The board of directors should have the responsibility of approving and periodically reviewing the credit risk strategy and significant credit risk policies of the bank. The strategy should reflect the bank's tolerance for risk and the level of profitability the bank expects to achieve for incurring various credit risks.

· Senior management should have the responsibility for implementing the credit risk strategy approved by the board of directors and for developing policies and procedures for identifying, measuring, monitoring and controlling credit risk. Such policies and procedures should address credit risk in all of the bank's activities and at both the individual credit and portfolio levels.

· Banks should identify and manage credit risk inherent in all products and activities. Banks should ensure that the risks of products and activities new to them are subject to adequate risk management procedures and controls before being introduced or undertaken, and approved in advance by the board of director or its appropriate committee.

b - Operate under a sound credit granting process:

· Banks must operate within sound, well-defined credit granting criteria. These criteria should include a clear indication of the bank's target market and a thorough understanding of the borrower or counterparty, as well as the purpose and structure of credit, and its source of repayment.

· Banks should establish overall credit limits at the level of individual borrowers and counterparties, and groups of connected counterparties that aggregate in a comparable and meaningful manner different types of exposures, both in banking and trading book and on and off the balance sheet*.  

· Banks should have a clearly- established process in place for approving new credits as well as the amendment, renewal and re-financing of existing credits.  

· All extensions of credit must be made on an arm's-length basis. In particular, credits to related companies and individuals must be authorized on an exception basis, monitored with particular care and other appropriate steps taken to control or mitigate the risks of non-arm's length lending.

c - Maintain an appropriate credit administration, measurement and monitoring process:

· Banks should have in place a system for the ongoing administration of their various credit risk bearing portfolios.

· Banks must have in place a system for monitoring the condition of individual credits, including determining the adequacy of provisions and reserves.

· Banks are encouraged to develop and utilize an internal risk rating system in credit risk. The rating system should be consistent with the nature, size and complexity of bank's activities.

· Banks must have information systems and analytical techniques that enable management to measure the credit risk inherent in all on-and off-balance sheet activities. The management information system should provide adequate information on the composition of the credit portfolio, including identification of any concentration of risk.

· Banks must have in place a system for monitoring the overall composition and quality of the credit portfolio.

· Banks should take into consideration potential future changes in economic conditions when assessing individual credits and their credit portfolios, and should assess their credit risk exposure under stressful conditions.

d - Ensure adequate controls over credit risk:

· Banks must establish a system of independent, ongoing assessment of the bank's credit risk management processes and the results of such reviews should be communicated directly to the board of directors and senior management.

·     Banks must ensure that the credit-granting function is being properly managed and that credit exposures are within levels consistent with prudential standards and internal limits. Banks should establish and enforce internal and other practices to ensure that exceptions to policies, procedures and limits are reported in a timely manner to the appropriate level of management for action.

·     Banks must have a system in place for early remedial action on deteriorating credits, managing problem credits and similar workout situations.   

The Role of Supervisors     

  Supervisors should require that banks have an effective system in place to identify measure, monitor and control credit risk as part of an overall approach to risk management. Supervisors should conduct an independent evaluation of a bank's strategies, policies, procedures and practices related to the granting of credit and the ongoing management of the portfolio. Supervision should consider setting prudential limits to restrict bank exposure to single borrowers or groups of connected counterparties.

 The Main Sources of Credit Risk:

1- Rapid credit growth in some countries where economic agents appear to be heavily indebted.

2- The pricing of risk, where markets appear to underestimate credit risk.

3- The concentration of risk in a limited number of institutions or sectors such as insurance.

4- The growing interdependence between the different financial sectors. (
) 
5- Great concentration of risk exposure due to the decline in market liquidity.

6- Expansion of credit focus to the retail sector. (
)  
Establishment of Credit Risk Policy:

  All banks must establish a written credit risk policy. (
) (
) They must include credit limits, the existing and potential risks, the measurements of the risks attached to each credit activity, the target market, the credit approval authority, the credit origination and maintenance procedures and guidelines for portfolio management and remedial management.

Banks should have sound procedures to ensure that all risks associated with requested credit facilities are fully evaluated by the relevant credit officer. Also banks should establish annual/half yearly industry studies and reviews, periodic documented calls, periodic plant visits, and quarterly management reviews of troubled exposures/weak credit.

