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Principles for the management of credit risk

Introduction

In 2000, the Basel Committee for Banking Supervision (the Committee) issued the Principles for the
management of credit risk (Credit Risk Principles), encouraging banking supervisors globally to promote
sound practices for managing credit risk.” These principles provide guidelines for banking supervisory
authorities to evaluate banks' credit risk management processes in four key areas: (i) establishing a suitable
credit risk environment; (ii) operating under a sound credit-granting process; (iii) maintaining an
appropriate credit administration, measurement and monitoring process; and (iv) ensuring adequate
controls over credit risk.

In July 2023, the Committee released a supervisory newsletter addressing credit risk issues and
stated it would continue to assess banks' credit risk modelling practices and to monitor potential risks in
the evolving economic environment and financial conditions.? In this context, the Committee mandated a
review of the Credit Risk Principles to determine if they remain fit for purpose given the developments in
global financial markets related credit risks and trends and changes to the supervisory and regulatory
landscape over the past 25 years.

The review confirmed the ongoing relevance of the Credit Risk Principles while identifying certain
parts that either have become obsolete, superseded and redundant or are not fully aligned with the current
Basel Framework and the Committee’s guidance.? Therefore, the Committee proposes to make a limited
set of technical amendments to align the Credit Risk Principles with the current Basel Framework and the
latest guidelines issued by the Committee. The proposed update does not aim to change the content of
the existing principles or cover new topics. A summary of the main changes is set out below, and a more
detailed comparison against the 2000 version has been published alongside this document.

The Committee is publishing this consultative document to seek the views of stakeholders on the
limited update to the Credit Risk Principles. The draft principles are set out in full in the annex to this
document. The Committee welcomes comments on this consultative document from all stakeholders.

Comments should be submitted by 21 March 2025 wusing the following link:
https://www.bis.org/bcbs/commentupload.htm. All comments will be published on the website of the
Bank for International Settlements unless a respondent specifically requests confidential treatment.

Outline of the update to the Credit Risk Principles

General updates

J Definitions and language in the Credit Risk Principles have been aligned with the last version of
the Basel Core Principles (BCP), BCBS standards and guidelines.

! BCBS, Principles for the management of credit risk, October 2000.
2 Newsletter on credit risk issues, July 2023.

3 See, in particular, Corporate governance principles for banks, July 2015; Guidance on credit risk and accounting for expected credit
losses, December 2015; Prudential treatment of problem assets — definitions of non-performing exposures and forbearance, April
2017; SRP36 - Risk data aggregation and risk reporting; Best practices for credit risk disclosure, September 2000; Stress testing
principles, October 2018; Principles for the effective management and supervision of climate-related financial risks, June 2022;
and Guidelines for counterparty credit risk management, December 2024.
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) Provisions that are covered elsewhere in the Basel Framework and extend beyond credit risk have
been deleted. Provisions that are covered elsewhere in the Basel Framework but have an
important credit risk aspect have been streamlined to reduce overlap and avoid potential
inconsistencies, while maintaining the comprehensiveness of the Credit Risk Principles.

. Provisions that are clearly outdated have been deleted from the Credit Risk Principles.

o Provisions that were superseded by revisions to the Basel Framework since the Credit Risk
Principles’ publication in 2000 have been revised accordingly.

o To each principle, references to relevant documents have been added, ie international standards
or sound supervisory practices that are already established, to provide the principle’s rationale
and promote the comprehensiveness of the Credit Risk Principles. The referenced documents
include more detailed explanations of supervisory expectations and practices.

. All existing references to BCBS publications have been updated to their latest version, and where
possible, references link to the consolidated Basel Framework.

. The Annex to the initial Credit Risk Principles titled “Common sources of major credit problems”
has been deleted for the following reasons:

e The topic of “concentration risk” is covered in the BCP (Principle 19, BCP40.43-44), included
in Pillar 2 of the Basel Framework (SRP20.12-14 and SRP30.20-28) and addressed in the LEX
framework.

e The topic "credit processes” has mainly an illustrative purpose, while aspects such as due
diligence requirements, prudent lending standards, credit reviews and monitoring,
transactions with related parties and stress testing are covered in the actual Credit Risk
Principles or by standards and guidelines published or updated since 2000, which are
referenced in the revised Credit Risk Principles.

e The topic of “market- and liquidity-sensitive credit exposures” is covered by the counterparty
credit risk framework insofar as it is relevant from a credit risk perspective.
Updates to the section "Establishing an appropriate credit risk environment”

Principle 1: The wording has been aligned with the revised BCP; paragraph 11 has been streamlined, as
it is not directly related to credit risk; footnote 3 has been removed, as it duplicates
BCP10.1(6).

Principle 2: The wording has been aligned with the revised BCP, and references to the BCP definitions of
country and transfer risk have been added.

Principle 3: The wording has been aligned with the revised BCP; paragraph 25 has been deleted, as it is
not directly related to credit risk management.
Updates to the section “Operating under a sound credit-granting process”

Principle 4: The wording has been aligned with the revised BCP; a reference to the BCP definition of
connected counterparties has been added and references have been updated.

Principle 5: The references have been updated; wording has been aligned with the Guidelines for
counterparty credit risk management.

Principle 6: The wording has been aligned with the revised BCP.

Principle 7: BCP40.46-47 covers this principle and the subsequent paragraphs. Nevertheless, the
principle is maintained to ensure the comprehensiveness of the Credit Risk Principles.
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Updates to the section “Maintaining an appropriate credit administration, measurement and
monitoring process”

Principle 8: The wording has been aligned with the revised BCP and relevant standards published since
2000.

Principle 9: Wording has been aligned with the revised BCP and references have been updated.
Principle 10: Some wording has been aligned with the revised BCP and references have been updated.
Principle 11:The wording of paragraph 64 has been aligned with BCP40.44(2) and SRP30.18.

Principle 12: This principle has been deleted due to overlap with Principle 11 and BCP40.35(7). The
subsequent paragraphs have been allocated to Principle 11; paragraph 65 has been deleted,
as it is outdated; paragraph 66 has been streamlined, paragraph 64a and footnote 6 on
concentration risk have been added.

