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Loan Portfolio Risk Value and Expected Loss Analysis

Aydin Huseynov

Abstract. In this article, I am going to about the risk value of the loan portfolio, which is one of
the most important interest-sensitive assets of banks, and the analysis of expected losses. Thus, we
are going to calculate the value at risk of the bank’s credit portfolio (CrVAR) and meanwhile I am
also going to talk about the Expected Loss (EL) and its components, the Probability of Default
(PD) and the calculation of the Loss Given Default (LGD).
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1. Portfolio at Risk

The risk portfolio (Portfolio at Risk - PAR) is equal to the ratio of the amount of
overdue credit to the total loan amount (portfolio). This coefficient groups the credits
according to the days of delay (30, 60, 90, 120, 180, 270, 360, etc.). Delay groups should
cover monthly for up to one year and annual for more than a year. The current state of
the loan portfolio and the direction of the trend are determined by the PAR coefficient
relative to the different days of delay. If there is a sharp deterioration in the coefficients
of delay (for example, an increase of 1% per month), then the credits should be analyzed
in more detail by statistical methods to identify the reasons for the delay and take the
indispensable measures.
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Portfolio at Risk (PAR) – example

Overdue
days

7 – 30 31 – 90 91 – 180 181 –270 271 –360 > 360

Overdue
Portfolio 5,723,673 2,196,865 2,692,723 4,281,974 894,405 20,813,491

Total loan
Portfolio 187,766,157

Portfolio at
Risk
(PAR)

3.0% 1.2% 1.4% 2.3% 0.5% 11.1%

Total PAR 19.5%

Total PAR
(AZN) 36,603,130

2. Default Equivalent Risk

Default Equivalent Risk (DER), potential default of the total credit portfolio is forecasted
by giving the probability of default for each group of delays. The possibility of bankruptcy
is determined based on empirical data of the bank. According as the delay period increases,
this possibility also increases and is defined as 100% for overdue credit groups with a delay
period of more than one year. It is possible to use the migration matrix or the transition
matrix to calculate the probability of default.
Default equivalent risk (DER) – example

Overdue days 7 – 30 31 – 90 91 – 180 181 –270 271 –360 > 360

Probability of
default (PD) 1% 5% 20% 50% 80% 100%

Default equiv-
alent
risk (DER)

0.03% 0.1% 0.3% 1.1% 0.4% 11.1%

Total DER 13.0%

Total DER
(AZN)

24,375,626
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3. Expected Loss

Expected Loss (EL) is the average credit loss we expect from a portfolio in a certain
period. Although the losses that a bank will incur in a certain period are not known in
advance, banks are able to forecast the expected loss at an acceptable level. These losses
are called expected losses and are the averages of losses below the area shown by the
dashed lines in the following diagram:

Losses above the dashed line in the picture do not occur every year, but in case of loss,
it might be potentially very large. Banks know that Unexpected Loss (UL) whether will
happen now or then, but they are not aware of the time and severity of losses in advance.
Capital is required in order to compensate such losses. The worst case we can imagine is
that banks lose their entire loan portfolio in a year. Although this is a risky occurrence,
it is impossible and economically inefficient to keep capital against it. Banks want to
reduce risk capital to minimum, as reducing risk capital, increases the amount of money
that can be directed in lucrative investments. On the other hand, the smaller a bank’s
capital, the more likely it is that it will not be able to meet its debt liabilities. That
is to say, failure to cover losses in a certain given year with profits and available capital
will bankrupt the bank. Thus, banks and regulators must carefully balance the risks and
earnings of reserve capital. There are a number of approaches to determining how much
capital a bank will have. The IRB (internal ratings based) approach adopted for Basel II
targeted to bankrupt the bank. With statistical methods, it is possible to estimate the
amount of damage with a predetermined probability. We can show a diagram of expected
and unexpected losses and value at risk as follows:
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As we noted, the expected loss is equal to the amount of the loss over a determined period.
That is to say, it is the amount of loss expected during a certain period. This model is
used to calculate the expected loss of the credit portfolio and the amount of reserves to
be created for the portfolio. In the expected loss model, the loss is a function of three
risk parameters, the probability of default (PD), the equivalent at default (EAD), and the
damage that can be caused by default (LGD).

PD, EAD and LGD can each be calculated at the level of either individual or sector
borrowers. The expected loss is calculated by the following formula:

EL = PD ∗ EAD ∗ LGD

If we show the expected loss as a percentage, the formula will be as follows:

EL% = PD ∗ LGD

Each parameter must be calculated regardless of economic factors, and in this case, the
economic effects are analyzed in a more dynamic way.

