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Credit Risk
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Credit risk is the potential for loss due to
failure of a borrower to meet its
contractual obligation to repay a debt in
accordance with the agreed terms

•

•

Commonly also referred to as default
risk

•

•

Credit events include: Bankruptcy,
failure to pay, loan restructuring, loan
moratorium, accelerated loan
payments

•

For banks, credit risk typically resides
in the assets in its banking book
(loans and bonds held to maturity)

•

Credit risk can arise in the trading
book as counterparty credit risk
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Market risk is the potential loss due
to changes in market prices or values
–

Assessment time horizon: typically
one day

Credit risk is the potential loss due to
the nonperformance of a financial
contract
– Assessment time horizon: typically one
year
– Credit risk is generally more important
than market risk for banks
– Many credit risk drivers relate to market
risk drivers, such as the impact of market
conditions on default probabilities
– Differs from market risk due to obligor
behavior considerations
– The five “C’s” of Credit — Capital,
Capacity, Conditions, Collateral, and
Character

•

Both credit and market risk models
use historical data, forward looking
models and behavioral models to
assess risks
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Credit Risk – A Simple Loan
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Credit Products

Loans

Bonds

•

•

A contractual agreement that outlines
the payment obligation from the
borrower to the bank
•

•

•

Generally reside in the bank’s banking
book or credit portfolio
•
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May be secured with either collateral or
payment guarantees to ensure a reliable
source of secondary repayment in case
the borrower defaults
Often written with covenants that require
the loan to be repaid immediately if certain
adverse conditions exist, such as a drop
in income or capital

A publicly traded loan — an
agreement between the issuer and
the purchasers
– Collateral support, payment guarantees,
or secondary sources of repayment may
all support certain types of bonds
– Structuring characteristics that
determine a bond investor’s potential
recovery in default

•

Generally reside in the bank’s trading
book

Although banks may sell loans another
bank or entity investing in loans
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The 6 Credit P´s

The 6 Credit P´s allow to evaluate the following to ascertain the current
creditworthiness of a loan
•
•
•
•
•
•
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People
Purpose
Protection
Payment
Problem
Prospects
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The 6 Credit P´s (cont´d)

People Who is the
borrower?

Purpose What will the
money be used for?

•
•
•
•

•
•
•
•
•
•
•

•

Type of business/industry
Organizational structure
Management quality and depth
Payment history with your
institution
Information from other
lenders/parties

Payment Borrower’s ability
to pay?
•
•
•
•
•
•
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Terms of the loan
Sources of repayment
Cash flow from operations
Guarantor support
Other sources and uses (global
cash flow?)
Delinquency status is only one
indicator of repayment capacity

Underlying borrowing cause
Purchase specific assets
Fund working capital needs
Asset based lending
Refinance other debt
Is the purpose legitimate?
Does loan structure correlate
with purpose?

Protection What is the
collateral and what is
worth?
•
•
•
•
•

´If there is a lien, has it been
perfected?
What is the lien position?
What is the liquidation value?
Marketability of collateral?
Access/Control issues?

Problems Are there well
defined weaknesses that
jeopardize loan
repayment?

Prospects What steps is
the bank or borrower
planning to take to address
the loan’s weaknesses?

•

•

•
•

If repayment concerns exist,
what is the underlying cause?
Are problems temporary or
permanent?
Have underwriting or credit
administration weaknesses
contributed to loan
deterioration?

© Copyright – Christian Schopper

•

•
•

What does borrower plan to do
to resolve issues?
If problem is temporary, will a
loan restructuring improve
prospects for repayment?
What are the bank’s intentions
going forward?
Are the borrower’s problems
permanent or are they
correctable?
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The Importance of Loan Loss Provisions

•

For most commercial banking institutions the loan portfolio is the main asset to
generate income. Therefore, it is key understand:
– Change in quality of loan portfolio
– Impact of change in quality of loan portfolio on profit & balance sheet

•

Keeping the loans that are not going to be repaid in the accounting book can show
overestimation of the size of loan portfolio …
… and save an institutions from declaring a large amount of loans unrecoverable all at
once, thereby drastically reducing as assets