Banks must have conservative policies for the provisions of nonperforming advances which should be followed. They should have consistent approach towards early problem recognition, the classification of problem exposure and remedial and maintaining a diversified portfolio of risk assets in line with the capital desired to support such a portfolio.

  Banks should have independent groups responsible for the formulation of credit policies, procedures and controls extending to all of its credit risk arising from corporate banking, treasury, credit cards, individual banking, trade finance, securities processing, and payment and settlement systems. 

The policies, to be effective, must be implemented through all levels of the organization by appropriate procedures and revised periodically in light of changing circumstances.               
  Measuring Credit Risk:

   Measuring of credit risk is complicated by the fact that both credit exposure and the likelihood of default can vary over time and may be interdependent. The credit worthiness of customers shifts, as reflected in credit rating upgrades and downgrades. Customers that originally are highly rated are more likely to default later in a credit facilities life than earlier. 

Banks should properly asses the inherent risk factor of each credit facility, monitor the risks arising from any portfolio concentration; and ensure that appropriate precautions against losses have been taken in the from of collateral and or provisioning.(
)
  1 - Risk Grading: Is a key measurement of a bank's asset quality, and as such, it is essential that grading is a robust process. All facilities should be assigned a risk grade. Where deterioration in risk is noted, the risk grade assigned to a borrower and its facilities should be immediately changed. Borrower risk grades should be clearly stated on credit applications. The following matrix is provided as an example :(
)  

	Risk Rating
	Grade
	Definition

	Superior-Low Risk
	1
	Facilities are fully secured by cash deposits, government bonds or a country guarantee from a top tier international bank. All security documentation should be in place.  

	Good-Satisfactory Risk
	2
	The repayment capacity of the borrower is strong. The borrower should have excellent liquidity and low leverage. The company should demonstrate consistently strong earnings and cash flow and have unblemished track record. All security documentation should be in place. 

	Acceptable-Fair Risk
	3
	Adequate financial condition though may not be able to sustain any major or continued setbacks. These borrowers are not as strong as grade 2 borrowers, but should still demonstrate consistent earnings, cash flow and have a good track record. A borrower should not be graded better than 3 if realistic audited financial statements are not received. These assets would normally be secured by acceptable collateral (debtors/ equipment/ property). Borrowers should have adequate liquidity, cash flow and earnings.      

	Marginal-Watch list
	4
	Grade 4 assets warrant greater attention due to conditions affecting the borrower, the industry or the economic environment. These borrowers have an above average risk due to strained liquidity, higher than normal leverage, thin cash flow and/or inconsistent earnings. Facilities should be downgraded to 4 if the borrower incurs a loss, loan payments routinely fall past due, account conduct is poor, or other untoward factors are present.     

	Special Mention
	5
	Grade 5 assets have potential weaknesses that deserve management's close attention. If left uncorrected, these weaknesses may result in a deterioration of the repayment prospects of the borrower. Facilities should be downgraded to 5 if sustained deterioration in financial condition is noted (consecutive losses, negative net worth, excessive leverage), if loan payments remain past due for 30-60 days, or if a significant petition or claim is lodged against the borrower. Full repayment of facilities is still expected and interest can still be taken into profits.     

	Substandard
	6
	Financial condition is weak and capacity or inclination to repay is in doubt. These weaknesses jeopardize the full settlement of loans. Loans should be downgraded to 6 if loan payments remain past due for 60-90 days, if the customer intend to create a lender group for debt restructuring purposes, the operation has ceased trading or any indication suggesting the winding up or closure of the borrower is discovered. Not yet considered non-performing as the correction of the deficiencies may result in an improved condition, and interest can still be taken into profits.    

	Doubtful and Bad

(non-performing)
	7
	Full repayment of principle and interest is unlikely and the possibility of loss is extremely high. However, due to specifically identifiable pending factors, such as litigation, liquidation procedures or capital injection, the asset is not yet classified as loss. Assets should be downgraded to 7 if loan payments remain past due in excess of 90 days, and interest income should be taken into suspense (non-accrual).Loan loss provision must be raised against the estimated unrealizable amount of all facilities. The adequacy of provisions must be reviewed at least quarterly on all non-performing loans, and the bank should pursue legal options to enforce security to obtain repayment or negotiate an appropriate loan rescheduling.      

