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This paper is entitled “Credit Risk Grading and Limit Setting at Eastern Bank Limited” originated from the fulfillment of the internship program. To examine the financial practice in Banking Business, EBL is the pioneer in banking history to implement the Credit Risk Grading Setting and practice it in their banking business.

Credit Risk Grading Manual of Bangladesh Bank was circulated by Bangladesh Bank vide BRPD Circular No. 18 dated December 11, 2006 on Implementation of Credit Risk Grading Manual which is primarily in use for assessing the credit risk grading before a bank lend to its borrowing clients. The Credit Risk Grading Manual developed for a Bank shall be an effective tool to help a Bank to take a sound decision in analyzing credit risk on another bank and to set up a credit limit for money market and other business operations. All Banks should adopt this credit risk grading system outlined in this manual for assessing the credit risk in case they need to take exposure on another bank.

To assess Risk Management of Financial Sector we analyze 44 Banks & 16 Non-Bank Financial Institutions (NBFIs) according to Credit Risk Grading Manual of Bangladesh Bank.
Credit Risk Grading is the basic module for developing a Credit Risk Management system. Well-managed credit risk grading systems promote bank safety and soundness by facilitating informed decision-making. Grading systems measure credit risk and differentiate individual credits and groups of credits by the risk they pose. The process also allows bank management to manage risk to optimize returns. EBL has decided to entail all details of the bank’s single Borrower/Group limits to be included as per Bangladesh Bank guidelines. The Bank’s Head of Credit or Managing Director/CEO should approve Credit Applications that do not adhere to the bank’s Lending Guidelines. EBL has adopted a credit risk grading system.  Borrower Risk Grades thus clearly stated on Credit Applications.

Irrespective of credit score obtained by a particular bank and irrespective of credit risk rating assigned to a particular Bank in line with this Credit Risk Grading Setting, grading of any banks by the Bangladesh Bank inferior to this rating shall be mandatory and Eastern Bank Limited should adjust its credit rating in line with Bangladesh Bank rating. This means that if a credit rating by Bangladesh Bank is inferior then the credit rating as arrived as per this CRGS then the Eastern Bank credit rating for the banks shall prevail and the lender Bank has to adjust its credit rating accordingly. EBL’s Head of Credit Risk Management may also downgrade credit risk grading of a Bank in the normal course of inspection or during the periodic portfolio review. We have reviewed both quantitative and qualitative aspects taking the Credit Risk Grading Manual of Bangladesh Bank into consideration. We have analyzed spreadsheet of 44 Banks (out of total 48 Banks) and rated them accordingly as Bangladesh Bank guidelines through Focus Group report- Managing Core Risk in Banking on Asset Liability Management and Foreign Exchange Risk Management to be adhered to.
Credit Risk Grading is an important tool for credit risk management as it helps a Bank to understand various dimensions of risk involved in different credit transactions.

1.2 OBJECTIVES OF THE STUDY

· To familiarize with practical job environment

· To have an exposure on the financial institutions such as banking environment of Bangladesh

· To gain experience on different functions of banking business in Bangladesh

· To examine the Financial practice in Banking Business

· To examine the Credit Policies and practices at EBL
· To acquire in–depth knowledge over EBL’s International Division’s work flow and their inter division dependencies where my knowledge of finance will be practiced
· To gather the actual knowledge about the HR operations in the organizations 
1.3 METHODOLOGY 

The first step of this project was problem identification and deciding on the topic. This was achieved through consulting with my faculty advisor Mr. Golam Mohammad and the supervisor in EBL Mr. Obaid Islam, Head of International Division. 
Next the particular objectives of the project were set. Based on these objectives, the necessary data for completion of the project were identified. Next, those internal sources were identified who would be able to provide the necessary information.

After this, the data collection process began. Both primary and secondary sources were used. The primary sources of information were the concerned officials of EBL. Data were collected from them through interview. The sources of secondary information were various publications, board memos, Annual Report and other reports on EBL. After data collection was complete, the data was analyzed to find out their implications. Based on those findings, the final report was completed.
1.3.1 COLLECTION OF PRIMARY DATA
The primary sources of information were the concerned officials of EBL. Data were collected from them through interview.

1.3.1 COLLECTION OF SECONDARY DATA
The sources of secondary information were various publications, board memos, Annual Reports, Newspapers and other reports on EBL.

1.4 LIMITATIONS 

The major limitation of this report is that no previous study is done beforehand on EBL’s Credit Risk Grading Setting as Eastern Bank Limited has initiated this Limit Setting for the first time in Bangladesh. Bangladesh Bank has taken the proposal in consideration from EBL, and EBL is expecting to the overall success of the project as it will then be taken by the Bangladesh Bank into consideration and all the Banks of Bangladesh will then be indebted to research on this topic. As it is being done for the first time in Bangladesh as well as EBL, secondary study material was scarce. The study is heavily relied on observational method, which has its own disadvantages, and not a very effective method. 
Chapter: 2
Organizational Part
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2.1 INTRODUCTION 

The emergence of Eastern Bank Limited in the private sector is an important event in the banking industry of Bangladesh. Eastern Bank Limited started its business as a public limited company on August 08, 1992 with the primary objectives to carry on all kinds of banking business in and outside of Bangladesh and also with a view to safeguard the interest of the depositors of erstwhile BCCI [Bank of Credit and Commerce International (Overseas)] under the Reconstruction Scheme, 1992, framed by Bangladesh Bank.

In 1991, when BCCI had collapsed internationally, the operation of this bank had been closed in Bangladesh. After a long discussion with the BCCI employees and taking into consideration the depositors’ interest, Bangladesh Bank then gave the permission to form a bank named Eastern Bank Limited which would take over all the assets, cash and liabilities of erstwhile BCCI in Bangladesh, with effect from August 16, 1992. So, it can be said the EBL is a successor of BCCI.

EBL started its business as a scheduled bank with only four branches, which included Principal Branch, Dhaka; Motijheel Branch, Dhaka; Agrabad Branch, Chittagong and Khulna Branch. EBL started its business with motto to grow as a leader in the banking arena of Bangladesh through better counseling and efficient service to clients. EBL resumed its operational activities initially with an authorized capital of Tk. 1000 million, divided into 10 million shares of Tk. 100 each and paid up capital of Tk. 310 million. The initial shareholders were the NCBs, various govt. agencies, and some of the depositors who had agreed to accept shares in the new bank in lieu of their deposits. The first Board of Directors of EBL constituted under govt. supervision, consisted of 7 directors from various business and professions. Eastern Bank Limited was under government control until the end of 2000 and therefore, there were lots of deficiencies in the Bank’s management. In 2001, the board of directors brought in new professional management from various foreign banks who have been trying to modernize the bank ever since.

CORPORATE INFORMATION:

EBL

EASTERN BANK LIMITED

Established in 1992

Registered Office:

10, Dilkusha C.A., Dhaka-1000,

Bangladesh.

Cable:

EASTBANK

Fax:

880-2-9562364, 9554610

Telex:

642951,642482 EBLD BJ

E-mail:

info@ebl-bd.com
Telephone:

9556360

SWIFT:

EBLDBDDH

Web:

www.ebl-bd.com

2.2 MISSION

· EBL will deliver service excellence to customers, both internal and external. 

· EBL will constantly challenge their systems, procedures and training to maintain a 

     cohesive and professional team in order to achieve service excellence.

· EBL will create an enabling environment and embrace a team based culture where 

      people will excel.

· EBL will ensure to maximize shareholder’s value. 

2.3 VISION 

The vision of Eastern Bank Limited is to become the bank of choice by transforming the way they do business and developing a truly unique financial institution that delivers superior growth and financial performance and be the most recognizable brand in the financial services in Bangladesh.

2.4 VALUES

· Service excellence
· Openness

· Trust

· Commitment

· Integrity

· Responsible corporate citizen  

EBL see their customers’ trust as the lifeline of their business, control and compliance as their license to operate, dynamic and motivated people as their strength to multiply and technology as their weapon to service excellence.

2.5 OBJECTIVES OF EASTERN BANK LIMITED

Maximization of profit along with the benefits of employees is the main objective of the bank. In addition, the other objectives are:

· To be one of the leading banks of Bangladesh in terms of ROE and ROE 

· To be the market leader in high quality banking products and services

·  Achieve excellence in customer service through providing the most modern and  

       advanced state-art technological in the different spheres of banking

· Cater to a broader and differentiated segment of retail and wholesale customers.

· To grow its credit extension service to the commercials as well industrial sector; 

· To increase its diversification of loan portfolio and geographical coverage

· To curd present operating expenses further so as to increase earning before tax

· To reduce the burden of non performing assets

2.6 HISTORICAL REVIEW AND DIFFERENT MILESTONES OF EBL

In the year of 1992 EBL started their banking operation in the country. Within these 15 years EBL became one of the successful banks in Bangladesh. They are able to gain this huge success because of their employee’s honesty, integration and hard work.

EBL dreams to be the bank of choice of the general public which includes both the consumer and the corporate clients. It has adopted the tag line “simple math”, the philosophy of Easy Banking while celebrating the 10th anniversary in 2002, EBL’s logo was changed to reflect the restricting and the transformations it is going through; the colors of the new logo signify the vibrant green of mother earth, a blue sky full of possibilities and a yellow rising sun of hope.  In order to achieve superior growth and financial performance for its shareholders, EBL is radically transforming the way it dies business .The bank has already restructured from the traditional geographic matrix (branch based banking) to business unit matrix. The bank is also centralizing most of the business functions in the head office to ensure greater control and efficiency.
EBL wanted to stand up in the crowd. For moving out of the ramshackle, EBL management under the dynamic leadership of the honorable Directors of the Board switched over to a centralized platform using a world renowned banking software (Flexcube) which was the no one most popular software in the world for the year 2003. The bank also centralizing most of the business functions in the head office to ensure greater control and efficiency. The result has been incredible. List of few benefits from centralization are mentioned below: 
AT A GLANCE – BENEFITS FROM CHANGES
	• Standalone systems
	= > Centralized system

	• Branch Banking
	= > Anywhere Banking

	• EOD at Branch
	= > EOD at Data Centre

	• Telegraphic Transfers
	= > Online Inter-branch transfer

	• Hold accounts
	= > Online Inter-branch transfer

	• Produce MIS at Branch
	= > Centralized MIS

	• Poor ‘Control’ reports
	= > Improved ‘Control’ reports

	• Audit needs branch visit
	= > MIS available at Head Office

	• Information on paper
	= > Information in CIF

	• On Card Signature/Pix
	= > Digital Signature/Pix

	• No Funds Management
	= > Automatic Sweep-in/Out


EBL is a leading private sector bank in Bangladesh offering full range of Personal, Corporate, International Trade, Foreign Exchange, Lease Finance and Capital Market Services. At present, this can be said; Eastern Bank Limited is the preferred choice in banking for friendly and personalized services, cutting edge technology, tailored solutions for business needs, global reach in trade and commerce and high yield on investments, assuring Excellence in Banking Services. Within very short span of time EBL is going to open five more branches in the country. EBL is start strengthen their consumer products along with their corporate products; as they lunched “Simple Credit Card” in the market recently.

