Journal of Economics and Administrative Sciences Vol.28 (NO. 132) 2022, pp. 174-195

Journal of Economics
and Administrative Sciences (JEAS)

Available online at http://jeasig.uobaghdad.edu.iq

Methods of Forecasting Credit Losses in A Sample of Iragi Banks
- A Comparative Analysis

RABEAH DHEYAA JASIM Bushra N. Abdullah Al-Mashhdani
Collage of Administration And Economics Collage of Administration And Economics
University of Baghdad University of Baghdad
rabeaaalani082@gmail.com bushra.najm@coadec.uobaghdad.edu.iq
Received: 29/11/2021 Accepted: 21/12/2021 Published: June / 2022
@@@@ This work is licensed under a Creative Commons Attribution-NonCommercial 4.0
BY NC SA International (CC BY-NC 4.0)
Abstract:

The general trend in Iraqgi banks is focused towards the application of
international financial reporting standards, especially the international financial
reporting standard IFRS 9 “Financial Instruments”, in addition to the directives
issued on the Central Bank of Iraq’s instructions for the year 2018 regarding the
development of expected credit losses models, and not to adhere to a specific
method for calculating these losses and authorizing the banks’ departments to
adopt the method of calculating losses that suits the nature of the bank’s activity
and to be consistent in its use from time to time. The research problem revolves
around the different methodologies for calculating expected credit losses according
to the instructions of the Central Bank of Iraq compared to the requirements for
calculating those losses according to IFRS 9, as well as the difference between the
banks listed in the Irag Stock Exchange among themselves. The research aims to
present methods of forecasting expected credit losses in a sample of Iragi banks
and compare them with the requirements of IFRS 9 and the instructions of the
Central Bank of Iraq in this regard. The research reaches a set of conclusions, the
most important of which is that the International Financial Reporting Standard
IFRS 9 has not been fully applied in Iraqgi banks so far. There is also a difference
between banks in the methods of calculating expected credit losses according to the
mentioned criterion. And based on the conclusions that come, the research presents
a set of recommendations, the most important of which is the necessity of preparing
the infrastructure in the Iraqgi environment first so that the standard can be
applied correctly by subjecting the employees to training courses to familiarize
them with the IFRS 9 standard, its application methods and requirements.
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1. Introduction:

The global financial crisis that occurred between (2007-2010) prompted the
leaders of the Group of Twenty (G20) countries and the Basel Committee on
Banking Supervision to demand from the setters of international accounting
standards need to reconsider the approved standards for provisions on financial
assets, and modify the mechanisms used in this field, where the new standards were
based on a fundamental basis represented in the use of models based on expected
credit loss instead of the old models based on the achieved credit loss.As a result,
the International Accounting Standards Board (IASB) issued the International
Financial Reporting Standard IFRS 9 in July of 2014. Also, the US Financial
Accounting Standards Board (FASB) finally issued IFRS 9 on the present value of
expected credit loss (CECL) in June of 2016. Noting that the two versions share the
goal of early recognition of credit loss and not waiting for the loss to occur in a
material and actual manner as a condition for forming provisions.

As for the local environment, and based on the keenness of the Central Bank
of Iraq to oblige banks to apply international best practices and apply international
financial reporting standards IFRSs in order to deepen the concepts of
transparency in disclosure and what is required by IFRS 9 standard, The Central
Bank of Iraq directed its letter in the number (9/12) dated (1/4/2016), in which it
called on all banks to move from the unified accounting system for banks and
insurance companies to the application of international standards, including
standards for financial instruments. And authorizing the banks’ managements to
adopt a certain method for calculating the expected credit losses and stabilizing
them from one period to another, in line with the nature of the bank’s work.The
research problem can be summarized in the following questions:

1. Is there a difference between the requirements for calculating expected credit
losses in the instructions of the Central Bank of Irag and the requirements for
calculating those losses in accordance with IFRS 9?

2. Is there a difference between Iraqgi banks regarding the method of calculating
the expected credit losses contained in the instructions of the Central Bank of Iraq?
This research aims to present and analyze the requirements of the International
Financial Reporting Standard IFRS 9 regarding expected credit losses and to
indicate the conditions for their recognition and the basis for their measurement
and disclosure in the financial statements.

The research is based on the following hypothesis:

There is no difference between Iraqi banks regarding the method of

calculating the expected credit losses contained in the instructions of the Central
Bank of Iraq.
The importance of the research lies in providing scientific and practical support
and assistance through clarifying the requirements of the International Financial
Reporting Standard IFRS 9 in the field of calculating expected credit losses and
comparing those requirements with what is provided by the concerned bank
departments.
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2- Credit concept.

The meaning of credit in economics refers to the ability to lend, and
idiomatically, the obligation of one party to another party to lend or debt, which
means that the creditor gives the debtor an amount of money (loan) for a specified
period of time and the debtor is obligated to perform the debt when it expires.

Credit was also defined as “an activity carried out by the bank in its various
specializations by providing financing ceilings and granting various credit facilities,
as is the case in (loans, overdrafts and discount bills) for the various economic and
commercial sectors” (Al -Amin and Rabeh, 11: 2017).

Bank loans are one of the types of credit (financial assets) and they are the
most common in banks and are resorted to meet the various needs of borrowers,
such as financing, investment or expansion of investment. The process of granting
loans is the trust that the bank attaches to its customers (Zain & Wan, 2020: 423).
2-1 Credit according to the borrower
1. Private bank credit: It is granted to natural or legal persons (companies), and
this credit is granted depending on the financial capacity (current and future) of
individuals and institutions.

2. Public bank credit: It is granted to public bodies and institutions, government
departments and the state. This credit is granted on the basis of trust in dealing
with the state.

2-2- Credit according to its nature (Dada and Amara, 137: 2018):

1. Direct bank credit: It is represented in loans, such as the debit current account,
Bill of Exchange, cash advances, lease financing. This type is represented by
granting cash amounts directly to the loan applicant (credit) for use in agreed
operations in the credit contract.

2. Indirect bank credit: It is represented in letters of guarantee, bank acceptances
and credit cards.

2-3 Regarding the purpose of the credit (Eyal, 15:2020):

1. Investment credit: It is granted for the purpose of investment, such as
establishing a productive project or financing long-term investment operations,
such as investing in fixed assets such as land, machinery, and others.