Principle 13:The wording has been aligned with the revised BCP; paragraph 70 has been deleted, as it is
beyond the scope of the Credit Risk Principles; paragraph 71 has been streamlined to focus
on credit risk; and paragraph 72 has been aligned with the stress testing principles.

Updates to the section “Ensuring adequate controls over credit risk”

Principle 14 and Principle 15: Some wording has been aligned with the revised BCP.

Updates to the section “The role of supervisors”

Principle 17: The wording has been aligned with the revised BCP; paragraph 88 has been updated to
reflect the requirements in BCP40.43 and supervisory reporting.
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Principles for the management of credit risk

Introduction

In 2000, the Basel Committee for Banking Supervision (the Committee) issued the Principles for
the management of credit risk (Credit Risk Principles), encouraging banking supervisors globally
to promote sound practices for managing credit risk.# These principles provide guidelines for
banking supervisory authorities to evaluate banks’ credit risk management processes in four key
areas: (i) establishing a suitable credit risk environment; (ii) operating under a sound credit-
granting process; (iii) maintaining an appropriate credit administration, measurement and
monitoring process; and (iv) ensuring adequate controls over credit risk.

In July 2023, the Committee released a supervisory newsletter addressing credit risk issues and
stated it would continue to assess banks’ credit risk modelling practices and to monitor potential
risks in the evolving economic environment and financial conditions.®> In this context, the
Committee mandated a review of the Credit Risk Principles to determine if they remain fit for
purpose given the developments in global financial markets related credit risks and trends and
changes to the supervisory and regulatory landscape over the past 25 years.

The review confirmed the ongoing relevance of the Credit Risk Principles while identifying certain
parts that either have become obsolete, superseded and redundant or are not fully aligned with
the current Basel Framework and the Committee’s guidance.® Therefore, the Committee
proposes to make a limited set of technical amendments to align the Credit Risk Principles with
the current Basel Framework and the latest guidelines issued by the Committee.

BCBS, Principles for the management of credit risk, October 2000.
Newsletter on credit risk issues, July 2023.

See in particular Corporate governance principles for banks, July 2015; Guidance on credit risk and accounting for expected credit
losses, December 2015; Prudential treatment of problem assets - definitions of non-performing exposures and forbearance, April
2017; SRP36 - Risk data aggregation and risk reporting; Best practices for credit risk disclosure, September 2000; Stress testing
principles, October 2018; Principles for the effective management and supervision of climate-related financial risks, June 2022;
and Guidelines for counterparty credit risk management, December 2024.
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1. Establishing an appropriate credit risk environment

Principle 1: The board of directors should have responsibility for approving and periodically (at
least annually) reviewing the credit risk strategy and significant credit risk policies of the bank. The
strategy should reflect the bank’s tolerance for risk and the level of sustainable returns the bank
expects to achieve for incurring various credit risks, taking into account market conditions,
macroeconomic factors and forward-looking information.

Reference documents: BCP40.32, Corporate governance principles for banks (December 2015), SRP30.8,
BCP40.39, BCP40.35, BCP40.40(2), BCPO2.

1. As with all other areas of a bank’s activities, the board of directors has a critical role to play in
overseeing the credit-granting and credit risk management functions of the bank. Each bank
should develop a credit risk strategy that establishes the objectives guiding the bank’s credit-
granting activities and adopt the necessary policies and procedures for conducting such activities.
The credit risk strategy, as well as significant credit risk policies for identifying, measuring,
evaluating, monitoring, reporting and controlling or mitigating credit risk (including counterparty
credit risk), should be approved and periodically (at least annually) reviewed by the board of
directors. The board oversees management in a way that ensures that these policies are
implemented effectively and fully integrated into the bank’s overall risk management process.
The board needs to recognise that the strategy and policies must cover the many activities of the
bank in which credit exposure is a significant risk.

2. The credit risk strategy should include a statement of the bank's willingness to grant credit based
on exposure type (for example, commercial, consumer, real estate), economic sector,
geographical location, currency, maturity and anticipated profitability. This might also include the
identification of target markets and the overall characteristics that the bank would want to
achieve in its credit portfolio (including levels of diversification and concentration tolerances).

3. The credit risk strategy should be approved and regularly reviewed (at least annually) by the
board and give recognition to the goals of credit quality, earnings and growth.

4., The credit risk strategy of any bank should provide continuity in approach. Therefore, the strategy
will need to take into account the cyclical aspects of any economy and the resulting shifts in the
composition and quality of the overall credit portfolio. Although the strategy should be
periodically assessed and amended, it should be viable in the long-run and through various
economic cycles.

5. The credit risk strategy and policies should be effectively communicated throughout the banking
organisation. All relevant personnel should clearly understand the bank’s approach to granting
and managing credit and should be held accountable for complying with established policies and
procedures.

6. The board should ensure that senior management is fully capable of managing the credit
activities conducted by the bank and that such activities are done within the risk strategy, policies
and tolerances approved by the board. The board should also regularly (ie at least annually),
either within the credit risk strategy or within a statement of credit policy, approve the bank's
overall credit-granting criteria (including general terms and conditions). In addition, it should
approve the manner in which the bank will organise its credit-granting functions, including
independent review of the credit-granting and management function and the overall portfolio.

7. While members of the board of directors, particularly outside directors, can be important sources
of new business for the bank, once a potential credit is introduced, the bank’s established
processes should determine how much and at what terms credit is granted. In order to avoid
conflicts of interest, it is important that board members not override the credit-granting and
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monitoring processes of the bank. Board members with conflicts of interest are excluded from
the approval process for granting and managing related-party transactions.

The board of directors should ensure that the bank’s remuneration policies do not contradict its
credit risk strategy. Remuneration policies that reward unacceptable behaviour such as
generating short-term profits while deviating from credit policies or exceeding established limits
weaken the bank’s credit processes.

Principle 2: Senior management should have responsibility for implementing the credit risk strategy
approved by the board of directors and for developing policies and procedures for identifying,
measuring, evaluating, monitoring, reporting and controlling or mitigating credit risk (including
counterparty credit risk). Such policies and procedures should address credit risk in all of the bank’s
activities and at both the individual credit and portfolio levels.

