Credit Risk

Credit risk is the current and prospective risk to earnings or capital arising from an obligor’s failure to meet the terms of any contract with the Bank or otherwise to perform as agreed.  Credit risk is found in all activities in which success depends on counterparty, issuer, or borrower performance.  It arises any time bank funds are extended, committed, invested, or otherwise exposed through actual or implied contractual agreements, whether reflected on or off the balance sheet.

Quantity of Credit Risk Indicators

The quantity of credit risk is derived from the absolute amount of credit exposure and the quality of that exposure.  How much credit exposure a bank has is a function of:

· The level of loans and other credit/credit-equivalent exposures relative to total assets and capital and

The extent to which earnings are dependent on loan or other credit/credit-equivalent income sources.

· Banks that have higher loans-to-assets and loans-to-equity ratios and that depend heavily on the revenues from credit activities will have a higher quantity of credit risk.

To determine the quantity of credit risk, the quantitative and qualitative risk indicators should be reviewed.  These indictors can be rapid growth, high past-due levels, exceeds historical norms, or changes in trends or changes in portfolio mix.  

The following evaluation factors, as appropriate, should be used when assessing the quantity of credit risk.  As assessment of low, moderate, or high should reflect the Bank’s standing relative to existing financial risk benchmarks and or historical standards, and should take into consideration relevant trends in risk direction.  The rate of change as well as the base level of risk from which change occurs should also be considered.

Low

The level of loans outstanding is low relative to total assets.

The ratio of loans, to equity capital is low.

Growth rates are supported by local, regional and/or national economic and demographic trends, and level of competition.  Growth has been planned for, and appears consistent with Management  and staff expertise and /or operational capabilities.

The Bank has well diversified income and dependence on interest and fees from loans and leases is low.

The ALLL as a percentage of both problem and total loans is high.

Loan yields are low and risk and returns are well balanced.

Existing and/or new extensions of credit reflect conservative underwriting and risk selection standards.  Policies are conservative and exceptions are nominal.

The Bank has only occasional loans with structural weaknesses and/or underwriting exceptions.  Those loans are well mitigated and do not constitute an undue risk.

Underwriting policies incorporate conservative collateral requirements.  Collateral valuations are timely and well supported.

Loan documentation and/or collateral exceptions are low and have minimal impact on risk of loss.

The Bank’s portfolio is well diversified with no single large concentrations, and/or a few moderate concentrations.  Concentrated exposures are generally not correlated.  Concentrations are well within internal limits.

Interest earned and not collected relative to total loans is low.

Change in portfolio mix is low and risk neutral or reducing.

ALLL coverage of problem and noncurrent loans and loan losses is high.  Provision expense is stable.

Quarterly and annual earnings are well in excess of net loan losses.

The level of loans past due 30 to 89 days is low and the trend is stable.

The level of noncurrent loans (90 day + past due and nonperforming) is low and the trend is stable.

Classified loans represent a low percentage of loans and capital, and are not skewed to the more severe categories (doubtful or loss).

Special mention loans represent a low percentage of loans and capital.  Rating changes within criticized/classified are evenly distributed between upgrades and downgrades.

Distribution of pass-rated credits is consistent with a conservative risk appetite.  Migration trends within the pass category are balanced or favor higher ratings.

Loan losses to total loans are low.

Bank re-aging, extension, renewal, and refinancing practices raise little or no concern about the accuracy/transparency of reported problem loan, past due, nonperforming and loss numbers.

Relevant economic factors are positive and stable or improving.

Quarterly/annual rate of unfavorable change in any of the above is low.

Moderate

The level of loans outstanding is moderate relative to total assets.

The ratio of loans to equity capital is moderate.

Growth rates exceed local, regional and/or national economic and demographic trends and level of competition.  Some growth has not been planned or exceeds planned levels, and may test Management and staff expertise or operational capabilities.

The Bank is dependent on interest and fees from loans and leases for the majority of its income, but income sources within the loan portfolio are diversified.

