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Abstract:

Continued global economic crises, ongoing digitalization, recent developments in technology,

and the increased use of artificial intelligence in banking have spotlighted credit risk management.
Consequently, regulators continue to demand transparency and improved capabilities in this space. They
want to know that banks have thorough knowledge of customers and their associated credit risk. As Basel
regulations evolve, banks face an even greater regulatory burden. Many banks overhaul their approaches
to credit risk to comply with ever-changing regulatory requirements and manage risk better. However,
banks that view this as strictly a compliance exercise are shortsighted. Better credit risk management
presents an opportunity to improve overall performance and secure competitive advantage. Therefore,
research on the different types of risk faced by banks has both theoretical and practical significance. This
study provides an overview of risk identification for the banking business, basic risk management
framework, types of risk, banking business, and basic risk regulation in the banking industry.
Keywords: Banking Industry, Challenges in Banking Industry, Credit Risk Management, Risk
Management, Non-Performing Assets (NPA) Basel Regulations/Norms, Digitalization, Banking Industry,
Challenges in Banking Industry, Credit Risk Management, Risk Management, Non-Performing Assets
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Introduction:

The NPA in the Indian Banking sector indicates the need to establish a robust Credit
Appraisal and Monitoring System with due compliances. The early detection of warning signals
and proactive preventive measures may mitigate banks’ Credit Risk. Although it is simple to
achieve consistency in strategic appraisals and credit monitoring, the effectiveness of a credit
portfolio is always a challenging task. Therefore, it is sine-qua-non for banks to adopt all
prudent credit appraisal processes and effective monitoring strategies for the mitigation of
credit risk on a continuous basis at both the individual loan account and portfolio levels.
Effective appraisal and monitoring reduces loan losses, lowers capital requirements, and
improves asset quality. If implemented successfully, sound appraisal and credit monitoring
practices enhance capital productivity and ensure a higher return on equity.

Review of Literature Review

The researcher reviewed the literature on the selected research subject, which included
published articles, journals, magazines, and research papers related to the research study. In a
study by Ms. Asha Singh (2013), credit risk management in Indian commercial banks states that
the bank’s credit risk management policy dictates the credit risk strategy. The ever-improving
risk management practices in the bank will result in stronger emerging banks, which in turn
would confer a competitive advantage in the market. In 2014, P. The BHASKAR study of
credit risk management in Indian banks shows that businesses grow mainly by taking risks. The
greater the risk, the higher the profits; hence, the business units must strike a trade-off between
the two. Bagchi (2003) examined credit risk management in banks. He examined risk
identification, measurement, monitoring, control, and audits as basic considerations for credit
risk management.
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The author concludes that a proper credit risk architecture, policies, and framework of credit risk management,
credit rating systems, monitoring, and control contribute to the success of credit risk management systems. (Bodla
&Verma, 2007) in this study the implementation of the Credit Risk Management Framework by Commercial Banks in
India. To achieve this objective, a primary survey was conducted. The results showed that the authority for approval of
Credit Risk vests with ,,Board of Directors™ in case of 94.4 percent and 62.5 percent of the public sector and private
sector banks respectively. Most banks perform several activities for Credit Risk Management, such as industry study,
periodic credit calls, periodic plant visits, MIS development, risk scoring, and annual review of accounts.
Radhakrishana and Bhatia (2009) studied the implications of adoptingadoption Basel 11 Norms for Indian banks. The
author describes the need for Basel 11 Norms for Indian banks. The study concluded that accepting Basel 11 Norms
poses challenges for and offers opportunities to the Indian banking sector. Banerjee (2011) sketched the introduction of
commercial banking in the Indian scenario and attempted to locate risk-management areas in the banking sector. This
study outlines the increasing role of Cost and Management Accountants (CMAS) in commercial banks in India in
contributing to risk management functions to increase efficiency and growth.

(Singh., 2013) in this study it has been found that the issues related to Credit Risk are addressed in the
policies stated in the Bank’s policy namely — Loan Policy, Credit monitoring Policy, Real Estate Policy, Credit Risk
Management Policy, Collateral Risk Management Policy, Recovery Policy, Treasury Policy. (Murthy & Pathi, 2013)
in this study the effective risk management lies with the ability to gauge the risks and to take appropriate measures.
Therefore, an analysis was conducted to highlight the position of NPAs in Public and Private Sector Banks in India.
The study also focuses on the risk management practices of Public and Private Sector Banks after the implementation
of Basel Il, with the help of the capital adequacy ratio for 2007—2012. Hence, an efficient risk-management system is
required. (Shukla & Malusare, 2014) this study evaluated the changes in the capital structure and solvency position of
banks by using various risk indicators for highlighting risk profile of Indian Banking entities. This study evaluated the
risk profile of the top ten public sector banks and the top ten private sector banks in detail.

Objectives of The Study:

1. Understanding the Basic Framework of Risk Management.

2. To study the types of bank risks.

Research Methodology:

Secondary data were collected through various sources such as Books, Magazines, Newspapers, Journals, RBI
websites, Bank for International Settlements (BIS), Annual Reports of Banks, and other government websites such as
the Indian Banking Assaociation (IBA), published research papers, and websites.