Reference documents: BCP40.39, BCP40.40, BCP40.41, BCP40.43, BCP40.44, BCP40.48, BCP40.49 and BCBS
Guidance on credit risk and accounting for expected credit losses (December 2015).

9.

Senior management is responsible for ensuring that the bank’s credit-granting activities conform
to the established credit risk strategy, that written procedures are developed and implemented,
and that loan approval and review responsibilities are clearly and properly assigned. Senior
management must also ensure that there is a periodic independent internal assessment of the
bank’s credit-granting and management functions. [1]

Footnotes

10.

11.

12.

[1] This may be difficult for very small banks; however, there should be adequate checks and
balances in place to promote sound credit decisions.

Banks should design and implement written policies and sound procedures related to identifying,
measuring, evaluating, monitoring, reporting and controlling or mitigating credit risk (including
counterparty credit risk). Credit risk policies establish the framework for lending and guide the
credit-granting activities of the bank. Credit risk policies should address such topics as target
markets, portfolio mix, price and non-price terms, the structure of limits, approval authorities,
exception processing/reporting, etc. Such policies should be clearly defined, consistent with
prudent banking practices and relevant regulatory requirements, and adequate for the nature
and complexity of the bank’s activities. The policies should be designed and implemented
considering current and forward-looking internal and external conditions such as the bank’s
market position, trade area, staff capabilities and technology. Policies and procedures that are
properly developed and implemented enable the bank to:

(i) maintain sound and prudent credit-granting standards;

(i) prudently measure, administer, evaluate, monitor, report, control and mitigate credit risk;
(iii) properly evaluate new business opportunities; and

(iv) identify and manage problem exposures at an early stage.

Implemented credit risk policies and procedures should ensure that the credit portfolio is
adequately diversified given the bank’s target markets and overall credit risk strategy. Such
policies should establish targets for portfolio mix as well as set exposure limits on single
counterparties and groups of connected counterparties, considering industries or economic
sectors, geographic regions and specific products. Banks should ensure that their own internal
exposure limits comply with any prudential limits or restrictions set by the banking supervisors.

Credit risk policies should be communicated throughout the organisation, implemented through
appropriate procedures, monitored and periodically revised to take into account changing
internal and external circumstances. They should be applied, where appropriate, on a
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13.

consolidated bank basis and at the level of individual affiliates. In addition, the policies should
address equally the important functions of reviewing credits on an individual basis and ensuring
appropriate diversification at the portfolio level.

Banks that engage in granting credit internationally undertake, in addition to standard credit risk,
risks associated with conditions in the home country of a foreign borrower or counterparty,
including country risk and transfer risk.[2] In all instances of international transactions, banks
should understand the globalisation of financial markets and the potential for spillover effects
from one country to another or contagion effects for an entire region.

Footnotes

14.

[2] See BCP40.48, footnotes 62 and 63, for definitions of country risk and transfer risk,
respectively.

Banks that engage in granting credit internationally must therefore have adequate policies and
procedures for identifying, measuring, evaluating, monitoring, reporting and controlling or
mitigating country risk and transfer risk in their international lending and investment activities on
a timely basis. The monitoring of country risk factors should incorporate (i) the potential default
of foreign private sector counterparties arising from country-specific economic factors and (i)
the enforceability of loan agreements and the timing and ability to realise collateral under the
national legal framework.

Principle 3: Banks should identify and manage credit risk inherent in all products and activities.
Banks should ensure that the risks of products and activities new to them are subject to adequate
risk management procedures and controls before being introduced or undertaken and approved in
advance by the board of directors or its appropriate committee.

Reference documents: BCP40.35, SRP30.10 and SRP30.13.

15.

16.

17.

Banks should identify all credit risks inherent in the products they offer and the activities in which
they engage, including all on-balance and off-balance sheet exposures. Such identification stems
from a careful review of the existing and potential credit risk characteristics of the product or
activity.

Banks should have a clear understanding of the credit risks involved in more complex credit-
granting activities (for example, loans to certain industry sectors, securitisation activities,
customer-written options, credit derivatives, credit-linked notes). This is particularly important
because the credit risk involved, while not new to banking, may be less obvious and require more
analysis than the risk of more traditional credit-granting activities. Although more complex credit-
granting activities may require tailored procedures and controls, the basic principles of credit risk
management will still apply.

It is critical that senior management determine that the staff involved in any activity where there
is material credit risk (including counterparty credit risk), whether established or new, basic or
more complex, be fully capable of conducting the activity to the highest standards and in
compliance with the bank’s policies, procedures and limits.

Operating under a sound credit-granting process

Principle 4: Banks must operate within sound, well-defined credit-granting criteria. These criteria
should include a clear indication of the bank’s target market and a thorough understanding of the
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risk profile and characteristics of the borrower or counterparty, as well as the purpose and structure
of the credit, and its source of repayment.

Reference documents: BCP40.40, BCP40.41, BCP40.43, BCP40.66 and BCP40.67, CRE22, BCBS Guidance on
credit risk and accounting for expected credit losses (December 2015), BCBS Prudential treatment of problem
assets — definitions of non-performing exposures and forbearance (April 2017) and Guidelines for
counterparty credit risk management (December 2024).

18.

19.

20.

21.

Establishing sound, well-defined credit-granting criteria is essential to approving credit in a safe
and sound manner. The criteria should set out who is eligible for credit and for how much, what
types of credit are available, and under what terms and conditions the credits should be granted.

Banks must receive sufficient information to ensure a thorough understanding of the risk profile
and characteristics of the borrowers (and, in the case of securitisation exposures, all features of
securitisation transactions) that would materially impact the performance of the respective
exposures. Depending on the type of credit exposure and the nature of the credit relationship to
date, the factors to be considered and documented in approving credits include:

—  the purpose of the credit and sources of repayment;

—  the current risk profile (including the nature and aggregate amounts of risks) of the borrower
or counterparty and collateral and its sensitivity to economic and market developments;

—  the borrower's repayment history and current capacity to repay, based on historical financial
trends and future cash flow projections, under various scenarios;

—  for securitisation exposures, all features of securitisation transactions;

—  for commercial credits, the borrower’s business expertise and the status of the borrower’s
economic sector and its position within that sector;

— the proposed terms and conditions of the credit, including covenants designed to limit
changes in the future risk profile of the borrower or counterparty; and

— where applicable, the adequacy and enforceability of collateral or guarantees, including
under various scenarios.