2. Commercial credit: It is a short-term credit granted to business companies to
finance the working capital in them with the aim of activating the circulation of
goods and facilitating production and current operations, and it is used in import
and distribution, so it clears itself.

3. Consumer credit: It is credit granted to purchase consumer goods and used to
meet an individual's need, such as buying a car. It is usually personal credit and is
granted to state employees and other companies.

2-4 In terms of duration (Al-Baldawi, 2019: 114):

4. Short-term credit: Its duration is less than one year, starting from the date of
granting it until the date of payment or renewal. It is often a commercial credit for
the purpose of financing the purchase of certain goods. Payment is made by the
customer after selling the goods.
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5. Medium-term credit: Its duration ranges between (5-1) years, and this type of
credit is usually allocated to finance industrial projects such as purchasing
equipment and machinery and for the purposes of industrial expansion.

6. Long-term credit (Abbas, 210: 2014): Its duration exceeds five years, and may
reach twenty-five years. It is used to purchase fixed assets, establish a new project,
or expand the current project.

2-5 In terms of credit-related guarantees (Karim, 240: 2019):
1. Personal credit: It is granted to the borrower without providing any guarantee
for the repayment of the credit, and it is sufficient to make a promise to the credit
grantor to repay the debt.
2. Credit in kind: It is granted to the borrower after presenting assets to repay the
credit.
3-Measurement of credit impairment according to IFRS 9

The expected credit losses model depends on the accuracy of information
and indicators that reflect the possibility of a loss in the future and the importance
of the timing associated with this information. The concept of expected credit losses
is defined as ""The weighted average of credit losses with counting the different
risks of default as weights™ (Al-Moghamis, 330:2018). Under IFRS 9, delinquency
iIs a lagging indicator and the increase in credit risk occurs before assets are
delinquency. Therefore, the economic unit must have sufficient information when
determining expected credit losses. Accordingly, information from past events,
current conditions, as well as future expectations must be available to support the
process of measuring credit losses, where the date of recognition of the financial
asset is determined, and then the periodic update of the provision for credit losses
for the asset and changes in credit losses is made. It is also not possible to rely on
the maturity date only. This leads to the early and timely recognition of Expected
Credit Loss (KPMG,2014:74). According to the expected loss model, the expected
cash flows are discounted at the same effective interest rate used when purchasing
the asset for the first time, thus maintaining a cost-based measurement. The
economic unit records the decline of the financial asset held at amortized cost until
the fair value of that asset is less than the book value (Beerbaum & Ahmad, 2015:
3). Expected credit losses are measured on the basis of two models and as follows
(Barnoussi etal, 2020:181):
1. Expected credit losses 12-month period: It is defined as “the portion of lifetime
expected credit losses that represents the expected credit losses resulting from
default events on the potential instrument within 12-months after the reporting
date.”
2. Expected credit losses over the life of the asset: It is defined as “the expected
credit losses that result from everything that is possible to cause default over the
expected life of the financial instrument.”
The ECL credit loss calculation model is applied through three stages according to
the general approach, and the impairment of financial assets is recognized
according to this approach as follows (EY, 2018:20):
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3-1 The general approach: In light of this approach and on the date of preparing
the financial reports, the unit must recognize a provision for impairment losses of
financial assets based on expected losses for 12-months or over the life of the asset.
When measuring the expected credit losses of financial assets, the unit must take
into account the measurement principles stipulated in IFRS 9, which are (EY,
2018:20):

¢ An unbiased, probability-weighted amount determined by the possible outcomes.
e The time value of money.

e Information about past events, current conditions and forecasts of future
economic conditions available without effort at the date of the report

This approach is based on three stages to measure the expected credit losses (ECL)
of financial assets. The following is an explanation of these stages:

3-1-1 The first stage: This stage includes financial assets that have not shown a
significant increase in credit risk since their initial recognition, and the expected
credit losses reserve are recognized for them for a period of 12-months (Vasilyeva
& Frolova, 2019: 76), and they are on the basis of the following assumptions
(Beerbaum & Ahmad, 2015:4):

e Low credit risk

¢ The borrower is financially sound and able to meet his obligations.

e There is no impact of adverse economic changes on the borrower’s ability to meet
his financial obligations.

3-1-2 The second stage: This stage includes the financial assets that have shown
signs of an increase in credit risk since the initial recognition and there is no
objective evidence of a decrease (Schutte etal, 2020:2).The indicators of asset
impairment are as follows (Beerbaum & Ahmad, 2015: 2):

* The emergence of a noticeable financial distress for the borrower.

* The borrower's failure to pay or delay the due date of interest or basic payments.
» The possibility of the asset being subject to restructuring or the borrower’s
exposure to bankruptcy.

3-1-3 The third stage: It includes the low-value financial assets in which the value
has decreased, where the expected credit losses are calculated over the useful life of
the asset, as well as calculating the interest return on the basis of the amortized cost
(Cohen & Edwards, 2017:43). The indications that the financial asset has impaired
its credit value are the following (BDO, 2014: 15):

e Significant/material financial difficulties of the borrower.

¢ Violation of the terms of the contract, such as default or the presence of unpaid
dues.

e The possibility of the borrower's exposure to bankruptcy or financial
restructuring.
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4- Methods for predicting expected credit losses in banks

Proceeding from the keenness of the Central Bank of Iraq on the
commitment of banks to apply the best international practices in the field of
banking industry, the application of international financial reporting standards
(IFRSs) and the deepening of their concepts of transparency and disclosure, and
what is included in the International Financial Reporting Standard, IFRS 9, The
Central Bank of Iraq, through its book No. (12/9) dated (4/1/2016), called on all
banks to move from the unified accounting system for banks and insurance
companies to international standards, and two committees were formed to study
the transition to international accounting standards and held several meetings and
made recommendations in this regard.
The Central Bank of Iraq also asked the banks to do the following (CBI, 2: 2018):
e The obligation to disclose in accordance with the requirements of international
financial reporting standards issued after 1/1/2019.
e Each bank submits the plan approved by its board of directors or the regional
manager of a foreign bank branch prepared by the formed committee to the
Central Bank of Irag.
e Banks must put in place the necessary systems that enable them to fully comply
with the requirements of IFRS 9, especially with regard to calculating expected
credit losses.
e The bank compares the quantitative impact (Qis) from the application of the
above criterion, especially the provision for expected credit losses, compared to the
financial provisions approved by the bank, and provides the Central Bank with
them along with the quarterly financial statements.

