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ABSTRACT

The intention of this study is to evaluate the implementation of credit risk management at Bank
PQR based on the Basel Principles regarding Management of Credit Risk due to increasing Low-
Quality Credit. It adopted a case study approach at Bank PQR, one of Indonesia's commercial
banks, in the Corporate Segment with total credit reaching 62% of the Bank PQR credit portfolio
using a qualitative descriptive method by conducting document analysis and interviews to collect
data. The study sample consists of 30 credit-granting proposals of Bank PQR. First, it evaluated
the suitability of the Basel Principles with the regulation of the Financial Services Authority, then
analyze Bank PQR document, conduct an interview and last evaluated implementation of credit
risk management by providing a score of three if suitable and implemented well, two if suitable and
not implemented well and one if not suitable. The result shows the implementation is not by the
Basel Principles with a final score of 2.58 out of 3, and the main weakness being the inadequacy
of the credit risk environment’s development. It recommends the Bank PQR to improve its credit
risk environment, such as compliance with regulations, employee training, and implementing good
internal controls.
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INTRODUCTION

Brahmaiah (2022) stated that credit risk is the oldest and main risk of banking business
activities, where approximately 60% of the bank's balance sheet comprises loans and payments in
advance. According to Carlone (2021), credit risk is the possibility that the financial contractor will
not be able to fulfill its obligations, thereby causing losses for the lender. Therefore, banks need
appropriate and independent credit risk techniques and management to properly carry out credit
risk assessments (Witzany, 2017), because an increase in credit risk based on OJK (2017) lowered
the bank’s health grade.

As a commercial bank, based on internal data in May 2023, Bank PQR distributes funds in the
form of lending as IDR 10.34 Trillion. In granting this lending, the Financial Services Authority
(OJK) requires a good assessment of prospective debtors’ eligibility to minimize credit risk.
According to OJK (2017), one of the indicators for assessing Bank Health Grade is the position and
trend of Low-Quality Credit (KKR) in the last 12 months. KKR is a comparison between the
number of bad performance loans (collectibility 3, 4, and 5), collectibility 2, and collectibility 1
(result of restructuring loans) to the total credit for third parties, excluding credit for banks. KKR
data on the PQR Bank for the last 12 months are depicted in Figure 1.
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Figure 1. Low Quality Credit — Bank PQR
Source: Bank PQR Master Loan (2022, 2023)

Basel (2000) stated that banks need to design and implement strong risk and capital
management to provide confidence for them to face any possible risks related to credit-granting
activities. Therefore, due to an increasing KKR trend over the last 12 months is an indicator of
increasing credit risk at the Bank PQR, it is necessary to evaluate the implementation of Bank PQR
management for credit risk.

LITERATURE REVIEW
Previous Research

Anadra (2023) studied a pattern of credit risk management implementation in one of Indonesian
Banks, using interviews and questionnaires, the study found that insufficient internal risk technique
and system related to credit management are two main problems in its implementation. Anadra
(2023) explained the use of questionnaires raises concerns that the information submitted is
incomplete or incorrect, considering that the data required is very sensitive. Saputra and Wijayanti
(2023) also studied implementation of credit risk management in one of fintech companies in
Indonesia using interviews and found that optimal supervising credit risk influences a more
sustainable risk management process. This study differs from previous study in terms of collecting
data methodology where there is no previous research using document analysis of credit proposals
to obtain a more comprehensive result.

The management of credit risk according to Lam (2017) is the management of credit risk as a
mechanism for understanding, calculating, surveillance, and controlling credit risk at individual
and portfolio levels. Koulafetis (2017) stated that several factors related to the management of
credit risk must be proactive, starting from the beginning of credit processing, performed carefully
by people who have skills, experience, and knowledge, accurately designed systems according to
business complexity, and regularly updated. Implementing good credit risk management benefits
banks. According to Joseph (2013), the main benefit of such management is maximizing profits
from potential credit opportunities. According to Kidane's (2020) research, credit risk management
has major implications for bank profits. Khalid et al (2021) find that bank profits are strongly
influenced by the wise and appropriate management of credit risk. Aldoseri (2021) also found that
banks’ financial performance is influenced by risk management practices and determining
appropriate strategies to face various risks.