•

•

A loan loss provision acts as a “shock absorber” to offset probable future losses,
by increasing the loan loss reserve
–
–

•

The process of recognizing an uncollectable loan is called a write-off
–

www.christianschopper.com

A loan loss provision is the amount expensed on the Income Statement
A loan loss reserve is an account that represents the amount of principal that is not expected to
be recovered. It is a negative asset on the balance sheet

Loan losses are written off against loan loss reserves and are also removed from the outstanding
portfolio. It means that they decrease the reserve and the outstanding portfolio
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The Importance of Loan Loss Provisions (cont´d)
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•

Non-performing loans and loan loss provisions have generally been considered to
be the main transmission channels of macroeconomic shocks to banks’ balance
sheets

•

Provisions represent an important quantitative indicator of the credit quality of loan
portfolios

•

Banks take them in anticipation of potential losses and they are a key contributor to
fluctuations in bank earnings and capital

•

In effect, loss provisions constitute a tool for adjusting the historical value of loans
to reflect their true value
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Loan Classifications

Loan classifications are expressions of different degrees of a common factor, risk of
nonpayment
•

Loans not adversely classified
– Pass
– Special Mention

•

Adversely classified loans
– Substandard
– Doubtful
– Loss

Non-performing loans are usually defined as banks’ loans overdue for more than
ninety (90) days
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Loan Classifications (cont´d)

Substandard

Doubtful

Loss

•

•

•

•

•
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Loans classified
Substandard are
inadequately
protected by the
current sound worth
and paying capacity
of the obligor or of the
collateral pledged, if
any
Loans so classified
must have a well
defined weakness or
weaknesses that
jeopardize the
liquidation of the
debt
Distinct possibility
that the bank will
sustain some loss if
the deficiencies are
not corrected

Loans classified
Doubtful have all of
the weaknesses
inherent in those
classified
Substandard with the
added characteristic
that the weaknesses
make collection or
liquidation in full, on
the basis of currently
known facts,
conditions and
values, highly
questionable and
improbable
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•

Loans classified Loss
are uncollectible
and of such little
value that their
continuance as a
bankable asset is not
warranted
This classification
does not mean that
the loan has
absolutely no
recovery or salvage
value but rather that it
is not practical or
desirable to defer
writing off this
basically worthless
asset even though
partial recovery may
be effected in the
future
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Example: Classification of a Loan Portfolio by Aging Analysis

Class
On time loans
Loans overdue for < 30 days
Loans overdue between 31-60 days
Loans overdue between 61-90 days
Loans overdue between 91-180 days
Loans overdue between 181-365 days
Loans overdue for above 365 days
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Provision Percentage
0%
5%
10%
25%
50%
75%
100%

Class

Outstanding loan Portfolio

Provision Rate

Loan loss Provision

On time loans

500000

0%

0

Loans overdue for <
30 days

100000

5%

5000

Loans overdue
between 31-60 days

50000

10%

5000

Loans overdue
between 61-90 days

25000

25%

6250

Loans overdue
between 91-180
days

15000

50%

7500

Loans overdue
between 181-365
days

10000

75%

7500

Loans overdue for
above 365 days

5000

100%

5000

Total

705000

Provision Rate

=36250/705000=5.41%
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Estimating Credit Losses

•

Most familiar risk metric is often
1. The adequacy of general and specific loan loss provisions, and
2. The size of the general and specific loan loss reserve in relationship to the
total exposures of the bank
–
–

•

Historically credit decisions were made in a case by case basis

•

Growing sophistication and automation of lending and the increasing complexity of
credit products have spawned the development of computational approaches to
credit assessment and evaluation of individual retail and commercial borrowers
–
–
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Allowance for loan losses creates a cushion of credit losses in the bank’s credit portfolio
Primarily intended to absorb the bank’s expected loan losses

Introduction of bank-wide credit risk software has accelerated
In part driven by regulatory pressures, as regulators demanded improved analysis and oversight
of the risk assessment process
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Estimating Credit Losses – Common Measures
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Estimating Credit Losses – Expected Loss
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What determines banks’ provisioning practices?

