Elmi Xobarlar M 1, 2025 (gl Scientific bulletin Yo 1, 2025
(Ictimai va Texniki elmlar seriyasi) wenvan/ o (Social and Technical Sciences Series)

Sheyla Zaur HUSEYNOVA
Master's student, Khazar University
ORCID: 0009-0006-7162-2415
Email: sheylah@hotmail.co.uk

BANKING SECTOR RISK TYPES

Summary

This article examines the main types of risks encountered in the banking sector and analyzes their
impact on financial stability. The complex and dynamic economic environment in which banks op-
erate brings with it a variety of risks, and effective management of these risks is essential for the
stability of the financial system.

The main objective of the article is to identify credit, market, interest rate, liquidity, operational
and legal risks in the banking sector and to provide a framework for how they can be managed. It also
explains why effective control of these risks is important for economic growth and the stability of the
financial system. Globalization, rapid developments in capital markets and increased competition in
the financial sector have required banks to adopt more sophisticated methods of risk management.

This study emphasizes that risk management in the banking sector is important not only for indi-
vidual banks, but also for overall macroeconomic stability. Effective risk management contributes to
maintaining financial stability, increasing capital adequacy and sustainable development of the bank-
ing sector.
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Introduction Banking risks can be classified according to

The contemporary banking sector faces vari-  various criteria. For example, by source of oc-
ous risks due to operating in adynamic and com-  currence (pure risks, speculative risks), by level
plex economic environment. These risks directly ~ of coverage (micro-level risks and macro-level
affect financial stability, profitability of banks  risks; international risk, national risk, risk of an
and stability of the economic system in general.  individual bank, risk of a bank client), by factors
Proper management and minimization of bank-  causing the risk (external risks, internal risks),
ing risks contributes to the overall macroeco- by time of occurrence (retrospective, current,
nomic stability as well as increasing the effi-  prospective risks), by the degree of dependence
ciency of financial institutions. on the bank, etc. One of the key criteria for dis-

Financial institutions have faced various dif-  tinguishing the main types of banking risks in
ficulties for many years due to different reasons. ~ practice is such a parameter as the degree of its
The primary cause of serious problems in the  impact on the stability of the bank's position and
banking sector continues to be factors such asin-  profitability, according to which risks can be di-
adequate credit standards, weak portfolio risk  vided into financial and non-financial. Financial
management, or failure to properly monitor eco-  risks include all types of risks that directly affect
nomic developments and changes in other con-  the stability of the bank'’s position and its profit-
ditions that could lead to a deterioration in the  ability, while non-financial risks influence these
creditworthiness of bank customers. This expe-  parameters indirectly through their relationship
rience has been observed not only in G-10 coun-  with the former. Examples of financial risks in-
tries but also in non-G-10 member countries. clude credit risk (which also includes concentra-
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tion risk), liquidity risk, market risk (which in-
cludes stock, interest rate, currency, and com-
modity risks), insolvency risk, and the risk of as-
set loss for the bank. The main non-financial
banking risks include operational risk, legal risk,
business transaction loss risk, country risk,
transfer risk, etc [1, p. 183].

Based on the degree of risk impact on the
overall effectiveness of the banking sector, sys-
temic risk, banking group risk, risk of a bank
with a universal license, and risk of a bank with
a basic license can be distinguished. Depending
on the degree of impact on the bank's business
model, risk can be aggregated (affecting all busi-
ness processes) or influence specific areas of its
operations. An example of aggregated risk could
be the risk of insolvency and loss of bank assets,
while risks affecting specific banking operations
may include operational risk, liquidity risk, etc.

Banking risk management is a process aimed
at identifying, measuring, and reducing potential
losses in the activities of a credit institution. The
main elements of the risk management system
(RMS) in modern commercial banks are:

- Principles of formation;

- Subjects and objects;

- Regulatory and legal framework;

- Organizational structure;

- Stages of RMS implementation;

- Methods of quantitative and qualitative risk
assessment;

- Risk management tools, the key ones being
risk transfer (segmentation, hedging, risk insur-
ance), risk elimination and reduction (limiting,
diversification, reserve formation, securitiza-
tion, etc.).

