CHAPTER 11

CREDIT RISK MANAGEMENT IN CONVENTIONAL BANKING

APPROACH

Introduction Aj

This chapter present credit risk management in the co%nt al banking

[§9]

approach, starting with an introduction in section one. Sectiv discusses the

Malaysian banking system in general and gives an over@nk@lopment

in Malaysia. Section three discusses the concept of risk gud risk mghageggeht fr@he

perspective of the conventional approach. Section fo 'scuss? €S niﬂ@ value
~ . . . . . . V

of credit risk in the evaluation process. Sectlo% scus

it riséﬂﬁnagement
in the banking system. Section six diSCUS\%‘nplriC tugy. L@h/, section seven

concludes this chapter. c \T &&

N
conventional bank@ic apk 9'th(§éntral bank. The second type is non-
O
n

monetary instit %hi}‘h j h@erchant banks, development banks and also
b 4

credit and in§yrae companies. Lasgly'is the representative office of offshore banks
Y
and forEMnks. A bank also plays an important role in providing functions and

ensure the sustainability of economic growth. The Central Bank in

Svﬁ
Ma a is Bank Negara Malaysia (BNM), which was established in 1959. Bank

Negara Malaysia (BNM) led to the growth of the dual banking system in Malaysia,
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which comprises the conventional banking system and Islamic Banking system, and
provides for the continuous development of the banking system as a competitive and
secure banking system. In addition, the development of the banking system is reliable
as BNM administers the regulations and financial rules for Malaysia. Accordiwu
Bank Negara Malaysia (BNM), currently, there are 22 commercial ban 11
Islamic banks, thus indicating a robust future for the dual banking system‘n%laysia.

With regards to the introduction of Islamic finance, Malaysiﬁswawz forefront
among Southeast Asian countries with the establishment of f t full-fledged

Islamic banking system — Bank Islam Malaysia Berhad (Bl 4' The Islamic

9
banking services together with the number of banking ingitutiohs irfere nth
g g SF“
years following its establishment (Rosley, 2003; KreMwgr, 200}; aKggaw. "5'009).
\655, lsla@%anks in
kir&@stem. In fact,

Towards moving to the Islamic global trend of baR’ng b

Malaysia have improved their performanc@ma .
k

o]

Islamic banks have also led to the hallgtark o %?m liahge for the Islamic
) N

banking system among the majority @m cBuntri . Q‘?

S

&
Towards the growth of mic, dng syé’\é, in 1993, Bank Negara
Malaysia (BNM) took an inf%;meaS} e tg

Islamic window of finan Ndopti'l \mteres e Banking Scheme. Hence, with

the policy of permittj Noff l‘i;l

y&\@nventional banks to open an

%
lpm&)@nking products to foreign banks, the
’

tai n the financial industry. In addition, the

number of banks incfeased anQs
sty
developme slamic Hehan€ial Services Board (IFSB) on 2003 has played an

nt
A >

importan wn establishing the staddards to cater to the operations of Islamic banks

due tnique features, which focus on robust practices and systems in managing

r'is



2.3 The Concept of Risk and Risk Management

Management is an important role for each organization to perform well by
adopting efficient acquisitions and coordinating the utilization of resources (Druvu
2008; Rejda, 2010). The concept of management, in general, is the act 0@
solving, as the management solves the problems that occur in organizatio d, the
term management itself is to identify and control the issues, m)oses an

appropriate course of action (Kreitner, 2008). Risk on the other th\ be defined as
the probability of something unpleasant happening th@w el1 there is a
likelihood of failure to achieve the goals targeted (Bessgs. 20 in ban

geted ( ) ' ('l’\w"g
system as an example to explain more about risk, b anage; sgek m@e the

v
or y using

occurrence of risks as they balance the risks ag% the a
Id

value-at-risk (VaR) models. This activity ofNthe anl\l stry may

Ten h as the use of

uct@ required to manage
N
usi ?Iaﬂhssomated operations, which

&
the banks have to mitigat lna&:'@ e (K%f& Gup, 2004). Therefore, risks
lof

in banks can be mana a in @1 to manage risks in order to reduce

4

the possibility of; h ardgT)a lrgyobjectlve by banks, they need to fully
Suré an

identify the t risk Q‘ussess the intensity, and determine how to
. ; \l
ently. This is call\'rlsl\ management (Bessis, 2010).

