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DIFFERENTIATION BETWEEN THE NBU
REGULATIONS AS TO PROVISIONING
FOR ACTIVE BANK TRANSACTIONS

UDC 005.334:336717

T. Yakhina
R. Tesolkin

Theoretical principles and practical advice on the formation of reserves on active
operations of banks were considered. The main differences were identified between
Regulation No. 23 "About the formation and use of Ukrainian banks’ reserves to offset
possible losses from active banking operations" dated 25.01.2012, and Regulation
No. 279 "About the procedure of forming and using reserves to compensate for possible
losses on credit operations of banks" dated 06.07.2000. Ways to improve the regulations
were justified on the basis of the revealed differences between them. The results of the
differentiation that can be practically applied by banks are given in the table.
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BCTAHOBJEHHSA BIAMIHHOCTEW MIXK YNPOBAOXXEHUMU
NMNONOXEHHAMU HBY 3 ®OPMYBAHHA PE3EPBIB
3A AKTUBHUMU ONEPALIAMU BAHKIB

Y/IK 005.334:336717

SxiHa T. P.
TecbonkiH P. O.

Po3rnsHyTo TEOpPEeTMYHI NOMOXEHHST Ta NPakTU4Hi pekomeHgauil woao dpopmy-
BaHHA pe3epBiB 3a aKkTUBHUMM ornepauisMmu 6aHkiB. BM3HAa4eHO OCHOBHI BigMIHHOCTI
Mix [NonoxeHHam "Tpo nopsagok opMyBaHHA Ta BUKOPUCTaHHA BaHkamun YKpaiHu pe-
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3epBiB 4N BiOWKOOQYBAHHS MOXIMBMX BTpaAT 3a akTMBHMMM GaHKIBCbKMMK onepadis-
mu" Big 25.01.2012 p. Ne 23 Ta MNonoxeHHsam "T1po nopsagok oopMyBaHHA Ta BUKOPUC-
TaHHS pe3epBy AN BigLWKOAyBaHHSA MOXIMBMX BTPAT 3a KpeaAUTHMMK onepauisMmn 6aH-
kiB" Big 06.07.2000 p. Ne 279. O6r'pyHTOBaHO LUASXN BOOCKOHANEHHS LMX MOMOXEHb
Ha OCHOBI BU3HAYEHHS BigMIHHOCTEN MiXX HAMW. Y chopmi Tabnuui HaBegeHo pesynbTa-
TV BCTAHOBIEHHS BigMIiHHOCTEN, AKi MOXYTb OYTM NPAKTUYHO 3aCTOCOBAHI B AiSNIbHOCTI

OaHKiB.

Knoyosi crosa: KpeanTyBaHHS, pe3epBu, akTUBHI onepadii 6aHkiB, KpeanTyBaHHS
ropuanyHuX ocid, HBY, BigwkoaoyBaHHSA BUTPAT.
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YCTAHOBJIEHUE PA3NTMYUA MEXAOY NONOXEHUAMU HBY
OTHOCUTEINNIbHO ®OPMUPOBAHUA PESEPBOB
MO AKTUBHbIM OMNEPALUAM BAHKOB

Y/[IK 005.334:336717

SAxuHa T. P.
TecenkuH P. A.

PaccmoTpeHbl TeopeTuyeckne MNoMnoXeHUst 1 NpakTU4YeckMe pekoMeHgauuu no
hopMUpoBaHUIO pe3epBOB MO akTMBHbLIM onepaumam 6aHkoB. OnpeneneHbl OCHOBHbIE
pasnuuua mexay MNMonoxexHvem "O nopsagke opMMPOBaHMA U UCMONb30BaHNA GaHka-
MU YKpauHbl pe3epBOB AN BO3MELLEHUS BO3MOXHbIX MOTEPb MO aKTUBHbIM GaHKOB-
ckum onepauuam” ot 25.01.2012 r. Ne 23 u MNMonoxeHuem "O nopsiake opMUpoBaHUA U
NCNonNb30BaHWs pe3epBa 45151 BO3MELLEHNSI BO3MOXHbIX NOTEpPb MO KpeauTHbIM onepa-
umam 6aHkoB" oT 06.07.2000 r. Ne 279. O60cHOBaHbI MYyTN COBEPLLUEHCTBOBAHUS 3TUX
MOJIOXXEHWIA HA OCHOBE ONpedenieHus pasnninui mexay HuMmn. B dopme Tabnvubl npu-
BeAeHbl pe3ynbTaTbl YCTAHOBMEHUS Pa3fMYUin, KOTOpble MOTryT OblTb MNpPaKTU4ECKU

NMPUMEHEHbLI B AEeATEJIbHOCTU ©aHKoB.
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The problem of making reserves for active banking
transactions is one of the most topical problems of the entire
banking sector of the financial services market of Ukraine.
Gaps in the mechanism of bank lending appeared in 2008,
when the priority areas of the credit policy of banks of Ukraine
built the loan portfolio, increasing clients' database by
providing loans to individuals and business entities.

