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While	the	Indian	economy	steeply	recovered	from	the	effects	of	the	first	lockdown,	the	second	wave	of	the	pandemic	increased	the	risk	in	the	credit	profiles	of	borrowers	–	making	credit	risk	management	the	need	of	the	hour.	Moody’s,	a	US-based	credit	rating	agency,	commented	upon	the	recovery	of	the	economy:		“A	severe	second	wave	of	the
coronavirus	has	increased	risks	to	the	outlook	with	potential	longer-term	credit	implications.	Risks	to	India’s	credit	profile,	including	a	persistent	slowdown	in	growth,	weak	government	finances,	and	rising	financial	sector	risks,	have	been	exacerbated	by	the	shock.”	Rising	credit	risks	also	leads	to	an	increase	in	interest	rates	that	can	further	lead	to	a
decline	in	credit	growth	in	banks.	Authors	of	a	recent	RBI	study	suggest	that	banks	have	accumulated	high	NPAs	over	the	last	few	years.	This	increased	risk	can	prompt	banks	to	increase	their	interest	rates,	making	it	difficult	for	borrowers	to	procure	loans.		Therefore,	to	resolve	this	challenge	banks	must	develop	flexible	risk	assessment	and
management	processes.	In	this	article,	we	will	discuss	the	nature	of	credit	risk	and	different	risk	management	tools	and	techniques	to	help	banks	curb	risks	and	sell	better.	What	is	credit	risk?	RBI	defines	credit	risk	as:	“The	possibility	of	losses	associated	with	diminution	in	the	credit	quality	of	borrowers	or	counterparties.	In	a	bank’s	portfolio,	losses
stem	from	outright	default	due	to	the	inability	or	unwillingness	of	a	customer	or	counterparty	to	meet	commitments	concerning	lending,	trading,	settlement,	and	other	financial	transactions.	Alternatively,	losses	result	from	a	reduction	in	portfolio	value	arising	from	actual	or	perceived	deterioration	in	credit	quality.”		In	simple	terms,	banks	experience
credit	risk	when	assets	in	a	bank’s	portfolio	(borrowed	loans)	are	threatened	by	loan	defaults.	Credit	risk	is	a	sum	of	default	risk	and	portfolio	risks.	Default	risk	happens	due	to	the	inability	or	unwillingness	of	a	borrower	to	return	the	promised	loan	amount	to	the	lender.	Whereas,	portfolio	risks	depend	upon	several	internal	and	external	factors.
Internal	factors	can	be	bank	policy,	absence	of	prudential	limits	on	credit,	lack	of	a	loan	review	mechanism	within	the	company,	and	more.		External	factors	may	include	the	state	of	the	economy,	forex	rates,	trade	restrictions,	economic	sanctions,	and	more.	The	presence	of	credit	risk	deteriorates	the	expected	returns	and	creates	more	than	expected
losses	for	banks.		What	are	some	major	types	of	credit	risks?		Now,	banks	can	experience	five	major	types	of	credit	risks:	During	the	repayment	period,	i.e.	when	the	borrower	does	not	repay	the	amount.When	selling	off	a	secured	asset	does	not	yield	expected	returns.In	case	when	a	series	of	repayments	stop	due	to	some	unexpected	reasons.Credit
risk	due	to	loss	of	funds	while	settling	acquired	securities.Risks	while	payment	to	offshore	organizations	when	they	are	under	sovereign	jurisdiction.	To	offset	such	risks,	banks	must	use	various	credit	risk	management	tools	and	techniques.	Let	us	look	at	some	of	those.	Techniques	and	Tools	for	Credit	Risk	Management	Credit	Approving	Authority
Banks	can	create	a	multi-tier	credit	approving	system	where	officers	review	the	loan	before	sanctioning	it.	It	can	help	reduce	the	chances	of	any	new	credit	risk.	To	maximize	this	benefit,	banks	can	create	a	grid	of	officers,	and	they	can	operate	on	multiple	levels	of	the	organization	i.e.,	regional	offices,	zonal	offices,	head	offices,	etc.	Additionally,	the