Credit risk, in its simplest sense, refers to the
probability that one of the parties in a transaction
may fail to fulfill its obligations to the other
party. Credit risk, which is of great importance
in terms of potential losses, describes the situa-
tion banks face when a bank customer fails to
fulfill their obligation partially or entirely on
time by not complying with the contractual re-
quirements [1, p. 185].

In the past, the traditional definition of credit
risk among banks was limited to the counterpar-
ty's failure to meet its obligations and repay the
loan. To protect themselves from this risk, banks
have extended credit to large or medium-sized
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firms that are well recognized in the market,
while they have preferred not to take on credit
risk for other firms due to the inability to conduct
areliable risk assessment for them. To secure the
loans they provided, banks have required strong
collateral from debtor firms.

In the 1980s, the fact that most banks world-
wide reported high profits during economic
growth periods and high losses during economic
contractions, that firms within the same sector or
group strengthened or weakened during similar
economic periods, and that the correlation effect
between loans was not taken into account led to
discussions about the insufficiency of the tradi-
tional credit risk approach. During this period,
the importance of credit risk management in-
creased due to the following reasons:

> Asaresult of globalization and economic
recession, companies have become unable to
compete, leading to an increase in corporate
bankruptcies.

» The rapid development of capital mar-
kets has enhanced the ability of medium-sized
firms, in addition to large firms, to access fund-
ing directly from capital markets, enabling a
large number of small-scale firms to establish
credit relationships with banks.

» With the rapid increase in competition
within the financial sector, profit margins ap-
plied to customers have significantly narrowed,
making the risk-return relationship even more
critical.

»  With the rise of derivative products, the
credit risk carried by banks has exceeded the
risks reflected in their balance sheets.

» The rapid advancement of technology
has facilitated data collection and storage, lead-
ing to the implementation of new models and
techniques, thereby increasing the importance of
credit portfolio analyses.

» In addition to all these developments, in-
ternational regulations—particularly BIS regu-
lations—have started to play a guiding role in
credit risk measurement, management, and anal-
ysis for banks [2, p. 13].

In line with these developments, effective
credit risk management has been defined as a
more comprehensive approach, where customer
profitability is prioritized, loans are monitored
as a portfolio, the deviation from the expected
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portfolio value is calculated using statistical
methods, the risk-return relationship is meas-
ured, it is linked to capital, and the risk factor is
considered in credit pricing.

Market risk is the probability of a bank incur-
ring losses on on-balance-sheet or off-balance-
sheet positions due to adverse changes in market
prices. Market risk does not arise solely from
fluctuations in market prices; it can also stem
from the activities of market buyers and sellers
who take on risks or seek to mitigate them.

Market risk refers to the likelihood of invest-
ment and trading activities, as well as held posi-
tions, generating losses due to changes in inter-
est rates, exchange rates, credit spreads, stock
prices, commodity prices, their correlations, and
their volatilities.

The assets and liabilities subject to market
risk are those whose values change regularly in
a defined and structured market. Changes in
market values can occur due to fluctuations in
stock prices, interest rates, exchange rates, and
commodity prices. However, among these, the
most significant changes for banks are generally
those in exchange rates and interest rates. This is
because, in line with the economic needs of cer-
tain countries, various regulations have been in-
troduced that impose restrictions on the banking
sector's investments in stocks or commodities.

Market risk that banks face is generally con-
sidered to have two main dimensions. These are
exchange rate risk, which arises from trading ac-
tivities conducted by the treasury, and interest
rate risk, which results from asset-liability ma-
turity mismatches in the balance sheet. Addi-
tionally, stock price fluctuation risk can also be
included in this category [3, p. 41].

Interest rate risk is the risk that the return on
an investment will differ from the initially ex-
pected return due to changes in interest rates.
Banks are institutions that are continuously ex-
posed to interest rate risk due to their operations.
Interest rate risk affects both a bank's earnings
and the economic values of its on-balance-sheet
and off-balance-sheet items.