2.7 CURRENT PROFILE OF EBL
At present, the bank has 25 branches throughout the country with about 650 employees. The existing Board of Members is 12. Mr. A. Q. I. Chowdhury, OBE is the Chairman of Board and Mr. Ali Reza Md. Iftekhar is the Managing Director & CEO. EBL is currently going through a restructuring stage where the traditional ‘Branch Banking System` is gradually discarded and being replaced by a Centralized System till 2000. The bank has been restructured into five main businesses which is responsible for earning the revenues of the bank. These are:      

· Corporate Banking

· Consumer Banking

· SME Banking

·  Treasury

· Cards

All other departments of the bank act as support for these five units and help them in every possible way. Under this arrangement, the responsibilities and functions of those branches have been reduced dramatically. Many of the activities like credit evaluation and approval, monitoring of loans, trade services activities etc. are now centralized in the Head Office. The branches of the bank are now termed as the “Sales & Service Centers” which are solely concentrated on delivering services to the corporate and consumer clients and maintain relationship with them.

2006, last year was another year of continued success of EBL across all the business units. The Bank has made an Operating Profit growth of 28.6% to BDT 1,358 million during the year but suffered a decline of Profit after Tax by 6.1% to BDT 513 million mainly due to increased general provisioning requirement by BB and disallowance of specific provision in tax computation. Therefore EPS dropped to BDT 61.98 in 2006 against BDT 66.00. 

Corporate Banking remains the major bread earner with largest volume of loan portfolio and fees income. Adding 3 more branches at strategic locations, Consumer Banking supplied the major part of funding assets of corporate and SME, one of the potential business segments. EBL Treasury has passed a superb year 2006 by achieving an extraordinary growth of FX income by 130% to the tune of BDT 434 million by exploiting market volatility. Investment income also grew by 47.48% due to govts increased borrowing at higher rates.
2.8 BOARD OF DIRECTORS OF EBL
The EBL Management Team comprises of a group of people and each of them comes with an international working background and is committed in leveraging their experiences to take EBL to greater heights by ensuring top line revenues with dynamic capabilities. This Management Team is unique in being able to envision the need of the business by bringing in admixture of advanced technology solutions know-how and revamping the organizational make-up for maximum profitability. Other than the CEO, the remaining Management Team Members each lead a functional department.

This mix of people is persistent to provide unparallel services to its customers, come up with timely and innovative products and services and to enhance the capabilities of its people of its people while emphasizing on the latest technology. This they believe will take the Bank to a foremost position in the country by the turn of the year 2007. This team is to drive the business to maximize the operational excellence and efficiency through acquisition of talent, developing systems, processes and people and through blending of these to let customers revel in with fulfillment and permanency. Like any other business organization, all the major decisions in EBL are made by the top management Committee. The board mainly establishes the objectives and policies of the bank.
There are three (3) committees of the board for different purposes: 
2.8.1 EXECUTIVE COMMITTEE 

In compliance with the BRPD circular no. 16 dated July 24, 2003 the board of Directors of EBL has reconstituted its Executive Committee in its 352the Board Meeting and was duly confirmed by the Board. This committee is comprised of four non-executive Directors and Managing Director of the bank and the functions and responsibilities of this committee is to Establish and periodically review the bank’s overall credit and lending policies and procedures, develop and implement uniform and minimum acceptable credit standards for the bank, new credit proposal assessment and approval etc.
2.8.2 THE AUDIT COMMITTEE

The main objective of this committee is to assist eh Board of Directors with regard to the audit of financial reports, management reports by external auditors, internal controls and internal audits.
2.8.3 MANAGEMENT COMMITTEE 

The main objectives of this committee is to ensure business operations are in line with the Bank’s policies, strategies and objectives, the bank has set up. This committee consists of the CEO, COO and different business unit heads.
Mid and lower level employees get the direction and instruction from the top executives about the duties and tasks they have to perform. Management of Eastern Bank Ltd. assumes that; active employees are the inputs to achieve the organization goal. The manager provides the guidelines and broad directions to the subordinates but delegate responsibility for determining how tasks and goals are to be accomplished. 
2.8.4 MANAGEMENT HIERARCHY AT EBL
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Figure: Management Hierarchy of EBL

2.9 ORGANOGRAM OF EASTERN BANK LTD.

2.9 Organogram of EBL
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Figure 3: Organogram of EBL
2.10 Branch Map of Eastern Bank Ltd. In Bangladesh
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            Figure: Map of the branches of EBL in Bangladesh

2.11 FINANCIAL PERFORMANCE INDICATORS

	Particulars 
	2005
	2006
	2007

	Authorized Capital
	3,300
	3,300
	3300

	Paid Up Capital
	828
	828
	1035

	Reserve
	3,132
	3,146
	3539

	Deposits & Other Accounts
	19,396
	25,734
	30092

	Loan & Advances
	17,758
	26,008
	30962

	Export
	13,239
	24,286
	26673

	Import (LC)
	29,692
	39,347
	45298

	Guarantee Business
	555
	651
	1201

	Operating Income
	2,957
	4,272
	5325

	Operating Expenses
	1,901
	2,913
	3454

	Operating Profit
	1,056
	1,358
	1870

	Net Profit Before Tax
	967
	1,134
	1286

	Total Assets (excluding contingent)
	27,400
	35,971
	42579

	Book Value per share (Taka)
	370.93
	400.38
	358.63

	Market Value per share (Tk.)
	1,222
	792.50
	1070.75

	EPS
	66.00
	49.58
	40.5

	Dividend per share
	40
	45
	34

	ROE (Average)
	19.17%
	16.07%
	11.93%

	ROA (Average)
	2.17%
	1.62%
	1.07%

	Classified Loan as a% of total loans
	5.41%
	3.79%
	4.31%

	Capital Adequacy Ratio
	18.76%
	14.02%
	13.14%

	Cost to Income Ratio
	33.66%
	35.67%
	33.73%

	Net Interest Margin
	2.81%
	2.11%
	3.34%

	RWA to Total Assets
	61.68%
	71.50%
	72.07%

	Number of Branches
	22
	25
	30

	Number of Employees
	536
	612
	710


2.12 CURRENT BANKING SCENARIO OF BD AND EBL’S POSITION IN THE MARKET 
From the beginning of the year 2004, the entire banking industry in Bangladesh started facing stiff competition to procure business, under the changed circumstances of the policy of BB to lower the rates of interest in lending and to go for syndication against large loan portfolios with the objective to ensure better operation and control of all functions of the bank. Despite such situation the year was a remarkable on for EBL when the bank finally completed the introduction of a state-of-the art IT technology platform of Flex Cube, a world class banking software. All of bank's 25 braches were connected to this IT platform giving an enviable opportunity to all the EBL customers to obtain the most coveted services that no other bank could offer them yet.
To cope with the status quo, Eastern Bank Limited welcomed these developments and restructured the bank to meet the challenges in future. The branches of the bank are now termed as the "Sales & Services Center" which are solely concentrated providing service to the corporate and consumer clients and maintain relationship with them. 2006, last year was another year of continued success of EBL across all the business units. The Bank has made an Operating Profit growth of 28.6% to BDT 1,358 million during the year but suffered a decline of Profit after Tax by 6.1% to BDT 513 million mainly due to increased general provisioning requirement by BB and disallowance of specific provision in tax computation. Therefore EPS dropped to BDT 61.98 in 2006 against BDT 66.00. 

Corporate Banking remains the major bread earner with largest volume of loan portfolio and fees income. Adding 3 more branches at strategic locations, Consumer Banking supplied the major part of funding assets of corporate and SME, one of the potential business segments. EBL Treasury has passed a superb year 2006 by achieving an extraordinary growth of FX income by 130% to the tune of BDT 434 million by exploiting market volatility. Investment income also grew by 47.48% due to govts increased borrowing at higher rates.

2.13 CREDIT RISK MANAGEMENT [PORTFOLIO DIVERSIFICATION]
Comprehensive risk management is a core competence of EBL. EBL take a prudent and conservative approach to risk that is fully aligned with their long-term strategy. The risk framework combines centralized policy setting with board oversight supported by risk execution and monitoring. It provides management with the ability to oversee the bank’s large and highly diversified portfolio effectively and efficiently.
EBL’s risk management systems are designed to identify and analyze risks management processes by establishing a credit risk management policy, credit underwriting standards, and credit risk rating methodology. It also established a Credit Risk Management Division, which is independent from relationship management units to ensure proper controls on its lending.
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2.14 CSR OF THE EASTERN BANK LIMITED

In this 21st century, the social responsibility of an organization is unavoidable. The societal marketing concept holds that the organization should determine the needs wants, and interests of target markets. It should then deliver superior value to customers in a way that maintains or improves the consumer’s and the society’s well-being. In this concept the marketers will maximize the consumers’ value in the long run rater than short run to maximize their profit. 
The bank realizes the importance of contributing to the public, community, and society as a whole as well as participating in environmental protection and conservation for a sustainable future. EBL ensures that the customer already having production facility that is susceptible to damage environment has due environmental clearance certificate from the concerned ministry while granting or renewing credit facility. Every year EBL contribute their in various types of social activities, are; awarding the talent student through “talent hunt”, monetary contribution in the disable fund, contribute increasing public awareness about the social ills and the most recently EBL contributed BDT 320 million in the Chief Advisors fund for the flood affected people.  No one in society can avoid the due responsibilities, EBL’s position is positive in this regard and they wish to find a suitable segment to work with in future to meet the corporate social responsibility.