grid/committee	could	oversee	the	sanction	of	high-value	loans	by	carefully	assessing	borrower	creditworthiness.	To	ensure	the	best	quality	of	credit	decisions,	banks	must	review	them	periodically.	Banks	can	also	use	new-age	Lending	CRMs	like	LeadSquared	to	conduct	pre-screening	checks	and	analyze	credit	profiles	while	onboarding	prospective
borrowers.	Not	only	will	this	accelerate	the	screening	process	but	will	also	maintain	borrower	credibility.	Prudential	Limits	Banks	can	set	up	prudential	limits	on	various	KPIs	such	as	debt-equity	and	profitability	ratio,	debt	service	coverage	ratio,	and	other	important	ratios.	Further,	they	must	ensure	that	the	loan	policy	mentions	the	most	permissible
deviation	that	can	be	allowed	from	these	KPIs.	Based	on	the	concentration	risk,	banks	can	also	reduce	their	credit	exposures	to	individuals	who	enjoy	credit	facilities	excess	of	their	capital	threshold.	Even	while	lending	to	industries,	banks	can	set	limits	for	every	sector.	Based	on	the	stress	on	each	segment,	banks	can	adjust	the	exposure	and	lend
with	reduced	risk.	Banks	can	do	this	by	limiting	new	advances	against	assets	that	can	experience	high	price	volatility	and,	hence	credit	risk.	While	lending	to	distressed	sectors,	banks	must	adequately	back	their	credit	by	collaterals	and	strategic	considerations.	Prudential	limits	must	be	reviewed	periodically.	It	will	factor	in	other	market-related
issues	and	improve	credit	risk	management.	Risk	Rating	Rating	borrower	creditworthiness	is	standard	practice	across	all	financial	institutions.	However,	banks	can	also	create	a	separate	risk	scoring/rating	method	for	internal	purposes.	It	will	give	loan	officers	a	clear	understanding	of	the	risks	involved	as	time	passes	on.	Risk	rating	will	help	banks
understand	individual	credit	behavior	better	and	the	overall	risk	within	their	portfolio.	The	rating	can	be	designed	on	various	quantitative	and	qualitative	factors	such	as:	Financial	analysisProjections	Financial	ratios;	and	Other	operating	parameters.	Banks	can	improve	their	rating	mechanism	by	weighing	these	ratios	based	on	years.	It	will	give	a
higher	degree	of	importance	to	near-term	developments	and	make	ratings	more	accurate.	In	addition	to	this,	separate	scales	for	rating	can	be	devised	for	different	borrowers	to	personalize	risk	assessment	and	improve	the	system’s	flexibility.	To	ensure	that	these	rating	models	remain	relevant	and	consistent,	they	should	be	rechecked	and	revised.	It
will	enable	banks	to	identify	variations	that	could	cause	any	future	credit	losses	and	address	them	quickly.	Risk	Pricing	Pricing	your	loan	products	based	on	risk	categories	of	borrowers	is	important	to	curb	credit	risks.	Generally,	borrowers	having	less	than	average	credit	history	or	weak	financials	are	categorized	as	high-risk	individuals	and	subjected
to	high	interest	rates.	To	ensure	higher	accuracy,	banks	should	price	credit	risks	based	on	the	expected	probability	of	default.	Internationally,	large	banks	have	implemented	the	Risk-Adjusted	Return	On	Capital	(RAROC)	framework,	which	adjusts	the	interest	rates	based	on	the	expected	loss	on	loans	from	the	start	itself.	The	banks	then	allocate	some
capital	to	cover	up	the	losses	incurred	on	the	prospective	loan.	The	RAROC	framework	helps	banks	in	effective	credit	risk	management	and	provides	better	loan	pricing	to	borrowers.	Analytics	for	Risk	Detection	and	Control	Through	AI	and	ML,	banks	can	now	analyze	customer	credit	history	to	foresee	changes	in	their	credit	behavior.	Banks	can
detect	any	change	in	the	risk	profile	of	the	customer	and	make	effective	credit	decisions.		This	real-time	insight	into	customer	behavior	will	allow	banks	to	take	proactive	measures.	It	will	help	them	design	effective	credit	frameworks	and	install	policies	to	reduce	credit	risks.	Data	analytics	can	also	be	applied	to	simulate	stressful	environments	for