In addition, in approving borrowers or counterparties for the first time, consideration should be
given to the integrity and reputation of the borrower or counterparty as well as their legal
capacity to assume the liability. Once credit-granting criteria have been established, it is essential
for the bank to ensure that the information it receives is sufficient to make proper credit-granting
decisions. This information will also serve as the basis for rating the credit under the bank’s
internal risk rating system.

Banks need to understand to whom they are granting credit. Therefore, prior to entering into any
new credit relationship, banks must become familiar with the borrower or counterparty and be
confident that they are dealing with an individual or organisation of sound repute and
creditworthiness. In particular, strict policies must be in place to avoid association with individuals
involved in fraudulent activities and other crimes. This can be achieved through a number of ways,
including asking for references from known parties, accessing credit registries, and becoming
familiar with individuals responsible for managing a company and checking their personal
references and financial condition. However, a bank should not grant credit simply because the
borrower or counterparty is familiar to the bank or is perceived to be highly reputable.

Banks should have procedures to identify situations where, in considering credits, it is appropriate
to classify a group of obligors as connected counterparties and, thus, as a single obligor. This
would include aggregating exposures to groups of accounts exhibiting financial
interdependence, including corporate or non-corporate, where they are under common
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23.

24,

ownership or control or with strong connecting links (for example, common management, familial
ties).[3] Banks should also have procedures for aggregating exposures to individual clients across
business activities.

Footnotes
[3] See BCP40 - The Core Principles and assessment criteria, footnote 52, for a specification of
connected counterparties.
22. Many banks participate in loan syndications or other such loan consortia. Some institutions place

undue reliance on the credit risk analysis done by the lead underwriter or on external commercial
loan credit ratings. All syndicate participants should perform their own due diligence, including
independent credit risk analysis and review of syndicate terms prior to committing to the
syndication. Each bank should analyse the risk and return on syndicated loans in the same manner
as directly sourced loans.

Granting credit involves accepting risks as well as producing profits. Banks should assess the
risk/reward relationship in any credit as well as the overall profitability of the account relationship.
In evaluating whether, and on what terms, to grant credit, banks need to assess the risks against
expected return, factoring in, to the greatest extent possible, price and non-price (eg collateral,
restrictive covenants, etc) terms. In evaluating risk, banks should also assess likely downside
scenarios and their possible impact on borrowers or counterparties. A common problem among
banks is the tendency not to price a credit or overall relationship properly and therefore not
receive adequate compensation for the risks incurred.

In considering potential credits, banks must recognise the necessity of establishing provisions for
identified and expected losses and holding adequate capital to absorb unexpected losses. The
bank should factor these considerations into credit-granting decisions, as well as into the overall
portfolio risk management process.[4]

Footnotes

25.

26.

4] Guidance on credit categorisation and provisioning is available in the documents Guidance
on credit risk and accounting for expected credit losses (December 2015) and Prudential
treatment of problem assets — definitions of non-performing exposures and forbearance
(April 2017).

Banks can utilise transaction structure, collateral and guarantees to help mitigate risks (both
identified and inherent) in individual credits but transactions should be entered into primarily on
the strength of the borrower's repayment capacity or the counterparty’s financial position.
Collateral cannot be a substitute for a comprehensive assessment of the borrower or
counterparty, nor can it compensate for insufficient information. It should be recognised that any
credit enforcement actions (eg foreclosure proceedings) can eliminate the profit margin on the
transaction. In addition, banks need to be mindful that the value of collateral may well be
impaired by the same factors that have led to the diminished recoverability of the credit. Banks
should have policies covering the acceptability of various forms of collateral, procedures for the
ongoing valuation of such collateral, and a process to ensure that collateral is, and continues to
be, enforceable and realisable. With regard to guarantees, banks should evaluate the level of
coverage being provided in relation to the credit-quality and legal capacity of the guarantor.
Banks should be careful when making assumptions about implied support from third parties such
as the government.

Netting agreements are an important way to reduce credit risks, especially in interbank
transactions. In order to actually reduce risk, such agreements need to be sound and legally
enforceable. [5]
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Footnotes

[5] Requirements for recognising netting agreements for minimum risk-based capital
requirements are set out in CRE22 - Standardised approach: credit risk mitigation.
Additional requirements for netting arrangements in the context of counterparty credit risk
are set out in CRE52 - Standardised approach to counterparty credit risk and CRE53 -
Internal models method for counterparty credit risk.

27. Where actual or potential conflicts of interest exist within the bank, internal confidentiality
arrangements (eg “"Chinese walls") should be established to ensure that there is no hindrance to
the bank obtaining all relevant information from the borrower.

Principle 5: Banks should establish overall credit limits at the level of individual borrowers and
counterparties, and groups of connected counterparties that aggregate in a comparable and
meaningful manner different types of exposures, both in the banking and trading book and on and
off the balance sheet.

Reference documents: BCP40.35, BCP40.43, BCP40.44, SRP30.20-SRP30.28, SRP32.14-SRP32.27, LEX, BCBS
Stress testing principles (October 2018) and Guidelines for counterparty credit risk management (December
2024).

28. An important element of credit risk management is the establishment of exposure limits on single
counterparties and groups of connected counterparties. Such limits are frequently based in part
on the internal risk rating assigned to the borrower or counterparty, with borrowers or
counterparties assigned better risk ratings having potentially higher exposure limits. Limits
should also be established for particular industries or economic sectors, geographic regions and
specific products.

29. Exposure limits are needed in all areas of the bank’s activities that involve credit risk. These limits
help to ensure that the bank’s credit-granting activities are adequately diversified. As mentioned
earlier, much of the credit exposure faced by some banks comes from activities and instruments
in the trading book and off the balance sheet. Limits on such transactions are particularly effective
in managing the overall credit risk profile or counterparty risk of a bank. In order to be effective,
limits should generally be binding and not driven by customer demand.