EAD is the rest of credit or default value. PD is the probability of default occurring during
in a determined period. PD can be calculated based on historical data for each product
type. LGD is a loss from this credit in case of by the borrower. Another name of LGD is
Loss Rate (LR). LGD is calculated by the following formula:

LGD = 1−RR

Here, RR (recovery rate) is the coefficient of credit recovery, or in other words, the rate
of credit collateral. RR is calculated as follows:

RR = V alue of collateral ∗ k/Credit amount
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The coefficient k can be taken as 80% for precious metals, 60% for real estate, 40% for
automobiles and 20% for moveable estate / equipment. As a simple example, we can
calculate LGD as follows: the residual amount of the credit at risk is 100,000 AZN and
the market value of the collateral is 60,000 AZN. In this case, 40,000 AZN the credit
remains unguaranteed and the LGD coefficient is 40,000 / 100,000 or 40%.

Expected loss calculation (sample)

Imagine that the bank has issued a credit of 2,000,000 AZN, and the current balance of
the credit is 1,700,000 AZN. 1,700,000 AZN is the default value (EAD). According to the
bank’s internal rating model, the customer has a 5% probability of default (PD) over the
next year. If a default occurs, the estimated instantaneous loss ratio (LGD) is 30%. Now
let us calculate the expected loss:

EL = PD ∗EAD ∗ LGD = 5% ∗ 1700000 ∗ 30% = 25500

Therefore, with a probability of 5% default on a credit with a balance of 1,700,000
AZN, our loss at the time of default will be 25,500 AZN.

4. Unexpected Loss

Unexpected Loss (UL) is the standard error for default losses within a year. Unexpected
loss can also be expressed as the volatility of the expected loss. In other words, the
unexpected loss is the average of the loss over the average loss. In the following picture
above the area shown by the dashed lines is the average of the losses.

Unexpected loss is calculated by the following formula:

[UL = EAD ∗ [(PD ∗ σ
2
LGD) + (LGD2

∗ σ
2
PD)]

1/2

Here,
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σ
2
LGD = LGD ∗ (1− LGD)/4

and

σ
2
PD = PD ∗ (1− PD)

σ2
LGD is a variation of the moment of loss at default and σ2

PD is a variation of the prob-
ability of default. Unexpected loss is calculated as the standard deviation from the average
at a certain confidence level and is called Credit VaR (Value at Risk). In accordance with,
σ2
LGD and σ2

PD are both standard deviations of the (LGD) and default probability (PD).

Unexpected loss calculation (sample)
According to the example above, the default probability (PD) and loss rate (LGD)

have standard deviations of 6% and 20%. Now let us calculate the unexpected loss:

UL = EAD ∗ [(PD ∗ σ2
LGD) + (LGD2

∗ σ2
PD)]

1/2 =

= 1700000 ∗ (5% ∗ 20%2 + 30% ∗ 6%2)1/2 = 94346

Therefore, a credit with a balance of 1,700,000 AZN will have a probability of default
of 5%, a loss ratio of 30% and with a standard deviation of 6% and 20%, we will have a
default loss 94,346 AZN.

5. Calculation of the probability of default

By giving the probability of default (PD) for each delay group, it is possible to forecast
the potential default volume of the total portfolio. Probability of bankruptcy (PD) is
determined regarding migration matrices based on the bank’s empirical data. As the delay
period increases, this probability also increases, and the probability of default reaches 100%
for credit groups with a delay period of more than 360 days.

To calculate the probability of default, you should first calculate the Roll rate coeffi-
cient. Roll-rate is the percentage of loans in any delay interval to another delay interval,
in other words, its the coefficient. That is, according to the working and delay days of
credits from the intervals of 0, 1 - 30, 31 - 60, 61 - 90, ..., 330 - 360, respectively, 1 - 30,
31 - 60, 61 - 90, ..., 330 - the transition to intervals of 360, over 360, is the percentage of
migration. To roll-rate analysis, a Migration Matrix of Deferred Loans is prepared and
the transition cells from delay intervals to subsequent delay intervals are considered.

First of all, let’s form Migration matrices. The migration matrix, also known as the
transition matrix, is an analytical report showing the transition of a bank’s credit portfolio
from one delay interval to another delay interval according to the days of delay. This report
is one of the main risk metrics and tools of the loan portfolio. The migration matrix shows
the status of credits available during one period for subsequent periods.

In order to form a migration matrix, first of all we are preparing the distribution on
the credit portfolio to a certain date (must be at least 30 days before the current date)
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according to 0, 1-30, 31-60, 61-90, ..., 301-330 and 331-360 days of delay. It is possible to
enter both the number and amount of credits in the portfolio separately for these intervals.
In this way, we prepare two separate reports on the number and amount. We enter the
distribution of these delay days vertically in the first column of the matrix. Then, 30 days
after the date that we mentioned above, we prepare the distribution of the credit portfolio,
which includes these loans, on days of delay of 1-30, 31-60, 61-90, ..., 301-330, 331-360 and
more than 360 days. We enter the distribution of these delay days horizontally in the first
row of the matrix. In the end we will get a matrix in the following form.