The similarity of the strategic objectives contributed to
the regional competition in banking markets. Given the failure
of the regulatory capital of most banks, a growing demand for
credit, particularly for consumer loans to individuals, financial
institutions entered the market of foreign borrowing. The
banking system of Ukraine has significantly increased the
proportion of foreign capital, so to enhance the compe-
titiveness of domestic banks it is necessary to look for new
approaches to making the reserves for active transactions,
hence the relevance of the study.

Different theoretical and practical aspects of making
active transactions were covered in the works by local and
foreign scientists and specialists, including I. Voloshyn,

A. Drobiazko, V. Melnychuk, O. Kuznetsov, A. Pylypenko,
O. Tereshchenko, R. Burks [1 - 7].

The following general research methods were used:
analysis and synthesis, deduction, abstraction, specification,
reasoning, comparison, the method of classification and
generalization by which the general conclusions were
drawn.

NBU Regulation No. 23 "About the formation and use
of Ukrainian banks' reserves to offset possible losses from
active banking operations" dated 25.01.2012, [8] is a new
regulatory instrument that is substantially different from that
used in the earlier years. But the new procedure also has some
limitations, it pays little attention to the analysis, evaluation and
modeling of credit risk.

The aim of the article is to determine the main
differences between the previous [9] and the new operating
techniques provisioning for active transactions [8], as well as
to justify the improvement process.

The revealed differences between the Regulations
providing for active transactions are given in Table. 1.
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Table 1

The differences between the National Bank Regulations
providing for active transactions

Index
dated 06.07.2000

Regulation No. 279 "About the procedure of
forming and using reserves to compensate for
possible losses on credit operations of banks",

Regulation No. 23 "About the formation and use of Ukrainian
banks' reserves to offset possible losses from active
banking operations", dated 25.01.2012

borrower class

mined

1. Determination of the|Based on the assessment of the financial con-| The financial condition of the debtor is evaluated by calculat-
dition, major economic indicators are calcula-|ing the integral index:
ted, the borrower's class A, B, C, D, E is deter-

Z = alKl + a2K2 ... anKn — ao,
where K is the financial coefficient;
a is parameters;
a0 is a free term.
The borrower class is determined by the results of the calcu-
lation of the integral index taking into account the value of
the enterprise class 1 — 9

borrower's debt service
days overdue debt)

2. Determination of the|The debt service state is determined (good: O —[ The state of the debt service by debtor — legal entity is de-
7, weak: 8 — 90, poor: more than 90 calendar |termined (high: 0 — 7, good: 8 — 30, solid: 31 — 90, moderate:

91 — 180, poor: more than 180 days overdue repayment)

credit transaction
"doubtful" or "hopeless"

3. Determination of the|The category of the credit transaction is deter-| The loan quality category is determined as a loan from 1 to
mined: "standard", "controlled", "substandard”, |5, due to the classification matrix by debtor class and the

debt service state

amount of the reserve

count, by the appropriate reserve ratio

4. Determation of the|The size of the reserve is determined by|For the calculation of the reserve for credit operations the
measuring the amount of money that is record- | debt coverage ratio is calculated:
ed on the individual bank's correspondent ac-

Rind = BVL — PVL,
where Rind is the amount of the reserve for a loan;
BVL is book value of the loan, net amounts of previ-
ously established reserves;
PVL is the present value of the estimated future cash
flows of the loan

5. Other differences

Reserve for the credit risk is defined as net|The mathematical tool varies depending on the industry of
credit risk multiplied by a factor of reservation

the borrower

According to Table 1 the changes in the regulatory
control provide a more detailed and qualitative assessment of
the financial condition of the borrower, thus reducing the risk
of loan default, but intraorganizational bank techniques require
further adaptation to new techniques in accordance with
international standards.

Credit rating of the borrower is based on the analysis
of quantitative indicators given by the Bank, qualitative
characteristics that may to some extent affect the obligations
of the borrower on the loan, with the level of their likely impact
on the conditions of the contract of the loan by setting the
optimal values for each of the indicators [1]. Performance
evaluation of the creditworthiness of a borrower — a legal
entity — is listed in Table 2.