4-1 Calculation range expected credit losses

According to the International Financial Reporting Standard IFRS 9, the
expected credit loss measurement model is applied within the following framework
(except for what was measured at fair value through the income statement) and as
stated in the guiding regulations for the application of IFRS 9 (Central Bank of
Iraq Instructions, 3:2018) :
1- Loans and credit facilities (direct and indirect).
2-Debt instruments recorded at amortized cost.
3-Debt instruments recorded at fair value through the statement of other
comprehensive income.
4-Commitments to grant loans or ceilings when there is an existing obligation to
extend or increase the credit.
5-Assets resulting from contracts that fall within the scope of IFRS 15.
6-Letters of guarantee stipulated in accordance with the requirements of IFRS 9.
7-Financial receivables related to lease contracts within the requirements of IFRS
16 International Financial Reporting Standard.
8-Trade receivables.
9-Islamic finance products that bear the characteristics of debt (asset and return).
10-Credit claims on banks and financial institutions (except for current balances
that will be used to cover bank operations such as transfers, letters of guarantee
and credits within a very short period of time).
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4-2 Credit rating of the Central Bank of Iraq.

Based on the provisions of Paragraph (1) of Article (104) of the Banking
Law (94) for the year (2004), the instructions of the Law to Facilitate the
Implementation of the Banking Law (4) for the year (2010), the Central Bank of
Iraq has classified credit into interest-producing loans and non-producing loans.
For returns, and these loans are subdivided according to what is shown in the
following table (Instructions of the Law to Facilitate Implementation of the
Banking Law (4), 2010:16):

Table (1)
Credit rating according to the instructions of the Central Bank of Irag

credit classification

Loan type Credit % Descriptive criteria
classificatio
n
Credit the 2% | The data is up-to-date, cash flows are
good continuous, repayments are on time and the
borrower's reputation is financially sound.
Credit %10 | The loan is collectible with interest, and its
average indicators:

1- More than 30 days have passed and less
than 90 days have passed.
2- The slowdown in updated information

Yi and the decline in profitability and cash
|elo! flows
PrEcolgg!Sng 3- I_Ec_onomic stagnation in the borrower's
activity sector.
4- The possibility of non-payment as a
result of the emergence of a defect and
weakness in the management of the
company.
5- Request to extend the eligibility period.
6- Inadequate guarantees.
7- The bank's failure to evaluate the
guarantees provided periodically.
Credit %25 | More than 90 days and less than 180 days,
without and its indicators:
Average 1- Late payment of installments.
2- Low cash flow.
Loans 3 The bfank's inability to obtain sufficient
. information about the borrower.
unproductiv
e for Yields Doubtful %50 | More than 180 days and less than a year,
credit and its indicators:
1- Failure to pay the due payments with
interest.

2- Decrease in the market value of the
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offered guarantees.
3- File a lawsuit by the bank against the

borrower.
Losing %100 | Itis the one that cannot be collected with
credit the possibility of collecting part of it and it

includes all credits granted that have been
due for a year or more and have not been
paid.

Source: Prepared by the two researchers based on instructions (4) for the year
2010, instructions to facilitate the implementation of the Banking Law.

The bank has set the indicated ratios and they have been circulated to all
banks and are approved in the credit loss provision account. These ratios are fixed
and apply to all banks.

And as stated in the Central Bank’s letter no. (9/6/466) dated (12/26/2018) in
accordance with IFRS 9, a credit policy approved by the bank’s board of directors
must be available to be applied to dealers in the credit process, and it includes the
basis for determining the degree of creditworthiness of customers and
standardization concepts and assessment bases for all departments concerned with
the bank. The bank can adopt a general accounting methodology or a methodology
for each type or specific group of accounts, depending on the common
characteristics of those accounts. The reasons and justifications for choosing the
methodology and the common characteristics on which it was built, as well as the
consistency on the approved methodology, must be documented, and according to
the letter of the Central Bank of Iraq no. (9/3/5670) dated (24/3/2021). The degree
of creditworthiness is determined when increasing, granting or renewing on a
quarterly basis, when classifying debts and creating provision in ten categories,
taking into consideration the indicators for each category according to the
following (Central Bank of Iraq, 8:2021):

Table (2)
Classification creditworthiness
Status Category Credit risk level
Productive |1 Very Low Risk
for returns | 2 Low Risk
3 Moderate risk
4 Acceptable Risk
5 Marginally Acceptable Risk
6 Risk Subject to Increase
7 Risks Needing Special Attention (Watch List) (Medium
credit)
Unproductiv | 8 Substandard credit
e 9 Doubtful credit
for returns [ 10 Loss credit

Source: Prepared by the two researchers based on the book (Central Bank of Iraqg,
2021) "'Creditworthiness Instructions™
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5- Approved methodologies for forecasting expected credit losses in banks, the
research sample.

The research sample banks adopt relatively different methods when
forecasting the expected credit losses for each bank, as these banks are divided into
categories according to the level of their application to the requirements of the
International Financial Reporting Standard IFRS 9 in general and the
requirements for calculating the allowance for expected credit losses in particular.
(Note: Due to the specifics of banking work and the confidentiality of the relevant
information, the banks of the research sample were coded).