Thus we obtain the migration matrix. Now let us show this migration matrix as a
percentage.

As can be seen from the matrix, this form of analysis shows how much or what per-
centage of credits of the bank’s credit portfolio on overdue days were closed for certain
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periods, remained in the current status and migrated to the periods after 30 days. As
mentioned above, Roll-rate is the percentage of loans in any delay interval to another de-
lay interval, in other words, the coefficient. In other words, Roll-rate ratios are the ratios
on the diagonal of the migration matrix. If we look at the example above, our Roll-rate
report will be like this:

As can be seen from the matrix, the Roll-rate shows the diagonal of the Migration
Matrix. According to the report, 1.3% of non-overdue credits are in the range of 1 to 30
days, 1.8% of credits with a delay of 1 to 30 days are in the range of 31 to 60 days, and
13.2% of credits with a delay of 31 to 60 days are 61 - 90-day delay interval, 16.7% of
credits with a delay of 61-90 days - 91-120 days, etc. passed. Our roll-rate report will be
summarized as follows:

Overdue days Roll rate

Due loans 1.3%

1 – 30 1.8%

31 – 60 13.2%

61 – 90 16.7%

91 – 120 51.6%

121 – 150 47.4%

151 – 180 100%

181 – 210 75%

211 – 240 82.1%

241 – 270 89.7%

271 – 300 28.6%

301 – 330 92.6%

331 – 360 93.8%
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Now let us calculate the probability of default. In order to calculate the probability of
default on a delay interval, it is necessary to multiply that delay interval by the roll-rate
ratios of all subsequent delay intervals. According to this method, we can calculate the
probability of default (PD) as shown in the following chart:

Overdue days Roll rate Probability of default
(PD)

Due loans 1.30% 0.00%

1 – 30 1.80% 0.00%

31 – 60 13.20% 0.07%

61 – 90 16.70% 0.56%

91 – 120 51.60% 3.36%

121 – 150 47.40% 6.50%

151 – 180 100% 13.72%

181 – 210 75% 13.72%

211 – 240 82.10% 18.29%

241 – 270 89.70% 22.28%

271 – 300 28.60% 24.84%

301 – 330 92.60% 86.86%

331 – 360 93.80% 93.80%

As a result, we calculated the probability of default of overdue credits for each delay
interval. Now let us calculate the expected losses for each delay interval using the default
probabilities we calculated and the expected loss formula:

Overdue days PD EAD LGD EL = PD x EAD
x LGD

Due loans 0.00% 17,816 40% 0

1 – 30 0.00% 1,234 40% 0

31 – 60 0.07% 53 40% 0

61 – 90 0.56% 36 40% 0

91 – 120 3.36% 31 40% 0

121 – 150 6.50% 19 40% 0

151 – 180 13.72% 21 40% 1

181 – 210 13.72% 20 40% 1

211 – 240 18.29% 28 40% 2

241 – 270 22.28% 29 40% 3

271 – 300 24.84% 35 40% 3

301 – 330 86.86% 27 40% 9

331 – 360 93.80% 16 40% 6

Finally, we calculated the expected losses of overdue credits (numerically) for each delay
interval with a 40% loss coefficient (LGD) and default probabilities (PDs) for each delay
interval.
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6. Credit Value at Risk - CrVaR

The value of the credit portfolio at risk (Credit Value at Risk - CrVaR) represents the
maximum amount of probable loss with a calculated confidence level for a predetermined
period.

As can be seen from the definition, Risk Value at Risk involves two factors such as time
interval and confidence level. When applying any risk model a minimum of 95% or 99%
is taken as the confidence level. The following formula is used to calculate CrVaR:

CrV aR = UL+ EL

7. Economic capital

Economic Capital (EC) is the amount of capital required to cover unforeseen losses
(UL). That is, reserves allocated for unexpected losses constitute economic capital. We
can show economic capital on the graph as follows:

The CrVaR method is used to calculate economic capital. The following formula is
used to calculate economic capital:

EC = CrV aR− EL

or

EC = UL

The Bank creates credit reserves in the face of expected losses and economic capital in the
face of unexpected losses. We can show this with the following graph:
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8. Distribution of losses

Loss distribution is the total distribution of unexpected losses, as well as losses that are
outside the risk value of the credit portfolio. We can show this in the following diagram:

The distribution of losses includes both credit reserves, economic capital, and excep-
tional losses. Exceptional losses are losses due to an extraordinary situation that does not
occur on a regular basis. In our samples and approaches, this covers 5% and 1%, which
are not covered by CrVaR. We can show this with the following diagram:
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