30. Effective measures of future exposure, such as potential future exposures or alternative metrics,
are essential for the establishment of meaningful limits, placing an upper bound on the overall
scale of activity with, and exposure to, a given counterparty, based on a comparable measure of
exposure across a bank's various activities (both on- and off-balance sheet).

31. Banks should consider the results of stress testing in the overall limit setting and monitoring
process. Such stress testing should take into consideration economic cycles, interest rate and
other market movements, and liquidity conditions.

32. Bank’s credit limits should recognise and reflect the risks associated with the near-term
liquidation of positions in the event of borrower or counterparty default. Limits should also factor
in any unsecured exposure in a liquidation scenario. Where a bank has several transactions with
a counterparty, its future exposure to that counterparty is likely to vary significantly and
discontinuously over the maturity over which the measure of such exposure is calculated.
Measures of future exposures should therefore be calculated over multiple time horizons.
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Principle 6: Banks should have a clearly established process in place for approving new credits as
well as amending, renewing and refinancing existing credits and ensuring a thorough
understanding of the risk profile and characteristics of the borrowers or counterparties.

Reference documents: BCP40.40, BCP40.46—47.

33.

34.

35.

36.

Many individuals within a bank are involved in the credit-granting process. These include
individuals from the business origination function, the credit analysis function and the credit
approval function. In addition, the same counterparty may be approaching several different areas
of the bank for various forms of credit. Banks may choose to assign responsibilities in different
ways; however, it is important that the credit-granting process coordinate the efforts of all of the
various individuals in order to ensure that sound credit decisions are made.

In order to maintain a sound credit portfolio, a bank must have an established formal transaction
evaluation and approval process for the granting of credits, ensuring a thorough understanding
of the risk profile and characteristics of the borrowers (and, in the case of securitisation exposures,
all features of securitisation transactions that would materially impact the performance of the
respective exposures). Approvals should be made in accordance with the bank’s written
guidelines and granted by the appropriate level of management. There should be a clear audit
trail documenting that the approval process was complied with and identifying the individual(s)
and/or committee(s) providing input as well as making the credit decision. Banks often benefit
from the establishment of specialist credit groups to analyse and approve credits related to
significant product lines, types of credit facilities and industrial and geographic sectors. Banks
should invest in adequate credit decision resources so that they are able to make sound credit
decisions consistent with their credit strategy and meet competitive time, pricing and structuring
pressures.

Each credit proposal should be subject to careful analysis by a qualified credit analyst with
expertise commensurate with the size and complexity of the transaction. An effective evaluation
process establishes minimum requirements for the information on which the analysis is to be
based. There should be policies in place regarding the information and documentation needed
to approve new credits, renew existing credits and/or change the terms and conditions of
previously approved credits. The information received will be the basis for any internal evaluation
or rating assigned to the credit, and its accuracy and adequacy is critical to management making
appropriate judgments about the acceptability of the credit.

Banks should maintain a corps of credit risk officers who have the experience, knowledge and
background to exercise prudent judgment in assessing, approving and managing credit risks. A
bank’s credit-granting approval process should establish accountability for decisions taken and
designate who has the absolute authority to approve credits or changes in credit terms. Banks
typically utilise a combination of individual signature authority, dual or joint authorities, and a
credit approval group or committee, depending upon the size and nature of the credit. Approval
authorities should be commensurate with the expertise of the individuals involved.

Principle 7: All extensions of credit must be made on an arm’s-length basis. In particular, credits to
related companies and individuals must be authorised on an exception basis and monitored with
particular care, and other steps to control or mitigate the risks of non-arm’s length lending must
be taken as appropriate.

Reference documents: BCP40.46 and BCP40.47.
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V.

Maintaining an appropriate credit administration, measurement and
monitoring process

Principle 8: Banks should have in place a system for the ongoing administration of their various
credit risk-bearing portfolios.

Reference documents: BCP40.40.

37.

38.

39.

40.

41.

Credit administration is a critical element in maintaining the safety and soundness of a bank.
Once a credit is granted, it is the responsibility of the business unit, often in conjunction with a
credit administration support team, to ensure that the credit is properly maintained. This includes
keeping the credit file up to date, obtaining current financial information, sending out renewal
notices and preparing various documents such as loan agreements.

Given the wide range of responsibilities of the credit administration function, its organisational
structure varies with the size and sophistication of the bank. In larger banks, responsibilities for
the various components of credit administration are usually assigned to different departments.
In smaller banks, a few individuals might handle several of the functional areas. Where individuals
perform such sensitive functions as custody of key documents, wiring out funds or entering limits
into the computer database, they should report to managers who are independent of the
business origination and credit approval processes.

Bank's credit administration should ensure:

— the efficiency and effectiveness of credit administration operations, including continued
analysis of a borrower's ability and willingness to make all payments associated with the
contractual arrangements (including reviews of the performance of underlying assets, eg for
securitisation exposures or project finance), monitoring documentation, contractual
requirements, legal covenants, collateral, etc;

— the accuracy and timeliness of information provided to management information systems;
— adequate segregation of duties;
— the adequacy of controls over all "back office” procedures; and

— compliance with prescribed management policies and procedures as well as applicable laws
and regulations.

For the various components of credit administration to function appropriately, senior
management must understand and demonstrate that it recognises the importance of this
element of monitoring and controlling credit risk.

The credit files should include all of the information necessary to ascertain the current financial
condition of the borrower or counterparty as well as sufficient information to track the decisions
made and the history of the credit. For example, the credit files should include current financial
statements, financial analyses and internal risk rating documentation, internal memoranda,
reference letters and appraisals. The loan review function should determine that the credit files
are complete and that all loan approvals and other necessary documents have been obtained.

Consultation on the Principles for the management of credit risk


https://www.bis.org/basel_framework/chapter/BCP/40.htm?inforce=20240425&published=20240425#paragraph_BCP_40_20240425_40_40

Principle 9: Banks must have in place policies, processes and methodologies for grading, classifying
and monitoring all credit exposures (including off-balance sheet and forborne exposures),
including establishing provisions and ensuring appropriate and robust provisioning levels.

