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ABSTRACT

This working paper summarises a survey of the internal credit risk rating practices at 10

Australian banks. The survey is a response to international proposals to develop more risk

sensitive capital adequacy requirements utilising banks’ internal credit risk ratings. It

examines various elements of the Australian banks’ internal credit risk rating systems,

including the systems’ basic architecture, operating design and applications. Comparisons of

the survey findings with those from similar international surveys are also provided.
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1  INTRODUCTION

Credit risk rating has become an important feature of most Australian banks’ credit risk management

systems over the past decade. This reflects the efforts of institutions to strengthen credit management

practices following the asset quality problems of the late 1980s/early 1990s, wider availability and growing

familiarity with rating techniques of increasing sophistication within the industry, and a growing array of

uses to which ratings may be applied. The Australian Prudential Regulation Authority (APRA) – as well

as its predecessor as banking supervisor, the Reserve Bank of Australia – has also sought to encourage the

use of credit rating systems, including through prudential guidelines originally issued to banks in 1995

and recently updated to apply to authorised deposit-taking institutions more generally.1

This paper surveys the internal credit risk rating systems currently utilised by Australian banks and

compares local rating practices with those found internationally. The main motivation for the paper stems

from proposals that have been put forward by the Basel Committee on Banking Supervision for the

reform of international bank capital adequacy guidelines, aimed at increasing the sensitivity of regulatory

capital requirements to differences in institutions’ individual risk profiles. The Committee has

recommended that, in conjunction with a new standardised approach to capital adequacy regulation, an

internal ratings based approach could also form the basis for determining regulatory capital charges. The

approach would link banks’ credit risk capital requirements to internal credit risk ratings for those

institutions with suitably robust and well-developed risk rating systems that are able to meet minimum

supervisory standards.2

The Committee’s recommendation means that prudential regulators, such as APRA, have need to

conduct further research into banks’ internal risk rating systems preparatory to commenting on, and

implementing, the next round of more detailed reform proposals. The stocktake of current industry

practice summarised in this paper constitutes part of that process.

The following section of the paper provides a general overview of banks’ internal credit risk rating

systems. It sets out some basic concepts and a broad structure for the main part of the report, which

summarises the main survey findings. This middle section focuses on the basic structure, operating design

and applications of the local banks’ rating systems and provides some international comparisons. The final

section offers some concluding remarks.
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1 Refer Prudential Standards APS 220 Credit Quality available on the APRA website (www.apra.gov.au).

2 Capital adequacy regulation of banks and other authorised deposit-taking institutions in Australia, as in most 
countries, is based on international guidelines issued by the Basel Committee on Banking Supervision. The 
Basel Committee, which comprises central banks and bank supervisory agencies from G-10 countries, operates 
under the auspices of the Bank for International Settlements (BIS) and consults widely with supervisory agencies 
in other countries and with industry on prudential matters. The committee’s capital adequacy reform proposals 
are contained in a consultative paper, A New Capital Adequacy Framework, issued in June 1999.
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2  OVERVIEW OF INTERNAL CREDIT RISK RATING SYSTEMS

Internal credit risk ratings are summary indicators of the degree of risk inherent in institutions’ individual

credit exposures. In combination, credit ratings also provide a useful snapshot of the overall quality of an

institution’s credit portfolio. A credit rating represents an assessment of the risk of loss from the failure of a

given counterparty to meet debt servicing and other payment obligations on a timely basis. Other, more

traditional, credit assessments tend to be binary in nature (covering decisions such as whether or not to accept

a new credit proposal or continue lending to a particular borrower). Credit risk ratings seek to be more

informative by grouping credit exposures with similar risk characteristics into a larger number of risk grades

or buckets.

There is no standard approach to risk rating credit exposures. Credit risk rating systems vary widely

among institutions, including in their basic structure, operating design and uses; the main elements of

which are illustrated in Figure 1.

2.1 System architecture

The basic structure (or architecture) of a credit risk rating system includes such features as:

• the risk concepts underlying the ratings;

• whether the ratings represent relative (ordinal) or absolute (cardinal) measures of risk; and

• the degree of risk differentiation sought (eg number of risk grades).