Q management is the process of identifying and evaluating the exposure
loss implementing the most appropriate methodologies for treating such exposure

(Saunders & Cornett, 2010). To extend this further, Bessis (2010) opines that the

control th
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objective of risk management is to calculate and measure each type of risk as it needs
to be controlled and monitored. In general, risk management is vital for each bank to
perform well in their business activities because the aim is to help management
activities to achieve the organization’s aims, since risk management is a conti
process that depends entirely on the natural environment of the bank @nd

includes the internal and external changes in the environment. Figure 2.lgek shows

that the first step in risk management is the identification of the risk%zcur.

Figure 2.1: Risk Management Steps i
00 0 \d :
O A/
0 O O OO
Identification \ Measurement Assessment Control
OO 0 2
080 \' o
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\ e

Identification should be based on tEcngr' rlk, a};%h as market risk,
r

(] “
operational risk and credit risk. K ol y @Q’ses on the credit risk
: : ? N .
categories. Once it has been tINed, riskgmu @red depending on the level

n&@ nsfl‘ at the consequences are good

igen
of intensity, and, thus, risk assesfm
of@management is risk controlling,

and being done coher& he &

which is needed to < thit the tﬁls{y) f risks is reduced or eliminated, and,
lastly, is mom% sks gsSu }Mbl@bmtormg in risk management is achieved

by expectivAthe outcomes are @ésired by the bank itself.

ding to Tchankova (2002), the first step in risk management is
ifMwmartagl. as each organization needs to identify the risks, and, if not, there is no

component of risk management. Therefore, the inability to identify risks may lead to
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the financial losses of banks. When identifying the risks, bank managers should ask
key questions about risks, such as what types of risk are associated and who might be
involved in the occurrence of risks. All of these questions will be answered when a
comprehensive analysis is undertaken, and risk identification will depend on th
of application, such as the nature of activity, availability of resources and x

requirements. Therefore, the most critical stage is risk identification &s is the

starting point before risks can be measured. q

After identification of the risks is analyzed, the me um?ﬂ of risks is the
next phase to ensure that the nature of risk is measured i pr an?er Risk
measurement is important because this stage identififagghe metodo gf &’ 1sk

management by identifying the occurrence of rlsks termigin® t know-rresults

s\ated Qg.over, the
it 60 enhance bank

to measure how much value is at stake o the ost

understanding of risk measurement is vi nl\s,

performance and profit. Therefore, lt i rtant 7 @o consider a sound
S
risk measurement framework for r y ﬂ col |t1 asons. In addition, to
have good risk measurement, ba uld valygt an e action to address the risk
outcome by using risk factobnprov 0} 1 that the particular event will
occur. Therefore, sev odologle are - for instances, scenario analysis,
\ . . .
stress testing, sensig@vit al iw va i‘lt :(;&{VaR) and duration analysis. With the

different techr se y Jagks, @Ch of them may apply different risk
4
measuremen ques dep' nding eir choice.

9

@mg to Goodhart et al. (2005), assessment of risk is needed to analyze

ity of the impact and controllability. Risk assessment is needed because

banks want to know what is at risk and what events cause benefit or harm. This is
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because each bank wants to know the potential for the occurrence of risks, and, if it
happens, how they can control them. Therefore, understanding the risks and the
effects and consequences actually provides the basis for the banks to determine how
important the risk is naturally. Thus, evaluation of the risk may then be used heT
analysis is undertaken. According to Mundt (2008), risk evaluation istob @
to give a ranking, such as low for tolerable, medium for low as reasona actlcal

and. lastly. high, which refers to intolerable. These three (3) 1ffezt rankings,

identify the bank’s standpoint on their decision. Therefore, usm a quantitative
assessment provides the strength and weaknesses of this s roce s of risk
assessment can be implemented to enhance the risk manggeme 171

Furthermore, by implementing some techng phys &ir s\training

staff to eliminate risks and financial losses, b e oc nce of risk

coherently. In fact, risk cannot be avonded\
A

Moreover, monitoring the I’ISK? ecafbe byé%ptmg this step in the
process of risk management, bank requ,&'?ﬁat are in line with the
targeted objective. If not, th% d re- al nt lps@, This is why monitoring risk
is needed in this phas epin Qﬁh risk control. Therefore, risk
managers should makga c Qentc& control and monitor the occurrence

of risk at the righ %
A
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2.4 Significant Value of Credit Risk in the Evaluation Stage