Reference documents: BCP40.42, Prudential treatment of problem assets — definitions of non-performing
exposures and forbearance (April 2017), Guidance on credit risk and accounting for expected credit losses
(December 2015), BCP40.40(3)(c) and Guidelines for counterparty credit risk management (December 2024).

42.

43.

44,

Banks must have comprehensive policies, processes and methodologies for grading, classifying
and monitoring all credit exposures (including off-balance sheet and forborne exposures) of
individual credits and single obligors across the bank’s various portfolios or at a portfolio level
for credit exposures with homogeneous characteristics. These processes, policies and
methodologies need to define criteria for identifying and reporting potential problem exposures
in a timely manner to ensure that they are subject to more frequent monitoring as well as possible
corrective action, classification and/or provisioning.

An effective credit monitoring system will include measures to:

— ensure that the bank understands the current financial condition of the borrower or
counterparty;

— monitor compliance with existing covenants;
— assess, where applicable, collateral coverage relative to the obligor's current condition;

— identify contractual payment delinquencies and classify potential problem exposures on a
timely basis; and

—  promptly direct problems for remedial management.

Specific individuals should be responsible for monitoring credit quality, including ensuring that
relevant information is passed to those responsible for assigning internal risk ratings to the credit.
In addition, individuals should be made responsible for monitoring on an ongoing basis any
underlying collateral and guarantees. Such monitoring will ensure that prompt action is taken at
the appropriate level of the bank’s senior management or board, assist the bank in making
necessary changes to contractual arrangements as well as maintain adequate provisions and
reserves for credit losses. In assigning these responsibilities, bank management should recognise
the potential for conflicts of interest, especially for personnel who are judged and rewarded on
such indicators as loan volume, portfolio quality or short-term profitability.

Principle 10: Banks are encouraged to develop and utilise an internal risk rating system in managing
credit risk. The rating system should be consistent with the nature, size and complexity of a bank’s
activities.

Reference documents: SRP20.13 and BCP40.40.

45.

Internal risk ratings are an important tool in monitoring credit risk. Internal risk ratings should be
adequate to support the identification and measurement of risk from all credit exposures and
should be integrated into an institution’s overall analysis of credit risk and capital adequacy. The
ratings system should provide detailed ratings for all exposures, not only for criticised or problem
exposures. This will allow more accurate determination of the overall characteristics of the credit
portfolio, concentrations, problem exposures and the adequacy of credit loss reserves and
provisions. More detailed and sophisticated internal risk rating systems, used primarily at larger
banks, can also be used to determine internal capital allocation, pricing of credits and profitability
of transactions and relationships.
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46.

47.

48.

Typically, an internal risk rating system categorises credits into various classes designed to take
into account gradations in risk. Simpler systems might be based on several categories ranging
from satisfactory to unsatisfactory; however, more meaningful systems will have numerous
gradations for credits considered satisfactory in order to truly differentiate the relative credit risk
they pose. In developing their systems, banks must decide whether to rate the riskiness of the
borrower or counterparty, the risks associated with a specific transaction, or both.

Internal risk ratings are an important tool in monitoring and controlling credit risk. In order to
facilitate early identification of changes in risk profiles, the bank’s internal risk rating system
should be responsive to indicators of potential or actual deterioration in credit risk. Credits with
deteriorating ratings should be subject to additional oversight and monitoring, for example,
through more frequent visits from credit officers and inclusion on a watchlist that is regularly
reviewed by senior management. The internal risk ratings can be used by line management in
different departments to track the current characteristics of the credit portfolio and help
determine necessary changes to the credit strategy of the bank. Consequently, it is important
that the board of directors and senior management also receive periodic reports on the condition
of the credit portfolios based on such ratings.

The ratings assigned to individual borrowers or counterparties at the time the credit is granted
must be reviewed on a periodic basis, and individual credits should be assigned a new rating
when conditions either improve or deteriorate. Because of the importance of ensuring that
internal risk ratings are consistent and accurately reflect the quality of individual credits,
responsibility for setting or confirming such ratings should rest with a credit review function
independent of that which originated the credit concerned. It is also important that the
consistency and accuracy of ratings are examined periodically by a function such as an
independent credit review group.

Principle 11: Banks must have information systems and analytical techniques that enable
management to measure the credit risk inherent in all on- and off-balance sheet activities. The
management information system should provide adequate information on the composition of the
credit portfolio, including identification of any concentrations of risk.

Reference documents: BCP40.35, BCP40.39, BCP40.40, BCP40.44, LEX, SRP30.14-SRP30.18, SRP36 and
Guidelines for counterparty credit risk management (December 2024).

49.

50.

Banks should have methodologies that enable them to quantify the risk involved in exposures to
individual borrowers or counterparties. Banks should also be able to analyse credit risk at the
product and portfolio level in order to identify any particular sensitivities or concentrations. The
measurement of credit risk should take account of (i) the specific nature of the credit (loan,
derivative, facility, etc) and its contractual and financial conditions (maturity, reference rate, etc);
(ii) the exposure profile until maturity in relation to potential market movements; (iii) the existence
of collateral or guarantees; and (iv) the potential for default based on the internal risk rating. The
analysis of credit risk data should be undertaken at an appropriate frequency with the results
reviewed against relevant limits. Banks should use measurement techniques that are appropriate
to the complexity and level of the risks involved in their activities, based on robust data and
subject to periodic validation.

The effectiveness of a bank'’s credit risk measurement process is highly dependent on the quality
of management information systems. The information generated from such systems enables the
board and all levels of management to fulfil their respective oversight roles, including
determining the adequate level of capital that the bank should be holding. Therefore, the quality,
detail and timeliness of information are critical. In particular, information on the composition and
quality of the various portfolios, including on a consolidated bank basis, should permit
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51.

52.

management to assess quickly and accurately the level of credit risk that the bank has incurred
through its various activities and determine whether the bank’s performance is meeting the credit
risk strategy.