Abstracting from portfolio composition effects, the stand-alone credit risk associated with an individual

loan or other credit exposure depends on: (i) the amount at risk; (ii) the term of the exposure; (iii) the

likelihood of the customer defaulting during that period; and (iv) the likely severity of loss if default occurs.

Although an exposure’s term and probability of default are inextricably linked, these risk factors are

handled separately in most credit risk rating systems. Most systems assess the likelihood of customer

default over some common (often implicit) time horizon for all exposures irrespective of actual tenors.3

Consequently, credit risk ratings typically focus on the last two of the above-mentioned risk factors,

which when combined provide a measure of overall expected loss over the relevant time horizon.4

Expected loss in this instance has a statistical meaning, ie ratings do not represent predictions of actual

credit losses for particular loans, instead ratings are indicators of the credit losses likely to arise on average

over similar time periods from large numbers of loans that display similar characteristics.
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3 Differences in the maturities of exposures are usually dealt with at a later stage, eg when ratings are linked to 
numerical loss statistics for use in quantitative analyses, such as risk-based pricing,provisioning and capital modelling.

4 Expected loss = Probability of default x Loss given default



Table 1 shows that credit risk rating systems can be broadly classified according to whether the ratings

generated are ‘one-’ or ‘two-dimensional’ in form and which of the three loss concepts mentioned above

underlie the ratings, namely probability of default (PD), loss given default (LGD) or expected loss (EL).

One-dimensional ratings usually focus either solely on the probability of customer default (ie ignore the

impact of loss given default) or intermingle an analysis of default risk and loss given default into a single

overall assessment of expected loss. Two-dimensional systems, on the other hand, assign separate ratings

to each credit exposure relating to each of these risk factors.

Table 1: Types of credit risk ratings

Worldwide, a relatively small but increasing number of banks determine for each of their rated exposures:

• an obligor (or customer) risk rating – that reflects the probability of customer default based on 

an assessment of quantitative and/or qualitative information relating to the customer’s 

prospective financial stability;5 and

• a facility rating – that reflects loss given default. This rating is usually based on facility-level 

characteristics such as product type, security coverage and/or seniority ranking.

Some institutions combine these two ratings into an overall composite risk rating, although most

subsequent internal analysis and reporting tends to be carried out at the sub-component level. At other

institutions the composite indicator is achieved simply by bringing the two ratings together in the form

of an alphanumeric label.

While usually classified as a two-dimensional system, a sort of hybrid approach is used at some institutions

around the world. A separate customer-level default risk rating is first determined, which is then adjusted

up or down according to the nature of each of the customer’s credit facilities. Typically, these facility-

based adjustments are restricted to one, or perhaps two, risk grades.
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5 Banks’ policy rules generally specify that all facilities to the same customer be assigned the same PD rating.
While there may be instances where a customer defaults on one transaction and not another, as a practical 
matter, estimating a single PD for each customer is usually sufficient and avoids a more likely problem of having 
multiple ratings for a customer with little justification for the differences.

One-dimensional ratings

-  Single obligor-level rating

-  Single combined rating

Two-dimensional ratings

-  Hybrid rating

-  Composite rating

Loss concept
PD

(obligor-level rating)

LGD

(facility-level rating)

EL

(facility-level rating)

✔

✔

✔ ✔

✔

✔

✔



2.2 Operating design

A system’s operating design denotes the processes by which risk is evaluated and ratings assigned. It also

includes the surrounding controls and other measures designed to promote rating accuracy, integrity and

consistency throughout the rating organisation.

A wide range of risk evaluation processes exists. An important distinguishing feature of these processes

relates to the degree of subjectivity that is involved both in the selection of inputs and the way in which

those inputs are combined to derive ratings. At one extreme, ratings may be based on high-level

definitions judged by experienced lenders using traditional credit analysis – this approach is also followed

by many of the major external ratings agencies, including Moody’s and Standard & Poor’s. At other

institutions, such broad, subjective criteria are supplemented by more explicit guidance. This can involve

tools designed to assist raters in assigning ratings, including the development of quantitative and/or

qualitative rating benchmarks and/or formal debt rating models of varying levels of sophistication.6

However, even where more specific criteria have been introduced, the degree of subjectivity can vary

greatly, eg:

• individual raters may be able to exercise a good deal of discretion at institutions where simple 

benchmarks and/or qualitative (rather than quantitative) model inputs are relied on;

• debt rating models differ widely in the extent to which they have been developed from 

objective statistical analysis or expert judgement;

• institutions often use a mix of different techniques or models from among which raters must 

choose; while

• at most institutions, raters are permitted to use professional judgement to override

model-based assessments.