Exchange rate risk refers to the changes in a
firm's debts, receivables, and market value
caused by unexpected fluctuations in exchange
rates. For exchange rate risk to arise, an entity
must be exposed to it—meaning its assets and
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liabilities must be sensitive to exchange rate
fluctuations. Banks operate in markets with var-
ious objectives while creating supply and de-
mand. Primarily, they demand foreign currency
in spot markets to meet their foreign exchange
needs or supply excess foreign exchange funds
to these markets. Another purpose is to hedge
against currency risks arising from foreign ex-
change transactions by generating foreign ex-
change supply and demand in futures markets.
Additionally, banks engage in arbitrage transac-
tions to take advantage of exchange rate differ-
ences in various markets. These activities ex-
pose banks to exchange rate risk [4, p. 569].

Stock price fluctuation risk: This risk arises
from fluctuations in stock prices. In some
sources, this type of risk is also referred to as se-
curity price risk. Compared to fixed-income se-
curities markets or foreign exchange markets,
stock markets exhibit greater volatility. There-
fore, stock price risk is a significant source of
market risk.

To determine stock price risk, it is first nec-
essary to identify the factors affecting stock
prices. These factors can be categorized into two
groups: firm-specific factors and market-spe-
cific factors.

Firm-specific factors, also known as unsys-
tematic risk, represent risks unique to a particu-
lar company. This risk is associated with random
outcomes caused by internal corporate behaviors
or events. Lawsuits within the company, strikes,
successes or failures in marketing programs,
gains or losses in major contracts, and other
events contribute to firm-specific risks.

Operational risk is defined as the risk of loss
arising from inadequate or failed internal pro-
cesses, people, and systems, or from external
events.

In its broadest sense, operational risk can be
described as "all risks other than pure credit and
market risk" and refers to the risks banks en-
counter while carrying out their activities. In this
regard, operational risk in banks may arise from
internal factors such as failures in internal con-
trols leading to undetected errors and irregulari-
ties, management mistakes, and failures or dis-
ruptions in information technology systems. It
may also stem from external factors, including
fraud involving third parties, natural disasters
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such as earthquakes, fires, and floods, as well as
terrorist activities and social unrest [5].

Liquidity Risk— Liquidity refers to a bank's
ability to meet its debts, cover potential deposit
withdrawals with minimal loss, and fulfill the
market's credit needs. Liquidity risk, on the other
hand, can be defined as "the risk of loss that may
affect a bank's earnings and capital due to its in-
ability to meet its obligations on time or without
significant losses caused by adverse liquidity
conditions".

The liquidity of a balance sheet refers to the
ability of a company's assets to meet obligations,
the alignment of the time required to convert an
asset into cash with the maturity of liabilities.
The risk of unbalanced bank liquidity is the
probability of the bank failing to fulfill its obli-
gations due to a mismatch in the receipt and is-
suance of financial units in terms of volume, tim-
ing, and currency. This risk arises under the in-
fluence of factors such as liquidity loss, early
loan repayments, clients' failure to fulfill con-
tract terms, inability to sell an asset, and ac-
counting errors.

The grouping of assets and liabilities forms
the basis for determining liquidity risk. To assess
the risk, an analysis of the company’s financial
flows is conducted based on terms, payment
groups, and currencies. It is necessary to evalu-
ate the potential for early loan repayment de-
mands and the level of asset recoverability.

Country and transfer risk — Country risk is de-
fined as a risk that arises when a country, for var-
ious reasons, either cannot or does not want to
repay its external debts. It is distinct from other
general risks associated with foreign borrowing
and foreign investments.

The factors leading to country risk can be an-
alyzed in three categories: political, economic,
and social events. These include war, military
and civilian coups, ideological conflicts, politi-
cal polarizations, conflicts between religious
groups, economic disputes, civil wars, income
inequality, strikes, economic downturns, rapid
cost increases, declines in exports, and sharp
rises in raw material and energy imports [6, p.
7].

Transfer risk, on the other hand, refers to the
possibility that the borrower—whether an indi-
vidual or an institution—cannot repay its foreign
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currency debt in the same currency or in another
convertible currency due to the economic condi-
tions and regulations of its home country.