The ALLL as a percentage of both problem loans and total loans is moderate.

Loan Yields are moderate.  Imbalances between risk and return may exist, but are not significant.

Existing and/or new extensions of credit generally reflect conservative to moderate underwriting and risk selection standards.  Policies and exceptions are moderate.

The Bank has an average level of loans with structural weaknesses and/or exceptions to sound underwriting standards consistent with balancing competitive pressures and reasonable growth objectives.

Underwriting policies incorporate acceptable collateral requirements.  Bank practices result in moderate deviations from these policies.  A moderate number of collateral valuations are not well supported or reflect inadequate protection.  Soft collateral (enterprise value, etc.) is sometimes used in lieu of hard collateral.

The level of loan documentation and/or collateral exceptions is moderate, but exceptions are corrected in a timely manner and generally do not expose the Bank to risk of loss.

The Bank has one or two material concentrations, but these and other moderate concentrations are not correlated.  Concentrations are in compliance with internal guidelines, but may be approaching the limits.

Interest earned and not collected relative to total loans is moderate.

Change in portfolio mix is moderate and may increase overall risk profile.

ALLL coverage of problem and noncurrent loans is moderate, but provision expense may need to be increased.

Earnings coverage of net loan losses is moderate.  Annual earnings provide adequate coverage, but quarterly coverage may display some tightness.

The level of loans past due 30 to 89 days is moderate, the trend is stable or rising slowly.

The level of noncurrent loans (90 day + past due and nonperforming) is moderate, the trend is stable or rising slowly.

Classified loans represent a moderate percentage of loans and capital and are not skewed to the are severe categories (doubtful or loss).

Special mention loans represent a moderate percentage of loans and capital.  Downgrades are starting to predominate criticized/classified rating changes.

Distribution of pass-rated credits is consistent with a moderate-risk appetite.  Migration trends within the pass category are starting to favor the lower or riskier pass ratings.

Loan losses to total loans are moderate.

Bank re-aging, extension, renewal, and refinancing practices raise some concern about the accuracy/transparency of reported problem loan, past due nonperforming and loss numbers.

Relevant economic factors are positive but deteriorating.

Quarterly/annual rate of unfavorable change in any of the above is moderate.

High

The level of loans outstanding is high relative to total assets.

The ratio of loans to equity capital is high.

Growth rates significantly exceed local, regional and/or national economic and demographic trends, and level of competition.  Growth was not planned or exceeds planned levels, and stretches Management and staff expertise and/or operational capabilities.  Growth may be in new products or with out-of area borrowers.

The Bank is highly dependent on interest and fees from loans and leases, and may target higher risk loan products for their earnings potential.  Loan income is highly vulnerable to cyclical trends.

The ALLL as a percentage of both problem loans and total loans is low.

Loan yields are high and reflect a balance between risk and return, and/or risk is disproportionately high relative to returns.

Existing and/or new extensions of credit reflect liberal underwriting and risk selection standards.  Policies either allow such practices or practices have resulted in a high amount of exceptions.

The Bank has a high level of loans with structural weaknesses and/or underwriting exceptions that expose the Bank to heightened loss in the event of default.

Collateral requirements are liberal, or if policies incorporate conservative requirements, there are substantial deviations.  Collateral valuations are frequently unsupported or reflect inadequate protection.  Soft collateral (enterprise value, etc.) is frequently used rather than hard collateral.  Collateral valuations may not be obtained.

The level of loan documentation and/or collateral exceptions is high.  Exceptions are outstanding for inordinate periods and the Bank may be exposed to heightened risk of loss.

The Bank has one or more large concentrations.  These exposures may be correlated to each other or to moderate concentrations exposures in the portfolio.  Concentrations may have exceeded internal limits.

Interest earned and not collected relative to total loans is high.

Change in portfolio mix is moderate to high or significantly increases portfolio risk.

