Chapter 16
Introduction to Credit Risk




Sources of Credit Risk
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* Changes in value due to defaults and downgrades are
considered to be credit risk

* Changes in value due to changes in the risk-free interest-rate or
changes In credit spread for a given grade are considered to be
market risk
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The Credit Life Cycle

o The credit-risk management alone the life
cycle of a single loan
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what amount, at what interest rate, and with what terms

o The process up to closing the actual deal is called

“origination” (3 {7) and the loan becomes part of bank’s
portfolio
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¢ collections department> % = workout group or special
assets group



Credit Approvals for Trading Counterparties

o ¥t & ¥+ cicredit risk & FAlimits (i 3F
")
o total exposure with one counterparty
o daily settlement limit : which is the amount that
the bank is prepared to exchange with the
counterparty on any given day (16§ * * {7 4 1§
3 oom ¢ RE Y > i 3 4 —Herstatt risk)



Why Measure Credit Risk

o 5 i+ JE-& measure credit risk ?
= H] B4 origination decisions :
o ¥ 5 # ¥ % oretail customers, given the (measured) risk
and “fixed” price » -2 ¥ FEHNRE F
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= %] 24 portfolio optimization :
o % o 7 A @ correlation, minimize the ratio of credit risk to
return of portfolio by diversification (credit-portfolio model)



Why Measure Credit Risk

= F] 24 Capital management :
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