In banking business, especially in loan/financing evaluation, the most
challenging and important management of risk is the credit evaluation process, as it is
the domain of financial analysis (Baesens et al., 2003). To evaluate the cre@
banks should identify the typical credit process when granting a loan w) in
commercial lending. This includes the credit origination, credit revie appraisal,
and, lastly, is credit approval. When granting credit in comfagrcigh (business)
operations, banks have to decide whether or not to approve t creﬁ‘?pplication. This
is because the credit evaluation affects the value/ret the Wnd the

[
rmatiof of tfe bartg,s?'ln




2.4.1 Credit Risk and Value/Return
Credit risk is defined as a bank’s and a borrower’s potential that miscarry to
achieve its obligations (Shimko, 1999; Apostolic et al., 2009). By maintaining
exposure to credit risk, banks need to have credit risk management inherent 1
entire credit portfolio as well as the risk in individual credit or transact Qod
management of credit risk is a crucial component of a comprehensive proa to risk
¥

management and its need for the long-term growth of the financial j Donald &

Ronald, 1996). Yv

Credit risk management is vital as risk manageme he r Wt credit

risk management is at the heart of risk management. ition, ynay, le K is
A

dependent on the bank’s activities through which b rg pro@d thus

on ba

Y—
create value. Therefore, to achieve this aim, E uld ﬁf ma aged@ cannot be

att@lg their goals.

E—%ﬂn commercial loan

activities, when the borrowers are to p well e contract it possibly

will affect the banks as the ﬁd 0 dmg,the a @ct Thus, for conventional
inte vsé

banks practices they charge t to b ho are late in making payment

avoided. If not, this may have a negativ

According to Froot et al. (1993) and R l

(Akkizidis and l\hand& 0083, A el‘er@ to the definition, this situation

occurs as mcrease 1 i ﬁ tl f borrowers and lenders (Apostolic et

., 2009). The f s mgnfo 1€ rest (riba) are imposed to borrowers, and

A 5

hence aﬁe@e value/return for\ ers as this is called income for them.

end this further, according to Nelson and Schwedt (2006), credit risk

@/as previously limited to individual loans. However, over time, and as banks

have gone global, managing credit risk has been transformed by reviewing loans and
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analyzing portfolio. The ease with which banks may manage credit risk may eliminate

asset issues before they turn into losses.

All banking systems face credit risks to some extent. The most important thing

is that the banks are able to understand and manage credit risk. This center’& e

business in which banks act as an intermediary. To extend this further, fge Qf risk

that has greater influence on bank performance is credit risk (g ,, 1992).
Therefore, increasing the credit risk may lead to less capital adequ liquidity of
banks. This is because both are important for banks, as to de

financial losses,

r
banks will look for other financial resources. In addition, nage bWiquidity
L]

ds, yhich n,y gto
A
r% e ba@"s value

T
ativE‘effe on r@hs and vice
&

makes it hard for banks to achieve their customers’

=

bankruptcy. Therefore, it is best to show that credi

or returns. When credit risk arises it may ha

5 G NV<
2.4.2 Credit Risk and Bank Performan 0 %)
&
According to Gardener (200791 aghjead
N
profits, banks should also haffe tzt relatfons w@ profitability, liquidity and

u
ood &‘%t risk management and
N ylid

forc, ‘%e globalization to diminish it

capital solvency. The im&to cry

because of the impac@ks

lce (C}Sﬁdi and et al., 2004). Therefore, it is

q i ¢
important for a < imlle s{st(i;a)le practices and strategies to create
%— N3
value/return asw K’s &Jach'ﬁgproﬁt. This is the capability of the bank to

generate against loss. Ba@ performance includes good management of
liquid}%ital adequacy and profitability, as each element shows how a bank
1