In international credit transactions, risks as-
sociated with the borrower's country (such as its
economic, social, and political structures) are as
important as the borrower's individual risk.
Country risk is particularly significant in loans
granted to foreign governments and public insti-
tutions. Transfer risk is an extension of country
risk. These risks arise when the borrower's obli-
gations cannot be met due to the inability to de-
fine liabilities in the national currency.

Legal Risk — Financial risk can arise not only
from banks' high-risk investments but also from
legal regulations. The significant role banks play
in national economies explains governments' de-
sire to maintain control over these institutions.

Legal risk refers to the possibility of incurring
a loss due to transactions conducted based on in-
correct or incomplete legal information or docu-
mentation. Additionally, lawsuits filed by share-
holders against companies that have suffered
significant losses also constitute a type of legal
risk.

Legal risks are managed within the frame-
work of policies established through joint deci-
sion-making by an institution’s risk managers
and senior executives. Before finalizing any
agreement, the institution must ensure that the
contracts are legally enforceable. In cases where
substantial losses are involved, legal disputes of-
ten result in high litigation costs due to the sig-
nificant investments at stake.

Bank portfolios and financial balances struc-
tured in compliance with existing regulations
and legal frameworks can be disrupted by
changes in legislation, exposing banks to addi-
tional risks and potential losses.

Reputation risk is defined as "the potential
material and moral losses that may arise due to
failures in the bank’s operations and non-com-
pliance with legal regulations, leading to a de-
cline in trust toward the bank".

Capital adequacy risk — Another type of risk
encountered in banking is capital risk. In this
field, capital and risk are closely related con-
cepts. Capital, in banking terms, can be defined
as the contribution provided by the bank’s own-
ers to ensure its continued operations. This risk
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can be described as "the risk arising from a
bank’s decision on whether or not to maintain
the capital required for the continuation of its
current activities” [7, p. 353].

Problems observed in both our country and
other nations have brought the concept of capital
adequacy to the forefront. Regulations in the
banking sector are designed to encourage banks
to increase their capital. On the other hand, bank
owners and bankers tend to operate with lower
capital levels due to the multiplier effect on fi-
nancial leverage and return on equity (ROE).
The increase in capital is aimed at reducing risk.
Additionally, a rise in capital leads to an appre-
ciation in the value of shares.

In light of these developments, as seen both
in our country and globally, minimum capital re-
quirements have been imposed on the banking
sector. These regulations aim to ensure that
banks maintain a predefined minimum capital
ratio or amount, with penalties applied to those
that fail to meet this requirement.

Exchange rate risk — The likelihood of a loss
in an institution’s foreign exchange position due
to the depreciation of the national currency
against foreign currencies (currency risk) or
changes in cross exchange rates. Exchange rate
risk is analyzed in two categories: currency risk
and parity risk. Since currency risk has been dis-
cussed earlier, only parity risk will be addressed
here.

Parity risk arises from fluctuations in the ex-
change rates of foreign currencies held in a
bank’s foreign exchange position. Suppose a
bank holds two different foreign currencies in its
exchange position, and one of these currencies
appreciates against the other. If the bank fails to
accurately predict exchange rate movements and
does not convert the other currency into the ap-
preciating one, it misses out on an alternative re-
turn. This situation is referred to as parity risk [8,
p. 44].
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Conclusion

Credit, liquidity, interest, foreign exchange,
market and operational risks affect the opera-
tions of banks in various ways, and failure to
manage them effectively can lead to serious fi-
nancial losses and even systemic crises. In order
to minimize these risks, it is important to imple-
ment modern risk management strategies, bene-
fit from international experience and strengthen
the regulatory framework. As a result, it is of
great importance to manage risks with a compre-
hensive approach in order to ensure the sustain-
able development of the banking sector and fi-
nancial stability.
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BANK SEKTORUNDA RiSK NOVLORI

Xilasa

Bu moagaloda bank sektorunda rast galinan asas risk novleri arasdirilir vo onlarin maliyys sabitli-
yina tasiri tohlil edilir. Banklarin faaliyyat gostardiyi mirakkab vo dinamik igtisadi muhit 6zi ils
muxtalif risklori do gatirir vo bu risklorin effektiv idaro olunmasi maliyya sisteminin sabitliyi Ggln
vacibdir.