5-1 Bank (A) and Bank (B)
Banks (A) and (B) calculate expected credit losses in accordance with the
requirements of IFRS 9 as follows:
¢ 12-month expected credit losses: It is calculated from the first 12 months from the
date of preparing the financial statements.
e Expected credit losses over the life of the instrument, computed from the date of
preparing the financial statements until the maturity date of the financial asset.
Bank (A) relies on the classification of individuals on six characteristics: (age,
work, geographic location, maturity period, type of guarantee, extension). It also
depends on the classification of companies on six features as well (the age of the
company, cash flow, type of activity, the company’s capital, the company’s profits
and losses, the degree of disclosure), and these main features are subdivided into
several sub-features and according to the bank’s divisions. Table (3) below presents
the details of one of the features that have been divided into sub-classifications to
clarify the method of calculation:
Table (3)
Classification grades for the age trait
Degree | Classification details

of risk

1 High quality - lower credit risk The 18-35

2 High quality - very low risk first 36-45

3 High to medium quality - low risk stage 46-50

4 Medium quality - moderate risk 51-55

5 It has risk characteristics - a significant degree of risk 56-69

6 high credit risk The 70-71

7 Persistently weak risk -Very high credit risk second | 72-73

8 High risk - probability of default with the possibility of | Stage 74-75
recovery of principal and interest

9 Less rated - irregular with the possibility of recovering The 76-80
principal and interest Third

10 Non-performing - with less possibility of full recovery of | stage more
principal or interest -80

Source: The field interview with bank officials (A) on (25/5/2021) and (26/5/2021), and
the data obtained from the bank.
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Through Table (3) above, if the bank obtained information about the age of
one of the borrowers, let it be 40 years, this means that he belongs to the second
category within the first stage in which the age of the borrowers ranges between
(36-45) years, and therefore the degree of risk of the borrower will be (2/10), which
is equivalent to (0.2). And then move to the second feature, and so on for the rest of
the features, noting that some features are divided into a classification less than
(10) and according to the policy of the bank, and in this case the degree obtained by
the borrower is divided by the number of attribute classifications.

Assuming that the Borrower obtains the following scores for each of the six
specified characteristics (age = 2, employment = 7, eligibility = 4, geographic
location =5, security = 10, degree of extension = 8), then the scores obtained by the
borrower will be summed and from then divide by the number of features
(36=2+7+4+5+10+8) and by dividing the number (6=6/36), the borrower will get a
score of (6). Then, the degree of risk is determined according to the business model
for the bank’s classification of the individual and customer sectors, specifically the
classification (B) within the second stage and is characterized as having high credit
risks and a probability of default of (112%), which represents (PD%) as shown in
Table (4) below:

Table (4)
The bank's business model for credit rating for the individual and corporate
sectors
Internal Degre Classification details Stage Probab
classificatio | e of ility
n risk %PD
Aaa 1 High quality - lower credit risk The first | 99%
Aa 2 High quality - very low risk stage 102%
A 3 High to medium quality - low risk 103%
Baa 4 Medium quality - moderate risk 104%
Ba 5 It has risk characteristics — 108%
significant degree of risk The
B 6 High credit risk second | 112%
Caa 7 Persistently weak risk very high stage 117%
credit risk
Ca 8 High risk - possibility of default with 120%
the possibility of recovery of
principal and interest
C 9 Less rated - irregular with the The 100%
possibility of recovering the principal | Third
and interest stage
D 10 Irregular - with less possibility of 100%
recovering the principal or interest
in full
Source: The field interview with bank officials (A) on 14/7/2021 and (17/7/2021)
and the data obtained.
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Note the probability of default ratios (PD%) mentioned in the above table is
hypothetical and differs from one bank to another, as well as from year to year and
according to the bank’s policy. The bank calculates the average probability of
default for each portfolio by calculating the number of non-performing loans for
each year on the total loans for that year, through the following equation:

(Number of non-performing loans for the portfolio / Total loans for the portfolio =
the percentage of default for the portfolio).

Then the ratios for the past five years are collected and the arithmetic mean is
extracted by dividing the sum of the product of five years by (5) and thus the
probability of default that is approved for the year in question (PD%), and the
bank follows the two banks, (A) (B) in Extracting the loss at default (LGD%) on
the following equation:

(Loss upon default = (Exposure upon default - the amount expected to be obtained)
/ Exposure upon default).

Bank (A) adopts the same previous method for institutions, and as we
mentioned that bank (B) uses the same previous method for calculating expected
credit losses, except that bank (B) depends on ten characteristics with regard to
companies and individuals as well, and it gives each feature a certain percentage,
and the total ratios for the ten traits are equal to (100%) and each trait is divided
into several branches, and each branch carries a certain value to reach the degree
of risk, and then go to the bank’s matrix and reach the percentage (PD%), and
these percentages are as follows:

(Industry stability (9%o) - Financial position (17%) - Management and control
(5%) - Company stability (4%) - Competitiveness (6%) - Dealing with legal
problems (3%) - Performance indicator and operational performance results
(12%) - financing and facilities structure (6%) - cash flows (15%) - balances due
(23%), equal to the total (100%0), and the table (5) below shows one of the ten
features and its branches for companies and individuals for each customer :

(5) Table
Credit classification

Feature | Relative | Standards Item Relative Degree | PDF%
weight and Description weight of of risk
of the Indicators the danger value
feature standard%
Industr 9% 1- Exchange | Stable 1% 0.00%
y rates
stability 2- Laws and | stable with a 3% 0.00%
regulations future outlook
3- Customs stable 2% 0.00%
tariff
4- Tax stable 3% 0.00%
system
9% 0.00% | 0.00%
Note // If the customer is 90 days or more behind his due dates, a 100% allowance is
taken and the above table is neglected.
Source: Obtained from an interview with officials in Bank (B) on (12/7/2021) and data
obtained from the Bank.
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Through the above table, the level of risk for each sub-attribute will be
determined and recorded in the (risk degree) field, and then a field product will be
obtained (the degree of danger) x (the relative weight of the criterion %) and the
result is recorded. The final product represents the value of (PD%) of the
customer, after which the percentage obtained from the risk degree field is
matched with the corresponding in the field of the level of credit risk through the
matrix in Table (6) below:

Table (6)
The degree of credit risk

Credit risk level Degree of risk

0.5%-15% very low risk Of 1 or less very low
risk

15%-25% Low Risk 1%-2% Low Risk
From 25%-35% moderate risk 2%-4% moderate risk
35%-45% acceptable risk From 4% - 5%
acceptable risk
45%-55% moderately acceptable risk 5%-10% moderately

acceptable risk
From 55%b-60%o, the risk can be increased From 10%6-35%o, the
risk can be increased

60%-70% risk that needs special care 35%-50% risk that
(medium credit) needs special attention

(medium credit)

70%-80% credit below average From 50%-80% credit
below average

80%0-90% doubtful credit 80%0-95% bad credit
From 90%-100% credit loss From 95%-100%

Credit Loss

Source: Obtained from an interview with officials in Bank (B) on (12/7/2021) and
data obtained from the Bank.