2.15 CONCLUSION 
Since banks deal with customer’s hard earned cash and finances business, it is natural financial organization largely depends on the service quality, promotional activity, personnel effort and distribution. EBL is the first local private bank in Bangladesh which has implanted the strategy of Centralization. The ultimate goal of following this strategy is to maximizing the profit and also reduces the amount of bad debts and in most reduces the internal conflicts. EBL has diversified its assets and remittance, loan portfolio and now EBL is focusing on establishing a leading small and medium enterprise as well as adding value added consumer banking products to satisfy its customers better as it lunched Simple Credit Card with the fullest possibilities of modern credit card. It has restructured its business process to meet the challenges of rapidly evolving technology based banking services, in the awake of growing competition in the financial service industry and changes in the customer needs. For EBL, hope is shining on the horizon; it is no far that EBL will be the number one private commercial bank in Bangladesh.
Chapter 3
Learning Part

Credit Risk Grading & Limit Setting 

at Eastern Bank Limited
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3.1 INTRODUCTION

Credit Risk Grading Manual of Bangladesh Bank was circulated by Bangladesh Bank vide BRPD Circular No. 18 dated December 11, 2006 on Implementation of Credit Risk Grading Manual which is primarily in use for assessing the credit risk grading before a bank lend to its borrowing clients. Since the nature of business as well as leverage level of Banks and Non Banking Financial Institutions is different from that of other borrowing clients, the need for a separate Credit Risk Grading Manual has been felt. Keeping this in mind and with a view to properly risk rate a Bank in order to set up counter party limits for providing credit products extended by one bank to another Bank this Credit Risk Grading Manual for the Bank has been produced. The Credit Risk Grading Manual developed for a Bank shall be an effective tool to help a Bank to take a sound decision in analyzing credit risk on another bank and to set up a credit limit for money market and other business operations. This Credit Risk Grading Manual has taken into consideration the important aspects required in order to correctly assess the operation of a Banking Financial Institution and will ensure a very objective approach to credit risk grading and is easier to implement. All Banks should adopt this credit risk grading system outlined in this manual for assessing the credit risk in case they need to take exposure on another bank.

At the pre-sanction stage, credit grading helps the sanctioning authority to decide whether to lend or not to lend, what should be the pricing for a particular exposure, what the extent should be of exposure, what should be the appropriate credit facility and the various risk mitigation tools. At the post-sanction stage, the bank can decide about the depth of the review or renewal, frequency of review, periodicity of the grading, and other precautions to be taken. Having considered the significance and necessity of credit risk grading for a Bank, it becomes imperative to develop a credit risk grading model which meets the objective outlined above. This manual describes in detail the process required to spread and analyze the financial statement of a bank, identify the critical risk elements, mitigate these risk and provide appropriate weightage and marking to the risk element and thereby arrive at a systematic risk grading for an effective credit decision.
To assess Risk Management of Financial Sector we analyze the following Banks & Non-Bank Financial Institutions (NBFIs) according to Credit Risk Grading Manual of Bangladesh Bank.
NAME OF THE BANKS

COMMERCIAL BANK:

1) Agrani Bank Ltd.

2) Janata Bank Ltd.

3) Rupali Bank Ltd.

4) Sonali Bank Ltd.
SPECIALIZED BANK

5) Bangladesh Krishi Bank

6) BASIC Bank Ltd. 
PRIVATE COMMERCIAL BANK

7) Al-Arafah Islami Bank Ltd.

8) AB Bank Ltd.

9) Bangladesh Commerce Bank Ltd.

10) Bank Asia Ltd.

11) Brac Bank Ltd.

12) Dhaka Bank Ltd.

13) Dutch Bangla Bank Ltd.

14) Eastern Bank Ltd.

15) EXIM Bank Ltd.– (Export Import Bank Ltd)

16) First Security Bank Ltd.

17) IFIC Bank Ltd.- International Finance Investment Corporation Bank Ltd

18) Islami Bank Bangladesh Ltd.

19) Jamuna Bank Ltd.

20) Mercantile Bank Ltd.

21) Mutual Trust Bank Ltd.

22) National Bank Ltd.

23) NCC Bank Ltd.

24) One Bank Ltd.

25) Prime Bank Ltd.

26) Pubali Bank Ltd.

27) Shajalal Islami Bank Ltd.

28) SIBL- Social Investment Bank Ltd

29) Southeast Bank Ltd.

30) Standard Bank Ltd.

31) The City Bank Ltd.

32) Premier Bank Ltd.

33) Trust Bank Ltd.

34) UCBL – United Commercial Bank Ltd.

35) Uttara Bank Ltd.
FOREIGN COMMERCIAL BANK

36) Bank Al-Falah

37) CITI N.A.

38) Commercial Bank of Ceylon 

39) Habib Bank Ltd.

40) National Bank of Pakistan

41) SCB – Standard Chartered Bank 

42) State Bank of India

43) HSBC – Honk Kong Shanghai banking Corporation Ltd.

44) WOORI Bank



NAME OF THE NBFIS
1. BIFC – Bangladesh Industrial Finance Limited

2. FFIL-  Fareast Finance & Investment Limited

3. GSP Finance – GSP Finance Company (Bangladesh) Limited

4. IDLC – IDLC Finance Limited 

5. IIDFC – Industrial and Infrastructure development Finance Company Limited

6. International Leasing – International Leasing and Financial Services Limited

7. IPDC – Industrial Promotion & Development Company of Bangladesh Limited

8. LankaBangla Finance Ltd.

9. Midas Finance Limited

10. National Housing Finance and Investment Limited 

11. Peoples Leasing & Financial Services Ltd

12. Phoenix Finance & Investment Limited

13. Premier Leasing & Finance Limited

14. Union Capital Limited

15. United Leasing Company Ltd.

16. Uttara Finance and Investment Limited
3.2 DEFINITION OF CREDIT RISK GRADING (CRG)
The Credit Risk Grading (CRG) is a collective definition based on the pre-specified scale and reflects the underlying credit-risk for a given exposure. A Credit Risk Grading deploys a number/ alphabet/ symbol as a primary summary indicator of risks associated with a credit exposure. Credit Risk Grading is the basic module for developing a Credit Risk Management system.

3.3 FUNCTIONS OF CREDIT RISK GRADING

Well-managed credit risk grading systems promote bank safety and soundness by facilitating informed decision-making. Grading systems measure credit risk and differentiate individual credits and groups of credits by the risk they pose. This allows bank management and examiners to monitor changes and trends in risk levels. The process also allows bank management to manage risk to optimize returns.

3.4 USE OF CREDIT RISK GRADING

· The Credit Risk Grading matrix allows application of uniform standards to credits to ensure a common standardized approach to assess the quality of an individual obligor and the credit portfolio as a whole.

· As evident, the CRG outputs would be relevant for credit selection, wherein either a borrower or a particular exposure/facility is rated. The other decisions would be related to pricing (credit spread) and specific features of the credit facility.

· Risk grading would also be relevant for surveillance and monitoring, internal MIS and assessing the aggregate risk profile. It is also relevant for portfolio level analysis.
3.5 POLICY GUIDELINES
This section details fundamental Credit Risk Management policies that are recommended for adoption by all banks in Bangladesh. The guidelines contained herein outline general principles that are designed to govern the implementation of more detailed lending procedures and risk grading systems within individual banks. 

3.5.1 LENDING GUIDELINES

Eastern Bank Limited has established Credit Policies (“Lending Guidelines”) that clearly outline the senior management’s view of business development priorities and the terms and conditions that should be adhered to in order for loans to be approved.  The Lending Guidelines are being updated at least annually to reflect changes in the economic outlook and the evolution of the bank’s loan portfolio, and is distributed to all lending/marketing officers. The Lending Guidelines is approved by the Managing Director/CEO & Board of Directors of the bank based on the endorsement of the bank’s Head of Credit Risk Management and the Head of Corporate/Commercial Banking. Any departure or deviation from the Lending Guidelines is explicitly identified in credit applications and a justification for approval provided.  Approval of loans that do not comply with Lending Guidelines is restricted to the bank’s Head of Credit or Managing Director/CEO & Board of Directors.

The Lending Guidelines should provide the key foundations for account officers/relationship managers (RM) to formulate their recommendations for approval, and should include the following:

3.5.1.1 INDUSTRY AND BUSINESS SEGMENT FOCUS

The Lending Guidelines is a clear identification to the business/industry sectors that should constitute the majority of the bank’s loan portfolio.  For each sector, a clear indication of the bank’s appetite for growth should be indicated (as an example, Textiles: Grow, Cement: Maintain, Construction: Shrink).  This will provide necessary direction to the bank’s marketing staff.

3.5.1.2 TYPES OF LOAN FACILITIES

The type of loans that are permitted should be clearly indicated, such as Working Capital, Trade Finance, Term Loan, etc.

3.5.1.3 SINGLE BORROWER/GROUP LIMITS/SYNDICATION

Details of the bank’s single Borrower/Group limits should be included as per Bangladesh Bank guidelines. Eastern Bank Limited may wish to establish more conservative criteria in this regard, provides brief description of financing under syndicated arrangement.
3.5.1.4 LENDING CAPS

Banks should establish a specific industry sector exposure cap to avoid over concentration in any one industry sector.
3.5.1.5 DISCOURAGED BUSINESS TYPES

Eastern Bank Limited has outlined industries or lending activities that are discouraged.  As a minimum, the following should be discouraged:

· Military Equipment/Weapons Finance.

· Highly Leveraged Transactions.

· Finance of Speculative Investments.

·  Logging, Mineral Extraction/Mining, or other activity that is ethically or environmentally sensitive.

· Lending to companies listed on CIB black list or known defaulters.

· Counterparties in countries subject to UN sanctions.

· Share lending.

· Taking an Equity Stake in Borrowers.

· Lending to Holding Companies.

· Bridge Loans relying on equity/debt issuance as a source of repayment.

3.5.1.6 LOAN FACILITY PARAMETERS

Facility parameters (e.g., maximum size, maximum tenor, and covenant and security requirements) should be clearly stated.   As a minimum, the following parameters should be adopted:
· Banks should not grant facilities where the bank’s security position is inferior to that of any other financial institution.