@isk. which affects its performance as a whole (Boffey and Robson, 1995). In

addition, if banks fail to manage credit risk, there is a possibility that it will affect
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others and thus the value/return. Profitability is the art of a good business and is a way
for banks to ensure that liquid cash equals or achieves the cash demands from the
customers and that the unpaid loans must be equal too, as in the case of default
payments. Therefore, for a bank to strive in a competitive market, deficit mlvv

eliminated because it affects the performance of the bank itself. %\

2.4.3 Asymmetric Information
The asymmetric information of banks is only known for &whereas

in contrast, it is invisible to the bank in terms of the customer. us lt is important

for banks to have appropriate information before maki edit gWec:smn

(Shibata & Tian, 2010). %
Crawford et al. (2013) stated that the tric ln tio Wr new

orta@'&- a bank as
the provision of asymmetric lnformatlo@ﬁes adv se@‘bn and moral

hazard. Therefore, soundness of asyr nCa) infc@\*i%s
(|}
impact on pricing and welfare, g rog'jv erA@'competltlon plays in
mediating these effects. ,e\
'Q
On top of that, a lac oasymngt n&)@tlon can be very detrimental.

Therefore, it is 1mp0rta lo ha be nformatlon regarding the financial

borrowers has a strong relationship with banks. &Qergfre, 9 i

circumstances (Bru ) fen }Ak y may reach banks as it affects the

savers should E ) rawals Therefore, for good credit risk
d

mzmageme strateg,les 1t is ays good for banks and borrowers to have

RS

adequatc atnon about each other

S



2.4.4  The Elements of Credit

When giving commercial loan to customers, banks use credit tools to mitigate
financial losses and undertake a potential analysis by using the five C’s of credit and
CAMPARI elements of credit. By adopting the required information (quantitativ
qualitative), banks can assist the bad and potential borrowers through a %xhg
process. Baiden (2011) discussed the five C’s of credit — credit, characier Wgpacity,
capital, collateral and conditions. Each represents different analyi% cording to

him, character presents the determination to achieve the loan oblww of customers.

This is investigated by conducting interviews about the t ':usto mers in
making payments. In addition, capital represents a bag’s nét w Ml{‘lﬁ
reserve a business has in respect of unforeseen probl;%pitﬁ eq cy’i§q(2ded
\swd th&%'uces the

an Sqrity, which it
E@ource of payment

N
iti c'Jthat affect a bank’s

&

nding activities, and are

for a lender to evaluate the degree of obligation by sz;:eh

occurrence of moral hazard. In addition, ®'help

provides to the banks to have other repacent SOUrtTed t$

is not available. Baiden (2011) als%s
)

quality in terms of credit. These§ s
interrelated for the enhancen-% lue t} har ‘g &
Furthermore, B& 98@ing ratanovic (2000), and Saunders

N o
and Allen (2002) % izj theyd :Art&!,e of the expertise of banks’ credit
g

O

n ar@e weighting of certain key factors in the

specialists, thei &ﬂivef'v)
:

0 urst c!edit. The key fa&.usually considered in the credit evaluation

process E\own as the five Cs (Saunders & Allen, 2002). The credit officer

decision t

analy se five key factors, subjectively weights them, and then reaches a credit

decis™. The five Cs are: (1) character; (2) capital; (3) capacity; (4) collateral; and (5)
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condition and this study same as Baiden (2011). To sum up, table 2.1 presents a brief

explanation of each factor:-

Table 2.1: Explanation of the Five C Elements

Factors Explanations
A measure of the reputation of the borrower, its willingness to re ay,?a
Character | its repayment history. c\

The equity contribution of owners and its ration to debt. *
The ability to repay, which reflects the volatility of Torrower’s
)

Capital

Capacity | earnings.

In the event of default, a banker has claims on the al pledged by
Collateral | the borrower. I

in dew credit
rie .

i ?. X
Source: Saundges llen, 200 a’dgtl 011
In addition, banks also use the CAMPARI (cha I ab.iit togpay, r?rgin of

v
finance. purpose, amount, repayment terms andgnsur. ce)ﬁﬁ \Rs for g.uating the

The state of business cycle; an important e
Condition | risk exposure, especially for cycle dependent in

credit for commercial loans (Pirok, 1994; & Mo 12) sum up, table

LFactors

] Character
i

’*Ability to
pay

Margin of
finance

Purpose

A

cludes the amoun\(‘lﬁt the clients need to borrow.

Banks evaluate the repayment terms based on the ability of the clients
to present the documentation that relates to profit margins, other key
te financial information and cash flow forecast.