Limitations Of The Study

1. This study was based only on secondary data.

2. isalso limited to the risk faced by banks.

Basik Risk Management Framework:

Risk management is a major concern in the top management. Risk management happens to be a job that
requires special skills and has an objective that is more oriented towards the control aspect of banks; it requires a
separate setup in the organization. It includes:

1. Organizational set for risk management

2. This consists of boards of directors at the top for overall responsibility to manage the risk, a risk management sub-
committee that works under the board, and a committee of senior executives that implements risk mitigation and
business policies. The last group was the risk-management support group.

1. This consists of identifying various risks associated with risk-taking at the transaction level and examining their
impact on portfolios and capital management. Risk measurement

2. It seeks to capture variations in earnings, market value, losses due to default, etc., arising out of uncertainties
associated with various risk elements.

3. This implies factoring risks in pricing through capital charges and loss probability.

4. The feedback received on actual performance also requires monitoring to ensure that the divergence between
planned and actual performance is maintained at an acceptable level.

Risk reduction is achieved by adopting strategies that eliminate or reduce the uncertainties associated with risk

elements.

RISK-return pricing is a fundamental tenet in risk management. In a risk-return setting, borrowers with weak
financial positions, and hence placed in the high credit risk category, should be priced high. Thus, banks should
develop scientific systems for pricing credit risk, which should bear the expected probability of default. Loan pricing
should be linked to risk ratings or credit quality. The probability of default can be derived from the past behavior of the
loan portfolio, which is a function of loan loss provision/charge offs for the last five years. However, there is a need to
compare the prices quoted by competitors for borrowers who perched at the same rating/quality. Thus, any attempt at
price cutting for market share would result in mispricing of risk and Adverse Selection.
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Credit Risk In Off-Balance Sheet Exposure Banks should evolve an adequate framework for managing their
exposure to off-balance sheet products, such as forex forward contracts, swaps, and options, as part of overall credit to
individual customer relationships and subject to the same credit appraisal, limits, and monitoring procedures. Banks
should classify their off-balance sheet exposures into three broad categories: full risk (credit substitutes), standby letters
of credit, money guarantees, etc.; medium risk (not direct credit substitutes, which do not support existing financial
obligations), bid bonds, letters of credit, indemnities and warranties, low-risk reverse repos, currency swaps, options,
futures, and so on.
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INTER-BANK EXPOSURE AND COUNTRY RISK A suitable framework should be developed to provide a
centralized overview of aggregate exposure on other banks. Bank-wise exposure limits can be set based on the
assessment of financial performance, operating efficiency, management quality, past experience, etc.. Like corporate
clients, banks should also be rated and placed in the range of 1-5, 1-8, as the case may be, on the basis of their credit
quality. The limits so arrived at should be allocated to various operating centers and followed up with half-
yearly/annual reviews undertaken at a single point. Regarding exposure to overseas banks, banks can use the country
ratings of international rating agencies and classify countries as low-, moderate-, and high-risk. Banks should endeavor
to develop an internal matrix that represents counterparty and country risk. The maximum exposure should be subject
to adherence to the country and bank exposure limits already in place. While the exposure should at least be monitored
on a weekly basis until the banks are equipped to monitor exposures in real time, all exposures to problematic countries
should be evaluated in real time.

INTEREST RATE RISK (IRR) The management of Interest Rate Risk should be one of the critical components of
market risk management in banks. The regulatory restrictions of the past have greatly reduced many risks in the
banking system. However, deregulation of interest rates has exposed them to the adverse impacts of interest rate risk.
The Net Interest Income (NII) or Net Interest Margin (NIM) of banks depends on the movement of interest rates. Any
mismatches in cash flows (fixed assets or liabilities) or repricing dates (floating assets or liabilities) expose banks’ NII
or NIM to variations. Asset earnings and cost of liabilities are closely related to market interest rate volatility.

GAP OR MISMATCH RISK: A gap or mismatch risk arises from holding assets and liabilities and off-balance sheet
items with different principal amounts, maturity dates, or repricing dates, thereby exposing them to unexpected changes
in market interest rates. BASIS RISK: Market interest rates of various instruments seldom change by the same degree
during a given period. The risk that the interest rates of different assets, liabilities, and off-balance sheet items may
change in different magnitudes is termed the basis risk. The degree of basis risk is fairly high for banks that create
composite assets from composite liabilities. EMBEDDED OPTION RISK: Significant changes in market interest rates
create another source of risk to banks’ profitability by encouraging the prepayment of cash credit/demand loans/term
loans and the exercise of call/put options on bonds/debentures and/or premature withdrawal of term deposits before
their stated maturities. Embedded option risk is becoming a reality in India, and is experienced in volatile situations.
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YIELD CURVE RISK: In a floating interest rate scenario, banks may price their assets and liabilities based on
different benchmarks such as TBs yields, fixed deposit rates, call money rates, and MIBOR. If banks use two different
instruments maturing at different time horizons to price their assets and liabilities, any non-parallel movements in the
yield curves would affect NII. PRICE RISK: Price risk occurs when assets are sold before maturity. Bond prices and
yields are inversely related to the financial markets. Price risk is closely associated with the trading book, which is
created to profit from short-term interest rate movements.