lending	processes	and	to	find	out	credit	weaknesses.		Portfolio	Management	Appropriate	risk	rating/pricing	can	enable	better	portfolio	management.	Banks	must	identify	patterns	in	the	migration	of	borrowers	based	on	the	change	in	their	credit	quality.	The	data	will	provide	banks	the	insights	they	need	to	identify	the	quality	of	their	loan	books	and
take	corrective	actions	if	necessary.	Additionally,	banks	can	also:	Create	credit	ceilings	based	on	borrower	ratings	to	limit	credit	exposure.Understand	the	rating-wise	distribution	of	borrowers	in	various	industries.Limit	exposure	to	segments	based	on	the	pros,	cons,	and	current	financial	state.	In	case	the	industry	is	going	through	a	period	of	stress,
banks	can	increase	the	quality	standards	required	to	borrow	from	them.Design	and	undertake	stress	tests	to	identify	weaknesses	in	their	credit	administration,	policies,	and	tools	to	improve	their	credit	risk	management	process.	Loan	Review	Mechanism	An	LRM	is	a	great	tool	to	understand	the	quality	of	loan	books	and	bring	qualitative
improvements	in	credit-related	decision-making.	LRM	can	help	banks	identify	large	value	loans	that	can	potentially	develop	credit	weakness	and	create	a	proactive	approach	to	credit	risk	management.	Additionally,	LRMs	are	also	very	helpful	in:	Identifying	adequacy	of	and	adherence	to	loan	policies,	procedures.Checking	compliance	with	government
laws.Supporting	existing	credit	risk	management	infrastructure.	Conclusion	Effective	credit	risk	management	starts	with	assessing	the	borrower’s	profile	and	continues	till	recovery	and	beyond.	Banks	must	create	agile	lending	processes	equipped	with	relevant	rating	systems	to	identify	creditworthiness	and	charge	appropriate	interest	rates.	This	will
help	them	cover	up	any	potential	loan	defaults	that	may	happen	in	the	future.	Banks	must	also	allocate	enough	capital	to	cover	up	any	major	loan	losses	and	remain	afloat.	Such	practices	are	necessary	to	reduce	higher	default	probabilities	and	improve	the	health	of	loan	books.	LeadSquared’s	new	age	Lending	CRM	is	helping	leading	Indian	banks
identify	creditworthy	borrowers	during	the	onboarding	process	and	creating	an	additional	layer	of	security	for	credit	risk	management.	Take	the	free	trial	to	experience	the	features	yourself.	Take	the	15-day	free	trial	FAQs	What	is	risk	management	in	the	banking	industry?		Risk	management	is	a	proactive	process	to	identify	any	potential	loan	losses
that	may	occur	due	to	some	reason	and	reduce	the	overall	risk	in	your	loan	portfolio.	How	to	manage	operational	risk	in	banks?			Banks	can	experience	operational	risk	in	the	event	of	a	breakdown	of	internal	controls	and	corporate	governance.	It	can	lead	to	loss	of	finance	through	error,	fraud,	or	the	inability	to	perform	required	functions
promptly.		The	banks	can	manage	operational	risks	by	setting	up	risk	monitoring	systems	to	gauge	the	performance	of	operations,	set	up	operational	limits,	create	contingent	systems,	and	design	policies	to	offset	such	conditions	which	can	cause	risk.	Lending	CRM	is	also	a	helpful	tool	to	assess	the	borrower’s	profile	and	disburse	loans	faster.	What	is
the	credit	risk	management	process?			Credit	risk	management	is	a	process	through	which	financial	institutions	(FIs)	can	cut/mitigate	any	possible	credit	risks	in	their	loan	portfolio.	FIs	can	do	it	through	several	tools	and	techniques	such	as	setting	up	credit	approving	authorities,	risk	rating,	risk	pricing,	portfolio	management,	and	loan	review
mechanisms.	