" Insurance | In the case of when a borrower dies, the loan can be protected by
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! insurance.

Source: Pirok, 1994; Brown & Moles, 2012
As in the credit evaluation process, bank lending principles remain centered
upon financial risk management that may affect the present value of their
portfolio. However, instead of using these tools in commercial loan appro w
real practices in banks, the study explores what is the current practlc in both

banks approach as to find out if there is any differences between both bayks approach

in credit evaluation process. Besides, instead of using these tnv n evaluation
process, what and how Islamic elements can be used as a% or l}lamlc banks
approach since they have unique kind of contracts with diff t pes aiurﬁot
risk. é (0

2.5 Credit Risk Management in Bankin Ste. a

Credit risk management is ne r a I) spé%ed as it must be

u
managed coherently. This is becau it nsl\ ave atlve consequences on

bank performance, which 1 l d to bilyciu extra funds to cover the
financial losses. Accordin&Bay on{ ), banks have limited capacity
to absorb loan losses, yi

cover up financial lo%\ i
_ %’ N3
is because bef% ng fghahc s&ﬁers, banks should have a concrete view

about the CQNSUCS of the borr@
%e good credit risk management in line with the regulations, banks must

Ood evaluation of their capacity, supervise, guarantees and know how to

recover loans (Boffey and Robson, 1995). While reviewing the practices and policies

s th why s need credit risk management to

l
s i don )&15@ come generated by bank capital. This
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of credit risk management, banks first need to understand how to recover loans from
their customers. Therefore, granted loans must be recovered within time. If not,
collateral is needed to replace the loan. Strategic management has to be taken by
banks to have sustainability in the financial industry, and, as credit-worthinessv
to be assessed, interim loan monitoring is still needed until the borrower @ally

repaid the loan. Because of the uncertainty of future events, banks nee*ave this

monitoring by using some mechanism to mitigate loss when there ‘%%ossibility of

the borrower defaulting on payment. Y'

2.6 The Empirical Study on Credit Risk Mana@n Corgventi nz,l e ing
System ¥ 4 Y-

Y' L T
Smith and Fischbacher (2009) viewe@e of thi ns @e economic

m .&erorism in risks,

collapse in the financial industry was becausc W thexnewgs
such as market risk, operational risk, raft rgt risk ¥n c@qt risk, as these have
9 Q-
resulted in several challenges towa nagi i Th&fallenges included in the
oy
conventional approaches of% er furt]er h a[d@ich are sufficiently large in

s s

terms of the damage thegg can avi \h( ankin@ Pusiness. In addition, the study

viewed that in manag@ in
¢
hn

risks that need to cglt w

ng lgdess, banks often ill-define the set of
2

cl’af@ the banks, forces them to provide an
N3

evaluation of‘@ ly off ? ri@nd failure modes, and thus they require

mediation\

sugge { there is a need for banks to learn from these challenges by giving the

chnical experts. @rewewmg some of the literature, the study

yaniZqwons the skills to help them avoid the future probabilities of the occurrence of

risks. In addition, the study opined that with the changing nature of risk and risk
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management, the experts should broad narrow the engineering framework of the
occurrence of risks to enhance the development of risk management to sustain in the

financial industry.

To investigate the relationship between the management of risk,&aRal

structure and lending in banking business, Cebenoyan and Strahan (2004) hed a
test on credit risk exposure in the active management of banks and hov s offering
loan sales market can affect the capital structure and financing deciwvgt&was found
that the external loan sales markets to manage the risk wi z&e?sive use led to
higher lending and lower capital ratios. Furthermore, th ing a Wof loan
activities in banking business should take the opportun achigve a orifi‘igg :

present value investment through sustaining busine o b 44

v

Vodova (2003) stated that a bankin@s ne th dit risk and

inadequate risk management. By using bEnks’ w a Qe the credit risk,

it showed that the major Czech bank'm? orgresults Jpere m@«c'S than 30 percent of
9 Q-

the total credit to the share of nonpe i the @?of the crisis. One of the

reasons was that banks w a;nged 'ﬁrin Hi@els of interest rates, which

i : s s
affected the adverse selec%prob \‘Fk efore{ajthough a fruitful solution was to

suggest using guarar@d c as a() to reduce the problem, these led
@ (,)

banks to increas@um fugs u&ad@ms.
N3

AL -
Nor Wa Ahmad O%Béd Ariff (2007) investigated the credit risk

S

determi \of emerging econon} banks, such as India, Korea, Malaysia, Mexico
a hén

n d. Using the survey literature, it showed that the result was significant for
red ry capital in the multi products offered and that quality management in loan-

dominant banks was critical. In addition, the result was not correlated in leverage to
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credit risk and thus emerging economy banks showed higher credit risk than

developed economy banks.