The degree of subjectivity involved in the rating process can have important implications for the accuracy,

integrity and consistency of ratings within an organisation (Figure 2). Other things being equal,

appropriate controls and other measures designed to promote these desirable rating features will need to

be more extensive (costly) the greater the degree of subjectivity involved in the ratings process and the

greater the potential for rating outcomes to affect the performance assessments (and directly or indirectly

the remuneration) of raters. On the other hand, focusing on purely objective data, and/or reducing raters’

discretion to exercise judgement through model overrides, will ignore potentially relevant information

not taken into account by the rating model. It can also reduce incentives for lending and credit officers

to undertake adequate due diligence when assessing loan applications.
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6 Appendix 1 provides an outline of the main types of debt rating models used by banks.



Figure 2: Impact of subjective rating criteria1

How institutions attempt to work out an appropriate balance between these (and other) competing

influences can have a major impact on the overall design of their rating systems. This includes the choice

of methodologies used to assign ratings and other quality control measures, such as the design of policies

and organisational structures relating to the independent review of ratings, frequency of rating updates,

and responsibilities for the overall oversight and maintenance of the system.

Some other key aspects of a system’s operating design include:

• what credit exposures are covered by the system and what, if any, exposures are excluded;

• where different rating models/techniques are used, especially in different market segments, how 

are ratings brought together into a single rating scale; and

• what processes exist to validate the (on-going) effectiveness of the ratings in differentiating risk.

2.3 Applications

As institutions’ familiarity with credit risk rating has increased, so too has the range and sophistication of

the uses to which credit ratings have been applied.

Credit ratings can be used to improve many aspects of credit risk management at the transaction,

customer and portfolio levels within a lending institution. In a recent survey of rating practices at large
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Moody’s Customer
Rating

A1

A2

A3

Baa1

Baa2

Baa3

Ba1

Ba2

Ba3

B1

B2

B3

1 2 3 4 5 6

1 The diagram above shows the range of outcomes from a trial in which 
one bank asked several relationship and credit review managers to rate 
the same set of customers using identical information about those 
customers. Ratings were based on subjective high-level ratings 
definitions; the bank, at that time, had not introduced debt rating models 
or other rating tools to assist in the assignment of ratings.



US banks,Treacy & Carey (1998) grouped these uses broadly into analytic and reporting, as well as credit

administration applications. Analytic and reporting uses can include: monitoring and reporting of risk

positions; communication of differentiated credit risk acquisition and portfolio management strategies;

policy limits (eg large exposure limits); as inputs in loss provisioning, economic capital allocation and

risk-adjusted performance measures; and in risk-based pricing and employee compensation

arrangements. Administrative uses include such things as setting delegated credit approval thresholds and

trigger points for more intensive and/or specialist management of impaired and other problematic (eg

watchlist) loans.

Generally speaking, different uses will have different implications for the overall structure of credit rating

systems and the internal controls needed to maintain system integrity. For example, a system that is primarily

intended for tracking broad trends in portfolio credit quality generally would not need to be as sophisticated

as one intended for use in more complex capital allocation and risk-adjusted performance measures.

3  CREDIT RISK RATING AT AUSTRALIAN BANKS

The following sections of this paper describe the internal credit risk rating practices of 10 Australian

banks. Foreign banking groups operating in Australia were excluded from the survey, which also focused

on the banks’ rating of corporate and commercial exposures. Although credit scoring of banks’ consumer

portfolios has become widespread, only one bank in Australia has sought to implement a single rating

scale across the whole of its credit portfolio. A couple of the other banks rate consumer exposures on a

portfolio basis for APRA reporting purposes, however, this does not reflect broad internal reporting

practice at those banks as it tends to obscure higher-level monitoring of credit quality trends. This

situation is consistent with overseas experience; it reflects the fact that banks typically manage their

corporate/commercial and consumer portfolios differently using distinctly separate processes.