In addition to maximizing profits, Hartanto and Setijaningsih (2023) in their research found
that good implementation of credit risk management will minimize the bad debts that arise due to
high credit growth targets. Siddique et al (2021) also found that implementing appropriate credit
risk techniques, strategies, and management could reduce the level of bad loans. The reduction in
bad loans is also a finding of Qureshi and Lamarque (2022), who state that strong control of credit
risk and supervision by a competent and independent Chief Risk Officer (CRO) could reduce bank
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credit risk. Good credit risk management also influences bank compliance with credit policies
(Joseph, 2013). As Purba (2021) shows, the implementation of sound governance can prevent credit
granting, which has the potential to endanger banks because credit is not provided based on banking
prudential principles and officers lack responsibility in verifying the correctness of prospective
debtor data. According to Permatasari (2020), bank governance practices influence a bank’s credit
risk, where banks with a governance rating of 1 have a clear management of credit risk.

This study used Credit Risk Management Principles to evaluate the implementation of Bank
PQR’s credit risk management. This principle was developed against the background of financial
institutions’ difficulties due to the main problems of lack of credit standards, weak portfolio
management of risk, and lack of attention to changes in economic conditions or other circumstances
that resulted in a decline in credit quality. This principle consists of 17 principles divided into five
dimensions: developing an appropriate environment of credit risk; credit granting using a sound
process; sustaining an appropriate process of loan management, risk quantification and monitoring;
sufficient internal control of credit risk and effective supervisory role

METHODS

This study used a case study approach at Bank PQR, one of Indonesia's private banks, using
descriptive qualitative research methods. The scope of the research is the Corporate Segment,
where methods to collect information and data are document analysis and interviews. The
Corporate Segment is a segment for customers with a minimum credit limit of IDR 25 billion and
an annual revenue > IDR 50 billion..

Document analysis was performed by analyzing PQR’s internal documents of Bank PQR,
including credit-granting policies and procedures, master loan data, and credit application
proposals. Document analysis aims to provide more accurate evaluation results for the
implementation of credit risk management at the Bank PQR according to Anadra's (2023)
suggestion. This analysis provided an evaluation using Evaluation Questions in Anadra (2023).

In conducting a document analysis, apart from analyzing policy documents and master loans,
the study also analyzed the Bank PQR credit proposal. The samples selected are 30 credit proposals,
consisting of 25 credit proposals to core debtors based on the largest amount and five credit
proposals to related debtors based on the largest amount. The sample selection criteria were
determined by OJK (2017), banks must intensively supervise related and large debtors. This study
sample represents 52% of the total credit as of May 2023.

Interviews conducted using interview question in Anadra (2023) after the document analysis
were completed to determine why management of credit risk principles has not been implemented
properly and to confirm if there are still evaluation questions that have not been answered based on
document analysis or if there is something that needs to be researched in more depth.

Each interview process was performed for 30 to 45 minutes and documented in the form of
notes, as none of the interviewees agreed to record the interview. Nine interviewees were included:
Department Head (DH) of Corporate Business, Credit Administration, Credit Review, Credit Legal,
Corporate Special Asset, Credit Risk, Credit Audit, Senior Credit Compliance Specialist, and
Senior Credit Analyst. All interviewees’ positions are one level below the division head except for
the Senior Credit Compliance Specialist because the position of the Department Head of Credit
Compliance is vacant and the Senior Credit Analyst is under the supervision of the Department
Head of Corporate Business. They were selected because of the credit-granting process in Bank
PQR involving these nine units.

The study first evaluated the suitability of the Basel Principles related to The Management of
Credit Risk with relevant regulations issued by the OJK to ensure that the OJK regulations
regarding the management of credit risk are in accordance with the Basel Principles. The next stage
was to evaluate the implementation at Bank PQR using predetermined Evaluation Questions. The
results were determined by assigning a score based on answers to the Evaluation Questions
combined with interview results. The scoring used the criteria of Hermawan (2009), a score of three
if suitable and implemented well, two if suitable and not implemented well and one if not suitable.
The final score of the implementation was determined based on the overall principles average score.
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RESULT