If the customer obtains a score of (4.5%) in Table (5), it falls between (5%-
49%) in Table (6), we will find that the corresponding is (from 35%-45% of
acceptable risks) listed within degree (4). And here we will go to the bank’s
(business model for rating cash credit for the individual and corporate sector) as
shown in Table (4). We will find that grade (4) falls within the first stage of the Baa
rating (medium quality - moderate risk) and we depend on the ratio within the
rating, (It should be noted that the ratios within the matrix differ from one bank to
another, and according to the policy of the bank).

5-2 Bank (C)

Bank (C) follows one method for calculating expected credit losses for
companies and individuals. The bank calculates the probability of default (PD%) in
a different way and according to what is stated in the paragraph of the probability
of default within the instructions for applying IFRS 9 (Methodology of Bank C, 2
:2021):
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3. The economic deviation of the financial instrument = net debt x gross domestic
product growth rate x general inflation rate.
4. Square of the economic deviation of the financial instrument.
5. Return the natural logarithm of the principal LN = logarithm (total value of the
financial instrument / subsequent period).
6. The period to default (DD:DISTANCE TO DEFAULT) as a measure of the risk
of default = return the natural logarithm of the principal + [expected return for the
subsequent period — (the instrument’s economic deviation square/2) | x Subsequent
period.
7. Probability of default PD = normal cumulative redistribution of the two
measures of default period (DD:DISTANCE TO DEFAULT).

The researchers would like to point out that bank (C) depends in calculating
the equations on the following (methodology of the bank, 5:2021):
e The GDP growth rate is adopted from (the main page of the economic indicators
page - Iraq), where the bank relies on the latest evaluation published by the page.
¢ The total inflation rate is adopted from (the main page of the economic indicators
page - Iraqg), where the bank relies on the last evaluation published by the page.
e The natural logarithm of the principal debt, LN, represents the future value of
the debt, that is, the future value of money.
e Subsequent period: It represents the remaining period of the loan life.
e Period to stumble: The result is extracted through statistical equations through
the EXSL MICROSOFT program.
¢ Net Debt: Represents the net remaining amount of the loan after subtracting the
repayments.
e The expected return for the subsequent period: It is the amount that the bank
expects to obtain from the borrower in the future.
e After reaching the value of (PD%), it will use the following equation: ECL =
PD% x EAD x LGD% .

5-3 Bank (D)

Bank (D) calculates the expected credit losses for individual and corporate
customers, as it calculates the probability of default (PD%) for individuals based
on historical economic indicators and linking them to future expectations and
based on historical data obtained by the bank from external institutions
(International Monetary Fund, World Bank, Central Bank of Iraq), where the
bank links future expectations for several historical years, for example from the
years (2015-2018) to economic indicators such as (Unemployment), (Inflation),
(Real GDP growth) and as Shown in Table (7) the following hypothesis:

Table (7)
Historical ratios of economic indicators

2015 10% 7% 14%
2016 8% 6.8% 12%
2017 7% 6.5% 11.5%
2018 8% 5.0% 10%
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Assuming that through historical data and using statistical methods, the bank
obtained the value of (beta) for each of the following variables, as well as the fixed
percentage, and it was as follows:

a=0.5, B1l: GDP.=2, B2: Inf.=6 , B3: Unem.=1.2

The bank obtains the percentages of variables related to future forecasts from
external institutions (the International Monetary Fund, the World Bank, the
Central Bank of Iraq), which were for the years (2023-2019) and

as shown in Table (8) below, as follows *:

Table (8)
Future expectations ratios for economic indicators
Year | GDR. | Inf. | Unem.
2019 8.0% 6.1% 17.0%
2020 8.2% 6.0% 16.8%
2021 8.5% 5.1% 16.4%
2022 8.0% 5.0% 15.9%
2023 7.9% 4.8% 15.0%

After obtaining the future expectations, the three scenarios will be applied
in the Stress Testing to study future predictions and know their impact on the
expected credit loss model through the product of (Future predictions x Beta),
where (Y) represents the value of (PD%) and it reaches the value of (y) through the
linear regression equation as follows:

Y=a+ (B1xX1) + (B2x X2) + (B 3x X3)

a=constant.

B1= GDR. Beta coefficient .

B2=Inf. = Beta coefficient.

B3= Unem. Beta coefficient .

X1= GDR.

X2=Inf.

X3=Unem.

Y=PD.

When calculating the expected credit losses for the year 2019, the bank will take
the following steps:

Y=a+ (B1xX1) +(B2x X2) +(B 3xX3) - - - - - (2019)

Y=0.5+(2x8.0%) +(6x 6.1%) +( 1.2x 17.0%) = 1.23%

The output (1.23%) represents the probability of default PD% for the year 2019 in
the normal scenario, and through historical data the standard deviation of the
three variables (Unem., GDR., Inf.) is reached and assuming

that the result was as in Table (9) Below are as follows:

" The information was obtained through field interviews with bank officials (D) on
(8/8/2020).
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Table (9)
Standard deviation table of historical proportions

Standard deviation \

Year GDR. Inf. Unem.
2015 2.5% 1.5% 15.1%
2016 12.6% 1.0% 14.8%
2017 -1.7% 0.1% 12.0%
2018 2.7% 0.4% 11.5%
St. deviation 16.1% 3% 53.4%

Through the results reached for the standard deviation of each variable, the
bank obtains the best scenario by adding the standard deviation to each variable,
and to obtain the worst scenario, it subtracts the standard deviation from each
variable. Through the following equation, the following results are obtained:

Y=a+ (B1xX1) + (B2x X2) + (B 3x X3)
Y=0.5+(2x%8.0%-16.1% ) +(6x6.1%-3%) +(1.2 x17.0%-53.4%)=8.72%
The worst-case scenario for the probability of default (PD%) for the year 2019 is
(8.72%).
Y=0.5+(2x8.0%+16.1% ) +(6x6.1%+3%) +(1.2 x17.0%+53.4%)=2.3728%
Through the foregoing, we have obtained the three scenarios for Stress Testing,
and the ECL is extracted according to the three scenarios, and after reaching the
possibility of failure, the following equation is used:

ECL=PD%xLGD%x*EAD.