· Assets pledged as security should be properly insured.

· Valuations of property taken as security should be performed prior to loans being granted.  A recognized 3rd party professional valuation firm should be appointed to conduct valuations.

3.5.1.7 CROSS BORDER RISK

Eastern Bank Limited has identified risk associated with cross border lending. Borrowers of a particular country may be unable or unwilling to fulfill principle and/or interest obligations. Distinguished from ordinary credit risk because the difficulty arises from a political event, such as suspension of external payments
· Synonymous with political & sovereign risk

· Third world debt crisis

3.5.2 CREDIT ASSESSMENT & RISK GRADING

3.5.2.1 CREDIT ASSESSMENT
A thorough credit and risk assessment should be conducted prior to the granting of loans, and at least annually thereafter for all facilities.  The results of this assessment should be presented in a Credit Application that originates from the relationship manager/account officer (“RM”), and is approved by Credit Risk Management (CRM).  The RM should be the owner of the customer relationship, and must be held responsible to ensure the accuracy of the entire credit application submitted for approval. RMs must be familiar with the bank’s Lending Guidelines and should conduct due diligence on new borrowers, principals, and guarantors.  
It is essential that RMs know their customers and conduct due diligence on new borrowers, principals, and guarantors to ensure such parties are in fact who they represent themselves to be.  All banks should have established Know Your Customer (KYC) and Money Laundering guidelines which should be adhered to at all times.
Credit Applications should summaries the results of the RMs risk assessment and include, as a minimum, the following details:

· Amount and type of loan(s) proposed.

· Purpose of loans.

· Loan Structure (Tenor, Covenants, Repayment Schedule, Interest)

· Security Arrangements

In addition, the following risk areas should be addressed:

· Borrower Analysis.  The majority shareholders, management team and group or affiliate companies should be assessed.  Any issues regarding lack of management depth, complicated ownership structures or inter-group transactions should be addressed, and risks mitigated.  

· Industry Analysis.  The key risk factors of the borrower’s industry should be assessed.  Any issues regarding the borrower’s position in the industry, overall industry concerns or competitive forces should be addressed and the strengths and weaknesses of the borrower relative to its competition should be identified.

· Supplier/Buyer Analysis.  Any customer or supplier concentration should be addressed, as these could have a significant impact on the future viability of the borrower.

· Historical Financial Analysis.  An analysis of a minimum of 3 years historical financial statements of the borrower should be presented.  Where reliance is placed on a corporate guarantor, guarantor financial statements should also be analyzed.  The analysis should address the quality and sustainability of earnings, cash flow and the strength of the borrower’s balance sheet.  Specifically, cash flow, leverage and profitability must be analyzed.

· Projected Financial Performance.  Where term facilities (tenor > 1 year) are being proposed, a projection of the borrower’s future financial performance should be provided, indicating an analysis of the sufficiency of cash flow to service debt repayments.  Loans should not be granted if projected cash flow is insufficient to repay debts.

· Account Conduct.  For existing borrowers, the historic performance in meeting repayment obligations (trade payments, cheques, interest and principal payments, etc) should be assessed.

· Adherence to Lending Guidelines.  Credit Applications should clearly state whether or not the proposed application is in compliance with the bank’s Lending Guidelines.  The Bank’s Head of Credit or Managing Director/CEO should approve Credit Applications that do not adhere to the bank’s Lending Guidelines.

· Mitigating Factors.  Mitigating factors for risks identified in the credit assessment should be identified.  Possible risks include, but are not limited to: margin sustainability and/or volatility, high debt load (leverage/gearing), overstocking or debtor issues; rapid growth, acquisition or expansion; new business line/product expansion; management changes or succession issues; customer or supplier concentrations; and lack of transparency or industry issues.

· Loan Structure.  The amounts and tenors of financing proposed should be justified based on the projected repayment ability and loan purpose.  Excessive tenor or amount relative to business needs increases the risk of fund diversion and may adversely impact the borrower’s repayment ability.

· Security.  A current valuation of collateral should be obtained and the quality and priority of security being proposed should be assessed.  Loans should not be granted based solely on security. Adequacy and the extent of the insurance coverage should be assessed.

· Name Lending.  Credit proposals should not be unduly influenced by an over reliance on the sponsoring principal’s reputation, reported independent means, or their perceived willingness to inject funds into various business enterprises in case of need.  These situations should be discouraged and treated with great caution.  Rather, credit proposals and the granting of loans should be based on sound fundamentals, supported by a thorough financial and risk analysis.  

3.5.2.2 RISK GRADING
Eastern Bank Limited has adopted a credit risk grading system.  The system has defined the risk profile of borrower’s to ensure that account management, structure and pricing are commensurate with the risk involved.  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 more conservative risk grade (higher) should be applied if there is a difference between the personal judgment and the Risk Grade Scorecard results.  It is recognized that the banks may have more or less Risk Grades; however, monitoring standards and account management must be appropriate given the assigned Risk Grade.

3.6 NUMBER AND SHORT NAME OF GRADES USED IN THE CRG
The proposed CRG scale for the banks consists of 8 categories with Short names and Numbers are provided as follows:

	Grading
	Short Name
	Number

	Superior
	SUP
	1

	Good
	GD
	2

	Acceptable
	ACCPT
	3

	Margin/Watch list
	MG/WL
	4

	Special Mention
	SM
	5

	Sub standard
	SS
	6

	Doubtful
	DF
	7

	Bad & Loss
	BL
	8


3.6.1 CREDIT RISK GRADING DEFINITIONS
A clear definition of the different categories of Credit Risk Grading is given as follows:

	Superior - (SUP) – 1

· Strongest Bank

· Excellent Financials

· Healthy and productive franchises

· Excellent operating environment

· Exceptionally strong capabilities for timely payment of financial commitments

· Highly unlikely to be adversely affected by foreseeable events

· Credit facilities, which are fully secured i.e. fully cash covered or near cash.

· Credit facilities fully covered by government guarantee.

· Credit facilities fully covered by the guarantee of a top tier international Bank.

· Aggregate Score of 85-100 based on the Risk Grade Score Sheet


	Good - (GD) - 2

· Strong Bank

· Very good Financials

· Healthy and productive franchises

· Excellent operating environment

· Strong capability for timely payment of financial commitments

· Very low probability to be adversely affected by foreseeable events

· Excellent liquidity and low leverage.

· Well established cliental base and strong market share.

· Very good management skill & expertise.

· Credit facilities fully covered by the guarantee of a top tier local Bank.

· Aggregate Score of 75-84 based on the Risk Grade Score Sheet




	Acceptable - (ACCPT) - 3

· Solid Bank

· Good Financials

· Valuable and operating business franchises

· Stable operating environment

· Above average capacity for timely payment of financial commitments

· Low probability to be adversely affected by foreseeable events

· Not as strong as GOOD Grade banks but still demonstrate consistent earnings and have a good track record.

· Adequate liquidity and earnings.

· Acceptable management

· Aggregate Score of 65-74 based on the Risk Grade Score Sheet

· Credit Risk Grading Manual - BANK 8


	Marginal/Watchlist - (MG/WL) - 4
· Average Bank

· Average Financials

· Valuable and defensible business franchises

· Average operating environment

· Average capability for timely payment of financial commitments

· Financial commitments although being met but continuity of this may be contingent upon a sustained, favorable business and economic environment

· This grade warrants 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 and/or inconsistent earnings.

· Weaker business credit & early warning signals of emerging business credit detected.

· The bank incurs a loss

· Aggregate Score of 55-64 based on the Risk Grade Score Sheet




	Special Mention - (SM) - 5

· Weak financial strength

· Weak financial fundamentals

· Vulnerable business franchises

· Unstable operating environment

· Financial commitments although being met but continuity of this may be in question

· This grade has potential weaknesses that deserve close attention. If left uncorrected, these weaknesses may result in a deterioration of the repayment prospects of the borrower.

· Severe management problems exist.

· Facilities should be downgraded to this grade if sustained deterioration in financial condition is noted (consecutive losses, negative net worth, excessive leverage),

· An Aggregate Score of 45-54 based on the Risk Grade Score Sheet.




	Substandard - (SS) - 6
· Very weak intrinsic financial strength.

· Severe management problems exist.

· Requiring periodic outside support.

· Capacity or inclination to repay is in doubt.

· These weaknesses jeopardize the full settlement of loans.

· Bangladesh Bank criteria for Sub-Standard credit shall apply.

· An Aggregate Score of 35-44 based on the Risk Grade Score Sheet.




	Doubtful - (DF) - 7
· Financial fundamentals are seriously deficient.

· Highly unstable operating environment.

· Default is a real possibility.

· However, due to specifically identifiable pending factors, such as litigation, liquidation procedures or capital injection, the asset is not yet classified as Bad & Loss.

· Bangladesh Bank criteria for Doubtful credit shall apply.

· An Aggregate Score of 25-34 based on the Risk Grade Score Sheet.


	Bad & Loss - (BL) - 8
· Credit of this grade has long outstanding with no progress in obtaining repayment or on the verge of wind up/liquidation.

· Prospect of recovery is poor and legal options have been pursued.

· Proceeds expected from the liquidation or realization of security may be awaited.

· Bangladesh Bank guidelines for timely write off of bad loans must be adhered to.

· Bangladesh Bank criteria for Bad & Loss credit shall apply.

· An Aggregate Score of less than 24 based on the Risk Grade Score Sheet.




3.6.2 REGULATORY CREDIT GRADING OF THE BANKS
Irrespective of credit score obtained by a particular bank and irrespective of credit risk rating assigned to a particular Bank in line with this Credit Risk Grading Setting, grading of any banks by the Bangladesh Bank inferior to this rating shall be mandatory and Eastern Bank Limited should adjust its credit rating in line with Bangladesh Bank rating (if any). This means that if a credit rating by Bangladesh Bank is inferior then the credit rating as arrived as per this CRGS then the Eastern Bank credit rating for the banks shall prevail and the lender Bank has to adjust its credit rating accordingly. Grading of the classified names should be in line with Bangladesh Bank guidelines on classified accounts.
3.6.3 HOW TO COMPUTE CREDIT RISK GRADING OF A BANK

The following step-wise activities outline the detail process for arriving at credit risk grading. 