Mogalonin asas mogsadi bank sektorunda kredit, bazar, faiz dearacasi, likvidlik, amoliyyat va
hiqugi risklori misyyan etmak va onlarin neca idara oluna bilacayins dair ¢arcive tomin etmokdir.
O, hamginin bu risklors effektiv nozarstin igtisadi arttm vo maliyyas sisteminin sabitliyi G¢iin na Ggln
vacib oldugunu izah edir. Qloballasma, kapital bazarlarinda siiratli inkisaf vo maliyys sektorunda
artan rogabot banklardan risklorin idars edilmasinin daha mirokkab tisullarini tatbig etmoyi talab etdi.

Bu aragdirmada vurgulanir ki, bank sektorunda risklorin idars edilmasi tokco ayri-ayri banklar
Ucln deyil, hom do Umumi makroiqtisadi sabitlik Uclin vacibdir. Effektiv risklorin idaro edilmasi
maliyys sabitliyinin qorunmasina, kapital adekvatliginin artiritlmasina vo bank sektorunun davaml
inkisafina komok edir.

Acar sOzlar: Bank risklari, kredit riski, risklarin idara edilmasi, maliyya sabitliyi, bank sektoru.
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THUIIBI PUCKOB BAHKOBCKOI'O CEKTOPA

Pesrome

B oT1oli cTaTthe paccMaTpHBAIOTCS OCHOBHBIE THIBI PUCKOB, BCTPEUAIONIUXCS B OaHKOBCKOM
CEKTOpe, U aHAIM3HPYETCS MX BIUSHUE Ha (PMHAHCOBYIO CTAOMIBHOCTH. COXKHAs M AMHAMUYHAS
SKOHOMHUYECKAsi Cpela, B KOTOpPOWM paboTaroT OaHKHU, HECET ¢ COOOM MHOXKECTBO PHUCKOB, H
s¢dheKkTHUBHOE yIpaBIeHUE ITUMH PUCKAMU UMEET BaXKHOE 3HAUCHHUE /I CTA0MIHbHOCTH (PMHAHCOBOM
CUCTEMBI.

OcHoBHasi 1eNb CTaTbU — BBISIBUTH KPEAWTHBIC, PBIHOYHBIC, MPOIEHTHBIC, JHKBUIHBIE,
OTIEPAIIMOHHBIE U IOPUANYECKUE PUCKH B OAHKOBCKOM CEKTOPE U MPEJOCTaBUTH OCHOBY JIJISl TOTO,
KaK UMH MOXHO YIpaBisiTh. B Hell Takxke oObsicHAeTcs, moueMy 3(h(EeKTUBHBIAH KOHTPOIb ITHX
PHUCKOB Ba)€H JJIsI 9)KOHOMHYECKOTO POCTa U CTaOUIBLHOCTH (PMHAHCOBOM cHcTeMBbI. [ mobanu3arus,
OBICTpPOE pa3BUTHE PBIHKOB KamHWTalla M BO3pPOCIIAas KOHKYPEHIMS B (UHAHCOBOM CEKTOpe
oTpeboBaIM OT OAHKOB MPUHATHS O0Jiee CIOKHBIX METO/I0B YIIPaBICHUS PUCKAMHU.

B sTOM HccnenoBaHuM MOAUEPKUBACTCS, UYTO YIIPABIEHUE PUCKaMU B 0AaHKOBCKOM CEKTOPE BaXKHO
HE TOJIBKO IS OTACIBbHBIX OaHKOB, HO M i1 OOIIe MaKpOIKOHOMHYECKOW CTaOWMIHLHOCTH.
OddexTuBHOE ympaBIeHUE PUCKAMU CHOCOOCTBYET MOAJEPKaHUIO (PUHAHCOBOW CTAOMIBLHOCTH,
MOBBIIICHHUIO JOCTATOYHOCTH KaluTana U YCTOMYUBOMY Pa3BUTHIO OAHKOBCKOTO CEKTOpA.

Knwouesvie cnoea: 6ankosckue pucku, KpeOUmHbvlll puck, ynpagieHue puckamu, QuHaHco8dsl
cmaodbuIbHOCMb, OAHKOBCKULL CEKMOp.
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