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Banking Supervision and Credit Risk Management

The problems of the financial sector (banks, insurance and securities) lie in risk management. This sector is facing the
problem of future risks more than any other sector, and it has to develop its approaches as well as its tools in order to be able
to manage such risks in an efficient manner. Although managing risk is a general economic problem confronting the world, it
has more influence on the financial sector than any other sector. This is mainly attributed to two issues which are related to the
modern economy. These two issues are the increase in the rate of change of economic life on the one hand, and the increase of
correlation and overlapping of economy sectors on the other hand. The modern economy is not only distinguished by the con-
tinuous change in the circumstances of supply and demand, rather, it is also distinguished by the increase and intensity of over-
lapping interests in different sectors and countries. Overlapping of the international economy has
reached an unprecedented level because of the increase of the aspects of globalization. Accord-
ingly, the rise of any problem anywhere or in a specific sector reflects on other activities. Products
are no longer facing the risks which they encounter in their product sector alone, rather, they are
threatened by being affected by any crisis which takes place anywhere in the world. Thus, risks
have become a part of the modern economy in an unprecedented manner. Hence, such probabilities
and options have become various and consequently risks have increased as well as opportunities.

However, the financial sector remains the economic sector most facing risk. Banks are not dealing with a specific sec-
tor, rather, they deal with money and lending and borrowing transactions. The financial sector deals with various kinds of
debtors from different economic sectors and this requires understanding the debtor’s circumstances in addition to the circum-
stances of the sector in which the debtor operates. At the same time, money as purchasing power is being influenced by the
economy in general, as it is being affected by the relation of the domestic economy with the international economy and its cir-
cumstances.

Insurance companies are not apart from that, since they deal directly with insured risk and they employ their money in
the global markets which requires understanding the factors influencing the national economy and the national wealth in addi-
tion to the degree of its effect on what is occurring domestically and internationally.

Similarly, stock exchanges which trade one of the forms of financial wealth are being affected by all that influences
the national wealth in the country as a result of developments in the domestic economy or the international economy. Thus, it
becomes clear that the financial sector is mainly facing risks. The various studies made by international institutions have
shown that one of the main factors leading to economic progress and success is having sound and strong financial institutions
working within an appropriate financial environment. Therefore, awareness was spread about the importance of safety of the
different financial institutions. Also, the studies have shown that the financial institutions are more linked to what is happening
in other parts of the economy. In addition, the financial institutions are more connected and interwoven with other financial
institutions in the world. Thus, any crisis which may hit this sector in one of the countries shall immediately affect many other
countries.

It goes without saying that the banking sector plays an important role in the financial sector being the oldest and the
most widespread among financial institutions. Moreover, it is directly related to the system of payments and the management
of money movement represents the main engine of economic activity. Thus, the international community has become much
more concerned with organizing and rationalizing banks’ risk-management and made this as one of its main objectives. The
risks facing banks include credit risks, interest rate risks, liquidity risks, foreign exchange risks, price risks, as well as transac-
tional and operational risks. Therefore, the international community has recommended providing the maximum number of
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The Basel Committee on Banking Supervision plays an important and vital role in this concern.
The Basel Il Accord imposes specific requirements for management of all types of risk. It is noteworthy
that the proper application of Basel 11 commits most of the banks to reconsider their strategy and the risks
resulting from such transactions. Specification of the minimum capital requirements according to Basel’s
standards requires banks to innovate a comprehensive framework for risk management. Accordingly, the
improvement of risk management results in positive aspects which can be realized in reduction of banks’
minimum capital requirements. However, the wide-scope application shall largely affect IT systems of
banks.

The application shall further affect banking activities, transactions as well as clients and banking
in general. The sound information will assist banks to improve their management regarding the overall
risks and shall consequently better the improvements in corporate gov-
ernance, transparency, and level of disclosure. Such improvements will
require banks’ presidents to develop the culture of risk-management in §
their corporations. Such culture helps to target the proper categories of
customers. Also, this helps make sure that banking transactions are au-
thenticated and that the risk-related information is collected and dis-
closed in a proper manner.