Jul	01,	2016	·	Chapter	VII.	7.	Cheque	Related	Frauds,	Precautions	to	be	taken	and	Reporting	to	RBI	and	the	Police.	7.1	In	view	of	the	rise	in	the	number	of	cheque	related	fraud	cases	banks	were	advised	to	review	and	strengthen	the	controls	in	the	cheque	presenting/passing	and	account	monitoring	processes	and	to	ensure	that	all	procedural
guidelines	including	preventive	…	Aug	04,	2022	·	RBI’s	Monetary	Policy	Committee	retains	FY23	GDP	and	inflation	projection	at	7.2%	and	6.7%,	respectively	Latest	65,000	ITRs	filed	within	four	months	of	launch:	Tarun	Bajaj	Jun	21,	2022	·	The	RBI’s	clarification	is	being	seen	as	an	effort	to	clamp	down	on	card-based	fintechs	and	firms	operating	as
neobanks	that	have	tied	up	with	banks	to	offer	credit	lines.	Response:	Slice,	a	credit	card	challenger	startup,	said	it	was	evaluating	the	RBI’s	communication.	"We	are	committed	to	be	on	the	right	side	of	regulation	in	letter	and	...	The	scale,	starting	from	"1"	(which	would	represent	lowest	level	credit	risk	and	highest	level	of	safety/	comfort)	and
ending	at	"9"	(which	would	represent	the	highest	level	of	credit	risk	and	lowest	level	of	safety/	comfort),	could	be	deployed	to	calibrate,	benchmark,	compare	and	monitor	credit	risk	associated	with	the	bank’s	exposures	and	give	indicative	guidelines	for	credit	risk	...	Sep	13,	2019	·	2.4.1	RBI	guidelines	on	KCC	scheme	prescribe	that	the	crop-wise
Scale	of	Finance	(SoF)	as	decided	by	District	Level	Technical	Committee	(DLTC)	should	be	used	to	arrive	at	the	short	term	limit	for	the	crop	loan.	...	village	and	town	level	banks	by	sharing	the	credit	risk	and	facilitate	the	small	agri-businesses/farmers	to	obtain	loans	from	banks	...	Master	Circular	-	Prudential	Norms	on	Income	Recognition,	Asset
Classification	and	Provisioning	pertaining	to	Advances.	Part	A.	1.	GENERAL.	1.1	In	line	with	the	international	practices	and	as	per	the	recommendations	made	by	the	Committee	on	the	Financial	System	(Chairman	Shri	M.	Narasimham),	the	Reserve	Bank	of	India	has	introduced,	in	a	phased	manner,	prudential	…	Venture	capital	(VC)	is	a	form	of
private	equity	financing	that	is	provided	by	venture	capital	firms	or	funds	to	startups,	early-stage,	and	emerging	companies	that	have	been	deemed	to	have	high	growth	potential	or	which	have	demonstrated	high	growth	(in	terms	of	number	of	employees,	annual	revenue,	scale	of	operations,	etc).	Venture	capital	firms	or	funds	invest	in	these	early	…
Nov	04,	2019	·	RBI/2019-20/88	DOR.NBFC	(PD)	CC.	No.102/03.10.001/2019-20	...	shall	adhere	to	the	set	of	liquidity	risk	management	guidelines	given	below.	...	The	Chiefs	of	Investment,	Credit,	Resource	Management	or	Planning,	Funds	Management/	Treasury	(forex	and	domestic),	Economic	Research	may	be	members	of	the	Committee.	The	role	of
the	ALCO	with	respect	to	...	Sep	24,	2021	·	Where	credit	risk	mitigation	(CRM)	is	provided	to	specific	underlying	exposures	or	the	entire	pool	by	an	eligible	guarantor	as	defined	in	Paragraph	7.5.6	of	the	“Master	Circular	–	Basel	III	Capital	Regulations”	dated	July	1,	2015	and	is	reflected	in	the	external	credit	assessment	assigned	to	a	securitisation
exposure(s),	the	risk	weight	...	Jul	27,	2022	·	Banks	and	other	regulated	lenders	need	to	put	in	place	appropriate	governance.	strategy	to	address	climate	change	risks	and	risk	management	structure	to	effectively	manage	them	from	a	micro-prudential	perspective,	a	discussion	paper	by	the	Reserve	Bank	of	India	said.	The	Board	of	Directors	would
