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1 Concept of Loan Loss Provision

For a Micro Finance Institution (MFI) the loan portfolio is the main asset because it brings income. It is the primary income-generating asset. Therefore, the loan portfolio is a key factor as far as the financial viability of the project is concerned. For good financial management, it is very important to understand below mentioned things about loan portfolio:

-Change in quality of loan portfolio.

-Impact of change in quality of loan portfolio on profit & balance sheet.

Why does one need to know the change in quality of loan portfolio? There are two possible reasons:

1. Keeping the loans that are not going to be repaid in the accounting book can show overestimation of the size of loan portfolio.

2. To analyze future risk & to take preventive measures by establishing periodical provision policy for future losses to save an MFI from declaring a large amount unrecoverable all at once & thereby drastically reducing as assets.

Change in quality of loan portfolio can be observed by reviewing of all the loans timely & periodically.

A loan performs by repayment of the principal amount & the interest. Since repayment of loan is over a future period, the present status of a loan & estimation of its future performance are the main issues. Maintaining loan portfolio at the realistic level helps MFI project the actual picture. This removes the portion of the asset that is found not performing.

A non-performing loan can recover & become performing. But such chances of recovery are much less than loans turning worse to bad, so here will focus on provisions on losses in loan portfolio.

1.1 Loan Loss Provision & Loan Loss Reserve

Before knowing how to calculate a loan loss provision, it is very important to understand the concept related to provision in great details. As the field staff handles loan portfolio, the importance of loan loss provision should be conveyed to them by simplistic way. See following example to understand the difference between Loan loss provision & loan loss reserve:

A gentleman constructed a big open water tank besides his bungalow so that he could use it to water the garden in summer. He thought that during summer season water would evaporate from the tank. But he didn’t know how much. So one month before summer he started to put a bucket of water in one small closed water tank daily. After a week, he found 7 buckets of water in the small tank.

In summer, he noticed that the water level in the big tank was decreased. But he was not worried at all because the water evaporated from the big tank was less than that of stored in the small tank. He could see a green garden in his dreams during summer.

What would have happened if the above gentleman did not have prepared for summer?

Thus a bucket of water daily resembles to a provision. A small water tank resembles to a reserve. On first day provision was 1 bucket of water as well as the reserve. On second day provision was 1 bucket of water but there was 1 bucket of water in the tank in which he added another bucket of water. Thus reserve was 2 buckets.

A loss provision can be said as a “shock absorber” to offset probable future losses. A loss provision increases the reserve.

A loan loss provision is the amount expensed on the income & expenditure statement.

A loan loss reserve is an account that represents the amount of principal that is not expected to be recovered. It is a negative asset on the balance sheet.

1.2 Write-offs

A loan loss provision is a non-cash expense in anticipation of possible loss in value of loan outstanding whereas actual loan losses occur when it is recognized (only for accounting purpose) that loans are not recoverable. The process of recognizing an uncollectable loan is called a write-off.

Loan losses are written off against loan loss reserves & are also removed from the outstanding portfolio. It means that they decrease the reserve & the outstanding portfolio.

Loan loss or write offs occur only as an accounting entry. They do not mean that loan recovery should be stopped. Recovery should be continued until total outstanding balance is recovered.

2 Setting of Loan Loss Provision

After understanding the importance of loan loss provision, one should understand the basis of making & calculating loan loss provisions. The amount provisioned should not be less or should not be more compare to expected future losses. It should show the real picture.

How much should it be?

2.1 For An Existing MFI

An existing MFI possess historical data. Therefore, loan loss provision should be made on the basis of the quality of loan portfolio. Following steps are suggested to compute loan loss provision.

2.1.1 Classification of Loan Portfolio by Aging Analysis

An analysis in which all loan portfolios are checked & reviewed for their current status (quality) in relation to the repayment schedule as decided when each of the loans was disbursed is called as aging analysis.

Thus, a quality of loan can be derived from aging analysis of outstanding loan.

The probable risk in each class would differ from one to another. Each class represents a range of quality of loans. Aging of the loan portfolio is done according to the following classification.

	Software Used
	Definition
	Class

	(U)

(A)

	Loans with 0 (zero) installments due

Loans where repayments have been made as per the due date or all repayments (that are due) have been paid.
	On time loans

	(U)

(A)
	Loans with more than 0 & less or equal to 2 installments overdue 

Loans with payments overdue for less than 30 days from the scheduled date.
	Loans overdue for < 30 days

	(U)

(A)
	Loans with more than 2 & less or equal to 5 installments overdue

Loans with payments overdue for between 31-60 days from the scheduled date.
	Loans overdue between 31-60 days

	(U)

(A)
	Loans with more than 5 & less than 10 installments overdue.

Loans with payments overdue for between 61-90 days from the scheduled date.
	Loans overdue between 61-90 days

	(U)

(A)
	Loans with more than 10 & less than 15 installments overdue.

Loans with payments overdue for between 91-180 days from the scheduled date.
	Loans overdue between 91-180 days

	(U)

(A)
	Loans with more than 15 & less than 20 installments overdue.