3.6.3.1  Step I:  Identify all the Principal Risk Components (Quantitative & Qualitative)

Credit risk for counterparty may be broadly categories under Quantitative and Qualitative factors which arise from an aggregation of the following:

QUANTITATIVE FACTOR:
· Capital Adequacy

· Asset Quality

· Earnings Quality

· Liquidity and Capacity of External Fund Mobilization

· Size of the Bank & Market Presence

QUALITATIVE FACTOR:
· Management status

· Regulatory Environment & Compliance

· Risk Management

· Sensitivity to Market Risk

· Ownership (Share holding pattern) & Corporate Governance

· Accounting Quality

· Franchise Value
3.6.3.2  Step II: Allocate weightages to Principal Risk Components

According to the importance of risk profile, the following weightages are proposed for corresponding principal risks components (Quantitative and Qualitative factors).

Quantitative--------- 60%

Qualitative----------- 40%

Quantitative factor: 
· Capital Adequacy--------------------------------------------------------------15%

· Asset Quality--------------------------------------------------------------------15%

· Earnings Quality----------------------------------------------------------------15%

· Liquidity and Capacity of External Fund Mobilization-------------------10%

· Size of the Bank & Market Presence-----------------------------------------5%
Qualitative factor:
· Management status--------------------------------------------------------------10%

· Regulatory Environment & Compliance--------------------------------------10%

· Risk Management-----------------------------------------------------------------5%

· Sensitivity to Market Risk-------------------------------------------------------5%

· Ownership (Share holding pattern) & Corporate Governance--------------5%

· Accounting Quality---------------------------------------------------------------3%

· Franchise Value-------------------------------------------------------------------2%                                                                                                                                             







                               

                                                                                             Total                          100%

The flow chart shown below also reflects the weightage provided for the Principal Risk Components (PRC):                                                                                            [image: image11.jpg]



3.6.3.3 Step III: Establish the Key Parameters

Once weightage are allocated to the Principal Risk Components (Quantitative and Qualitative Factors) the next task is to arrive at key parameters corresponding to the Principal Risk Components.
3.6.3.3.1 PRINCIPAL RISK COMPONENTS
QUANTITATIVE FACTOR:

·  Capital Adequacy

· Asset Quality

·  Earnings Quality

·  Liquidity and Capacity of External Fund Mobilization

·  Size of the Bank & Market Presence

Key Parameters:

Key parameters corresponding to the Principal Risk Components of Quantitative Factors are detailed as follows.
Each of the key parameters mentioned below shall be evaluated, analyzed and reviewed in order to conclude on the credit risk grading of a banking company and which are as follows:

Key Parameters for Capital Adequacy

·  Bank’s plan to raise equity to support its growth (Internal Capital Generation)

·  Minimum Capital Adequacy Requirement (CAR) set by Bangladesh Bank

·  Leverage ratio of the bank is satisfactory

·  Dividend policy of the Bank

Key Parameters for Asset Quality

· Risk Management includes exhaustive pre-approval and post - approval activities.

· Portfolio Management System.

· Level of non performing loans.

· Amount of largest exposure to a single client/group, who are these and how many are nonperforming.

· Sector from where the gross NPL are coming from

·  Are classified loans being followed regularly with clear action plan for recovery?

·  Have Credit Risk Grading of clients are in place and effective.

·  Portfolio Diversity (Industry wise breakdown of loans) & sectoral Concentration.

·  Nature of security/collateral and the frequency of valuation.

·  Quality of non-industrial lending.

Key Parameters for Earnings Quality

·  Level of earnings

·  Diversity of earnings

·  Return on Assets (ROA)

·  Return on Equity (ROE)

·  Interest Rate Management, Interest rate policy (extent of change in lending and deposit rates and how this is likely to affect margins and profitability)

·  Non funded business prospects and its contribution towards earnings

·  Average cost of fund

·  Average lending rate

·  Average net spread

·  Net Interest Income Margin (NIIM) trend is satisfactory

·  Yield per taka staff cost

Key Parameters for Liquidity and Capacity of External Fund Mobilization

·  Statutory Liquidity Reserve (SLR), Cash Reserve Requirement (CRR) and Loan Deposit Ratio compliance.

· Asset liability maturity structure.

·  Bank’s liquidity ratio is satisfactory.

·  Core asset funded by core liabilities.

·  Impact on interest rate volatility on deposit and its trend.

· Ability to raise fund through stable sources in cost effective manner.

·  Credibility of funding sources in distress situation.

Key Parameters for Size of the Bank & Market Presence

·  Number of branch network and employees.

·  Level of automation.

·  Products and services offered are regularly reviewed.

3.6.3.3.2  PRINCIPAL RISK COMPONENTS:
QUALITATIVE FACTOR:

·  Management

·  Regulatory Environment & Compliance

·  Risk Management

·  Sensitivity to Market Risk

·  Ownership (Share holding pattern) & Corporate Governance

·  Accounting Quality

·  Franchise Value
Key Parameters:

Key parameters corresponding to the Principal Risk Components of Qualitative Factors are detailed as follows:

Each of the key parameters mentioned below shall be evaluated, analyzed and reviewed in order to conclude on the credit risk grading of a banking company and which are as follows.
Key Parameters for Management:

·  Human resource based institutions

·  Quality of Management (details of Senior Management, background of MD and other top executives)

·  Experience and educational background of the senior, mid level and junior management

·  Management Philosophy (Vision & Mission)

·  Human resource development plans

·  Quality of training being offered

·  Management operating efficiency calculated on the basis of earning

·  Emphasis placed on system & process based banking

·  Staff turnover

·  Emphasis to Information Technology and staff knowledge in this area

Key Parameters for Regulatory Environment & Compliance:

·  Policy on loan classification and provisioning.

·  Policy on large loans.

·  Loan against Shares, Debentures etc.

·  Disclosure requirement for banks.

·  Delegation of power at operating level.

·  Instructions for compliance of provisions of Money Laundering Prevention Act, 2002.

·  Company has been operating satisfactorily in complying to the regulations of SEC and related bodies.

·  Internal Control and Compliance mechanism.

·  Status on Basel II compliance.

Key Parameters for Risk Management:

·  Implementation of risk management in the areas of Credit Risk,

·  Implementation of risk management in the areas of Operational Risk

·  Implementation of risk management in the areas of and Market Risk

Key Parameters for Sensitivity to Market Risk

·  Degree to which changes in interest rates can adversely affect company’s earnings.

·  Degree to which changes in foreign exchange rates can adversely affect company’s earnings.

·  Degree to which changes in commodity prices can adversely affect company’s business.
Key Parameters for Ownership (Share holding Pattern) & Corporate Governance:

·  Ownership pattern & composition of Board (current shareholding with names of promoters)

·  Conflict of interest issues in the operational management

·  Personal policy and employee satisfaction

·  Application of information technology in the system

Key Parameters for Accounting Quality:

·  Policies for income recognition

·  Provisioning and valuation of investment are examined

·  Quality of Auditors

Key Parameters for Franchise Value

·  Joint venture partner or Strategic Alliance.

·  Management contract or Technical collaboration.

·  Alliance/arrangement with World Bank/ADB/IFC/SEDF or awards/certification/recognition.

Financial Spread Sheet (FSS)

Before evaluation of the risk element of key parameters it is required to obtain Audited Financial Statement of a bank for at least 3 years period and should be spread in the Financial Spread Sheet which will help to properly analyze the financial trend of a particular bank on whom exposures are being taken.

A Financial Spread Sheet (FSS) has been developed which may be used for analyzing the credit risk elements of a banking company from financial point of view. The FSS is well designed and programmed software having two parts. Input and Output Sheets. The financial numbers of banks need to be inputted in the Input Sheets, which will then automatically generate the Output Sheets.

3.6.3.4 Step IV: Assign weightages to each of the key parameters.

Once the above mentioned key risk parameters are evaluated, analyzed and reviewed properly the next step will be to further assign weightage against each key parameter depending on its strength and merits.

The weightage assigned to the Principal Risk Components and its corresponding key parameters .

Once the above mentioned key risk parameters are identified the next step will be to assign points to each key parameter depending on their importance and standing.

3.6.3.5 Step V: Input data to arrive at the score on the key parameters.

After the risk identification & weightage assignment process (as mentioned above), the next steps will be to input actual score obtained by the Bank (under review process) against the key parameters in the score sheet to arrive at the total scores obtained.

This manual also provides a well programmed MS Excel based credit risk scoring sheet to arrive at a total score on each bank being reviewed. The excel program requires inputting data accurately in particular cells for input and will automatically calculate the risk grade for a particular obligor based on the total

score obtained.

The following steps are to be followed while using the MS Excel program.

· Open the MS XL file named, CRG - Score Sheet - Bank

· The entire XL sheet named, CRG is protected except the particular cells to input data.

· Input data accurately in the cells which are colored LIGHT BLUE.

· All the cells provided for input must be filled in order to arrive at accurate risk grade.

3.6.3.6 Step VI: Arrive at the Credit Risk Grading based on total score obtained.

The following is the proposed Credit Risk Grade matrix based on the total score obtained by an obligor (i.e. a Bank).

	Category No.
	Grading Type
	Short Name
	Score

	1
	Superior
	SUP
	85-100

	2
	Good
	GD
	75-84

	3
	Acceptable
	ACCEPT
	65-74

	4
	Marginal/Watch list
	MG/WL
	55-64

	5
	Special Mention
	SM
	45-54

	6
	Sub standard
	SS
	35-44

	7
	Doubtful
	DF
	25-34

	8
	Bad & Loss
	BL
	<25


3.7 CREDIT RISK GRADING PROCESS

· Credit Risk Grading should be completed by a Bank for its counterparty bank for facilities extended to them.

· If any credit facilities are extended to a Bank against 100% cash covered or near cash covered securities or covered by Government Guarantee or Guarantee by a top tier International Bank then the Credit Risk Grading should be Superior - 1(SUP-1) and in that case the CRG score sheet is not required.

· Credit risk grading matrix would be useful in analyzing credit proposal, new or renewal for regular limits or specific transactions, if basic information on a borrowing client to determine the degree of each factor is a) readily available, b) current, c) dependable, and d) parameters/risk factors are assessed judiciously and objectively. The Relationship Manager as per data collection checklist should collect required information.