3.1 Architecture of Australian Banks’ Credit Rating Systems

3.1.1 Loss concept

As earlier noted, an important aspect of any credit risk rating system is the loss concept used to

differentiate the riskiness of different credit exposures, ie whether the ratings are one- or two-dimensional

in form and whether they focus primarily on PD, LGD, EL or all three credit risk measures.

All 10 of the surveyed Australian banks utilise two-dimensional rating systems. In rating their credit

exposures, each of these banks determines a separate customer-level PD rating, a facility-level LGD rating

and a composite EL rating.
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Other surveys indicate that only a small (though growing) proportion of overseas banks have similarly

structured ratings. Last year, for example, the Basel Committee on Banking Supervision surveyed nearly

30 banks across the G-10 that were identified by their national supervisors as having well developed

internal rating systems.7 In terms of the categories of rating systems identified in Table 1:

• about a third of the surveyed banks utilise two-dimensional ratings (of those, most use hybrid 

ratings while only “a small number” assign separate PD and LGD ratings);

• 20 per cent use single facility-level ratings that explicitly take into account both obligor and 

transaction specific characteristics; while

• the remainder (about half) assign single obligor-level ratings meant primarily to reflect the risk 

of the borrower defaulting.

Two US studies,Treacy & Carey (1998) and English & Nelson (1998), made similar findings.Treacy &

Carey surveyed the top 50 US banks while English & Nelson surveyed over 100 US banks across different

size categories. Not unexpectedly, the latter found a higher proportion of smaller banks using one-

dimensional systems. Among those institutions using a two-dimensional approach, neither study cited

any examples of banks using composite ratings, though Treacy & Carey noted that “a few banks” planned

to shift in that direction.

The differences in the survey results partly reflect differences in the timing of the surveys (combined with

the rapid pace of development in this area) and the smaller number of banks in Australia. Nonetheless,

Australian banks appear overall to have moved more quickly in adopting two-dimensional composite

approaches to credit risk rating compared with their overseas counterparts.

Generally speaking, as internal credit risk ratings have been applied to a wider range of more sophisticated

uses, so too has the need for more accurate, more differentiated and more quantitative measures of risk.

By separately assessing default risk and loss given default, two-dimensional systems (and composite rating

systems in particular) can:

• improve communication about risk (including by conveying more detailed information about 

risk profiles and by reducing potential ambiguity over the meaning of risk grades);

• lessen the tendency at some banks to rate primarily on the strength of available security;

• facilitate the development of rating tools to assist in the risk rating process;

• facilitate tracking of the accuracy of risk ratings;
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7 Basel Committee on Banking Supervision (2000a).



• are conceptually better aligned with the more sophisticated provisioning, capital allocation and 

risk-based pricing techniques being developed at some institutions; and

• facilitate the alignment of internal and external credit ratings. As few banks have long enough 

data sets to assign quantitative values to their internal risk grades based on their own loss 

histories; many have sought to align their ratings with the experience of longer-established 

external rating schemes (such as Moody’s and/or Standard & Poor’s). Alignment of internal and 

external ratings is also likely to facilitate the development of secondary and derivative trading in 

individual and pooled loans of customers that normally would not be rated by external

rating agencies.

In recent years, the above considerations have contributed to a greater or lesser extent to all of the

Australian banks either introducing composite systems where no rating system previously existed or

converting from simpler, more subjective, one-dimensional systems. In the case of the larger banks, the

move to composite ratings has been closely linked to the development of portfolio credit risk modelling

capabilities and more statistically based provisioning and capital allocation processes. Among the smaller

banks, however, it has had more to do with the banks’ wanting to improve their transaction-based credit

management processes as they have sought to enter into, or expand, their commercial lending operations,

including in new geographic areas. As part of this process, some banks have introduced externally

developed rating tools. As these latter products tend to focus on probability of default rather than overall

expected loss, an LGD dimension has been added.