REINVESTMENT RISK: Uncertainty regarding the interest rate at which future cash flows can be reinvested is
called the reinvestment risk. Any mismatches in cash flows expose banks to variations in the NII as the market interest
rates move in different directions. Net Interest Position Risk: The size of non-paying liabilities is a significant factor
contributing to bank profitability. When banks have more earning assets than paying liabilities, interest rate risk arises
when market interest rates adjust downwards.

FOREIGN EXCHANGE (FOREX) RISK The risk inherent in running open foreign EXCHANGE positions has been
heightened in recent years owing to the pronounced volatility in forex rates, thereby adding a new dimension to the
RISK The profile of banks’ balance sheets. Forex risk is the risk that a bank may suffer losses due to adverse exchange
rate movements during a period in which it has an open position, either spot or forward, or a combination of the two, in
an individual foreign currency. Banks are also exposed to interest rate risk, which arises from the maturity mismatch of
foreign currency positions. Even in cases where the spot and forward positions in individual currencies are balanced,
the maturity pattern of forward transactions may produce mismatches. Consequently, banks may suffer losses due to
changes in the premia/discounts of the currencies concerned. Forex Risk Management Measures: Top management
should also adopt the VaR approach to measure the risk associated with exposure. The Reserve Bank of India recently
introduced two statements for the measurement of forex risk exposure: Maturity and Position (MAP) and Interest Rate
Sensitivity (SIR). Banks should use these statements for the periodic monitoring of forex risk exposures.

CAPITAL FOR MARKET RISK: The Basle Committee on Banking Supervision (BCBS) issued comprehensive
guidelines to provide an explicit capital cushion for the price risks banks are exposed to, particularly those arising from
trading activities. Banks have been given the flexibility to use in-house models based on VaR to measure market risk,
as an alternative to the standardized measurement framework suggested by the Basle Committee.

OPERATIONAL RISK: Managing operational risk is becoming an important feature of sound risk management
practices in modern financial markets in the wake of a phenomenal increase in the volume of transactions, a high
degree of structural changes, and complex support systems. The most important type of operational risk is the
breakdown of internal controls and corporate governance. Such breakdowns can lead to financial loss through error,
fraud, or failure to perform in a timely manner, or compromise the bank’s interest.

MEASUREMENT: There is no uniformity in the measurement of operational risks in a banking system. Moreover,
existing methods are relatively simple and experimental, although some international banks have made considerable
progress in developing more advanced techniques for allocating capital regarding operational risk. Measuring
operational risk requires estimating both the probability of an operational loss event and the potential size of the loss. It
relies on risk factors that provide an indication of the likelihood of an operational loss event. The operational risk
assessment process must address the likelihood (or frequency) of a particular operational risk, the magnitude (or
severity) of the effect of operational risk on business objectives, and the options available to manage and initiate actions
to reduce or mitigate operational risk.

RISK MONITORING: The operational risk monitoring system focuses, inter alia, on operational performance
measures such as volume, turnover, settlement facts, delays, and errors. It could also be incumbent to monitor
operational losses directly through an analysis of each occurrence and description of the nature and causes of the loss.
CONTROL OF OPERATIONAL RISK: Internal controls and audits are used as the primary means of mitigating
operational risk. Banks cancould also explore operational risk limits based on operational risk measures. Contingent
processing capabilities can also be used to limit the adverse effects of operational risks. Insurance is also an important
mitigator of certain operational risks. Risk education for familiarizing staff with complex operations at all levels can
also reduce operational risks.

Conclusion:

With the above different types of risks faced by banks in today’s technical world, banks are also facing risks
such as climate, cyber, business, and AML risks. Most internally active banks have developed internal processes and
techniques to assess and evaluate their capital needs based on their risk profiles and business plans. Banks consider
both qualitative and quantitative factors when assessing economic capital. The Basle Committee recognizes that capital
adequacy in relation to economic risk is a necessary condition for long-term bank soundness. Thus, in addition to
complying with the established minimum regulatory capital requirements, banks should critically assess their internal
capital adequacy and future capital needs based on the risks assumed by individuals.
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1. The capital-to-risk-weighted assets ratio (CRAR) and common equity tier 1 (CET1) ratio of scheduled commercial
banks (SCBs) rose to historical highs of 17.1 per cent and 13.9 per cent, respectively, in March 2023.

2. The gross non-performing assets (GNPA) ratio of SCBs continued to decrease and fell to a 10-year low of 3.9 per
cent in March 2023, and the net non-performing assets (NNPA) ratio declined to 1.0 per cent.

3. Macro-stress tests for credit risk reveal that SCBs can comply with minimum capital requirements, even under
severe stress scenarios. The system-level capital-to-risk-weighted assets ratio (CRAR) in March 2024 under the

baseline, medium, and severe stress scenarios is projected to be 16.1 per cent, 14.7%, and 13.3 per cent,
respectively.
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