· Relationship manager should ensure to correctly fill up the Limit Utilization Form in order to arrive at a realistic earning status for the borrower.

· Key Risk Parameters are to be evaluated and weighted very carefully, on the basis of most up-to-date and reliable data and complete objectivity must be ensured to assign the correct grading.

· Credit risk grading exercise should be originated by Relationship Manager and should be an on-going and continuous process. Relationship Manager shall complete the Credit Risk Grading Score Sheet and shall arrive at a risk grading and document it which shall then be concurred by a Credit Officer.

· The credit officers then would pass the approved Credit Risk Grading Form to Credit Administration Department and Corporate Banking/Line of Business/Recovery Unit for updating their MIS/record.

· The appropriate approving authority through the same Credit Risk Grading Form shall approve any subsequent change/revision i.e. upgrade or downgrade in credit risk grade.

3.8 Early Warning Signals (EWS)

Early Warning Signals (EWS) indicate risks or potential weaknesses of an exposure requiring monitoring, supervision, or close attention by management.

If these weaknesses are left uncorrected, they may result in deterioration of the repayment prospects in the Bank’s assets at some future date with a likely prospect of being downgraded to classified assets. Early identification, prompt reporting and proactive management of Early Warning Accounts are prime credit responsibilities of all Relationship Managers and must be undertaken on a continuous basis.

Despite a prudent credit approval process, loans may still become troubled. Therefore, it is essential that early identification and prompt reporting of deteriorating credit signs be done to ensure swift action to protect the Bank’s interest. The symptoms of early warning signals as mentioned below are by no means exhaustive and hence, if there are other concerns, like breach of loan covenants or adverse market rumors that warrant additional caution. Irrespective of credit score obtained by any obligor (i.e. a Bank) as per the proposed risk grade score sheet, the grading of the account highlighted as Early Warning Signals (EWS) accounts shall have the following risk symptoms.

3.9 EXCEPTIONS TO CREDIT RISK GRADING

·  Head of Credit Risk Management may also downgrade credit risk grading of a Bank in the normal course of inspection or during the periodic portfolio review. In such event, the Credit Risk Grading Form will then be filled up by Credit Risk Management Department and will be referred to Corporate Banking/Line of Business/Credit Administration Department/Recovery Unit for updating their MIS/records.
·  Recommendation for upgrading of an account has to be well justified by the recommending officers.

 Essentially complete removal of the reasons for downgrade should be    the basis of any upgrading.
·  In case an account is rated Marginal / Watchlist, Special Mention or unacceptable credit risk as per the risk grading score sheet, this may be substantiated and credit risk may be accepted if the exposure is additionally collateralized through cash collateral, good tangible collaterals or strong guarantees.

These are exceptions and should be exceptionally approved by the appropriate approving authority.

·  Whenever required an independent assessment of the credit risk grading of an individual account may be conducted by the Head of Credit Risk Management or by the Internal Auditor documenting as to why the credit deteriorated and also pointing out the lapses.

·  If a Bank has its own well established risk grading system to risk rate a Banking Company equivalent to the proposed credit risk grading or stricter, then they will have the option to continue with their own credit risk grading system.

3.10   CREDIT ADMINISTRATION
The Credit Administration function is critical in ensuring that proper documentation and approvals are in place prior to the disbursement of loan facilities.  For this reason, it is essential that the functions of Credit Administration be strictly segregated from Relationship Management/Marketing in order to avoid the possibility of controls being compromised or issues not being highlighted at the appropriate level.

Credit Administration procedures should be in place to ensure the following.

3.10.1 DISBURSEMENT

· Security documents are prepared in accordance with approval terms and are legally enforceable.  Standard loan facility documentation that has been reviewed by legal counsel should be used in all cases.  Exceptions should be referred to legal counsel for advice based on authorisation from an appropriate executive in CRM.

· Disbursements under loan facilities are only be made when all security documentation is in place. CIB report should reflect/include the name of all the lenders with facility, limit & outstanding. All formalities regarding large loans & loans to Directors should be guided by Bangladesh Bank circulars & related section of Banking Companies Act. All Credit Approval terms have been met.

3.10.2 CUSTODIAL DUTIES

· Loan disbursements and the preparation and storage of security documents should be centralized in the regional credit centres.

· Appropriate insurance coverage is maintained (and renewed on a timely basis) on assets pledged as collateral.

· Security documentation is held under strict control, preferably in locked fireproof storage.

3.10.3 COMPLIANCE REQUIREMENTS

· All required Bangladesh Bank returns are submitted in the correct    format in a timely manner.

· Bangladesh Bank circulars/regulations are maintained centrally, and advised to all relevant departments to ensure compliance.

· All third party service providers (valuers, lawyers, insurers, CPAs etc.) are approved and performance reviewed on an annual basis.  Banks are referred to Bangladesh Bank circular outlining approved external audit firms that are acceptable.

3.11      CREDIT MONITORING

To minimize credit losses, monitoring procedures and systems should be in place that provides an early indication of the deteriorating financial health of a borrower.  At a minimum, systems should be in place to report the following exceptions to relevant executives in CRM and RM team:

· Past due principal or interest payments, past due trade bills, account excesses, and breach of loan covenants;

· Loan terms and conditions are monitored, financial statements are received on a regular basis, and any covenant breaches or exceptions are referred to CRM and the RM team for timely follow-up.

· Timely corrective action is taken to address findings of any internal, external or regulator inspection/audit.

· All borrower relationships/loan facilities are reviewed and approved through the submission of a Credit Application at least annually.

Computer systems must be able to produce the above information for central/head office as well as local review. Where automated systems are not available, a manual process should have the capability to produce accurate exception reports. Exceptions should be followed up on and corrective action taken in a timely manner before the account deteriorates further.  Refer to the Early Alert Process.
3.11.1
EARLY ALERT PROCESS
An Early Alert Account is one that has risks or potential weaknesses of a material nature requiring monitoring, supervision, or close attention by management.

If these weaknesses are left uncorrected, they may result in deterioration of the repayment prospects for the asset or in the Bank’s credit position at some future date with a likely prospect of being downgraded to CG 5 or worse (Impaired status), within the next twelve months.

Early identification, prompt reporting and proactive management of Early Alert Accounts are prime credit responsibilities of all Relationship Managers and must be undertaken on a continuous basis. An Early Alert report should be completed by the RM and sent to the approving authority in CRM for any account that is showing signs of deterioration within seven days from the identification of weaknesses. The Risk Grade should be updated as soon as possible and no delay should be taken in referring problem accounts to the CRM department for assistance in recovery.
Despite a prudent credit approval process, loans may still become troubled.  Therefore, it is essential that early identification and prompt reporting of deteriorating credit signs be done to ensure swift action to protect the Bank’s interest. Moreover, regular contact with customers will enhance the likelihood of developing strategies mutually acceptable to both the customer and the Bank.  Representation from the Bank in such discussions should include the local legal adviser when appropriate. An account may be reclassified as a Regular Account from Early Alert Account status when the symptom, or symptoms, causing the Early Alert classification have been regularized or no longer exist. The concurrence of the CRM approval authority is required for conversion from Early Alert Account status to Regular Account status.

3.12  CREDIT RECOVERY

The Recovery Unit (RU) of CRM should directly manage accounts with sustained deterioration (a Risk Rating of Sub Standard (6) or worse).  Banks may wish to transfer EXIT accounts graded 4-5 to the RU for efficient exit based on recommendation of CRM and Corporate Banking.  Whenever an account is handed over from Relationship Management to RU, a Handover/Downgrade Checklist should be completed.
The RU’s primary functions are:

· Determine Account Action Plan/Recovery Strategy

· Pursue all options to maximize recovery, including placing customers into receivership or liquidation as appropriate.

· Ensure adequate and timely loan loss provisions are made based on actual and expected losses.

· Regular review of grade 6 or worse accounts.

The management of problem loans (NPLs) must be a dynamic process, and the associated strategy together with the adequacy of provisions must be regularly reviewed. A process should be established to share the lessons learned from the experience of credit losses in order to update the lending guidelines.

3.12.1
NPL ACCOUNT MANAGEMENT

All NPLs should be assigned to an Account Manager within the RU, who is responsible for coordinating and administering the action plan/recovery of the account, and should serve as the primary customer contact after the account is downgraded to substandard.  Whilst some assistance from Corporate Banking/Relationship Management may be sought, it is essential that the autonomy of the RU be maintained to ensure appropriate recovery strategies are implemented.

3.12.2
ACCOUNT TRANSFER PROCEDURES
Within 7 days of an account being downgraded to substandard), a Request for Action and a handover/downgrade checklist should be completed by the RM and forwarded to RU for acknowledgment.  The account should be assigned to an account manager within the RU, who should review all documentation, meet the customer, and prepare a Classified Loan Review Report within 15 days of the transfer.  The CLR should be approved by the Head of Credit, and copied to the Head of Corporate Banking and to the Branch/office where the loan was originally sanctioned.  This initial CLR should highlight any documentation issues, loan structuring weaknesses, proposed workout strategy, and should seek approval for any loan loss provisions that are necessary. Recovery Units should ensure that the following is carried out when an account is classified as Sub Standard or worse:

· Facilities are withdrawn or repayment is demanded as appropriate.  Any drawings or advances should be restricted, and only approved after careful scrutiny and approval from appropriate executives within CRM.

· CIB reporting is updated according to Bangladesh Bank guidelines and the borrower’s Risk Grade is changed as appropriate.

· Loan loss provisions are taken based on Force Sale Value (FSV).

· Loans are only rescheduled in conjunction with the Large Loan Rescheduling guidelines of Bangladesh Bank.  Any rescheduling should be based on projected future cash flows, and should be strictly monitored.

· Prompt legal action is taken if the borrower is uncooperative.

3.12.3  NON PERFORMING LOAN (NPL) MONITORING
On a quarterly basis, a Classified Loan Review (CLR) (Appendix 3.4.2B) should be prepared by the RU Account Manager to update the status of the action/recovery plan, review and assess the adequacy of provisions, and modify the bank’s strategy as appropriate.  The Head of Credit should approve the CLR for NPLs up to 15% of the banks capital, with MD/CEO approval needed for NPLs in excess of 15%.  The CLR’s for NPLs above 25% of capital should be approved by the MD/CEO, with a copy received by the Board.