The Australian banks combine their PD and LGD ratings to form an overall indicator of risk in a number of ways:

• the majority of banks simply bring the two ratings together in the form of an alphanumeric 

label. For example, a rating of 1G might represent a low-risk borrower/high loss-given-default 

(eg unsecured) facility while a rating of 7A might represent a relatively high-risk borrower/low 

loss-given-default (eg well secured) facility;

• a couple of banks have developed look-up matrices. These matrices assign the same composite 

rating to different PD and LGD rating combinations considered by each bank to imply similar 

levels of expected loss. A hypothetical example of such a matrix is shown in Appendix 2.

3.1.2 Number of risk grades

Rating systems typically comprise one or more ‘pass’ grades plus several lower-quality ‘non-pass’ grades

reserved for exposures displaying varying degrees of credit impairment. Pass grades usually include those

rating categories that a bank considers to be of acceptable quality for new loans under its usual

underwriting standards and may also include one or two watchlist (or special mention) grades.

Internationally, the number of customer risk grades varies considerably among banks (Graphs 1 & 2).
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Graph 1: Number of pass grades at international banks – Basel survey1

Graph 2: Number of non-pass grades at international banks – Basel survey1
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used, is not standard nomenclature around the world. Consequently,
banks responded inconsistently to the Basel survey when asked to split 
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appear to have included watchlist grades within the pass category while 
others have included these grades in the non-pass category; one bank 
reported that it had no non-pass grades.
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A general trend has been for banks to increase the number of pass grades as the range and sophistication

of uses to which their ratings are applied has grown. As long as raters can achieve the finer distinctions

required, rating systems with more risk grades – greater granularity – convey more information than

systems with fewer grades and can enhance a bank’s ability to analyse and model its portfolio of

credit risks.8

Larger banks also tend to have more customer risk grades than smaller banks. The cost/benefit analysis

of maintaining a larger number of risk grades tends to be more favourable for larger institutions. The

latter generally have more complex credit portfolios (comprising many more customers and a wider

spectrum of risk) and are more likely to have introduced other sophisticated techniques of portfolio

analysis that require ratings as inputs. Also, larger banks are usually better positioned, and have more

resources, to develop and support more granular rating systems (though with industry pooling of default

data becoming more prevalent, and the increasing availability of externally developed rating tools, this

may be becoming less of an issue).

With regard to the number of customer risk grades, Australian banks are mostly clustered around the

middle of the international spectrum (Graph 3). Most of the local banks have either 9 or 10 customer

PD grades; one large bank has 22 main grades. Another large bank, which has a general 9-grade

customer rating scale, utilises an expanded 19-grade scale for its large corporate customers. All of the

banks have from 3 to 5 non-pass/watchlist grades, though in some cases these administration grades may

be further sub-divided into a larger number of sub-grades.

Graph 3: Total number of customer risk grades at Australian banks
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8 Banks, however, need to exercise caution so as to avoid going beyond the point where they can no longer make
meaningful distinctions concerning the riskiness of different exposures. Banks that have linked portfolio risk 
modelling with risk-based pricing and/or profitability measures can face strong pressures in this regard, including 
from business lines looking for rating scale refinements to assist in meeting pricing and other performance targets.



Tighter clustering in the number of risk grades among Australian banks reflects the fact that several of

the smaller and mid-sized banks have recently (within the past two years) expanded the number of risk

grades as part of wider upgrades of their rating systems. Further change is occurring, with some of the

largest banks in the process of shifting to more granular rating scales. Like a growing number of their

overseas counterparts, the number of risk grades at quite a few Australian banks has been chosen to

facilitate comparisons with the rating scales of the major international rating agencies, Moody’s and

Standard & Poor’s.9

There is less clustering in the number of LGD grades, which are often based on security coverage ratios,

among banks in Australia (Graph 4).

Graph 4: Number of LGD grades at Australian banks

3.1.3 Distribution of exposures among risk grades

Regardless of the overall number of risk grades, the granularity, and therefore usefulness, of a bank’s rating

system will be reduced if credit exposures tend to be concentrated in only one or two risk grades.