5-4 Bank (E)

The bank calculates the probability of default (PD%) for companies based
on the ten basic features specified in the instructions of the standard and sets
relative weights for each feature, as was previously explained for Bank (B), where
each feature is divided into several branches and each branch carries a certain
value to reach the degree of risk Bank (E) differs from bank (B) in the values given
for these ratios, which are as follows:

Industry stability (14%), financial position (18%), management and control
(6%0), company stability (6%), competitiveness (8%), dealing with legal problems
(3%), performance indicator and operational performance results ( 6%), financing
and facilities structure (6%), cash flows (12%0), balances due (21%), equal to the
total (100%), and the following table shows one of the ten features and its
subsidiaries for companies, as in Table (8) below:

188



Journal of Economics and Administrative Sciences Vol.28 (NO. 132) 2022, pp. 174-195

Table (8)
Corporate credit classification
Main . Relative . Risk value
feature Fellniss weight B (%)
1 Cash to Assets Ratio 3% 0.00%
2 Debt to Assets Ratio 4% 0.00%
3 Return on assets 2% 0.00%
4 Gross profit to sales 2% 0.00%
5 Net profit to sales 2% 0.00%
6 Return on equity 3% 0.00%
7 Return on capital 2% 0.00%
The weight 18% 0% 0.00%
Source: Prepared by the two researchers based on the data obtained from the
bank.

As for the classification of individuals, the bank adopts the (5C.S) system,
which includes a study of the customer’s situation in terms of reputation, capital,
ability to pay, type of guarantee, type of work, and extensions. The customer’s
classification is reviewed every three months and then given a certain credit rating,
and because the bank did not possess historical data as a result of the bank’s
modernity, it resorted to using historical data similar to the nature of its work
through the institutions (the International Monetary Fund, the World Bank and
the Central Bank of Iraq). And due to the bank’s modernity, the following ratios
have been adopted based on the analysis of the current portfolio of individual
customers:

1- Loss rate of 45% for the first stage (according to Basel decisions).

2- Loss rate of 100% for the second and third phases (according to Basel
decisions).

3- Three scenarios are applied to the calculation results, which are assumed to be
weighted as follows:

¢ 60% from the value of the calculation as the probability of occurrence.

¢ 25% of the calculation value as a lower probability of occurrence (i.e. a greater
loss), (pessimistic scenario).

e 15% of the calculation value as a lower probability of loss (an optimistic
scenario).

Thus, the arithmetic mean is calculated by summing the sums resulting from the
three scenarios and dividing them by their number (3) in order to reach the
assumed provision, and this ratio is applied to all three stages.

Where the bank refers to the historical ratios obtained from the institutions and
then calculates the standard deviation of the statistical data, as was previously
explained for bank (D), and after reaching the percentage (PD%), the following
equation is applied:

ECL=PD%xLGD%xEAD

189



Journal of Economics and Administrative Sciences

Vol.28 (NO. 132) 2022, pp. 174-195

Accordingly, there is a difference between the requirements for calculating
expected credit losses in the instructions of the Central Bank of Iraq and the
requirements for calculating those losses in accordance with the International
Financial Reporting Standard IFRS 9, and this can be clarified through Table (9)

below:

Table (9)

The difference between the requirements of the Central Bank of Irag, and the
requirements for calculating credit losses according to IFRS 9

Sequenc Steps Central Bank of Iraq IFRS 9
e
1 Classificat | The Central Bank of Iraq | The standard classified and
ion classifies loans in terms of | detailed more loans, as it
credit creditworthiness  into  two | classified the two types into the
types: following:
(Return-producing loans) | (Return-producing loans)
which are subdivided into: which are subdivided into:
1- Good credit. 1- Very low risk.
2- Medium credit. 2- Low risk.
(non-interest-bearing  loans) | 3- Moderate risk.
are divided into: 4- Acceptable risks.
1- Credit below average. 5- Fairly acceptable risk.
2- Doubtful credit. 6- High risk.
3- Credit losing. 7- Hazards that need special
care.
(non-interest-bearing  loans)
are divided into:
1- Credit
below average.
2- Doubtful credit.
3- Credit lost.
2 Special The Central Bank sets certain | According to IFRS 9, the bank
ratio percentages for each type of | sets certain ratios for each type
loan, and these percentages are | of loan, and these ratios are
fixed for several years and for | variable at the end of each
all banks. financial period, as they differ
from one bank to another and
in accordance with the bank’s
credit policy.
3 Calculatio | According to the central | According to the standard
n method | bank's method, the provision | method, the provision for
for credit losses is calculated | credit losses is calculated
by multiplying the loan | according to a formula and
amount by the percentage of | according to certain
the type of loan. percentages specific to the
bank and in line with the
bank’s policy.
4 The entity | These percentages are set by | Each bank sets its own rates
setsthe | the Central Bank of Iraq and | that it will adopt for that year
ratios circulated to the rest of the | and collect the approval of the
banks. Central Bank.
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5 Stages of | The Central Bank of Iraq | The standard divided loans
loan divided loans into two stages, | into three stages, and each
default |and these two stages are | stage is divided into several

divided into several degrees. degrees.
Source: Prepared by the two researchers through what was presented in the previous
paragraphs.

As it has been shown from the foregoing that all banks adopt the formula
for calculating expected credit losses (ECL=PD%LGD%x EAD). However, they
differ among themselves by calculating the probability of default (PD%o), as there is
a large difference between the banks of the research sample with regard to the
calculation process, and each bank is unique in a certain way.

Table (10)
Probability of default (PD%) for each bank

Bank Methodology for calculating expected credit losses

Bank (A) | Bank (A) in calculating the probability of default (PD%) for
individuals depends on six characteristics (age - work - geographic
location - maturity date - guarantee - extension). In calculating the
probability of default (PD%0) for companies, it depends on six features
also (the company's age - the company’s activity - cash flow - the
degree of disclosure - capital - profits), and Bank A is unique in its
reliance on six attributes and this is what distinguishes it from other
banks.