3.12.4  NPL PROVISIONING AND WRITE OFF

The guidelines established by Bangladesh Bank for CIB reporting, provisioning and write off of bad and doubtful debts, and suspension of interest should be followed in all cases.  These requirements are the minimum, and Banks are encouraged to adopt more stringent provisioning/write off policies.  Regardless of the length of time a loan is past due, provisions should be raised against the actual and expected losses at the time they are estimated.  The approval to take provisions, write offs, or release of provisions/upgrade of an account should be restricted to the Head of Credit or MD/CEO based on recommendation from the Recovery Unit.  The Request for Action (RFA) or CLR reporting format should be used to recommend provisions, write-offs or release/upgrades. The RU Account Manager should determine the Force Sale Value (FSV) for accounts grade 6 or worse.  Force Sale Value is generally the amount that is expected to be realized through the liquidation of collateral held as security or through the available operating cash flows of the business, net of any realization costs.  Any shortfall of the Force Sale Value compared to total loan outstanding should be fully provided for once an account is downgraded to grade 7.  Where the customer in not cooperative, no value should be assigned to the operating cash flow in determining Force Sale Value.

Force Sale Value and provisioning levels should be updated as and when new information is obtained, but as a minimum, on a quarterly basis in the CLR.

Following formula is to be applied in determining the required amount of provision:

1.
Gross Outstanding





       XXX

2.
Less: 
(i)
Cash margin held or fixed

Deposits /  SP under lien.
                                                        (XXX)

(ii)
Interest in Suspense Account
                    (XXX)

3.         Loan Value (For which provision is to be created before considering estimated realizable value of other security/collateral held)                       XXX

           4.           Less: Estimated salvage value of security/collateral held (XXX)

Net Loan Value                                                                                            XXX
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1) ALL BANK CRGM SPREAD SHEET
2) OTHER ANALYSIS (BANKS)

a. Capital Analysis Banks
i.  Rank of Banks according to Paid-up Capital

ii. Rank of Banks according to Authorized  Capital

iii. Rank of Banks according to Total Shareholders Equity Capital

iv. Rank of Banks according to Tier 1 & 2 Capital

v. Rank of Banks according to Balance Sheet Size (Total Asset)

b. Profit, Non-Performing Loans & Liquidity of Banks

c. Advance / Deposit Ratio for Banks (Gross Method & Net Method)

d. Deposit of Banks
i. Rank of Banks according to Deposits Amount

ii. Rank of Banks according to Loans and Advances Amount

iii. Rank of Banks according to No. of Branches Network

e. Balance Sheet Analysis Banks (Total Asset)

3) ALL NBFI CRGM SPREAD SHEET
4) OTHER ANALYSIS (NBFI)
a. NBFI total analysis
i. Rank of NBFI according to Paid-up Capital

ii. Rank of NBFI according to Authorized  Capital

iii. Rank of NBFI according to Total Shareholders Equity 

iv. Rank of NBFI according to Net Equity

v. Rank of NBFI according to Non-Performing Loans

vi. Rank of NBFI according to Deposits Amount

vii. Rank of NBFI according to Loans and Advances

viii. Score Comparison

b. Name of NBFI

5) 1st ANALYSIS ALL BANK (NON-CRGM)
6) 1st ANALYSIS ALL NBFI (NON-CRGM)
7) ALL SUMMARY

a. Bank Summary 2007-2008-updated 12.08.08
b. Bank Proposed Limit Comparison
c. Bank Summary According to Credit Score
d. NBFI Summary According to Paid Up Capital

e. Bank Limit Summary (Non-CRGM)

f. CRGM Scales for Banks

g. CRGM Scales for Banks
3.13 APPROVAL FOR COUNTER PARTY LIMITS

This part is Limits for Money Market, Foreign Exchange and other transactions with different counter party Banks and (ii) setting limits for Fixed Deposits and Overnight Investments with different Non Bank Financial Institutions (NBFIs). 

3.13.1 MONEY MARKET OPERATIONS:

Banks operate in the money market mainly to fulfill the following objectives:

a) To maintain liquidity i.e. to meet up the obligations of the bank as and when they fall due.

b) To use excess fund to ensure highest possible return.

c) To borrow necessary funds at the lowest possible cost.

d) To maintain Advance/ Deposit (AD) ratio  and

e) To maintain the regulatory requirement for liquidity (CRR & SLR).

3.13.2 AREAS WHERE COUNTER PARTY LIMITS ARE APPLICABLE:

i)
      Money Market Transactions.

ii) Foreign Exchange Transactions

iii)
      Others:


a)  Local Documentary Bill Purchased (LBPD)

      b)  Exposure against other bank’s FDR etc.                                            
3.13.3 TYPE OF RISKS IN TRANSACTIONS:

(a) Credit Risk:
In the market one borrows and another lends or places funds. There is no credit risk when we borrow. However, on the lending side, there is always a risk that the borrower may be unable to repay the funds or unable to repay on due date. 

(b) Interest Rate Risk: 
The risk arises when the maturities of the placement and the borrowings are not matched. For example, when we lend funds for 3 months by borrowing at call, we are taking an interest rate risk as the call rates are uncertain and may rise thereby affecting the profitability of the said transaction.

  (c) Liquidity Risk:
The liquidity risk appears when funds are placed for the period longer than the source of funds. 
3.13.4 RISK MITIGANT:

(i) The Credit Risk is controlled primarily by establishing lines for placements with each counter party. It will limit the amount for each counter party. Thereby, the counter party limit ensures control of an unduly high percentage of the total money market portfolio.
(ii) Liquidity and interest rate risks can be controlled by imposing limits on the net position and periodical MIS such as daily, weekly, monthly, and quarterly and so forth will contribute in these areas. Bangladesh Bank’s regulatory requirement of CRR & SLR also covers part of the liquidity risk.
3.13.5 PRACTICES IN EBL:
EBL is following Counter Party Bank Limit approved by the Board in its 374 Meeting dated July 10, 2007 (Board Memo No. 256/07 Dated July 9, 2007). 

3.13.6 RATING METHODOLOGY:

Counter-party limit is generally set after deriving its credit rating taking into account the quantitative and qualitative aspects of Bank and NBFIs. We have reviewed both quantitative and qualitative aspects taking the Credit Risk Grading Manual of Bangladesh Bank into consideration. EBL’s review methodology provided a score and rating for the counter party Banks and NBFIs. Bank wise exposure/ limits have been reviewed on the basis of assessment of financial performance, operating efficiency, management quality, past experience etc. Banks and NBFIs are rated and placed in range of 1-8 ratings, on the basis of their credit quality. These ratings are: (1) Superior; (2) Good; (3) Acceptable; (4) Marginal / Watch list (5) Special Mention (6) Sub standard (7) Doubtful and (8) Bad & Loss.
3.13.7 SPREAD SHEET

Financial data has been analyzed with Microsoft Excel Based spread sheet, in order to find out and evaluate financial performance. The spread sheet also incorporated Income Statement, Balance Sheet and Key Financial Ratios e.g. Growth Ratio, Liquidity Ratio, Asset Quality, Leverage, Profitability, Efficiency and information on Market Share, Balance Sheet Highlights etc. Based on these, scoring has been done as follows. Detailed of the spread sheet and score sheet is enclosed with the Memo in Appendix C (for Banks) & D (for NBFIs).
3.13.8 BANK LIMIT REVIEWING:

We have analyzed spreadsheet of 44 Banks (out of total 48 Banks) and rated them accordingly. We could not rate 4 banks [BSRS, RAKUB, BSB and ICB Islamic Bank (Oriental)] as their financials are not available. Counter party limits have been proposed for total 51banks, special judgments have been given for BSRS, Amex, Mashreq, Wachovia, Commerzbank, National Commercial Bank (NCB, KSA) and Dresdner Bank. 
Rating of all the Banks with major ratios and corresponding proposed Limit are presented in Appendix-A based on the following matrix.
	Rank
	Rating
	Limit as % of Capital of the bank rated 

	
	
	Proposed

	1
	Superior
	50%

	2
	Good
	45%

	3
	Acceptable
	40%

	4
	Marginal/ Watch list
	20%

	5
	Special Mention
	10%

	6
	Sub standard
	5%

	7
	Doubtful
	2%

	8
	Bad & Loss
	0%


3.13.9 SETTING LIMIT FOR NBFIS:
We have analyzed spreadsheet of 16 NBFIs to set limit for them (where there are existing and potential business opportunities).  Rating of the NBFIs with major ratios and corresponding proposed Limit are presented in Appendix-B based on the following matrix. 

	Rank
	Rating
	Limit as % of Paid Up Capital of the NBFIs rated 

	
	
	Proposed

	1
	Superior
	50%

	2
	Good
	45%

	3
	Acceptable
	40%

	4
	Marginal/ Watch list
	20%

	5
	Special Mention
	10%

	6
	Sub standard
	5%

	7
	Doubtful
	2%

	8
	Bad & Loss
	0%


Limit for NBFIs has been proposed on above percentage on Paid Up-Capital (not on total capital) as per conservative approach. Any exception to NBFIs limits to be pre-approved by Head of Credit Risk Management and Managing Director or his delegated personnel. 
3.13.10 EXCEPTIONS:

Exception has been done while determining limit based on capital for mainly NCBs, DFIs and some Foreign Banks. Special Considerations and judgments for proposed limit for these banks are presented in Appendix-A1. Exception for one NBFI has been placed in Appendix-B1
3.13.11 LOAN EQUIVALENT RISK (LER)

Foreign Exchange risk is not as high as Money Market risk. On an average, as per international standard, Loan Equivalent Risk (LER) is 100% for Money Market transaction and for Foreign Exchange Transactions the LER is 10.00% (approx.). For the purpose of simplicity we have assumed a flat LER of 10% for Foreign Exchange Transaction and 100% for Money Market and others.

3.14  BANK LIMIT INTO THREE CATEGORIES

We are proposing Total counter party bank limit for Tk 5360 Crore into 03 categories; Money Market limit 45%, Foreign Exchange Limit 30% and other business line (LDBP & Loan against FDR) 25% taking into account both quantitative and qualitative aspects (detailed in Appendix-A & A1). Total Loan Equivalent Limit is Tk.3589 Crore.