	Loss

(non-performing)
	8
	Assets graded 8 are long outstanding with no progress in obtaining repayment (in excess of 180 days past due) or in the late stages of wind up/liquidation. The prospect of recovery is poor and legal options have been pursued. The proceeds expected from the liquidation or realization of security may be awaited. The continuance of the loan as a bankable asset is not warranted, and the anticipated loss should have been provided for. This classification reflects that it is not practical or desirable to defer writing off this basically worthless asset even though partial recovery may be affected in the future.  


2 - Credit Rating: A credit rating is a measure of the credit worthiness of an issuer (which could be a company, a municipality, or a country, for example) or of an individual bond or note. An essential feature of the Credit Matrix methodology is that it uses credit ratings of the type published by Mood's Investor Services and Standard and Poor's. 

Rating systems typically use letter grades with AAA( for S&P) or Aaa (for Moody's) representing the highest ratings, and grade like BBB or Baa the Lowest rating in investment grade., lower ratings, like CCC indicate Currently vulnerable to nonpayment-dependent on favorable economic conditions. 
A default rating generally indicates that the obligor has failed to make a scheduled payment, but it is important to stress that a bond in default is by no means worthless since the issuer may be able to make payments in the future.

For an investor holding a bond, a downgrade in the bond's rating can result in a financial loss, even if the bond's issuer has continued to make all scheduled payments. If for example, AAA bond is downgraded to A, it will be perceived as riskier and thus generally experience a drop in market value. (
)         

Credit Rating by Standard and Poor's

	AAA
	Best credit quality extremely reliable with regard to financial obligations.

	AA
	Very good credit quality-very reliable.

	A
	More susceptible to economic conditions still good credit quality.

	BBB
	Lowest rating in investment grade. 

	BB
	Caution is necessary best sub investment credit quality.

	B
	Vulnerable to changes in economic conditions. Currently showing the ability to meet its financial obligations. 

	CCC
	Currently vulnerable to nonpayment-dependent on favorable economic conditions.

	CC
	Highly vulnerable to a payment default.

	C
	Close to or already bankrupt-payment on the obligation currently continued.

	D
	Payment default on some financial obligations has actually occurred


Credit matrices attempt to measure risk resulting from rating transition. The rating transition matrix gives the probabilities of rating changes over a period of one year. The table below shows that each row corresponds to an initial rating and each column corresponds to a year end rating. To find the probability that a bond rated A today will be rated BBB one year from today, we read across the A row until we get to the BBB column and find the probability is 5.52%. Each row sums to 100% because the bond has to end the year in one of the eight column categories.* (
)
The largest probabilities are on the diagonal, indicating that most ratings do not change in the course of a year.

Credit ratings for major companies or sovereigns and rating transition matrices are provided by rating agencies such as Moody's or Standard & Poor's (S &P).(
)
Transaction Probabilities: An Example from S&P
Rating at year-end (%)

	Initial

Rating
	AAA
	AA
	A
	BBB
	BB
	B
	CCC
	Default

	AAA
	90.81
	8.33
	0.68
	0.06
	0.12
	0.00
	0.00
	0.00

	AA
	0.70
	90.65
	7.79
	0.64
	0.06
	0.14
	0.02
	0.00

	A
	0.09
	2.27
	91.05
	5.52
	0.74
	0.26
	0.01
	0.06

	BBB
	0.02
	0.33
	5.95
	86.93
	5.30
	1.17
	1.12
	0.18

	BB
	0.03
	0.14
	0.67
	7.73
	80.53
	8.84
	1.00
	1.06

	B
	0.00
	0.11
	0.24
	0.43
	6.48
	83.46
	4.07
	5.20

	CCC
	0.22
	0.00
	0.22
	1.30
	2.38
	11.24
	64.86
	19.79


         Source: Standard and Poor's Credit Week. 

3- Risk Adjusted Return on Capital (RAROC) :(
)(
) The development of the RAROC methodology began in the late 1970, by a group of banks trust. The main interest of the group was to measure the risk of the bank credit portfolio, and the amount of equity capital necessary to limit the exposure of the banks depositors and other debt holders to a specified probability of loss.

RAROC is a risk adjusted profitability measurement and management frame work for measuring risk-adjusted financial performance and for providing a constant view of profitability across business. The main aim of the RAROC is to quantify the amount of equity capital necessary to support all the banks operating activities (trading activities and traditional lending).

The RAROC equation is a trade off between risk and reward.

   RAROC =  After Tax Expected Risk Adjusted Net Income  
                                                       Economic Capital

RAROC equation employs economic capital as a proxy for risk after tax, risk adjusted net income as a proxy for return.

