
How to Assess Banks Risks in DI S: Traditional and 
I nnovative Approaches

I nternational Seminar I nternational Seminar Risk Analysis in Deposit Risk Analysis in Deposit 
I nsurance SchemesI nsurance Schemes

Riccardo De Lisa*Riccardo De Lisa*

MoscowMoscow , May  27th 2008, May  27th 2008

*: University of Cagliari *: University of Cagliari -- ItalyItaly



22

This presentation refers to some prior This presentation refers to some prior 
findings of a joint research projectfindings of a joint research project

Research on Research on Assessing risk based premiums under Basel 2Assessing risk based premiums under Basel 2

CoCo--authors:authors:

R. R. DelisaDelisa, F. Vallascas, S. Zedda (University of , F. Vallascas, S. Zedda (University of CagliariCagliari, IT), IT)

F. Campolongo (ISPRA)F. Campolongo (ISPRA)

MM-- MarchesiMarchesi (European Commission)(European Commission)



33

1) Traditional approaches1) Traditional approaches



44

Approaches for early detectionApproaches for early detection

1) 1) Accounting distress indexAccounting distress index (listed and not listed banks):(listed and not listed banks):

a)a) Capital adequacy;Capital adequacy;

b)b) Joint analysis of Capital adequacy and  Non performing Joint analysis of Capital adequacy and  Non performing 
loans (Coverage ratio).loans (Coverage ratio).

2) 2) Market based indicator (for listed banks): (for listed banks): 

a)a) Correction of Distance to default (volatility, leverage, Correction of Distance to default (volatility, leverage, 
capital adequacy);capital adequacy);

b)b) Identification of one or more thresholds.Identification of one or more thresholds.
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These approaches reflect two main These approaches reflect two main 
strands of the literature on individual strands of the literature on individual 
bankbank s stabilitys stability

1) 1) Credit Scoring literature:  :  

a) forecasting probability of default through the a) forecasting probability of default through the 
comparison of two samples of bankscomparison of two samples of banks

b) Determinants of bank distress identified according to a b) Determinants of bank distress identified according to a 
CAMEL  approach CAMEL  approach 

2) 2) Market disciplineMarket discipline literatureliterature: : 

a) Risk measures  derived from securities pricesa) Risk measures  derived from securities prices

b) Can require also accounting informationb) Can require also accounting information
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Some more details on the Some more details on the Accounting Accounting 
ApproachApproach

1) Single country analyses:1) Single country analyses:

-- Focus on De facto or De Jure FailureFocus on De facto or De Jure Failure

-- Focus on accounting ratiosFocus on accounting ratios

-- LogitLogit analysis or Duration models.analysis or Duration models.

2) Cross country (regional) analyses:2) Cross country (regional) analyses:

-- Assessment of the impact of macro factors (Real GDP Assessment of the impact of macro factors (Real GDP 
growth, inflation, interest rates) on bank defaultgrowth, inflation, interest rates) on bank default

-- Assessment of market and institutional factorsAssessment of market and institutional factors
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Some more details on the Some more details on the Market Market 
DisciplineDiscipline

Security prices 

Debts Shares

Insured Uninsured 

Subordinated Senior
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Debt risk measure: Debt risk measure: 
The Subordinated Debt SpreadThe Subordinated Debt Spread

-- Difference between the yield of a subordinated debt Difference between the yield of a subordinated debt 
issued by a bank and the yield of a treasury bond with issued by a bank and the yield of a treasury bond with 
the same maturity and with the same contractual the same maturity and with the same contractual 
features.features.

-- An increase in risk should determine an increase in An increase in risk should determine an increase in 
the yield spread since bondholders carry the costs of the yield spread since bondholders carry the costs of 
bank risk taking and then have an incentive to bank risk taking and then have an incentive to 
monitor bank monitor bank s behaviour.s behaviour.
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Equity market indicators ( I )Equity market indicators ( I )

1. 1. Option pricing measures (Merton, 1974, 1977)Option pricing measures (Merton, 1974, 1977)

A) A) Distance to defaultDistance to default : number of standard deviations the : number of standard deviations the 
bank is away from the default point, generally identified as bank is away from the default point, generally identified as 
the point where the (market) value of assets is equal the the point where the (market) value of assets is equal the 
value of debts.value of debts.

B) B) Insurance risk premiumInsurance risk premium: modelling deposit insurance as : modelling deposit insurance as 
a put option on banka put option on bank s assets with strike price equal s assets with strike price equal 
bankbank s total debts. s total debts. 

Both measures require market (prices, market Both measures require market (prices, market 
capitalisation) and accounting data (book value of debts) capitalisation) and accounting data (book value of debts) 
to be computed.  to be computed.  
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Equity market indicators ( I I )Equity market indicators ( I I )

2. Asset pricing measures (from  Hall and Miles, 1990, 2. Asset pricing measures (from  Hall and Miles, 1990, 
Clare, 1996).Clare, 1996).

-- Measures based on asset pricing models (CAPM, APT) Measures based on asset pricing models (CAPM, APT) 
employed to derive the market value of equityemployed to derive the market value of equity

-- Ratio between the market value of a bank and its Ratio between the market value of a bank and its 
conditional variance.conditional variance.

-- Can be converted in a probability under specific Can be converted in a probability under specific 
assumptions assumptions 

-- Does not need accounting information. Does not need accounting information. 

-- Can be affected by the return generating model.Can be affected by the return generating model.
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Recent extensions on equity market Recent extensions on equity market 
indicatorsindicators

Extensions on the market based indicators are based on Extensions on the market based indicators are based on 
the definition of the default point:the definition of the default point:

1. Distance to insolvency (Danish Central Bank, 2004): 1. Distance to insolvency (Danish Central Bank, 2004): 
probability that a bank will be able to comply with the probability that a bank will be able to comply with the 
statutory capitalstatutory capital--adequacy requirements.adequacy requirements.

2. Distance to closure ( Liu et al. 2004): probability that a 2. Distance to closure ( Liu et al. 2004): probability that a 
bank equity to asset ratio fall below a threshold that bank equity to asset ratio fall below a threshold that 
identifies the closure rule identifies the closure rule adopetedadopeted by regulators.by regulators.

3. Distance to capital (Chan3. Distance to capital (Chan--Lau and Lau and SySy, 2007): probability , 2007): probability 
that bank capital adequacy will fall below a threshold that that bank capital adequacy will fall below a threshold that 
requires requires PCAsPCAs..
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2) 2) Going towards more innovative measuresGoing towards more innovative measures