Richard et al. (2008) studied the credit risk management system of a
commercial bank in Tanzania, as the aim was to investigate the current practic@
credit risk management system and thus establish a conceptual model. In %omy
with a less developed financial sector, this model is to understand credit risk
management (CRM) system of commercial banks. By using the ngdry data and
reviewing some literature and the primary data of interview WW experts in the
area of study, it showed that there was a difference in ho@er i%operate

L]

in a less developed economy from those in a developed € my in ghe c@npon of
p y ’

A
the CRM system. To be sustainable in the CRM ¢ ir{ nggfial {?\T\S the
$ .y

environment within banks is an important consi W ¢

Imbierowicz and Rauch (2014) exm th%' k&Qiquidity risk of

commercial banks in the United Sta CQ) w%t esq»&vo sources of bank
'] Q-
default risk have an impact on tN <’s pe nce, findings of the study

N
showed that the relationshy betzeen crgdit wsky @quidity risk influence the

s Tl 4) ? '3 s
probabilities of default (PKan th ¢ e no@e-lagged relationships between
these categories of ris & NS
\ ¢ | (_)0
€

Dell’ Aria : Mafqu 00 xamined the determination of lending

4
standards zm:%ggregate lo‘atiow'of credit and lending volume regarding the

2
strategic wlor of banking system“by examining the informational structure of loan

me 'ﬁrcforc. the study was represented by the use of collateral requirements.

purpose being to mitigate the credit risk, they proposed a model to reduce the

hazards in adverse selection as the hazards result from informational asymmetries
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among the banks and become less severe, thereby reducing the lending standards of
the banks when the proportion of unknown projects in the economy increases. By
using quantitative analysis, the authors predicted a negative relationship between new

loan demand and lending standards. In addition, when interest rates remain hig

banking business, there is a decrease in the value of loan collateralization %N of

that, the authors predicted that financial distress is likely in the aftermath of pitiods of
strong credit expansion. They found that good credit risk managen% 1ld improve

the banks' lending standards and enhance the average ?ﬂ quality and

creditworthiness of banks. In addition, banks play p rta@? in the
determination of a good information structure of loan mafieets. I . \Y'
| S
Furthermore, Agarwal and Hauswald (2OIO$
private information in lending by using a lo Wati

large banks. It was found that the closer a as to it rancOﬁ'lce, the more

interest charges, ceteris paribus, and t

because borrowers are more "eWhoo
uni i

which gives banks the opport

&
Gavalas and Sw 0s

in the banking s m)l ch n{e@ement of credit risk is a critical field,

W
especially in w ing A as i@ls impacted by the recent global financial
& ; N

crisis. ThK e of the study wdS‘:];% investigate the empirical review on the credit

a study on credit risk management

)

risk tr. pattern in banking business. By applying the bank’s internal rating data,

t@loan portfolio and internal rating system of a major Australian bank as a

dataset for the study, it was found that it was critical to align to the Basel guidelines
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for banks in relation to core risk-weighted assets and capital requirements in the

underlying loan portfolio.

Wiersch and Shane (2013) viewed that the reasons for small business lending
were not what they used to be because of the demand size problem, tl\lw
creditworthiness of small business lending than used to be, and the ﬁ)&%the
standard quality of lending. These reasons caused concern to pollcymakverms of
the issues that have arisen in bank lending to small businesses sn e financial
crisis. It was suggested that policymakers take such issues in Y' i) help small
businesses to compete in the market and reduce the de% a small
business credit, and propose strategies to increase compe in thglactyy, y’b&(ken

