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AS A MEANS OF CREDIT RISK MANAGEMENT

Abstract

Credit obligations are obligations arising from the credit agreement concluded between the
parties. In order to ensure the implementation of obligations, a number of regulatory methods have
been defined by legislation. A guarantee of credit is a set of conditions and obligations that ensure
the creditor will be properly returned the loan and interest due to the use of the loan.

Loans are the biggest source of arising of credit risk. One of the most common and important
risk mitigation techniques in financial markets is the use of guarantee. When concluding a loan
agreement, the type, amount, term, etc. of the loan depending on the elements, a security agreement
is also concluded to ensure the performance of the loan obligation.

Granting a loan with security both encourages the borrower to be more responsible in the
performance of his/her obligations, and also compensates to a certain extent the damage caused to
the credit institution if the loan obligation is not fulfilled by the borrower.
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Ohdaliyin icrasimin tamin edilma Usullari kredit riskinin idars edilmasi vasitasi kimi

Xulasa

Kredit 6hdsliklori toroflor arasinda baglanmis kredit miigavilasindan yaranan 6éhdolikloridir.
Ohdoliklorin icrasmi tomin etmok ticiin ganunvericiliklo bir sira tonzimlomo iisullar1 miioyyan
edilmisdir. Kreditin tominat1 kreditora kreditdon istifadoys goro kredit vo faizlorin lazimi qaydada
gaytarilmasina aminlik yaradan sortlor vo 6hdsliklor macmusudur.

Kredit riskinin yaranmasmin an bdyik monbayi kreditlordir. Maliyys bazarlarinda an Gmumi va
ohomiyyatli risk azaldilmasi texnikalardan biri do tominatin istifadasidir. Kredit migavilasi
baglanilarkan kreditin ndviinden, moblogindon, middatindan va s. tnsirlordon asili olaraq kredit
Ohdsliyinin icrasini tamin etmak ti¢tin hamginin taminat muqavilasi do baglanilir.

Kreditin tominatla verilmosi hom borcalan1 6z 6hdsliklorinin icrasi zamani daha mosuliyyatli
olmaga tosviq edir, hom do borcalan torofindon kredit 6hdsliyi icra olunmadigi toqdirdo kredit
toskilatia vurulmus zarari miiayyan soviyyads kompensasiya etmis olur.

Acar sozlar: kredit 6hdaliklari, 6hdaliyin icrasi, taminatl kreditlor, kredit riski, kredit riskinin
idara edilmosi

Introduction
According to the credit agreement, the creditor undertakes the obligation to give the money
(loan) to the debtor in the amount and conditions stipulated by the agreement, and the debtor
undertakes the obligation to return this amount and pay interest.
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Honest fulfillment of obligations arising from contracts primarily serves the legal interests of
the parties and the stability of civil circulation. At the same time, the timely execution of obligations
under the loan agreement is aimed at the stability and development of the economic and financial
situation of the state, which results in the protection of the economic security of the country and the
provision of an even higher standard of living of the population by having a positive effect on the
trust shown to the banks by the depositors (1).

As in other obligations, bank contract obligations also have an important place in the methods
of guaranteeing the obligation. In particular, when issuing large-scale loans, banks choose one of
the methods specified in the civil legislation to secure the loan amount (Mirzayeva, Oliyeva,
Haciyeva, Abbasli, 2023: 77).

Pursuant to Article 460 of the Civil Code of the Republic of Azerbaijan, the performance of
obligations can be ensured by pledge, liquidated damages, debtor’s property withholding,
suretyship, warranty, advanced money and other methods provided for in this Code or the
contract. The invalidity of the agreement to ensure the performance of the obligation does not
lead to the invalidity of the main obligation (Azorbaycan Respublikasinin Miilki Macallosi,
madds 460).

Some of them can be used only in bank contracts (warranty), and some can be used in bank
credit contracts (pledge, surety) along with other relationships.

Secured loans are loans granted by obtaining personal and/or material collateral in order to
reduce risk. The company/individual cannot withdraw collateral until the loan is closed, the risk is
completely eliminated and it is determined that it has no further obligations towards the bank.
Secured loans are divided into two: material and personal (4).

Due to the failure of the borrower to repay the loan, or rather, as a result of issuing risky loans,
financial institutions face credit losses. In the literature, these losses are presented in two forms. The
first is expected losses and the second is unexpected losses. The history of credit risk goes back to
ancient times. Thus, in the ancient "Laws of Hammurabi", terms such as “interest” and "guarantee”
are found (Azorbaycan Respublikasmm Morkozi Banki, Is¢i Moqalolori Silsilosi Ne 11/2014,
C.Abbasov, 2-3) .

Article 2.1.1 of the Rule “Management of Credit Risks in Banks™ defines credit risk as follows:
the risk of loss as a result of the inability of the borrower, issuer or counterparty to fulfill its
obligations in accordance with the terms of the contract (“Banklarda kredit risklorinin idara
edilmasi" Qaydasi, madds 2.1.1)

Credit risk is the credit customer's failure to comply with the terms of the contract made
between herself/himself and the financial intermediary providing the loan, by acting contrary to the
rules that form the basis of the credit relationship.