Loans with payments overdue for between 181-365 days from the scheduled date.
	Loans overdue between 181-365 days

	(U)

(A)
	Loans with more than 20 installments overdue

Loans with payments overdue for over than 365 days from the scheduled date.
	Loans overdue for above 365 days


2.1.2 Loan Loss Provision Rate

Establish rate of provisioning (% of loan outstanding that need to be kept aside) for each age group, based on risk attached to each class.

Following provision rate can be assigned for respective class.

	Class
	Provision Percentage

	On time loans
	0%

	Loans overdue for < 30 days
	5%

	Loans overdue between 31-60 days
	10%

	Loans overdue between 61-90 days
	25%

	Loans overdue between 91-180 days
	50%

	Loans overdue between 181-365 days
	75%

	Loans overdue for above 365 days
	100%


1. After assigning provision rate for each class, multiply the volume of loan outstanding in each class with corresponding provisioning rate. This will give the amount to be provisioned under each risk class.

2. Now add up all provision amounts under each age class to get the overall provision amount .To get the overall provision rate, divide the overall provision amount by total outstanding portfolio.

	Class
	Outstanding loan Portfolio
	Provision Rate
	Loan loss Provision

	On time loans
	500000
	0%
	0

	Loans overdue for < 30 days
	100000
	5%
	5000

	Loans overdue between 31-60 days
	50000
	10%
	5000

	Loans overdue between 61-90 days
	25000
	25%
	6250

	Loans overdue between 91-180 days
	15000
	50%
	7500

	Loans overdue between 181-365 days
	10000
	75%
	7500

	Loans overdue for above 365 days
	5000
	100%
	5000

	Total
	705000
	
	36250

	Provision Rate
	=36250/705000=5.41%


Thus, total Loan loss Provision will be Rs.36250.

This loan loss provision indicates the total provision required according to the aging analysis for the outstanding portfolio as of reporting date. In other words, this amount should be the loan reserve. Therefore, for calculating loan loss provision for the current period it is necessary to deduct current loan loss reserve.
This can be formulated as follows

Loan Loss Provision for the Current Period = Loan Loss Provision Calculated as of day– Previous Loan Loss Reserve 
Example: 

	Month
	Loan Loss Provision
	Loan Loss Reserve
	Loan Loss Provision for Current Period

	Feb 06
	0
	0
	0

	March 06
	36250
	36250
	36250

	April 06
	40000
	40000
	=40000 – 36250 = 3750

	May 06
	42000
	42000
	=42000-40000 = 2000


Loan Loss provision can be negative if portfolio quality is improved. But according to the policy of organization, loan loss reserve can be kept at same level by avoiding entry of negative loan loss provision & provision for the period can be booked as 0.

	Month
	Loan Loss Provision
	Loan Loss Reserve
	Loan Loss Provision for Current Period

	Feb 06
	0
	0
	0

	Mar 06
	36250
	36250
	36250

	Apr 06
	40000
	40000
	=40000 – 36250 = 3750

	May 06
	42000
	42000
	=42000-40000 = 2000

	Jun 06
	38000
	42000
	=38000-42000 = -4000
(Instead of booking -4000 as provision, it can be booked as 0) 


3 Accounting

3.1 Accounting of Loan Loss Provision

1. The loan loss provision in the current period appears on the income & expenditure statement, which is cushion against likely loan losses from loans outstanding in that period & is based on an aging of all types of loans that are outstanding during the period. It is an amount added to the existing loan loss reserve, given the present loan aging position.

2. Loan loss reserve appears as a negative asset on the balance sheet.

In the example given above loan loss provision is increased by Rs.36250.

Therefore corresponding accounting entry will be

-debit loan loss provision (increase of expense)

Since provision amount is added to loan loss reserve, hence

Loan loss reserve is increased by Rs.36250.

Therefore corresponding accounting entry will be

-credit loan loss reserve (increase of negative asset means increase a liability)

3.2 Accounting of Write-off

The Loans, which cannot be recovered, is treated as loss. Thus it should be written off from the accounts.

A write-off reduces the existing loan loss reserve as well as the outstanding portfolio.

Loan loss reserve will be decreased by write-off amount. The corresponding accounting entry will be

-debit loan loss reserve (Decrease in reserve)

A loan portfolio will be decreased by write-off amount. The corresponding accounting entry will be

-credit outstanding portfolio (Decrease in outstanding portfolio)

4 Actors and Actions 

	Frequency
	Actors
	Actions

	Monthly
	Encoder
	Printing of PaR Report + Write off Report

	Monthly
	Accountant
	Calculation of Provision & Accounting Entries


5 Actions Review

1. Encoder will make sure that entries of the month are completed.

2. He/She will print a PaR (Portfolio at Risk) report & write off report for that month.

3. Accountant will calculate loan loss provision as per the procedure & enter it into accounting books.

� 	


	Make it easy	 


105 Sagar Darshan	


Synagogue Street	


Pune –1	


( : (20) 605 1013	


( : � HYPERLINK "mailto:kbm4@rediffmail.com" ��kbm4@rediffmail.com�	  
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