big businesses and small businesses, and thus move S m{ abll%%r the
| : v
banks that provide the business loans. c
Soares et al. (2011) conducted a s mxf 'ﬁ,ieg between the
f‘—‘, A
quantitative and qualitative criteria for c? sk assegsthent xamine the criteria
used as well as the qualitative 1nt0rnN g1 ese@i‘e’rs carried out a survey

of loan officers from dlﬁeren%x Portygal t rdv@ results of a survey using

the Delphi methodology Qpproi ¢ pﬁy of experts. By adopting the
business credit apphca\& th ftheCajéﬁlySls it was found that three (3)

areas — the market

(@]

aga@ent s experience and also the financial

performance — dedf \ﬁde e of criteria of the banks in their analysis.
The qualit ure (management erla) results in high numbers of these three (3)

criteria%han the quantitative nature (financial ratios). In addition, the best banks

(idggrmsy®f overdue credit) result in higher relative valuation of qualitative criteria.

These qualitative criteria impact the credit analysis as it depends on the subjective
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assessment. Within this context, the study reflected on the role of multi-criteria
decision analysis (MCDA) models as a way to process credit risk assessment

integrating the qualitative and quantitative aspects.

In terms of the risks and interest rate charges, Yong et al. (2009) Vle\d at
banks are exposed to exchange rate and interest rate risks. This stm d to
establish a more sophisticated strategy to the issue of the risks in th nge rate
and interest rate of ten (10) selected Asia-Pacific regions by usingwcondary data
of selected samples. It was found that with long horizon re interest rate and
exchange rate exposure were strongly significant. Besides,% nwnh long

L]
mangget t'l%@ on

a% ancg&?ect the
o N S -
Lq in_Cpedit ty, lending

&
capi@buffer, liquidity

horizon return there was strong evidence in interest rat

the findings of the study, in general, the bank’s a

ratio and the size of the banks. N
] )

&
Papanikolaou (2010) constru :] spaedl banking competition to

examine the market structu erming whthdr 4 ected the lending activities
2 &
and screening. The resul@ved ti : t should be minimized to have a
lean market slructure%i itio
applicants and t@nisn a
applicants, b fw
\%

N ., . .
a larger number b&qoan applicants. Therefore, the competition In

by dealin\
mark% lending activity, and the investment of banks in screening supports the

@se link among them.

%,

p&(ve effect from screening the credit
{iyrisk is higher. To be protected from bad

N3
est m€r f ¢ree$ technology, which entails higher credit risk
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Berrios (2013) examined the relationship between credit risk and financial
performance in terms of bank profitability and liquidity. By using the Mergent online
database. it was shown that there was a negative relationship between less prudent
lending and the net interest margin. Therefore, the results from this study indicatwg
need for more research on the relationship of these results and financial cris \
Mohamad Yazis Ali Basah and Mazlynda Md. Yusuf (2012)%cted a
quantitative study on the credit evaluation perspective in the Mal&a.n banking
system. By examining the credit evaluation in terms of natur onmental risk
issues that arise in the banking industry, it was found that w@niﬂcant

relationship between managers of the banks and racial group® th diff

banks in making the credit evaluation pr@it erenggp rspectives in
credit evaluation, it can be used as a megsure o t%?s mjral environmental
D 4 S

risk management.

] Q-
RN
Ntow-Gyamfi and Boat€ l3),vie that@ occurrence of credit risk

‘ 1 O
comes from the nature of the'dCtigaty Of\ ;ogg/ucting interest earning business.

The study took selecte&mian nks Qs the ple of the study as they examined

N
the default and risk@it, dh l}@l]knginage the occurrence of the risk. It was

found that mgq Qﬂe bargks xe@é’ credit risk management procedures in
% N o
lo

managing th portfolio, but banks took action concerning customers in

S
demanéﬂ suitability of the loan (credit) for the customers in the process of
0

f the credit application. Banks also used the CAMPARI model in credit

eva on as a substitute for the other five C elements of credit. In addition, the study
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suggested developing an advanced strategy to establish the bureau of vibrant credit-
referencing to enhance the customer relationship for the banking business by

providing the customer’s credit history.