Table 2

Credit rating of a borrower — a legal entity

Analysis of the
creditworthiness of a borrower

Analysis of the qualitative
characteristics

Solvency.
Financial stability.
Business activity.
Profitability.

Cash flows, etc.

Reputation of the management.
Leadership skills.

Credit History.

Debts in other banks.

Time of activity.

Security level etc.

Thus, according to Table 2, to assess the
creditworthiness of the borrower — a legal entity, the NBU
recommends to consider and evaluate the dynamics of such
quantitative indicators [6]:

solvency (coefficients of immediate, current and total
liquidity);

financial stability (mobility rate of the equity, the ratio
of the borrowed funds and equity);

sales volume;

turnover of accounts (the ratio of receipts on the
borrower's accounts and the loan amount, the availability of
accounts with other banks, the availability of non-payment filing);

composition and dynamics of receivables, accounts
payable (for the last financial year and the current year);

production costs;

profit and loss;

profitability.

In addition to these bank quantitative indicators it is
possible to use additional indicators to obtain a more
complete understanding of the features of the client's
operations and determine the probability of repayment of his
debt on the loan.

It should be noted that among the recommended by
the NBU quantitative indicators of creditworthiness
assessment of a borrower — legal entity, such an indicator as
production costs, is of no value for the bank as it is indirectly
taken into account in the calculation of the net income and the
impact on the profitability. Therefore, this indicator was very
rarely analyzed separately in the assessment of the
creditworthiness of the borrower.

The source of information for the assessment of the
financial condition of borrowers — legal entities — is financial
and statistical reports, submitted to the bank along with the
loan application, as well as information from external sources:
Internet, mass media, etc. [9].
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In considering the formation and use of Ukrainian
bank's reserves for possible losses on active banking
operations by improving the method of formation of the reserve,
a growing influence of the state debt service should be noted
compared with the assessment of the financial condition.

Regulation No. 23 is a first step towards the
implementation of the rating assessment system, which
provides an opportunity to get a more complete and accurate
information about the financial condition and results of their
activities [8; 9].

To compare the two methods an experiment was
conducted to analyze the financial statements of an enterprise
that is engaged in the organization of real estate for sale or
lease, which is the borrower PJSC "Megabank" and is in
arrears for 20 days.

According to Regulation 23, the financial condition of a
debtor is assessed by calculating the following integral index:
Z = alKl + a2K2 .... anKn — a0,
where K is the financial coefficients;
a is parameters,
a0 is a free term [8].

By the type of economic activity the enterprise will be
treated as group No. 5 "construction”, i. e. the general model
will look like:

Z=0.02xK1+1.7xK3+0.01 xK4 +
+0.3xK6+0.4xK7+29xK8-0.1.

The required financial ratios calculated in the MS
"Excel" based on the statements of the company are
presented in Table 3 [8].

Table 3

Financial ratios used to calculate the integral index

Ratios The value
1. K1 is the coverage ratio (ratio of the third degree) 2.49342
2. K2 is the interim coverage ratio 0.001719
3. K3 is the coefficient of financial independence -5.16526
4. K4 is the coverage ratio of non-current assets by equity -0.36114
5. K5 is the rate of return on equity -3.29693
6. K6 is the rate of return on the sale of the financial results of operating activities (EBIT) -
7. K7 is the rate of return on the sale of financial results from ordinary activities (EBITDA) -3.48237
8. K8 is the coefficient of net profit profitability -0.14614
9. K9 is the turnover ratio of current assets 0
10. K10 is the turnover ratio of loan capital for financial results from ordinary activities (EBITDA) -0.37227

According to table 3 the integral index (z) was calculated:

Z=0.02 x 2.49 + 1.7 x (-5.16526) + 0.001 x
x (B4) + 0.3 x 0 + 0.4 x (-3.48237) + 2.9 x
x (-0.14614) — 0.1 = -10.6483 un.

Then, according to the above data, the debtor — legal
entity class is determined for a large or medium-sized
enterprise. According to the integral index, the value of which
is within less than -3.80, by position number 23 class 9 of the
debtor, i.e. the lowest one, is identified in accordance with
Regulation No. 23.

According to the data in Table 4, when the company
was late 20 days of the date of calculation of provisions for
debts, the debt service state should be evaluated as "good".

Thus according to the statutory classification matrix,
(Table 5) a risk indicator for the credit provided to the debtor —
legal entity can be determined by quality category [8].