have	to	play	a	critical	role	in	identifying	climate-related	and	…	Credit	Risk	Management	refers	to	the	management	of	the	probability	of	the	Loss	that	a	company	may	suffer	if	any	of	its	Borrower	defaults	in	their	repayment	and	is	done	by	implementing	various	Risk	Control	...	Adequacy	Ratio	is	one	of	the	most	important	Covenant	for	an	NBFC	to
maintain	up	to	15%	as	per	the	recent	changes	in	the	RBI	Guidelines	...	3.2	Instruments	of	Credit	Risk	Management.	Credit	Risk	Management	encompasses	a	host	of	management	techniques,	which	help	the	banks	in	mitigating	the	adverse	impacts	of	credit	risk.	...	In	any	case,	as	suggested	by	RBI	in	the	guidelines	on	ALM	System,	banks	should	start
estimating	the	interest	rate	risk	exposure	with	the	help	of	Maturity	Gap	...	Country	Risk	These	types	of	risks	are	mainly	associated	with	the	political	and	economic	scenario	of	a	country.	To	solve	this	issue,	most	banks	have	specialized	unit	which	control	the	level	of	exposure	that	that	the	bank	will	assumes	for	each	country.	Foreign	exchange	risk
Foreign	exchange	risk	is	another	most	sensitive	risk	associated	with	the	...	Oct	06,	2016	·	Other	credit	risk	transfer	transactions	as	below	will	be	allowed	for	SFBs:	Acquiring	credit	risk:	...	Risk	management.	...	of	having	a	base	branch	for	a	certain	number	of	BCs/access	points	managed	by	BCs	as	currently	stipulated	in	the	RBI	guidelines	to	scheduled
commercial	banks.	6.3	Bank	charges,	lockers,	nominations,	facilities	to	disabled	...	Jun	20,	2022	·	Mumbai:	The	Reserve	Bank	of	India	on	Monday	disallowed	non-bank	wallets	and	pre-paid	cards	from	loading	their	credit	lines	into	these	platforms,	a	notification	reviewed	by	ET	showed.	The	regulator	in	a	one-page	circular	addressed	to	non-bank	pre-
paid	payment	instruments	directed	them	to	stop	such	practice	immediately."The	PPI-MD	does	not	permit	…	Jun	30,	2022	·	As	per	RBI	data,	the	Indian	FinTech	industry,	which	is	amongst	the	fastest	growing	FinTech	markets	in	the	world,	was	valued	at	US$	50-60	billion	in	2020	and	is	projected	to	reach	US$	150	billion	by	2025.	India	has	the	highest
FinTech	adoption	rate	globally	at	87	per	cent	and	received	funding	of	US$	8.53	billion	in	278	deals	during	2021-22.	Jun	23,	2022	·	RBI	issues	guidelines	for	outsourcing	of	IT	services	by	banks,	NBFCs	Premium	In	February	2022,	the	central	bank	had	proposed	to	issue	a	guideline	on	outsourcing.	2	min	read	.	Updated:	23	Jun	2022	...	Sep	14,	2020	·
Risk	Management	Committee	is	the	committee	formed	by	board	of	directors	to	oversee	the	risk	management	policy	and	global	risk	management	framework	of	the	busine	...	monitor,	control,	limit	and	report	such	exposures,	including,	without	limitation,	credit,	market,	fiduciary,	liquidity,	reputational,	operational,	fraud,	strategic,	technology	(data	...
Finance	is	concerned	with	money	management	and	acquiring	funds.	Financial	risk	arises	from	uncertainty	about	financial	returns.	It	includes	market	risk,	credit	risk,	liquidity	risk	and	operational	risk..	In	finance,	risk	is	the	possibility	that	the	actual	return	on	an	investment	will	be	different	from	its	expected	return.	This	includes	not	only	"downside
risk"	(returns	below	…	Jun	30,	2022	·	The	fear	is	that	no	entity	wants	to	take	the	risk	of	being	banned	by	the	RBI	and	want	to	play	on	the	safer	side	of	the	regulation,”	said	a	fintech	entrepreneur	who	has	been	impacted	by	RBI’s	recent	move.	Long-term	issue	The	card	guidelines	and	its	communication	on	PPIs	have	come	after	multiple	consultations
from	the	industry.
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