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	In this topic, you will learn how risk rating is used as an additional tool to determine the quality of a loan, the rating degrees, and how all of this plays into making sound credit decisions.
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	Risk Rating
· Tool to determine loan quality

· Four or more acceptable risk levels
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	As mentioned before, risk rating provides a mechanism to guage the quality of individual credit, lender’s portfolio, and the trends in the portfolio. By rating, analyzing, trending, and forecasting the risk-bearing ability of individual assets, management can address potential quality problems related to weather, price, management, or economic adversity.
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	Risk Rating
An additional tool to gauge:
· Quality of individual credit
· Quality of lender’s portfolio

· Quality trends within a portfolio, and 
· identify portfolio problems as they develop.
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	Takes the learner the previous page

	Next
	Takes the learner to the next page.

	Lesson Menu 
	Takes the learner to the lesson menu to which the current topic belongs.
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	Glossary pages are displayed in a separate window. 

	Help
	Help pages are displayed in a separate window.
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	Risk rating can be compiled at a variety of levels.  It follows the Uniform Classification System by rating assets from 1 to 9, where 1 represents lowest risk and 9 represents highest risk. Check with your organization for its risk-rating scale.
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	Risk Rating
· Can be compiled by enterprise, credit officer, branch, etc.

· Follows the Uniform Classification System (1-9)
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	Generally speaking, there are at least four risk levels of acceptability.    The first is the highest quality rating and indicates that a potential client has few, if any negative attributes to their operation.
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	Risk Rating 1
· Highest quality

· Cash flows/earnings over 3 years show stability and substantial margins

· Balance sheets are realistic with strong net worth and working capital positions, far exceeding standards, and strong with liquid assets

· Projections show excellent CDRC and margins of protection

· Excellent asset quality

· Highly regarded management

· Stable operating with financing alternatives
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	Help pages are displayed in a separate window.
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	The second rating represents a moderate degree of risk with most ratios and standards either met or are very close to being met.
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	Risk Rating 2
· Modest degree of risk

· Good margin of protection

· Strengths in liquidity, stability of margins/cash flows, asset diversity, lack of dependence on one type of enterprise/commodity

· Reasonable access to alternative financing with favorable rates/terms

· Well-established, stable operations

· Unquestioned character of management and owners demonstrated by repeated performance
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	Takes the learner to the lesson menu to which the current topic belongs.
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	Glossary pages are displayed in a separate window. 

	Help
	Help pages are displayed in a separate window.
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	A risk rating of three indicates a potential client who generally has good but improving operations.


	Text on Screen (Exact wording that will appear on screen)
	Graphics (Description, placement on screen, location if known)

	Risk Rating 3
· Smaller but adequate margins of CDRC

· Some elements of reduced strength of OE and WC

· Satisfactory asset quality and liquidity, adequate debt capacity and coverage, and good management in critical positions

· Some limitations on ability to obtain similar financing, but can generally borrow at reasonable rates/terms

· Sufficient strength/financial flexibility to offset one loss year or somewhat declining earning trend

· Somewhat vulnerable to adverse conditions

· Management/owners with unquestioned character
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	While the next risk rating is considered acceptable, it may indicate a potential client who has a profitable operation but average to below average production and possibly may be in a declining trend.
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	Risk Rating 4
· Marginal or declining earnings, strained cash flow, high or increasing leverage and/or weakening market fundamental, indicating above average risk

· Limited additional debt capacity and modest coverage

· Average or below average asset quality and margins of protection

· Some management weaknesses in production, management, marketing

· Limited ability to obtain similar financing with comparable terms, which may diminish with economic adversity

· Currently performing to contract, but could be negatively affected by adversity

· Good character of management and owners with no basis for questions
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	Once the risk ratings analysis is complete, the information should be assembled for the general comments section of the credit presentation.  Here are some guidelines to follow.
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	Credit Presentation Guidelines:  General Comments

· Final conclusions

· Recommendations

· Risk rating

· Loan classification

· Other issues
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	It is important to remember that sound credit decisions involve correctly analyzing all of the credit factors, determining if the credit risk is acceptable and consistent with both sound business and credit practices, and applying appropriate conditions to each loan.
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	Sound Credit Decisions
· Consideration of the five credit factors.

· Pricing of the loan to compensate for risk.

· Loan structure/restructure
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	You have reached the end of this lesson. You should have an understanding of how loans are classified and risk rated and the significance of each rating in managing overall risk. 
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	Sound credit decisions utilize

· Loan classification
· Risk rating
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