Loans are indispensable financial resources in terms of ensuring economic development in
countries. In order to grow and keep up with developments quickly, businesses meet their funding
needs with loans they receive from banks. Since loans are a medium of circulation, they reduce the
carrying of cash and accelerate commercial transactions. Through the credit system, unused funds
are transferred to those who need money as loans, providing income to the fund owners and
ensuring supply and demand mobility in the economy (4).

The main purpose of evaluating loan requests is to minimize the credit risk faced by the bank by
determining the loan repayment capacity of the person or company requesting the loan and to
ensure that the loan is granted in an amount and maturity appropriate to the needs of the loan
requester. Evaluating loan requests is also called credit analysis. When evaluating loan requests,
issues such as whether the real value of the material collateral has been determined by experts and
whether there are any restrictive rights such as liens or mortgages should be examined. In personal
guarantees, issues such as the character of the person giving the guarantee and his ability to pay the
debt should be investigated, just like the person requesting the loan (4).

Banks can use different types of guarantees and transaction structure to assist reduce risks
associated with particular credits, but the primary basis for entering into a transaction should be the
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borrower's ability to repay the loan. Guarantee cannot make up for incomplete information or serve
as a stand-in for a thorough evaluation of the counterparty or borrower. Recognizing that credit
enforcement procedures (like foreclosure proceedings) have the potential to erase the transaction's
profit margin is important. Furthermore, banks must be aware that the same reasons that have made
the credit less recoverable may also reduce the value of the guarantees. Financial institutions have
to possess regulations pertaining to the admissibility of diverse types of guarantees, mechanisms for
the continuous assessment of this guarantee, and a method the guarantee’s enforceability and
realisability. Banks should assess the extent of coverage offered in respect to guarantees in light of
the guarantor's legal competence and creditworthiness. When assuming implied backing from other
parties, such the government, banks should exercise caution (7).

The occurrence of credit risks at the level of loans can be caused by:

- Borrower's lack of funds for debt repayment and loan servicing

- Liquidity risk of guarantee

- Failure to fulfill obligations of third parties responsible for the loan

- Personal qualities of the borrower (8).

Regulations related to the management of risks arising from credit obligations are contained in
the Law "On Banks", the Rule "Management of Credit Risks in Banks", the Rule "On Prudential
Normative and Requirements for Credit Risks, including Large Credit Risks", the Rule "Creation of
special provisions for classification of assets and compensation of possible losses™ approved by the
Management Board of the Central Bank of the Republic of Azerbaijan etc. can be seen in other
legal acts.

According to Article 3.1 of the "Credit Risk Management in Banks" Rule, one of the elements
of the credit risk management system in Banks is guarantee assessment (‘“Banklarda kredit
risklorinin idars edilmasi" Qaydasi, madds 3.1)

According to Article 5.5 of the Rule "On Prudential Normative and Requirements for Credit
Risks, including Large Credit Risks", in addition to the requirements defined in the normative act
regulating credit risk management in banks, at least the following conditions must be met:

5.5.1. the bank's rights on the security must be formalized in accordance with the legislation;

5.5.2. the duration of the guarantee must not be less than the duration of the obligation it
provides;

5.5.3. the market price of the guarantee must be reevaluated at least once a year;

5.5.4. there must be a liquid market for the sale of guarantee. (“Kredit risklori, 0 cimladan iri
kredit risklori ilo bagli prudensial normativ va taloblors dair” Qayda, madds 5.5)

In order to assess the credit risks of the borrower, his solvency is assessed. One of the issues to
be considered at this time is the loan-to-security ratio if there is collateral for the loan.

Article 7 of the Rule on “Credit Risk Management in Banks” defines the requirements that must
be taken into account for each type of guarantee during the evaluation of the guarantee under the
loan agreement.

When a suretyship acts as a guarantee, it is considered that the surety is a guarantor for several
credit agreements at the same time, as well as that the borrower and the surety are mutual
guarantors for each other's loans. The surety's solvency is assessed in accordance with Part 5 of this
Rule;

When a warranty acts as security, the guarantor's solvency is assessed in accordance with Part 5
of this Rule;

When movable property acts as collateral, its encumbrance is checked in the State Register of
Encumbrance of Movable Property, as well as its market price and sales possibilities are analyzed;

When real estate acts as collateral, its market price and sales possibilities are analyzed;

When securities act as collateral, its market value, the issuer's solvency, and the possibility of
selling the securities are analyzed;
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When the pledge of rights acts as security, the legal validity of the subject of pledge, and when
the debt claim acts as security, the solvency of the relevant debtor is assessed in accordance with
Part 5 of this Rule.

Conclusion

Credit agreements involve the creditor providing a loan to the debtor in the agreed terms and
conditions, while the debtor is responsible for returning the loan and paying interest. Loans are
crucial for economic development, as they help businesses meet funding needs, reduce cash
carrying, and facilitate commercial transactions. Timely execution of credit obligations contributes
to economic security and a higher standard of living. Secured loans are granted by obtaining
personal or material collateral to reduce risk. Credit risk arises when a credit customer fails to
comply with contract terms. Loan guarantees are evaluated to minimize credit risk and ensure
appropriate loan amounts and maturity.

Banks use guarantees and transaction structures to reduce credit risks, but the borrower's ability
to repay the loan should be the primary basis. Credit enforcement procedures can erase transaction
profit margins, and guarantees' value may be reduced by less recoverable credit.
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