The evaluation of the implementation of credit risk management in Bank PQR showed an
average final score of 2,58 from a maximum score of 3. Based on the five dimensions, none is
implemented in accordance with the Basel Principles, whereas if we look at the 17 existing
principles, there is only Principle 16 implemented in accordance with the Basel Principles. Based
on evaluation, as of September 2023 there are 19 out of 62 credit policies outdated in Bank PQR.
In addition, evidence was found on the Board of Commissioners' (BOC) approval of the credit
application where the interview result with Senior Credit Analyst explained that “the process of
granting credit must go through approval from BOC first". Senior management in Bank PQR is
also responsible for implementing credit risk strategies and developing policies at both the
individual and credit portfolio levels (Principle 2). However, it does not follow a clear mechanism
to ensure that all employees understand the set policies. In addition, the bank’s PQR has a policy
to mitigate the risk of credit concentration. Nevertheless, according to the evaluation, the
implementation is not good enough where there is an excess of risk tolerance (as of September
2023, 13 out of 20 economic sectors financed, have exceeded the predetermined limit).

Bank PQR has a policy for recognition, quantification (measurement), monitoring, and control
of credit risk for all credit granting and issuance of new products (Principle 3). There are several
aspects did not follow Basel Principles, including the identification of risk mitigation, which is not
in accordance with the identified risks, found in 17 out of 30 samples, 32% of the 197 employees
involved in credit granting did not have management of risk certification, the Risk Management
Unit's opinion regarding the management of credit risk is not a consideration in decision making,
as proven by the date of decision making that precedes the date of the Risk Management Unit's
opinion.

The bank PQR credit policy has clearly regulated the credit assessment process, including
criteria prospective debtor data and credit analysis procedures (Principle 4). However, its
application has several weaknesses, including: 1) collateral assessment was not carried out by a
partnered collateral appraiser in 13 of the 30 samples, and the collateral did not cover the credit
provided in 12 of the 30 samples examined. The analysis of personal or corporate guarantee was
not in accordance with the policy and was found in 11 out of 18 samples and 2) credit proposal
verification does not perform. Based on the evaluation, no evidence was found that the verification
was conducted on all the samples examined.

Bank PQR has a policy of risk appetite and tolerance based on economic sectors for all
prospective debtors, stress testing, and estimates of future credit exposure (principle 5). However,
Bank PQR does not have a policy regarding credit limits based on the debtor’s risk assessment, so
credit approval is taken without information on the debtor's final risk rating. Bank PQR also has a
clear policy regarding authority and credit approval by establishing and implementing a Credit
Committee (Principle 6). However, credit approval is not performed based on the Principle of
Prudential Banking, where 28 out of 30 samples were approved, with many policy violations
varying from three to ten violations for each proposal. These violations include insufficient
collateral, the debtor’s worst financial condition, over financing, and financing of newly established
businesses.

Bank PQR internal policy stipulates that annual credit reviews are given according to customer
needs, both for general and related debtors (Principle 7). However, this was not implemented quite
well; of the 28 samples, 14 credits were extended when the analysis results showed that the debtor
no longer needed additional working capital. Bank PQR also has a credit administration policy that
includes the storage of credit and collateral documents, the disbursement process, and To Be
Obtained (TBO) document monitoring. Bank PQR also implements storing documents and
disbursement processes properly according to internal policy by having maker, checker, and
approval functions. However, Bank PQR needs to improve its process of monitoring TBO
documents, where more than 50% have not been fulfilled, affecting the effectiveness of the overall
monitoring process. In addition, collateral insurance processes should be improved, as six of the 30
samples are covered by non-partner insurance companies.

Bank PQR regulates its credit monitoring, provision, and reserve determination (Principle 9).
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The determination of provisions and reserves is in accordance with policy. In addition, every debtor
is subject to a credit monitoring process four times a year and is documented in the form of a visit
memo. The evaluation found that none of the 30 samples were monitored four times in one year,
as evidenced by the absence of four memos in 2022 or three memos in 2023. Bank PQR does not
have an internal risk grading system, against Principle 10. The management of the credit risk
process is performed manually without providing with the debtor final risk grading.

Bank PQR has a policy by the Department of Financial Control to measure the risk of credit
(Principle 11). However, Bank PQR does not have an information system regarding the
management of credit risk and identifies the concentration risk manually. Bank PQR’s internal
policy stipulates that the quality of the credit portfolio is a subject for credit monitoring, and
provides a report of credit portfolio monitoring to the BOD and communicated to the BOC
(Principle 12). Based on the internal master loan, Bank PQR tends to have a concentration risk with
a portfolio of 25% for one industrial sector and two large groups of loans maturity in 2023 and
2024 at 28% and 29%, respectively.