Bank (B) | Bank (B) in calculating the probability of default (PD%) for
individuals and institutions depends on ten characteristics alike, which
are (industry stability - financial position - management and control -
company stability - competitiveness - dealing with legal problems -
performance indicator and operational performance results -Finance
structure and facilities - cash flows - balances payable). Bank (B) is
distinguished from the banks in the research sample by relying on ten
characteristics for each of the individuals and institutions, and bank
(B) is distinguished from the rest of the banks in that it transfers the
loan to the second stage when it exceeds 90 days, while the rest of the
banks transfer the loan to the second stage if it exceeds 30 days.

Bank (C) | Bank (C) in calculating the probability of default (PD%) depends on
the use of statistical equations that were reached after studying, effort
and the participation of experts in this field by setting the equations,
where the economic deviation of the tool is extracted, the square of the
economic deviation, returning the natural logarithm of the origin of
the debt LN, and calculating the period to default, and then reaching
the probability of default (PD%). Bank (C) is distinguished from the
rest of the banks in that it follows the statistical equations and the
numbers are obtained from (the main page of the Economic Indicators
page - Iraqg) and follow the last evaluation published on the page.

Bank (D) | Bank (D) relies on calculating the probability of default (PD%o) for
individuals by testing stressful conditions to study future predictions
by linking historical data with future predictions that are obtained
from external institutions (World Bank - International Monetary
Fund - Central Bank of Iraq), And its adoption in calculating the
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probability of default, as for companies, it relied on the Moody, s
matrix, and this distinguishes it from the rest of the banks.

Bank (E) | In calculating the probability of default (PD%) for companies, Bank
(E) relies on the ten features that were mentioned in the criterion and
is unique from the rest of the banks in that it restricted the features to
companies only. As for calculating (PD%b) for individuals, it relied on
the stressful conditions test.

Source: Prepared by the two researchers through what was presented in the
previous paragraphs.

Accordingly, there is a difference between Iraqgi banks regarding the
method of calculating expected credit losses contained in the instructions of the
Central Bank of Irag. The reason for the difference between the methodologies for
calculating expected credit losses (ECL) between banks is attributed to several
reasons, including the nature of the bank’s work, the size of the bank’s investment
portfolio, the bank’s capital, and the date of the bank’s establishment. If the bank
is ancient, this means that it possesses historical data that can be linked to current
conditions and future predictions, but if the bank is new, it will lack historical data
and resort to external institutions such as (the International Monetary Fund - the
Central Bank - the World Bank). Likewise, if the bank deals with foreign banks
and has foreign transactions, it resorts to external institutions or international
rating companies such as (Moody,s - Fitch). The impact of the different
methodologies is reflected on the banks and not on society. The bank must choose a
methodology that suits its investment portfolio, the nature of its work, the nature of
the borrowers it deals with, and the size of the capital. As well as the size of the
provision for credit losses that must be maintained by the bank and its impact on
net profits and dividends to shareholders.

6 -Conclusions and Recommendations

6-1 Conclusions

In this research, the most important conclusions are presented as follows:

e The difference in the multiplicity of methods of forecasting expected credit losses
is due to the flexibility granted by IFRS 9 standard, as it leaves to the management
the freedom to choose the method that suits the unit's business model.

e Credit is classified according to the instructions of the Central Bank of Iraq into
five sub-sections, while according to the International Financial Reporting
Standard IFRS 9, the credit rating has been divided into ten sub-grades, which
gives more detail to the degree of credit risk and better analysis.

e The banks of the research sample agree among themselves by adopting the
equation for calculating expected credit losses(ECL=EADx LGD%x PD%) , but
they differ among themselves in the method of calculating the probability of default
(PD%), the sources of obtaining its information and the basis for its calculation.
This is due to fundamental reasons specific to the bank, including the age of the
bank, the nature of its work, and the difference in the size of investment portfolios
from one bank to another.
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6-2 Recommendations

Through the conclusions that were presented in the previous section, the two
researchers recommend the following in order to overcome the challenges facing
the banks listed in the Iraqi Stock Exchange when applying the International
Financial Reporting Standard IFRS 9 through:
¢ Establishing the infrastructure first so that the standard can be applied correctly.
The Iragi environment needs an integrated and comprehensive banking system due
to the large number of analytical tables related to the standard, especially the
branches of government banks, where they constitute (40%o) of the banking sector,
which is a large segment of the banking sector and that these banks are not keeping
pace with the application standard.
e Adopting internal metrics that reflect the real reality of the borrower and at the
same time it is necessary to keep pace with modern international developments
while maintaining privacy related to nature and the challenges facing us. For
example, in 2014, ISIS occupied 121 banking branches, including 84 branches
belonging to government banks and 37 private banks branches, which led to Losses
estimated at (900) billion Iraqi dinars at that time, as large quantities of files
related to customers and sponsors were destroyed and burned, and a large number
of referenced historical data were destroyed.
References
1- Abbas, Musa Fadel, (2014), “The Role of Mortgages in Insurance of Banks from
Credit Risks - A Comparative Study”, PhD thesis, Saint Clements University.
2- Al-Amin, Abbas Mohamed, Rabeh, Shaqal, (2017), “Using credit analysis to
reduce the risks of granting loans in commercial banks (a case study of a loan in
the Bank of Agriculture and Rural Development)”, Master’s thesis, College of
Economic, Commercial and Management Sciences , Arab People's Democratic
Republic.
3- Al-Baldawi, Raafat Nabil Ismail, (2019), “Analysis of the interaction between
bank cash credit and government spending in Iraq for the period [2014-2017]”,
published research, the Iraqi Journal of Economic Sciences / year seventeen / issue
sixty-one / year 20109.
4- Al-Maghamis, Ahmed bin Abdullah (2018) “International Financial Reporting
Standards approved in the Kingdom of Saudi Arabia and other standards and
issuances approved by the Saudi Organization for Certified Public Accountants”
King Fahd National Library.
5- Barnoussi, A. E., Howieson, B., & van Beest, F. (2020). Prudential Application
of IFRS 9:(Un) Fair Reporting in COVID-19 Crisis for Banks Worldwide?!.
Australian Accounting Review, 30(3), 178-192
6- -BDO. (2014). NEED TO KNOW IFRS 9 Financial Instruments — Impairment of
Financial Assets. www.bdointernational.com.
7- Beerbaum,D. & Ahmad,S, (2015). "™ Credit Risk According to IFRS 9:
Significant Increase in Credit Risk and Implications for Financial Institutions™ ,
SSRN Electronic Journal - January 2015.
8- Central Bank of Irag Instructions No. (4) of 2010 'Facilitating the
Implementation of the Banking Law"", Iragi Gazette - Issue 4172 of 2011.
9- Cohen, B. H., & Edwards, G. (2017). The New Era Of Expected Credit Loss
Provisioning. BIS Quarterly Review, March.