RAROC systems allocate capital for two basic reasons: 

A- Risk Management: For risk management purpose, the principal goal of allocating capital to individual business units is to determine the bank's optimal capital structure. The process involves estimating how much the risk (volatility) of each business unit contributes to the total risk if the bank and, hence, to the bank's overall capital requirements.

B- Performance Evaluation: For performance evaluation purposes, RAROC systems assign capital to business units as part of a process of determining the risk adjusted rate of return and ultimately, the economic value added of each business unit. The economic value added of each business unit is the unit's adjusted net income less a capital charge.  

4- Steps Suggested by the University of Pennsylvania to Measure Credit Risks: (
)  

   A- The loan officer combines with internal credit analysis group to estimate the likelihood of default. This estimation process for commercial credits is based on a property credit rating model in which a loan is assigned one of the credit ratings.  
  B- Estimate the banks exposure given default. 
 C- Exposure estimates vary with the type of credit and initial credit rating and are based on historical data.
 D- Estimate the severity of loss given default. This estimate is based on collateral type and is again based on historical data. 

Given this information,

 The Expected Loss Due to Credit Risk     =    PD × LGD × EAD

· PD is the Probability of Default, (also called EDF - expected default frequency), reflects the credit quality of the obligor and is usually a function of the underlying credit rating or scoring system over a year time horizon.

· EAD is the Exposure at Default, estimation of the currency amount due in the event of a default.

· LGD is the loss given default, loss given default, reflects the actual credit loss expected in the event of default.   
Mitigating Credit Risk: 

 Banks may use collaterals and guarantees to help in mitigating credit risks. However, collaterals and guarantees should not be used as a substitute, either for comprehensive assessment of the obligor or for complete obligor information. Banks have to take into consideration the potential correlation between collateral values and the obligor's financial condition, especially in asset-based lending. Specific proportions of financing should be established for different types of collateral. The quantum should be set at a level that provides sufficient cushion against a decline in collateral values. There should be periodic reviews to assess the value of the collateral and the appropriateness of the lending margin. An institution should exercise caution when extending credit against illiquid assets.

Banks should evaluate the level of coverage being provided in relation to the credit quality, legal capacity and strength of the guarantor. The banks should differentiate between explicit guarantees and implicit ones (If implicit guarantees are taken into account they must be adequately justified). Banks should ensure the enforceability of guarantee agreements. (
)              
The various credit risk mitigation laid down by Basel committee are as follows:

1- Collateral (tangible, marketable) securities: A collieries transaction is one in which banks have a credit exposure or potential credit exposure in the form of loan, cash, and securities. That credit exposure is hedged in whole or in part by collateral posted by the counter party or by a third-party on behalf of the counter party.

The following requirements should be met;
· The collateral must be pledged during the life of the exposure and evaluated every six months.

· The banks must have clear procedures for the timely liquidation of the collateral.

The following are the collateral instruments suitable:

· Cash on deposit with bank including certificates of deposit or comparable instruments issued by lending bank.

· Gold.

· Debt securities issued by sovereigns and public sector enterprises that are treated as sovereigns by the national supervisor.

· Equities

· Mutual funds. 

2- Guarantees: A guarantee given on behalf of counter party must represent a direct claim on protection provider and must be explicitly referenced to specific exposure.

3- Credit derivative: Is an instrument designed to segregate market risk from credit risk and to allow the separate trading of credit risk. Credit derivatives allow a more efficient allocation and pricing of credit risk. And are privately negotiated bilateral contracts that allow users to manage their exposure to credit risk.

  Assessment and Disclosure of Credit Risk :(
)(
)  
  The Basel committee was able to provide comprehensive guidance addressing the ways for assessing and the disclosing the credit risk in banks. 
   A- Credit Risk Assessment:

      1- A bank's board of directors and senior management are responsible for ensuring that the bank has appropriate credit risk assessment processes and effective internal controls commensurate with the size, nature and complexity of its lending operations to constantly determine provisions for loan losses in accordance with the bank's stated policies and procedures, the applicable accounting framework and supervisory guidance.

       2- A bank should have a system in place to reliably classify loans on the basis of credit risk.

       3- A bank's policies should appropriately address validation of any internal credit risk assessment models.

       4- A bank should adopt and document a sound loan loss methodology, which addresses credit risk assessment policies, procedures and controls for assessing credit risk, identifying problem loans and determining loan loss provisions in a timely manner.