ALLL coverage of problem and noncurrent loans is low.  Special provisions may be needed to maintain acceptable coverage .

Earnings coverage of net loan losses is low.  Annual and quarterly earnings provide minimal or inadequate coverage.

The level of loans past due 30 to 89 days is high or is moderate and the trend is increasing rapidly.  Level probably exceeds the Bank’s plan.

The level of noncurrent loans (90 day + past due and nonperforming) is high or is moderate and the trend is increasing.

Classified loans represent a high percentage of loans and capital or a moderate percentage of loans and capital and are growing or are skewed to the more severe categories (doubtful or loss).

Special mention loans represent a high percentage of loans and capital.  The majority of criticized/classified rating changes are downgrades.

Distribution of pass-rated credits is heavily skewed toward the lower or riskier pass ratings.  Downgrades predominate rating changes within the pass category.

Loan losses to total loans are high.

Bank re-aging, extensions, renewal, and refinancing practices raise substantial concern about the accuracy/transparency of reported problem loan past due nonperforming and loss numbers.

Relevant economic factors are no longer positive and are deteriorating.

Quarterly/annual rate of unfavorable change in any of the above is high.

Quality of Credit Risk Indicators

The quality of exposure is a function of the risk of default and risk of loss in assets and exposures comprising the credit exposure.  The following indicators, as appropriate, should be used when assessing the quality of credit risk management.

Strong

Lending policies effectively establish and communicate portfolio objectives, risk tolerances, and loan underwriting and risk selection standards.

Bank effectively identifies, approves, tracks, and reports significant policy, underwriting, and risk selection exceptions individually and in aggregate.

Credit analysis is thorough and timely both at underwriting and periodically thereafter.

Internal or outsourced risk rating and problem loan identification systems are accurate and timely.  They effectively stratify credit risk in both problem and pass-rated credits.  They serve as an effective early warning tool, and support risk-based pricing, ALLL, and capital allocation processes.

Special mention ratings do not indicate any Management problems administering the loan portfolio.

Management information systems (MIS) provide accurate, timely and complete portfolio information.  Management and the Board receive appropriate reports to analyze and understand the Bank’s credit risk profile.  MIS facilitates exception reporting, and MIS infrastructure can support queries in a timely manner.

Diversification management is active and effective.  Concentration limits are set at reasonable levels.  The Bank identifies and reports concentrated exposures and initiates actions to limit, reduce or otherwise mitigate the risk.  Management identifies and understands correlated exposure risks.

Management is effective.  Loan management and personnel possess sufficient expertise to effectively administer the risk assumed.  Responsibilities and accountability are clear, and appropriate remedial or corrective action is taken when they are breached.

There is a clear, sound credit culture.  The Board and Management’s tolerance for risk is well-communicated and fully understood.

Strategic and/or business plans are consistent with a conservative risk appetite and promote an appropriate balance between risk-taking and growth and earnings objectives.  New products and initiatives are well-researched, tested, and approved before implementation.

Staffing levels and expertise are appropriate for the size and complexity of the loan portfolio.  Staff turnover is reasonable and allows for the orderly transfer of responsibilities.  Training programs facilitate on-going staff development.

Loan management and personnel compensation structures provide appropriate balance between loan/revenue production, loan quality, and portfolio administration, including risk identification.

Satisfactory

Policies are fundamentally adequate.  Enhancements can be achieved in one or more areas, but are generally not critical.  Specificity of risk tolerance, or underwriting and risk selection standards may need improvement to fully communicate policy requirements.

The Bank identifies, approves, and reports significant policy, underwriting, and risk selection exceptions on a loan-by-loan basis.  However, little aggregation or trend analysis is conducted to determine the affect on portfolio quality.

Credit analysis appropriately identifies key risks and is conducted within reasonable timeframes.  Analysis after underwriting may need some strengthening.

Internal or outsourced risk rating and problem loan identification systems are adequate.  Though improvement can be achieved in one or more areas, they adequately identify problem and emerging problem credits.  The graduation of pass ratings may need to be expanded to facilitate early warning; risk-based pricing or capital allocation.