3.15 NBFIs  LIMIT INTO TWO CATEGORIES

We are proposing Total counter party limit for NBFIs as Tk 229 Crore into 02 categories; Fixed Deposit limit 60%, Overnight Placement Limit 40% of total Limit (detailed in Appendix-B & B1).
3.16 SPECIAL CLAUSE

No EOL approval will be required for Bank as long as total Loan Equivalent Outstanding (10% for FX and 100% for MM & Others) on any specific bank is within its total Loan Equivalent Limit. No EOL approval will be required for NBFI as long as total outstanding of Fixed Deposit and Overnight is within the total limit for any single NBFI. 

3.17 MODUS OPERANDI

The following aspects of Modus Operandi of Bank Limit approved by the Board, in its 374 Meeting dated July 10, 2007 (Board Memo No. 256/2007 Dated July 9, 2007) shall remain unchanged. 
Same modus Operandi for NBFIs as well being placed for approval by the Board:

1. The approved Limits for Banks and NBFIs shall be forwarded to Treasury Support Unit (TSU), Service Delivery.

2. TSU will advice the Limits to Treasury Front Office by incorporating the Limits availed by Treasury Front Office.

3. TSU will prepare MIS and report to Senior Management and ALCO members on a monthly basis/ as and when required the limits and corresponding outstanding.

4. Any exceptions or waiver on the Limit to be approved by Managing Director.

5. Any changes in Modus Operandi to be approved by Managing Director.

6. Bangladesh Bank guidelines through Focus Group report- Managing Core Risk in Banking on Asset Liability Management and Foreign Exchange Risk Management to be adhered to.

7. EBL’s Treasury Manual approved by the Board in its 320 Meeting dated 5th July 2005 to be strictly adhered to.

3.18 CONCLUSION
Credit Risk Grading is an important tool for credit risk management as it helps a Bank to understand various dimensions of risk involved in different credit transactions. The credit risk grading system is vital to take decisions both at the pre-sanction stage as well as post sanction stage. At the pre-sanction stage, credit grading helps the sanctioning authority to decide whether to lend or not to lend, what should be the pricing for a particular exposure, what the extent should be of exposure, what should be the appropriate credit facility and the various risk mitigation tools. At the post-sanction stage, the bank can decide about the depth of the review or renewal, frequency of review, periodicity of the grading, and other precautions to be taken. Having considered the significance and necessity of credit risk grading for a Bank, it becomes imperative to develop a credit risk grading model which meets the objective outlined above.
Chapter 4
Problem & Success Factor
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4. PROBLEM FACTORS

To mitigate the blame for the high level of classified loans and advances in EBL can be shouldered on 2 parties:

1) The Borrowers

2) The Bank Employees

4.1
RISKS IN LENDING TO BORROWERS
Whenever a loan is given to a borrower, the lender runs the risk of not being repaid. Whether the borrower will pay back the money depends on 2 things-

· Borrower’s ability to repay

· Borrower’s willingness to repay

4.1.1 BORROWER’S ABILITY TO REPAY

Borrower’s ability to repay again depends on various factors, like financial risk, business risk, operational risk, management risk, country risk, natural forces risk etc. An analysis of some of the classified accounts revealed how these risks played important roles in the borrower’s not being able to repay in the sectors previously identified as risky in this report.

Management risk: 

· In Bangladesh, most of the firms do not have professional management and are run by inexperienced people. EBL gave loans to many such companies without checking the competence of the management in running the business properly. As a result, some classified loans occurred due to management’s failure to run the business profitably.

Financial risks:

· The forces of cost and prices have huge impact on the profitability on the business. For example, it was seen in many classified accounts that the borrower suffered increase in cost of raw material which it was unable to pass on to the customers. This was especially true for the borrowers in the ship-breaking sector where the borrowers had to purchase scrap ships at a relatively higher price for a short period but could not pass on the cost increase to the customers because of poor demand in the market. Similarly, drop in prices of finished products also affected many borrowers negatively. For example, many of the classified trading concerns had imported various items at relatively low prices, but when they tried to sell them, they found that the increased competition had forced the prices of the products down. As a result, they could not recover their costs completely. Thus, costs and prices affected many borrowers’ profitability and therefore repayment.

Operational risk:

· Some of the borrowers were unable to meet supply order or work order on time and therefore suffered huge losses which resulted in their classification. For example, there have been plenty of instances in the RMG sector where the client was unable to meet shipping deadlines because of political unrest, labor unrest, electricity problems etc. which resulted in a stock lot situation. At times, the client had to send shipment by air to meet deadlines or had to receive partial payment for late shipment. Because of these losses, many accounts in the RMG sector became classified.

Business risk:

· Most of the classified clients failed to repay their loans because of various business risks. Decrease in demand or increase in supply played key roles in the classification of different accounts. For example, in the trading industry, many firms became classified because of lack of demand of their products. Similarly, some of the real-estate construction companies faced increase in supply in the market and therefore were unable to sell the properties and recover their costs properly.

Country Risk:

· Many of the firms also became classified because of various country risks like political unrest, loss from riots, flood etc. For example, many firms’ factories were damaged during the flood of 1998 which affected the firms’ operations and ultimately led to classification

4.1.2 BORROWER’S WILLINGNESS TO REPAY

· A factor which is equally important to the borrower’s ability to repay is the borrower’s willingness to repay: If the buyer does not have genuine willingness to pay back the loans, then the loan will most likely end up as classified even if the borrower’s financial condition is good.

· There have been plenty of instances where borrowers took loans from EBL for various purposes but never paid back the loan properly. This incidence is common to all the sectors of business. 
4.2 
FAILURES OF THE BANK EMPLOYEES

Previously (before 2002) there was no standard loan evaluation, approval and disbursement process and no strict loan monitoring policy. As a result, there were lots of irregularities in loan disbursement and recovery of EBL. This is one of the main reasons why EBL incurred so much classified loans and advances. 

· Previously, there was no centralized Corporate Banking Department and therefore the relationship with the client was maintained at the branch level by the branch manager and the branch credit officer. In this decentralized structure, head office management had poor control over the loan disbursement and monitoring process. They only got involved during the time of loan approval and yearly renewal. On the other hand, the branch employees had significant control over the operations of the credits. Sometimes they used their discretions over head office approval in disbursing loans and collecting repayment. For example, once a client in Chittagong was allowed to draw loans upto TK 28 crore against an approved limit of only TK 5 crore as the branch manager was sure that the client would be able to pay back the extra amount very quickly. However, the client could not pay back the loan completely which resulted in a large classified amount.    

· Also, previously the loan applicants’ background was not checked on a strict basis. Sometimes the credit officers failed to corroborate the information and documents provided by the client through face-to-face contact, factory/office visit, financial data checking etc. As a result, there have been instances where client took loans through fake documents and never paid back the money.  

· In some instances, the credit officials also failed to monitor the loans properly. Since there was no requirement of reports like Account Profitability, Portfolio Review statements etc., there was no strict monitoring of the client’s stocks, earnings, etc. on a regular and timely basis. As a result, the concerned credit officials failed to detect deterioration in the client’s financial position on time. 
5.   SUCCESS FACTORS

After CRGS is being followed in a very short time, Eastern Bank Limited has put in place lots of standard policies and procedures for the purpose of proper evaluation and monitoring of a loan.  This is how the loan approval and monitoring process is structured now. 
Loan approval and monitoring is a long process. The first part in this process is the Loan Evaluation; second part is Loan Sanctioning; third part is Loan Monitoring and fourth and last part is Loan Recovery. At present, EBL’s Loan Evaluation and Sanctioning is done by Corporate Banking and Credit Risk Management through Credit Risk Grading Setting, Loan Monitoring is done by Corporate Banking, Credit Administration and CRM while Classified Loan Recovery is carried out by Special Asset Management Department. 

6.     RECOMMENDATIONS
· The Risk Managements should be encouraged to build up their knowledge base about various industries, the opportunities and risks in the sectors, the well performers and the upcoming companies, industry standards etc. For example, RMs can be given incentives to attend various seminars, workshops, or training programs in these areas.  

· CRGM must be strict to see that all the procedures of Loan Evaluation and Monitoring are followed before giving any new loans. It was observed that not all the steps of the present guideline are followed strictly by the RMs. For example, the RMs did not go on regular quarterly calls to the clients and also sometimes did not verify all the information provided by the clients. This gives rise to chances that the client’s actual position may not be understood on time and increases the risk of classification. So steps must be taken to ensure strict adherence to the loan evaluation and monitoring policy.

· The RMs should keep their eyes open about the position of the industries of their respective clients.  As soon as any new risk occurs in the industry or the industry shows signs of deterioration, they should analyze its impact on their respective clients and act accordingly.

· As soon as the client fails to make timely repayment, pressure should be created on him to make the payment urgently and no further credit should be allowed to him unless he pays back the previous dues (except for cases where new loans are needed to ensure past loan’s recovery). Also no unnecessary restructuring of repayment schedule should be allowed. 

· Credit Rating must be given proper emphasis. Whenever a credit rating is lowered, the RMs must look into the account to see whether there is any chance of the client being classified eventually. The RM should also prepare an alternative exit plan from the account, just in case it is needed.   

· Special Asset Management Department should immediately launch legal procedures against those accounts where negotiation has failed and there is no chance of repayment. They should try to recover as much of the loan as possible by disposing of the securities held against these loans.

7. CONCLUSION

After the restructuring process (which begin from the year 2007-08 under Bangladesh Bank supervision) of EBL and introduction of new credit policy, the loan approval and monitoring process has improved a lot through the Credit Risk Grading Setting. It has now become almost impossible for a client, who is not worthy of credit, to get loans. However, it will take some time before the effects of the new policies will become apparent, as some poorly sanctioned loans of the past will continue to become classified. But the situation of classified loans and advances will definitely improve in the future. As it is reflecting in past 3 year’s level of classification, which is downward.

· Bangladesh Bank Annual report 06-07

· Credit Risk Grading Manual vide BRPD Circular No. 18 dated December 11, 2006  
· Conversation with the Instructor.

· Interview with All Bank Officials and All Bank Personnel.
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