Banks should monitor actual exposures against established limits. It is important that banks have
a management information system in place to ensure that exposures approaching risk limits are
brought to the attention of senior management. All exposures should be included in a risk limit
measurement system. The bank’s information system should be able to aggregate credit
exposures to individual borrowers and counterparties and report on exceptions to credit risk
limits on a meaningful and timely basis.

Banks should have policies and processes that provide a comprehensive bank-wide view of
significant sources of concentration risk.[6] Exposures (including counterparty credit risk
exposure) arising from off-balance sheet as well as on-balance sheet items included in both the
banking book and trading book are captured.

Footnotes

53.

54.

55.

[6] Concentration risk may result from credit, market and other risk where a bank is overly
exposed to particular asset classes, products, collateral, currencies or funding sources, and
is broader than exposures subject to large exposure requirements. Credit concentrations
include exposures to single counterparties (including collateral credit protection and other
commitments provided), groups of connected counterparties; counterparties in the same
industry, economic sector or geographic region;, and counterparties whose financial
performance is dependent on the same activity or commodity (see BCP40.44, footnote 53).

Banks should have information systems in place that identify and aggregate on a timely basis
exposures creating risk concentrations and large exposures to single counterparties or groups of
connected counterparties and that facilitate active management of such exposures. The adequacy
of the scope of information should be reviewed on a periodic basis by business line managers
and senior management to ensure that it is sufficient for the complexity of the business. In
addition, it should be sufficiently flexible so that the institution can generate forward-looking
bank-wide scenario analyses that capture management's interpretation of evolving market
conditions and stressed conditions.

In many instances, due to a bank's trade area, geographic location or lack of access to
economically diverse borrowers or counterparties, avoiding or reducing concentrations may be
extremely difficult. In addition, banks may want to capitalise on their expertise in a particular
industry or economic sector. A bank may also determine that it is being adequately compensated
for incurring certain concentrations of risk. Consequently, banks should not necessarily forego
booking sound credits solely on the basis of concentration. Banks may need to make use of
alternatives to reduce or mitigate concentrations. Such measures can include pricing for the
additional risk, adopting appropriate credit risk mitigation measures (eg collateralisation),
increasing holdings of capital to compensate for the additional risks and making use of loan
participations in order to reduce dependency on a particular sector of the economy or group of
related borrowers or counterparties. Banks must be careful not to enter into transactions with
borrowers or counterparties they do not know or to engage in credit activities they do not fully
understand simply for the sake of diversification

Banks may actively manage credit concentrations and other portfolio issues through mechanisms
such as loan sales, credit derivatives, securitisation programs and other secondary loan markets.
However, mechanisms to deal with portfolio concentration issues involve risks that must also be
identified and managed. Consequently, when banks decide to utilise these mechanisms, they
need to first have policies and procedures, as well as adequate controls, in place.
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Principle 12: Banks should take into consideration current and forward-looking market and
macroeconomic factors when assessing individual credits and their credit portfolios, and they
should assess their credit risk exposures under stressful conditions.

Reference documents: BCP40.35, SRP30.45-SRP30.47 and BCBS Stress testing principles (October 2018).

56.

57.

58.

V.

An important element of sound credit risk management involves discussing what could
potentially go wrong with individual credits and within the various credit portfolios and factoring
this information into the analysis of the adequacy of capital and provisions. This “what if" exercise
can reveal previously undetected areas of potential credit risk exposure for the bank. The linkages
between different categories of risk that are likely to emerge in times of crisis should be fully
understood. In case of adverse circumstances, there may be a substantial correlation of various
risks, especially credit and market risk. Scenario analysis and stress testing are useful ways of
assessing areas of potential problems.

Stress test results should be reported to the board and senior management on a regular basis, at
relevant levels of aggregation. Results of stress tests should, where appropriate, inform banks'’
calibration of limits.

The bank should attempt to identify the types of situations, such as economic downturns, both
in the whole economy and in particular sectors, higher than expected levels of delinquencies and
defaults, or the combinations of credit and market events, that could produce substantial losses
or liquidity problems. Such an analysis should be done at relevant levels of its organisation,
consistent with the stress test objectives (eg at a portfolio level, a business unit level or at a firm-
wide level (consolidation, solo or sub-consolidated)). Stress test analyses should also include
contingency plans regarding actions management might take given certain scenarios. These can
include such techniques as hedging against the outcome or reducing the size of the exposure.

Ensuring adequate controls over credit risk

Principle 13: Banks must establish a system of independent, ongoing assessment of the bank’s
credit risk management processes, and the results of such reviews should be communicated directly
to the board of directors and senior management.

Reference documents: BCP40.35, BCP40.42, SRP30.11, SRP30.19, SRP36, BCBS Framework for Internal
Control Systems in Banking Organisations (October 1998).

59.

60.

Because various appointed individuals throughout a bank have the authority to grant credit, the
bank should have an efficient internal review and reporting system in order to manage effectively
the bank’s various portfolios. This system should provide the board of directors and senior
management with sufficient information to evaluate the performance of account officers and
approval officers and the condition of the credit portfolio.

Internal credit reviews conducted by individuals independent from the business function provide
an important assessment of individual credits and the overall quality of the credit portfolio. Such
a credit review function can help evaluate the overall credit administration process, determine
the accuracy of internal risk ratings and judge whether the account officer is properly monitoring
individual credits. The credit review function should report directly to the board of directors, a
committee with audit responsibilities or senior management without lending authority (eg senior
management within the risk control function).

Principle 14: Banks must ensure that the credit-granting function is being properly managed and
that credit exposures are within levels consistent with prudential standards and internal limits.
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Banks should establish and enforce internal controls and other practices to ensure that exceptions
to policies, procedures and limits are reported in a timely manner to the appropriate level of
management for action.

Reference documents: BCP40.35, BCP40.40, BCP40.60.

61.

62.

63.

The goal of credit risk management is to maintain a bank’s credit risk exposure within parameters
set by the board of directors and senior management. The establishment and enforcement of
internal controls, operating limits and other practices will help ensure that credit risk exposures
do not exceed levels acceptable to the individual bank. Such a system will enable bank
management to monitor adherence to the established credit risk objectives.