Again, Australian banks seem to be broadly in line with current international practice (Graph 5). In

the case of most of the local banks, a maximum of about a third of rated exposures falls within a single

grade. All three of the overseas comparison studies, two of which are able to be depicted in the graph,
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9 The rating scales for both of these agencies comprise 10 main ‘alpha’ grades (including a default category) or 22 
grades including ‘+/-’ modifiers. As some of the lower agency grades tend to fall outside the banks’ stated 
normal underwriting standards, some of these grades may either be dropped or grouped together when 
compared with the banks’ internal rating scales.



found similar results. In the case of three of the regional Australian banks, which rely heavily on the

judgement of raters, between 50 and 70 per cent of rated exposures fall within a single grade.

Graph 5: Concentration of exposures in largest risk grade

3.1.4 Point-in-time vs through-the-cycle grading

Institutions tend to be characterised as taking either a through-the-cycle or point-in-time rating approach.

External rating agencies usually state that they take a through-the-cycle approach, ie a borrower’s rating

is meant to stay the same over the course of an economic cycle unless the firm experiences a major

unexpected shock (good or bad) to its perceived long-term condition or the original downside scenario

used to rate the borrower proves to have been too optimistic. Under this approach, observed default

frequencies for particular ratings will tend to vary with the economic cycle.

Banks, on the other hand, including those in Australia, usually say they take more of a point-in-time

approach, ie they base their ratings more on the borrower’s current condition so that a borrower is more

likely to migrate up and down through the ratings as economic conditions change. Under this approach,

observed default rates for particular ratings should tend to be more stable over the economic cycle.

These differences can have important implications when interpreting ratings-based information,

particularly when ratings from different sources are used in combination, eg when mapping a bank’s

internal grades to external agency grades. Failure to take such differences into account can potentially
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produce substantially biased estimates of default probability, distorting internal analyses of loan loss

provisioning requirements, appropriate allocation of credit capital, risk-adjusted performance

and pricing.10

3.2 Operating design features

3.2.1 Exposures rated

In principle, the banks apply ratings to all of their corporate, commercial and other transaction-managed

exposures. In practice, exposures below certain thresholds (typically $100,000 or $250,000) tend not to

be rated on an individual basis. At some banks these exposures are assigned a representative rating on a

portfolio basis, at others the exposures remain unrated.

Portfolio ratings may also be assigned to certain other segments of some banks’ loan books. Usually these

segments comprise relatively homogeneous groups of small loans that tend not to be actively managed at

an individual customer level. Such loans include small leasing exposures and exposures that are primarily

assessed on the basis of available security, such as certain stand-alone property exposures or small business

loans secured over the owner’s residence.

3.2.2 Customer PD ratings

(i) Types of rating processes

As outlined in section 2, banks incorporate a wide range of risk evaluation techniques into their rating

processes. In its survey of internal rating systems, the Basel Committee identified three main categories

of risk evaluation processes depending on the degree of judgement involved:

• statistically-based processes – at a small number of the surveyed banks, a statistical default model 

or some other quantitative tool was essentially the sole basis for determining ratings – at least 

within certain portfolios;

• constrained expert judgement-based processes – were more common. In these systems, ratings 

were primarily model-based but relied more heavily on qualitative inputs, non-statistical (ie 

expert judgement-based) models and/or permitted to a limited degree (usually one or two 

ratings notches at most) judgemental overrides of model-determined ratings; and
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10 Treacy & Carey (1998) provides a good discussion of the potential biases involved. In practice, though, the 
differences in approach between the external rating agencies and banks might be somewhat less sharp than the 
above discussion implies. For example, where a bank’s rating system involves a good deal of expert judgement 
and/or permits judgemental overrides of objective ratings criteria, this could contribute to some ‘stickiness’ in 
the bank’s ratings. On the other hand, various studies indicate that there is a systematic relationship between 
agency rating transitions and current economic conditions, particularly among lower rated entities, eg refer Basel 
Committee on Banking Supervision (2000b), pp 141-4.



• (unconstrained) expert judgement-based processes – more than half of the banks surveyed fell 

into this category. Some banks had no formal debt rating models while others had models but 

permitted raters considerable discretion to override model-determined ratings based on their 

professional judgement.

The Australian scenario is similar to that portrayed for other countries by the Basel Committee study. In

terms of the Basel study, most of the local banks would be classified as having (unconstrained) expert

judgement-based processes. Two of the smallest banks have highly subjective rating systems. The other

banks, over recent years, have introduced a variety of rating assessment tools to assist staff in their rating

determinations, including:

• use of external ratings (where these are available);

• more tailored rating definitions (incorporating more detailed quantitative and qualitative rating 

benchmarks, often differentiated by customer size and/or industry); and

• debt rating models.