Credit assessment in Bank PQR includes changes in economic conditions in their credit
proposal, where there is an industry outlook in all 30 samples (Principle 13). The regulation also
requires Bank PQR to conduct stress testing analysis at least twice a year to assess the deteriorating
condition of the credit portfolio and the impact on its capital. However, there is no independent
review of the implementation of stress testing to determine whether the assumptions and methods
used support the complexity of the bank's business.

Bank PQR has a manual process of credit risk management reviewed by the Risk Management
Unit and reported to the BOD (Principle 14). However, the review is not regular and possibly makes
the overall process no longer appropriate to the complexity of the business. The Credit Review
Unit, who is responsible for internal control functions, is possibly facing conflict of interest because
this unit is under the supervision of the President Director, who is responsible for business growth,
rather than the Risk Function Director, as stated in Basel Principles, while both have voting rights
in the Credit Committee.

Based on the policy of Bank PQR, the Business Unit must inform every deviation of policy in
the credit proposal to the Credit Committee on matters of approval (Principle 15). Twenty-eight
out of the 30 samples had deviations in policy. In addition, to ensure that all related units comply
with the regulations, banks perform internal audits periodically, with audit results reported to the
BOD and Audit Committee. However, fulfilling audit findings is not an employee performance
indicator, in line with the evaluation results that there is a frequently extended deadline for fulfilling
audit findings because it is not part of the employee performance assessment. This is in accordance
with the interview results.

“I think it was intentional, because they think that violating the regulation is normal. It is better
to punish employees in the form of a reduction in employee performance appraisal, so there is a
deterrent effect." (Source: Department Head of Credit Audit).

Bank PQR has a Risk Supervision Committee (RSC) to carry out the supervisory function of
the BOC (Principle 17). The RSC conducts a Risk Supervision Meeting (RSM) four times a year,
discussing every matter related to the implementation of credit risk management. However, based
on the minutes of meetings or reports of risk profiles, RSM never highlights a discussion about
many violations of regulations during credit approval and no discussion regarding the approval of
the BOC for the credit proposal.

DISCUSSION

The development of a credit risk environment remains a major problem for Bank PQR. Many
outdated policies, as the responsibility of the BOD impact on disrupting credit-granting activities.
Ko et al (2019) stated that the compliance of the BOD with corporate governance improves
performance and minimizes the possibility of bad credit. This is also in line with the findings of
Fiador et al (2019), who find that appropriate governance in the banking sector plays an important
role in improving loan quality.

The involvement of the BOC makes them less independent and creates potential conflicts of
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interest. Independence of the BOC is necessary to support the management of credit risk. According
to Aryani (2019), the independence of the BOC minimizes credit risk (Nainggolan et al, 2022;
Wilevy and Kurniasih, 2021; and Harjanto and Rahmawati, 2019). In addition, the violation of
breaking the risk limit occurs due to a lack of firmness by the BOD in limiting credit granting that
has exceeded the limit. Arango and Gaitan (2021) stated that the diversity of the BOD plays an
important role in reducing credit risk, not only in terms of gender, but also in the balance between
expertise, experience, and the BOD understanding of the business, so the BOD decision-making
contributes to bank success. Many uncertified risk management employees also contribute to weak
credit risk identification and management processes. Tien and Nguyen (2023) state that good credit
risk identification and management affect credit performance and help banks to control and reduce
credit risk (Mburu et al, 2020; Akomeah et al, 2020; Bhatt et al, 2023).

The policy of credit granting is good enough, except for the absence of a final risk grading
system, if the implementation operates properly. The implementation itself leaves a problem that
needs to be improved. The absence of collateral, and insufficient verification process may increase
the credit risk. According to the findings of Le and Nguyen (2018), high-quality collateral is not
only an indicator of credible debtors but also fosters debtor good behavior in using loans to reduce
the problem of debtors' moral deviations in paying their obligations. Ozili (2019), also found that
non-performing debt increases if banks lower their credit screening and verification standards. In
addition, Bank PQR has to improve its annual credit reviews process by extending credit on a
reasonable basis and avoiding financing debtors that no longer need additional working capital that
increase the risk of side streaming (credit misuse). Desy et al (2023) found that one of the causes
of problematic credit is the use of credit that is not in accordance with the stated objectives.