Suleiman and Sharif (2013) conducted a study on the credit risk{ by

commercial banks in Palestine. In the stage of evaluation, they used th:w’s of
eb

credit, LAPP, 5P’s, FAPE and the CAMPARI model. This study was sing the
survey method (quantitative analysis) to determine whether e b used these

methods in evaluating their customers, and tested by applyi th&verage percentages

and ANOVA tests. It was found that banks mostly us f thes !net s in the

]
evaluation process of credit in the Palestinian bafgpg sysgm d'tl*@_}‘aey
A
hiw,

the gt velo a new
o

\0 evg%x. the credit,

m@l banks.
Dankwa 1.0. et al. (2013) dlue&t nafges (sg%aeys) to examine the

Q
principles and practice of lendinN e ban ectoA%? some selected banks in
N

Ghana. By using descriptiv(statgics* the,stud? fpu@at banks commonly used the
e €ss

3
A é}éredit applications. Banks also

CAMPARI model in v uat'w

rincaﬁe’s and practices of lending in granting
loans were enforfhus V{lpin
extent ofdef% ' 4 v.),

A @)
I&ﬁre and Jiao (2012)?&ldied credit risk and asymmetric information and

tha act on the firms; the study used different types of customer with different
f level in terms of the information on default. It was shown that those who have

extra information provide good estimations of the probability of default.

concentrated more on credit record and collater
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Furthermore, Lindset et al. (2014) discussed the credit risk and asymmetric
information, and thus presented a simplified model for credit risk and corporate debt.
There was incomplete information about the financial state of the debt issuing
company towards the debt holders and equity holders. The reason being the del?
all agents, and that it was asymmetrically distributed among them. It was %\hat
the major impact on credit spreads was asymmetric information, an&authors

assumed high credit spreads for short-term debt.

Ho and Nurul Izza Yusoft (2009) conducted a s ud e credit risk
management strategies of selected financial institutions i entr ing the
strategies based on the type of risk management and itoring pfacti arfd

further criteria can be suggested to mitigate bank rrsk o uged q tatlve
. . . V
analysis by collecting the sample consiste of iftee selg@' financial
institutions in Malaysia. It was found tha@nmg a eloé&r\t of staff, the
diversification of loan services and risl\ itjeation S pular practices, as
these showed a significant contrrbu ga of ance rch was related to the

credit risk management strategla@ st whigh w e of the first to adopt the
use of primary data. % “I b
"‘ é"
Ono and Ues 70 6) d a dy on the role of collateral and

personal guaramee%\atr nshi mé'a\d discussed the relationship between

them by usm% d‘at et f ap@ small business loan market. Collateral or
ostl

guaranteesgr y used by banl\ Yndmg activities with a long-term relationship

between% wers and banks. Furthermore, with the different types of borrower,

ban® v the riskiness of their investment projects. However, personal guarantees
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and collateral are still needed under asymmetric information in solving the different

problems that may arise.

To sum up the above on the empirical studies, most of the previous studies
reviewed the quantitative analysis and the scope of their study was on the cx@
management after the loan approval. Based on the country-based study, t % few
studies on the credit risk management in the Malaysian Banking Sys the dual
banking system. Despite the efforts by the conventional banking S)w\me are still
challenges for the conventional banking system. Therefore, s stqdy is conducted to
fill the gap to investigate the role in credit risk evaluatio essment 'r mercial

L ]
(business) loan approval in the conventional banking a amic Panki 'ysﬁx.in
KNy
pi

Malaysia when carrying out financing decisions, i st% 'm\&?)ve the

current practices of credit risk management in@, uatib‘l stape of Ca@hercial loan
approval. \ O

)
2.7 Chapter Summary % “ 6’
)
DN ; 3
This Chapter discusgd th&yiteratuf relgteq @dit risk management in the
g
m; thc' t

F 4
conventional banking sys& ussed@s the concept of risk in general

and the management Q Th elp@ﬁovide an understanding concerning
P {

the theory and ca f rigk m agntgjpas well as credit risk management in
\

general. In adupon¥ the & SO &nted the significant value of credit risk

managem the evaluation s‘@ (pre-approval) of credit application, which

includg value/return, bank performance, asymmetric information, and the

@m‘ credit. Thus, these significant values discussed also have a tight

relationship to credit risk in the evaluation stage. Moreover, this chapter discussed the
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credit risk management in the banking system and the study ended up with the
empirical study on credit risk management in the conventional banking system. The
results from the empirical study have identified the gaps in the existing literature study

and provide a standpoint to achieve the objectives of the study. T
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