Several banks (mostly the larger institutions with more complex portfolios) utilise multiple models and

other rating tools; these are either tailored to different parts of the banks’ portfolios or provide different

approaches to rating the same exposures.

The banks’ existing debt rating models include a mix of expert judgement-based and statistical models,

either developed in-house for various segments of the banks’ credit portfolios or purchased from external

vendors. The latter tend to be founded mainly on overseas (mostly US-based) experience, though some

ratings systems developed from locally pooled data are now becoming available.

In more recent times, there has also been a trend towards greater reliance on statistical methods, though

only the largest banks have credit portfolios of sufficient size (and the resources) to develop statistical

models based solely on their own loss histories. Most of the statistical models in use are scorecard-type

models, ie the models utilise historical data on defaulted and non-defaulted borrowers to group (rate)

customers with similar characteristics. A couple of the larger banks have developed such models based

on their own loss experience; others use models purchased from external sources. Several of the larger

banks also use externally developed equity-based models to assist in rating both listed and (large) unlisted

corporate borrowers. These models statistically infer default probabilities from so-called distance-to-

default measures based on borrowers’ liability/asset structures and stock-price volatility data.

Most of the local banks permit judgemental overrides of their rating models; in fact, most emphasise to

their raters that rating models are to be used as tools and should not supplant comprehensive analysis of

exposures for rating purposes. Four banks do not permit overrides (at least by front-line lending staff).
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In terms of the Basel study, these banks’ rating systems fall largely within the middle category (ie

constrained expert judgement-based processes) due to the importance of a range of qualitative elements

in their main rating models.

(ii) Key rating risk factors

For those banks that have highly subjective rating systems and/or allow judgemental overrides of model-

based ratings, traditional credit analysis plays the sole/potentially primary role in assigning final ratings to

credit exposures. In these cases, individual raters have wide discretion over what information is

considered and how it impacts on final rating assessments. The pervading credit culture within the

organisation will be an important factor influencing rating outcomes that will be communicated to raters

through such channels as training programs and feedback via mentoring, performance assessment against

key indicators and other oversight mechanisms.11 As mentioned, a number of banks have also sought to

provide more explicit guidance to raters by including various benchmarks in their formal rating criteria,

eg in the form of key indicator comparison tables.

The various model-based assessments cover a wide spectrum of different variables. Leaving aside equity-

based models, most of these variables can be grouped into a few broad categories relating to the obligor’s

financial condition and capacity/cashflow, management quality and industry risk characteristics. Most

models currently in use involve several variables from each of these categories; many also input

information about account conduct (particularly those models dealing with the banks’ smaller customers).

These categories represent key areas of traditional credit analysis. Virtually all models in use also involve

both quantitative and qualitative inputs. The latter often generate a good deal of debate during model

development. Although there is evidence that such data are predictive, subjective inputs are also more

open to interpretation/manipulation and can be less responsive to changed business circumstances.

(iii) Link to quantitative default statistics

Banks attempt to quantify the loss characteristics of their risk grades for a variety of reasons. As discussed

in section 3.2.5 below, by tracking the ex post performance of ratings, institutions seek to test whether

their rating systems are effective in differentiating among exposures with different degrees of risk. By

linking internal rating scales to numerical estimates of PD, LGD and/or EL, credit ratings can also be

turned to a variety of quantitative applications, including in more sophisticated pricing, profitability and

performance analyses, and as inputs in loss provisioning and economic capital allocation modelling.

Seven of the surveyed Australian banks assign quantitative default characteristics to their internal ratings.
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11 For example, inconsistent incentives built into an organisation’s oversight structures and culture can weaken the 
rating process, eg where business volume key performance indicators take precedence over quality indicators or 
risk-based performance indicators are not supported by strong quality assurance processes.



The three banks that do not assign quantitative default characteristics to their internal ratings, possess

rating systems which are not well suited to establishing quantitative default estimates. Given the nature

and small size of their commercial lending portfolios, these banks currently see limited benefits from

introducing more sophisticated analysis techniques.