Table 5

Classification of credit extended to the debtor —
legal entity by the category "quality"”

Further, according to Table 4, the state of the debt Class Status of the debt service
serviced by the debtor — legal entity is classified as a loan to of the
the debtor with respect to the debt service state. debtor —
legal High | Good | Satisfactory | Weak | Unsatisfactory
Table 4 entity
. . 1 I I I} v Y,
The state of the debt serviced by the debtor — legal entity
2 I I I} Y Y,
The numb_er of Qays Status of the debt service 3 ! . i v v
of delay (inclusive) 2 | I m Y, v
fromOto 7 "High" 5 1l 1l n v \V;
from 8 to 30 "Good" 6 M I v v \V;
from 31 to 90 "Satisfactory" 7 1 1] v [\ \Y
from 91 to 180 "Weak" 8 11 1l I\ \Y \%
from 180 "Unsatisfactory" 9 Il I v \% \
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that the majority of parameters of the company solvency are
quite low values, the quality of the loan is 3. According to
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Table 8

Determination of the reserve for credit operations [9]

Table 6, indices of the credit risk are within the level of 0.21 — - - - -
Category of the | Reserve ratio (for risk) by credit operations
0.50. ; : ) :
credit transaction in the national currency,%
Table 6 Standard 2%
o _ _ Controlled 10 %
Determination of the risk of credl_t extended Substandard 20 %
to the debtor — legal entity
Doubtful 80 %
Category of a loan The value of the credit risk Hopeless 100 %
| - the highest 0.01-0.06 According to Table 8 we can see that by this method
I 0.07 —0.20 the company will need to reserve 80 % of the sum.
i i In order to improve the mechanism available to
1 0.21-0.50 Ukrainian banks for credit risk assessment and adaptation to
the unstable credit system of the country, changes in the risk
v 0.51-0.99 assessment methodology for provisioning for active
V — the lowest 10 transactions were consldered, problems and d!sadvantages of
their use were identified, possible areas for improvement of

According to Table 6 the bank determines the risk of
the loans granted to the debtor — legal entity within the range
based on the dynamics of the actual values of the integral
index, debt coverage ratio, quality management of the debtor —
legal entity, product markets, the availability of business
plans, specified ratings of debtor — legal entity (if any) and
other events and circumstances that may affect the timeliness
and completeness of repayment. So, in this case the reserve
ratio is within 0.21 — 0.50 of the amount of the loan. The bank
sets a specific amount based on its own internal procedures.
At the same time, in accordance with the method outlined in
Regulation No. 279 [9], the debt service of the borrower
meets the "dubious group" because debt servicing by the
borrower belongs to a weak group, and the borrower class
corresponds to level D according to Table 7 [9].

Table 7
Classification of the loan portfolio at risk
The financial
condition of Debt servicing borrower (group)
the borrower
Class Good weak unsatisfactory
A standard controlled substandard
B controlled substandard substandard
\ substandard | substandard doubtful
G doubtful doubtful hopeless
D doubtful hopeless hopeless

Next, according to the data in Table 7 and Table 8 the
reserve ratio on credit transactions is calculated. For the debt
that is included in the portfolio of homogeneous consumer
loans, the level of the total credit risk is measured on the set
reserve ratio depending on the category to which this debt
was assigned.

provisioning for active banks operations were proposed.

Reserves to cover losses are created to improve the
stability and reliability of the banking system, protect the
interests of creditors and depositors. They are mandatory for
commercial banks.

Regulation No. 23 is quite a new approach to
assessing credit risk, as it is aimed at the transition of
Ukraine's banks to the rating system of evaluation of borrowers —
from the comparative assessment of the creditworthiness of
a client in a particular segment of customers to a direct tool
for assessing and managing credit risk. The main problem for
banks is accumulation and analysis of statistical information
necessary to ensure the effective management of credit risk.
Adoption of Regulation No. 23 by the NBU is the first step to
the internal rating system.

Regarding Regulation No. 279, the test results did not
give objective information to make financial decisions — often
the same class of borrowers was assigned to customers with
diametrically opposed values of finance performance and thus
it was used to perform the NBU regulations for making
adequate reserves.

It is necessary to take into account the individual
credit risk of the borrower and increase the number of days
for possible delays in meeting commitments to the reserve
ratio, because the portion factor for the integral index is
composed through the number of days of delay. In the most
stable countries the required reserve rate is minimal or
nonexistent. Each bank is individual and therefore it is
necessary to apply an individual approach to provisioning, so
the authors can offer that each bank individually develop its
own standards, which will suit only their specifics. It will be
more efficient and profitable not only for banks but also for the
whole banking system of Ukraine.
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