Expansionary Phase

Economic recession

•
•
•

Corporate profits improve
Collateral values rise
Households form optimistic
expectations about their future
finances

•
•

Rise of unemployment
Decline in household and corporate
incomes hinder the debt servicing
capacity of borrowers

•

Acceleration of banks’ lending
activities
Gradual loosening of credit standards
Reduction of provisions for future
losses

•
•
•
•

Rise in problem loans
Decline in collateral values
Serious tightening of credit conditions
Banks become increasingly unwilling
to extend new loans

May even take the form of “negative
NPV” strategies …

•

Environment characterized by
increased information asymmetries
with respect to the actual credit
quality of borrowers
Notable deterioration in banks’
balance sheets due to the incipient
rise in non-performing exposures

•
•

•

–
–
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Lower interest charges …
… and/or increased lending to lowcredit quality borrowers
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•
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What determines banks’ provisioning practices? (cont´d)

Economic Upturns
Principal-agent problem
•
Goal is to obtain a reasonable return on equity for shareholders
•
Managers may engage in riskier activities and put more emphasis on their own
rewards
•
May be based more on growth objectives than on profitability targets
•
Hence: Managers may have incentives to increase loans growth, even in periods of
declining profitability
Herd behavior
•
Banks are encouraged to increase loans volume to preserve market share

Focus on short-term objectives
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What determines banks’ provisioning practices? (cont´d)

Provisioning Practices
•

General provisions
•
Generally taken against expected
losses on non-impaired loans
•
Are based on a probabilistic (and
judgmental) assessment of the future
evolution of the quality of the credit
portfolio

Specific provisions
•
Made only when losses are known to
occur and are somewhat akin to
write-offs

•

•

•
•
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May differ considerably across countries and institutional arrangements and be greatly
influenced by existing accounting and taxation rules

May be subject to a discretionary
assessment on the part of bank
managers
This, in turn, increases the risk of
accounts manipulation and …
… explains why regulatory authorities
have set up rules for this particular
class of provisions
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•
•

Are generally taken against loan
losses that are known to materialize
This reduces the risk of accounts
manipulation …
… but potentially contributes to the
amplification of the business cycle
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What determines banks’ provisioning practices? (cont´d)

Use of provisioning for purposes may not be directly related to the need to adjust
the value of loans to more realistic levels …
Earnings management
•
Provisions may be increased in good times for use in lean years …
•
… so as for banks to be able to report a more stable income stream
•
Usually a good indication of performance from the perspective of stock price stability,
credit ratings, cost of funds and management rewards
Capital ratio management
•
… particularly if general provisions account as regulatory capital
•
Frequently, banks with a small capital ratio increase loan loss provisions with the
intention to reduce the regulatory costs imposed by capital requirements
Taxation rules
•
In countries in which general provisions are tax deductible, there may be a strong
incentive for banks to increase general provisions
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What determines banks’ provisioning practices? (cont´d)

There is a general agreement that unexpected loan losses should be covered by
bank capital, …
… whereas expected losses by loan loss provisions
•
•

•

As a result, cyclical capital shortages may not only be due to inadequate risk based
capital regulation …
… but most prominently to the lack of risk based regulation of banks’ provisioning
policies
Given this close relation between provisions and capital, a number of studies have
argued that a sound provisioning policy should be part of any regulations on capital
requirements
–
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For instance, the lack of a coherent and internationally accepted regulation of provisions, as is
the case in many emerging markets, reduces the usefulness of minimum capital regulation
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Loan Portfolio Quality Analysis

•

An outstanding portfolio is defined as the principal amount of loan balances
outstanding

•
•

The major risk factor in the portfolio is not the payments that are past due, …
… but rather the outstanding balance of loans with payments past due
–
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Payments past due can be seen as a warning sign that a particular borrower is in difficulty and
that the borrower may be unable to repay the remaining balance of the loan. The entire
outstanding balance is thus at risk
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Portfolio Quality and Loan Collection Ratios
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Rationale for Loan Loss Provisions and Reserves
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Accounting for Loan Loss Provisions and Write-Offs
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Appendix
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Russia – Key Banking Sector Indicators
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Russia – Key Banking Sector Indicators (cont´d)
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Russia – Key Banking Sector Indicators (cont´d)
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