In line with overseas experience, Australian banks currently lack long-term data on the performance of

their internal rating systems. Like their overseas counterparts, the local banks have sought other ways of

assigning quantitative default (and other credit migration) probabilities to their internal risk grades. In

some cases, average expected default frequencies for each risk grade are based on the default rates

predicted by the banks’ statistical debt rating models. In other cases, internal risk grades are mapped to

the rating scales of longer-established external rating schemes for which long-term performance data are

available (ie Moody’s and/or Standard & Poor’s). Some banks use a combination of both methods.

Mapping to external benchmarks is not straightforward and requires considerable judgement on the part

of analysts in comparing banks’ internal rating processes with those of the external agencies. This can

involve comparing the definitions and criteria underpinning their internal grades with those of the rating

agencies; analysing the financial characteristics of internally rated borrowers with standard ratios that

characterise the agency grades; and analysing the grades of internally rated borrowers that also have

external ratings.12

In order to facilitate the mapping process, many banks have developed internal rating scales and associated

rating criteria that attempt to mirror those of the external agencies. Overseas, some banks statistically

model the external agencies’ rating processes. The models are then used to rate the banks’ customers. This

latter approach has not been adopted by any of the Australian banks, though the technique has been applied

by some of the banks to examine how closely their internal processes align with those of the external

agencies. Overall, differences in the approaches adopted by different banks have led to a good deal of

variation among their nominal PD scales, even where ratings categories are meant to be broadly equivalent.

Benchmarks based on external experience (whether that of external rating agencies or an externally

developed debt rating model) also give rise to questions about their applicability to a bank’s particular

client base and lending practices. Inconsistencies in such things as rating approach (eg point-in-time vs

through-the-cycle rating), portfolio composition (eg in the size, nature of operations and domicile of

borrowers) or type of borrowing instrument (eg bonds vs bank loans) can lead to substantial bias when

mapping internal grades to externally sourced PD values.
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3.2.3 Facility LGD ratings

A more mechanical approach is typically taken when assigning LGD ratings than for PD ratings. LGD

ratings are generally assigned in one of three ways:

• on the basis of security coverage ratios – this is the main method used by all banks for most 

types of exposures. Security coverage is usually based on a discounted or ‘shaved’ loan to value 

ratio, whereby estimated loan security values are discounted by standardised ‘safe lending’ or 

‘extension’ margins.The discount factors seek to cover such factors as uncertainties inherent in 

the valuation process (including liquidity considerations) and potential subsequent downturn in 

security values.The banks’ policy documents set out standard valuation procedures and discount 

factors based on types of security. The ‘discount factors tend to be based largely on management 

judgementand traditional industry benchmarks/‘rules of thumb’. The smallest banks tend to 

extend value only on real estate or high quality assets, such as cash and government securities,

whereas larger banks recognise a wider range of security types in their rating procedures;

• by directly estimating an expected recovery percentage – eg in the case of impaired assets; or

• by applying a generic classification based on the type of exposure – some banks use this 

approach for certain types of exposures, eg in the case of subordinated debt, small leasing 

exposures, exposures secured over residential or non-specialised commercial property and 

exposures to other banks.

Currently, five Australian banks seek to assign quantitative LGD values to their credit exposures. Usually

this is based on LGD ratings but in some cases also depends on the product type or line of business.

As in other areas of credit risk rating, this aspect of the banks’ systems is heavily constrained by data

limitations. Although most of the local banks are working to reduce some of these limitations, key LGD

parameters are currently a mix of the banks’ own loss histories (mostly restricted to data on Australian-

based customers and covering a limited time span), published studies of bond and commercial loan

experience (mostly data on US-based customers) and a large degree of management judgement.

Where banks have undertaken LGD studies, methodological differences have arisen. For example, while

some banks base LGD estimates on discounted cash flows and the inclusion of workout costs, others

exclude these factors (usually because the required historical data are unavailable or not easily accessible).

The choice of an appropriate basis for discounting delayed cash flows can also affect the results of these

studies; while some banks favour discounting on the basis of contractual rates of interest, others favour a

discount rate that is related to the cost of equity.
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