The important and valuable information provides the grounds for &
a risk management improvement process, whereas, insufficient informa- &
tion provides weak grounds for decision-making. Thus, other new risk is
being brought resulting in severe consequences on banks. In light of the recent crisis for one of the public
banks in the State of Kuwait and the way it affects customers, essential questions pose themselves as fol-
lows:-

Do banks use rating systems suitable for customers, activities and resulting risks?

Do banks collect the right information about their existing and proposed customers and make sure
that such information is complete, consistent, and available upon request?

What kind of information do banks need to determine the category of their clients and how will
such decisions be made?

Do banks use the information to provide their customers with the right banking services and prod-
ucts?

The professional risk management and availability of valuable information will help banks spec-
ify the targeted category of customers and assist those who deal with banks. Therefore, banks are in need
of acquiring new and secure information from debtors in order to assess the internal rating as well as the
guarantee which represents an essential aspect of the process of risk measurement as provided in Basel
I. The standard measures for credit risk require that the third-party rating of debtors shall be taken into
consideration. This gives credit to the third-party rating agencies under the Basel 11 Accord. It is expected
that the unrated debtors will face high rates as a result of allocating extra money by creditors to cover
risks. Whatever the case may be, the unrated debtors will be subject to internal rating by banks.

Improvements required by the current crisis will affect the existing relations between banks and
customers. In order to avoid sustained expenses, some prominent customers may resort to providing the
new and comprehensive information in order to guarantee obtaining their required financing. Also, the
customers who cannot provide sufficient and full information will face slight opportunities to obtain
credit and they will be facing strict credit conditions in addition to high cost. The new disclosure criteria
will provide bankers with early warning which shall assist in avoiding the crises that afflict the banking
sector and this may contribute to enhance the confidence in the financial markets.
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Kuwaiti to loan Yemen $ 50 Million as Social Fund Project Contribution
Director General of the Kuwait Development Fund (KDF), Abdul Wahab Ahmed al-Badr, said
that the Fund will contribute to financing the 3™ phase of the Social Fund Project in Yemen with $50
million of the $900 million total cost of the project. Al-Badr considered the
Project, to which a number of donors would contribute besides Kuwait, an op-
timistic step because of the unemployed workers who would be benefited and o
providing of more projects and work opportunities for Yemeni society. Al- .
Badr identified this project as first sign for what was agreed on during the
Yemeni-Kuwaiti committee foundation meeting in the beginning of February
2009 and one of projects which is to be implemented by the fund, in addition
to a number of small enterprises that would benefit the Yemeni national economy.

GCC & Arab News in Brief

ALO Launches Anti-unemployment Program in the Arab world

: The Arab Labour Organization (ALO) has said it decided to launch a
- program to reduce unemployment in the Arab world during the Arab Eco-
. nomic Summit that was held in Kuwait last January. Director General of the
organization Ahmad Lugman said in a press statement that the program will
| consist of six programs which will focus on the Arab network of labour infor-
mation, coordination between education and training and market needs, the
employment of Arab youth, and supporting the establishment and develop-
ment of small facilities. Lugman called for investing in Arab countries and
said the unemployment rate in the Arab world was the worst worldwide and reached 14 percent, point-
ing out that four million job opportunities should be provided each year to stabilize the rate.

UAE Central Bank Opens E-complaints Site

The UAE Central Bank has created an online service to settle disputes =
and monetary problems among banks. Banks, exchange houses and other finan- | ##
cial and investment companies operating in the UAE can now lodge a com- LL
plaint with the Central Bank directly through its online ‘Complaints and Sugges- ==
tions' service. Lenders can also use the new site to complain about its services or present any sugges-
tions.

Bahraln to Issue $800 Million in Bonds to Finance National Housing

Bahrain's Government has authorized the nation's Ministry of Housing
to issue bonds worth nearly $800 million to finance housing projects in Bahrain.
The country's Minister of Housing, Sheikh Ibrahim bin Khalifa Al Khalifa, said
during an interview on CNBC Arabiya that financial institutions will issue the
bonds in segments over the next six months. The Ministry of Housing will use
the bonds worth Bahraini Dinars 300 million to fund projects in the housing
sector, the recipient of the bulk of Bahrain's capital investment budget over the
next two years.
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