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Using Colombian credit vintage data, we decompose non-performing loans into two main
components: one capturing the evolution of borrowers’ payment capacity and another
reflecting changes in the credit risk assumed by banks when granting loans. We employ
intrinsic estimators and penalized regression techniques to address the perfect
multicollinearity inherent in the model. Our analysis reveals that these two components
have evolved differently over time and that they interact with the real and credit cycles
distinctively. In particular, we find that a favorable economic environment and loose
financial conditions improve the payment capacity of borrowers to meet their obligations,
but coincide with increased risk-taking by financial institutions. Finally, we advocate for the
adoption of this decomposition as a policy tool, easily applicable by financial and economic

https://doi.org/10.1016/j.qref.2024.04.007
http://investiga.banrep.gov.co/profile/354
http://investiga.banrep.gov.co/profile/354
http://investiga.banrep.gov.co/profile/354
https://www.sciencedirect.com/science/article/abs/pii/S1062976924000607
http://investiga.banrep.gov.co/es/borradores/be-1347
http://investiga.banrep.gov.co/es/borradores/be-1347
http://investiga.banrep.gov.co/es/documentos/dtser-342
http://investiga.banrep.gov.co/es/documentos/dtser-342
http://investiga.banrep.gov.co/es/documentos/dtser-341
http://investiga.banrep.gov.co/es/documentos/dtser-341
http://investiga.banrep.gov.co/publicaciones/lista


Decomposition of Non-Performing Loans Dynamics into a Debt-Servicing Capacity
and a Risk Taking Indicator - Portal de Investigaciones Económicas

Decomposition of Non-Performing Loans Dynamics into a Debt-Servicing Capacity and a Risk
Taking Indicator

authorities with access to a continuous flow of credit vintage data. This methodology
facilitates the identification of credit risk origins, thereby informing economic policies aimed
at mitigating systemic financial risks.