Many violations of regulation absolutely impact on the ability of Bank PQR to obtain a good
quality credit portfolio. Kabir et al (2020) stated that regulations set as strictly as possible in lending
would help banks minimize low-quality loans (lower credit risk). Policy deviations were considered
a violation of the Prudential Banking Principle and led to increasing credit risk (Purba et al, 2022).
Sihotang (2021) stated that the Prudential Banking Principle is a basic banking principle, and banks
must implement it properly to create good corporate governance practices in all banking services.

Credit approval without information on the debtor's final risk rating causes the bank to provide
credit to debtors at high risk and, finally, increase its credit risk. Pham (2021) found that banks that
offer credit without paying attention to credit limits would increase their credit risk. Credit risk
grading has a positive relationship with the management of credit risk strategies; a higher debtor's
credit rating indicates the possibility of the debtor's ability to pay (Ahmed and Rajaleximi, 2019).

The Credit supervision at both the individual and portfolio levels is subject to improvement
since the implementation is not in accordance with internal policy. Monitoring process really
impacts the ability of banks to maintain good credit quality. Njeru et al (2017) find that insurance
and covenant monitoring improve credit performance. Furthermore, improving the quality of credit
monitoring has a positive impact on the non-performing loan ratio (Gustafson et al, 202; Piatti and
Cincinelli, 2019). In addition, Bank PQR also does not have a credit management system to monitor
credit risk at the portfolio level in real time. This potentially increases credit concentration risk in
the future. According to Shim (2019), concentration risk ultimately affects a bank's financial
stability. Silva et al (2019) also found that banks must avoid excessive credit concentration by
implementing exposure limits and portfolio structure analyses.

Internal control over the management of credit risk has not been performed properly, including
the implementation of periodic reviews of the management of credit risk processes, and the problem
of conflict of interest between the Credit Review Head and President Director. Trung (2021) found
that conflicts of interest would hamper a bank's internal control mechanisms. Siddiq et al (2023)
also found that banks must separate credit management functions from risk management to avoid
conflicts of interest.

In addition, internal audit finding and its fulfillment, as one of the final internal controls, are
not a parameter in employee performance appraisal, which gives a negative impression that
employees can violate the regulation because they are not part of the parameters in the appraisal.
Internal audits are part of internal controls to minimize reduced credit risk. Berisha et al (2023)
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found that internal audits influence banks’ credit policies and reduce credit risk. Good internal
control would help ensure the implementation of risk management. The existence of a strong
control environment, control activities, and risk assessment influences the risk of credit, means that
when the internal control system runs properly, it helps banks reduce the risk of bad credit during
their credit-granting process (Nguyen and Nguyen, 2018; Thinh et al, 2020; Wang and Yang, 2020).

Supervision by the BOC does not involve the fact that many credit proposals violate internal
regulations and the approval of the BOC for the credit proposal, which also breaks the regulator's
rule. This would lead to the independent issue and raised negative views from employees regarding
the obligation of employees to comply with work regulations. Supervision by the BOC is necessary
to ensure the effectiveness of the implementation of credit risk management to manage risk of credit
(Disemadi, 2019).

However due to access limitations to the interviewees, interviews were only conducted with
department heads (one level below the division head) and two senior employees involved in credit
granting. The findings of this study will be more comprehensive if the interview process involves
high-level interviewees (division head, BOD, or BOC).

CONCLUSION

The implementation of credit risk management at Bank PQR from evaluation is not
implemented in accordance with the Basel Principles, where none of the five dimensions
corresponds to ideal conditions. Major weaknesses are the lack of a proper credit risk environment,
the absence of a credit management system, insufficient internal control implementation,
inadequate monitoring process and BOC supervision. To improve and strengthen its
implementation, we offer several recommendations for Bank PQR. First is improving the
environment of credit risk control by increasing the degree of compliance with applicable
regulations from top management. Second is developing a credit risk management information
system for real- time and accurate monitoring and decision-making processes by top management.
Third is improving the implementation of employee competency development. Fourth is
developing an internal policy regarding handling-debtor ratios to manage employee’s workload.
Last is developing an internal control in the form of a number of audit findings and their fulfillment
as employee performance appraisal to mitigate non-compliance with regulations.
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