        5- A bank's aggregate amount of individual and collectively assessed loan loss provisions should be adequate to absorb estimated credit losses in the loan portfolio.

        6- A bank's use of experienced credit judgment and reasonable estimates are essential part of the recognition and measurement of loan losses.

        7- A bank's credit risk assessment process for loans should provide the bank with the necessary tools, procedures and observable data to use for assessing credit risk, accounting for loan improvement and determining regulatory capital requirements.

       8- Banking supervisors should periodically evaluate the effectiveness of a bank's credit risk policies and practices for assessing loan quality.

       9- Banking supervisors should be satisfied that the methods employed by a bank to calculate loan provisions produce a reasonable and prudent measurement of estimated credit losses in the loan portfolio that are recognized in timely manner.

    10- Banking supervisors should consider credit risk assessment and valuation policies and practices when assessing a bank's capital adequacy.
 B- Credit Risk Disclosure:

1- Disclosure in a bank's annual financial reports should be adapted to the size and nature of the bank's operations in accordance with the materiality concept.

2- A bank should disclose information about the accounting policies, practices and methods it uses to account for its credit risk exposures.

 3- A bank should disclose information on the accounting policies and methods it uses to determine specific and general allowances and it should explain the key assumptions it uses.

 4- A bank should disclose qualitative information about the nature of credit risk in its activities and describe how credit risk arises in those activities.

5- A bank should disclose information on the management, structure and organization of its credit risk management function.

6- A bank should disclose quantitative information on its credit risk management and control policies and practices.

7- A bank should disclose information on its techniques and methods for managing past due and impaired assets.

8- A bank should provide information on its use of credit scoring and portfolio credit risk measurement models.

9- A bank should disclose balance of credit exposure, including current exposure and, where applicable, future potential exposure, by major categories.

10- A bank should disclose information about credit exposure by business line.

11- A bank should disclose information about credit exposure by major categories of counterparties.

12- A bank should disclose information about credit exposure by geographic areas.

13- A bank should disclose information about significant concentrations of credit risk.

14- A bank should disclose the effect of credit risk mitigation techniques, including collateral, guarantees, credit insurance.

15-A bank should disclose quantitative and qualitative information about its use of credit derivatives and other instruments that reallocate credit risk.

16- A bank should disclose quantitative and qualitative information about its securitization activities.

17- A bank should disclose summary information about its contractual obligations with respect to recourse arrangement and the expected losses under those arrangements.

18- A bank should provide summary information about its internal rating process and the internal credit ratings of its credit exposures.

19- A bank should disclose total credit exposure by major asset category showing impaired and past due amounts relating to each category.

20- A bank should disclose the amount of specific, general and other allowances. Where applicable, these allowances should be disclosed by major asset category.

21- A bank should disclose a reconciliation of changes in the allowances for credit impairment.  

 22- A bank should disclose credit exposure on which the accrual of interest or other contractual cash flows – in accordance with the terms of the original agreement– has ceased because of deterioration in credit quality.

23- A bank should disclose summary information about credit exposure that has been restructured during the year.

24- A bank should provide information on revenues, net earnings and return on assets.   
Monitoring and Controlling Credit Risk :(
)(
) 
Banks should have a system for monitoring the condition of individual credits. Key indicators of credit condition should be specified and monitored to identify and report potential credit problems. These would include indicators from the following areas:

1- Key financial performance indicators such as profitability, equity, leverage and liquidity should be analyzed  as well as the operating environment of the obligor.  

When monitoring companies dependent on key management personnel or shareholders, such as small and medium enterprises, banks should pay particular attention to assessing the status of these parties.

2- Banks should monitor the obligor's principal and interest repayment, account activity, as well as instance of excesses over credit limits.

3- The financial covenants stated in the loan agreement should be assessed. 

4- The value of collateral should be updated periodically to account for changes in the market conditions.

5- Changes in an obligor's external credit rating and market prices of its debt or equity issues could indicate potential credit concerns. The bank should monitor these factors, and conduct a review of the obligor whenever there are adverse changes.

6- Banks monitor the use of funds to determine whether credit facilities are used for their intended purposes or not. 

7- Banks should make adequate provisions for classified credit. The provisions should meet regulatory guidelines and internal policy. The bank should take into consideration the general economic condition of the countries they have exposure to when determining the level of the provision.

8- Banks should ensure that loans are properly and promptly graded to reflect the credit strength of the borrower.      
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