Special mention ratings generally do not indicate Management problems administering the loan portfolio.

Management information systems may require modest improvement in one or more areas, but Management and the Board generally receive appropriate reports to analyze and understand the Bank’s credit risk profile.  MIS facilitates exception reporting, and MIS infrastructure can support queries in a timely manner.

Diversification management may be improved but is adequate.  Concentrated exposures are identified, and reported, but limits or other action/exception triggers may be lacking.  Management may initiate actions to limit or mitigate concentrations at the individual loan level, but portfolio level actions may be lacking.  Correlated exposures may not be identified.

Management is adequate to administer assumed risk, but improvements may be achieved in one or more areas.  Loan management and personnel generally possess the expertise required to effectively administer assumed risks, but additional expertise may be required in one or more areas.  Responsibilities and accountability may require some clarification.  Generally appropriate remedial or corrective action is taken when they are breached.

The intent of the credit culture is generally understood, but the culture and risk tolerances may not be clearly communicated or uniformly implemented throughout the institution.

Strategic and/or business plans are consistent with a moderate risk appetite.  Anxiety for income may lead to some higher risk transactions.  Generally there is an appropriate balance between risk-taking and growth and earnings objectives.  New products/initiatives may be launched without sufficient testing, but risks are usually understood.

Staffing levels and expertise are generally adequate for the size and complexity of the loan portfolio.  Staff turnover is moderate and may create some gaps in portfolio management.  Training initiatives may be inconsistent.

Loan management and personnel compensation structures provide reasonable balance between loan/revenue production, loan quality and portfolio administration.

Weak

Policies are deficient in one or more ways and require significant improvement in one or more areas.  They may not be sufficiently clear or are to general too adequately communicate portfolio objectives, risk tolerances, and loan underwriting and risk selection standards.

The Bank approves significant policy exceptions, but does not report them individually or in aggregate, and/or does not analyze their affect on portfolio quality.  Policy exceptions may not receive appropriate approval.

Credit analysis is deficient.  Analysis is superficial and key risks are overlooked.  Credit data is not reviewed in a timely manner.

Internal or outsourced risk rating and problem loan identification systems are deficient and require improvement.  Problem credits may not be identified accurately or in a timely manner; as a result, portfolio risk is likely misstated.  The graduation of pass ratings is insufficient to stratify risk in pass credits for early warning other purposes (loan pricing, ALLL, capital allocation).

Special mention ratings indicate Management is not properly administering the loan portfolio.

Management information systems have deficiencies requiring attention.  The accuracy and/or timeliness of information may be affected in a material way.  Portfolio risk information may be incomplete.  As a result, Management and the Board may not be receiving appropriate or sufficient information to analyze and understand the Bank’s credit risk profile.  Exception reporting requires improvement, and MIS infrastructure may not support queries in a timely manner.

Diversification management is passive or otherwise deficient.  The Bank does not identify concentrated exposures, and/or identifies them but takes little or no risk limiting, reducing or mitigating action.  Management does not understand exposure correlations.  Concentration limits, if any, may be exceeded or are frequently raised.

Management is deficient.  Loan management and personnel may not possess sufficient expertise and/or experience to effectively administer the risk assumed.  Responsibilities and accountability may not be clear.  Remedial or corrective actions are insufficient to address root causes of problems.

Credit culture is lacking or is flawed in a material way.  Risk tolerances may not be well understood.

Strategic and/or business plans encourage taking on immoderate levels of risk.  Anxiety for income dominates planning activities.  The Bank engages in new products/initiatives without conducting sufficient due diligence.

Staffing levels are inadequate in numbers or skill level.  Turnover is high.  The Bank does not provide sufficient resources for staff training.

Loan management and personnel compensation structures are skewed to loan/revenue production.  There is little evidence of substantive incentives and/or accountability for loan quality and portfolio administration.

