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Newsletter Article
Introduction

In Part 6 of this BankersHub series, we learned that a bank’s risk rating 

system allows us to measure the transaction risk in individual transactions, 

the loan portfolio’s distribution the intrinsic risk of various types of lending, 

and the aggregated exposures by borrower, industry, geography, etc. - the 

concentration risk in the portfolio. In this month’s article, we discuss how to

identify and measure a bank’s risk profile. Let’s begin with transaction risk. 

Transaction Risk

Let’s look at two banks, Left Bank and Right Bank, to illustrate how 

to measure transaction risk. Suppose both banks employ the same 

risk rating system, and the relative percentages in each grade are 
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We can simplify this analysis by lumping these into larger groups of pass and problem loan exposure. 

Left Bank clearly has more of its loans rated average or better, and fewer of its loans rated marginally 

acceptable or worse than Right Bank: 

The following is offered as guidelines on low, medium, and high transaction risk: 

Low risk profile: 75+% in average or better risk; 5% or less in marginally acceptable and worse 

Moderate risk profile: 50+% in average or better 

High risk profile: 50+% in acceptable and worse; 20+% in marginally acceptable and worse 

So by these guidelines, Left Bank has a moderate risk profile and Right Bank a high risk profile.

Intrinsic Risk

To gauge intrinsic risk, we assign various degrees of risk to the types of loans the bank offers. One 

approach is for management to risk loan types by force ranking them and then categorizing the loan types 

into several categories of risk. The following illustrates this approach: 
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Risk Grading 

The bank may choose to adjust the rankings or break a category down into finer components. For example, 

subprime mortgages are certainly riskier than traditional mortgages. Once the bank has categorized its 

loans into these risk categories, then the next step is to calculate how much each type represents of the 

total loan portfolio. 

When this approach is applied to Left Bank and Right Bank, the result shows Right Bank to have much 

more exposure to speculative construction than Left Bank: 

Here are some intrinsic risk guidelines to help us reach some conclusions about Left Bank and Right Bank: 

Low intrinsic risk 

o <15% of portfolio in high risk types or 

o <20% in high and high moderate or 

o >40% in low and low moderate 

Moderate intrinsic risk 

o 15-25% of portfolio in high risk types or 

o 20-30% in high and high moderate 

High intrinsic risk 

o >25% of portfolio in high risk types or 

o >30% in high and high moderate 

When we measure the degree of intrinsic risk in the portfolios at Left Bank and Right Bank, we find Right 

Bank’s intrinsic risk is high compared to Left Bank’s low intrinsic risk: 
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Concentration Risk 

The four most common concentrations banks typically measure are geography, borrower, industry, and line 

of business. Virtually every community bank will score high on geographic concentration risk because it is 

typically serving a relatively small market with little opportunity to spread its risks across wide swaths of the 

country. Likewise, industry may also be beyond the bank’s control. For example, a bank in Detroit will 

probably be prone to industry concentration risk to the auto industry. A Honolulu bank is going to be 

vulnerable to tourism industry risk. On the other hand, borrower and line of business concentration risk is 

somewhat more manageable. The concentration risk guidelines for these four categories are summarized 

below: 

A quick analysis of concentration risk for Left Bank and Right Bank reveals that Right Bank has three of four 

categories in the high risk range: 
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Both serve markets concentrated in and around small cities. The outstanding debt of Left Bank’s ten largest 

borrowers equals 70% of its capital vs. Right Bank’s 100+%. Left Bank has one industry with 60% of capital 

vs. Right Bank’s 110%. Both have LOB’s with exposure that exceeds 150% of capital; Left Bank’s is 

residential mortgages and Right Bank’s is residential construction. 

Aggregating the various categories of concentration risks into low, moderate, and high ranges is based on 

the following guidelines: 

Low = 4 lows 

Moderate = only 1 high, the other 3 are low or moderate 

High = 2 highs and 2 moderates OR 3 highs 

By these measures, Left Bank has moderate concentration risk, but Right Bank has high concentration risk. 

Summary of Transaction, Intrinsic, and Concentration Risk

When we compare Left Bank and Right Bank, clearly Right Bank has high risk across the spectrum: 

Now that we have ascertained the risk profiles of each bank, we can consider what strategies are available 

to modify their profiles. 
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