Limit systems should ensure that granting of credit exceeding certain predetermined levels
receives prompt management attention. An appropriate limit system should assist management
in controlling credit risk exposures, initiating discussion about opportunities and risks, and
monitoring actual risk taking against predetermined credit risk tolerances.

Internal audits of the credit risk processes should be conducted on a periodic basis to determine
that credit activities are in compliance with the bank’s credit policies and procedures, that credits
are authorised within the guidelines established by the bank’s board of directors and that the
existence, quality and value of individual credits are accurately being reported to senior
management. Such audits should also be used to identify areas of weakness in the credit risk
management process, policies and procedures as well as any exceptions to policies, procedures
and limits.

Principle 15: Banks must have a system in place for early remedial action on deteriorating credits,
managing problem exposures and similar workout situations.

Reference documents: BCP40.41, BCP40.42, BCBS Prudential treatment of problem assets — definitions of
non-performing exposures and forbearance (April 2017) and BCBS Guidance on credit risk and accounting
for expected credit losses (December 2015).

64.

65.

66.

One reason for establishing a systematic credit review process is to identify weakened or problem
exposures. A reduction in credit quality should be recognised at an early stage when there may
be more options available for improving the credit. Banks must have a disciplined and vigorous
remedial management process, triggered by specific events, that is administered through the
credit administration and problem recognition systems.

A bank’s credit risk policies should clearly set out how the bank will manage problem exposures.
Banks differ on the methods and organisation they use to manage problem exposures.
Responsibility for such exposures may be assigned to the originating business function, a
specialised workout section or a combination of the two, depending upon the size and nature of
the exposure and the reason for its problems.

Effective workout programs are critical to managing risk in the portfolio. When a bank has
significant credit-related problems, it is important to segregate the workout function from the
area that originated the credit. The additional resources, expertise and more concentrated focus
of a specialised workout section normally improve collection results. A workout section can help
develop an effective strategy to rehabilitate a troubled credit or to increase the amount of
repayment ultimately collected. An experienced workout section can also provide valuable input
into any credit restructurings organised by the business function.
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VI.  The role of supervisors

Principle 16: Supervisors should require that banks have an effective system in place to identify,
measure, evaluate, monitor, report and control or mitigate credit risk (including counterparty credit
risk) as part of an overall approach to risk management. Supervisors should conduct an
independent evaluation of a bank’s strategies, policies, procedures and practices related to the
granting of credit and the ongoing management of the portfolio. Supervisors set prudential limits
to restrict bank exposures to single counterparties or groups of connected counterparties.

Reference documents: BCP40.25, BCP40.27, BCP40.28, BCP40.39, BCP40.40, BCP40.41, BCB40.43, BCBS
Guidance on credit risk and accounting for expected credit losses (December 2015), BCBS Prudential
treatment of problem assets — definitions of non-performing exposures and forbearance (April 2017),
SRP30, SRP32.

67. Although the board of directors and senior management bear the ultimate responsibility for an
effective system of credit risk management, supervisors should, as part of their ongoing
supervisory activities, assess the system in place at individual banks to identify, measure, evaluate,
monitor, report and control or mitigate credit risk. This should include an assessment of any
measurement tools (such as internal risk ratings and credit risk models) used by the bank. In
addition, they should determine that the board of directors effectively oversees the credit risk
management process of the bank and that management monitors risk positions, and compliance
with and appropriateness of policies.

68. To evaluate the quality of credit risk management systems, supervisors can take a number of
approaches. A key element in such an evaluation is the determination by supervisors that the
bank is utilising sound asset valuation procedures. Most typically, supervisors, or the external
auditors on whose work they partially rely, conduct a review of the quality of a sample of
individual credits. In those instances where the supervisory analysis agrees with the internal
analysis conducted by the bank, a higher degree of dependence can be placed on the use of such
internal reviews for assessing the overall quality of the credit portfolio and the adequacy of
provisions and reserves. Supervisors or external auditors should also assess the quality of a bank’s
own internal validation process where internal risk ratings and/or credit risk models are used.
Supervisors should also review the results of any independent internal reviews of the credit-
granting and credit administration functions. Supervisors may also make use of any reviews
conducted by the bank’s internal and external auditors, where available.

69. Supervisors should take particular note of whether bank management recognises problem
exposures at an early stage and takes the appropriate actions. Supervisors should monitor trends
within a bank’s overall credit portfolio and discuss with senior management any marked
deterioration. Supervisors should also assess whether the capital of the bank, in addition to its
provisions and reserves, is adequate considering the level of credit risk identified and inherent in
the bank’s various on- and off-balance sheet activities.

70. In reviewing the adequacy of the credit risk management process, home country supervisors
should also determine that the process is effective across business lines, subsidiaries and national
boundaries. It is important that supervisors evaluate the credit risk management system not only
at the level of individual businesses or legal entities but also across the wide spectrum of activities
and subsidiaries within the consolidated banking organisation.

71. After the credit risk management process is evaluated, the supervisors should address with
management any weaknesses detected in the system, excess concentrations, the classification of
problem exposures and the estimation of any additional provisions and the effect on the bank’s
profitability of any suspension of interest accruals. In those instances where supervisors
determine that a bank’s overall credit risk management system is not adequate or effective for
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that bank’s specific credit risk profile, they should ensure the bank takes the appropriate actions
to improve promptly its credit risk management process.

72. Supervisors should consider setting prudential limits that would apply to all banks, irrespective
of the quality of their credit risk management process. Supervisors set prudential limits to restrict
bank exposures to single counterparties or groups of connected counterparties. Supervisors may
also want to impose certain reporting requirements for credits of a particular type or exceeding
certain established levels. The supervisor obtains information on a regular basis and in relevant
detail or has access to information concerning the classification of exposures, collateral and other
risk mitigants, provisions and write-offs, on country and transfer risk, on concentrations within a
bank’s portfolio, including sectoral, geographical and currency exposures (see BCP40.42(6),
BCP40.49(5), BCP40.44(4)). Supervisors require banks to report (or acquire through other means)
information on individual related-party transactions that are material (see BCP40.47(7)).
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