193



Journal of Economics and Administrative Sciences Vol.28 (NO. 132) 2022, pp. 174-195

10- Dada Dalila, & Bin Amara Nawal. (2018). The impact of accounting disclosure
on decisions to grant credit in Algerian commercial banks. Algerian Journal of
Economic Development, 5(1), 134-146.

11-EY, (2018). ** Applying IFRS Impairment of financial instruments under IFRS
9", ey.com,

12- Eyal, Alia Kazim, (2020), “Banking Credit”, Department of Banking and
Financial Technology, Technical Institute / Al-Musayyib, Al-Furat Al-Awsat
Technical University.

13- Instructions issued by the Central Bank of Iraq regarding the transition from
the unified accounting system for banks and insurance companies to the
application of international accounting standards No. 12/9 dated 4/1/2016.

14- Instructions of the Central Bank of Iraq “Indicative instructions for preparing
financial statements in accordance with the requirements of International
Financial Reporting Standard (9) “Financial Instruments” No. 9/6/466 dated
12/26/2018.

15- Karim, Aqeel Dakhil, (2019), “Measuring bank credit risks and their role in
predicting the financial failure of Iraqi banks”, Al-Muthanna Journal / College of
Administration and Economics

16- KPMG, K. (2014). First Impression: IFRS 9 Financiallnstruments. United
Kingdom Company.

17- Schutte, W. D., Verster, T., Doody, D., Raubenheimer, H., & Coetzee, P. J.
(2020).A Proposed Benchmark Model Using A Modularised Approach To
Calculate IFRS 9 Expected Credit Loss. Cogent Economics & Finance, 8(1),
1735681,

18- Seif, Fadi, (2016), “The Efficiency of Islamic Banks in Controlling the Process
of Granting Bank Credit — A Case Study of the International Islamic Bank of
Syria”, Master’s Thesis, Syrian Virtual University.

19- The annual report of the Arab Islamic Investment Bank for the year 2020.

20- The annual report of the Noor Islamic Bank of Iraq 2020.

21- The book of the Central Bank of Iraq “Credit Merit Instructions” No. 9/3/5670,
dated 3/24/2021.

22-Vasilyeva, A., & Frolova, E. (2019). Methods Of Calculation Of Expected
Credit Losses Under Requirements Of IFRS 9. Kopnoparuusie punauncsi, 13(4),
23-Zain, E. N. M., Ghazali, P. L., & Wan Daud, W. M. N. (2020). Determinants Of
Non-Performing Loans: Evidence From Conventional Banks In Malaysia.
Humanities And Social Sciences Reviews, 8(2), 423-430.

194



Journal of Economics and Administrative Sciences Vol.28 (NO. 132) 2022, pp. 174-195

Byl gl (o i (5B SN ity 31 Bl

-Oyle Yoo
el Al s o (§ 3y 0 ! gl clud daasly /& L)
SLamBWNg 551 aW Ao 7 3y el SUamBWNg 551 aW ko 7 31 iy rnel>
Psloel usd N
bushra.najm@coadec.uobaghdad.edu.iq rabeaaalani082@gmail.com
Received: 29/11/2021 Accepted: 21/12/2021 Published: June / 2022

4.0 S pasandl Gad - ket b - Cilaal) cuad ol gLl 4B cad ad ja Jeal) 138 @@@@
Attribution-NonCommercial 4.0 International (CC BY-NC 4.0) BY NC SA

el el

EIY) e Laua 5 Al gl (Aal) £ plaa (ol g A8 jad) el (B alal) A gl S
Bl (o 58 yal) i) cilagdat B 5 jaliall cilgaa il cuila )| AL <l g IFRS 9 (Al Al
ALl Gladiay Bada A8y yhay 4 ade g, dad glall Ailaidl) Jludd) zilal p ooy Aaldl) 2071845l
S Ul g G paaal) BLAS dapd aBE Al ledd) iluda) 48k Slade s G jlaal) @ gla) Jigddy siludl)
428 gial) Aplaiil) jiledd) Glda) cloagie DA A Cad) ASha jgaaliy, gAY 348 e Lgalading
08 Sad IFRS 9, (389 Ao siludd) el ciluatia) cilallaiag 45 Ua () o) g S sal) i) claglad 335 to
3 d e ) Gl iag s, Leda Lasd dallad) (31830 (31 ad) (o (B dan el il SIS
iyl claddaty |FRS 9 cbalbiia aea Ly e g 481 all i jlucial) (o ddse (8 dad gial) Ailaidy) siludlly
Al B3N e O Lgar] clalifia) (e de gana ) Gal) Juagi By, anall 138 B B ad) (g 38 sall
i jlaal) G DAY lia o LS, Y aad JalS JSds 481 all G jlaal) b Akl ol ol [FRS 9 (Al
Guayl) aad clalitiag ¢p la La o plag, 5 eSdall jlaal) (38 9 dad gial) Anlaii¥) Jiludd) ciludal gk b
ISy Jlmal) b 250 Y gl A8 jad) Al (b Al ) Aigh B9 e Lgab) Ciliuan ) (o A ganna
Adlallia g Afpdsi il g TFRS 9 Jbimally g ol i il g gal Cppdlh gal) plad) A (1o granwa

IFRS 9t sall (Alall £3GY) Jlma | dad gial) dilaidd) jiusdd) : Cummdd s o) Siloedlaial |

fabe Al (pa Jlasa Eagli

195


mailto:rabeaaalani082@gmail.com
mailto:rabeaaalani082@gmail.com
https://creativecommons.org/licenses/by/4.0/
https://creativecommons.org/licenses/by/4.0/

