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The emergence of ‘risk 
management’ as an 
‘organised effort’ is 

only a recent phenomenon 
that happened especially after 
the opening up of the bank-
ing sector to the private and 
outside players in the wake of 
banking sector reforms. Why 
has that been  so? Why even 
the elementary risk manage-
ment practices had not been 
integrated in the functioning 
of banks earlier? A little in-
trospection may provide the 

answer to this very simple but 
vital question. The fi rst reason 
had been excessive ‘State in-
tervention’ in the functioning 
of banks and the neglect of 
risk management strategy and 
its application. There had been 
‘directed lending’, adminis-
tered interest rates, target ori-
ented performance emphasis-
ing expansion and extension, 
meeting of credit targets irre-
spective of the attendant risks. 
The bank managements felt 
that their performances are to 
be evaluated on the basis of 
their achieving the target set 
for, and that they can sacrifi ce 
the profi tability and associated 
risk in meeting their targets. 

The second reason had 
been the banking policy in 
vogue in that regime. The 

banking policy was primarily 
infl uenced by the economic 
planning strategy formulated 
under different fi ve-year plans 
wherein banks were projected 
mainly as the provider of capi-
tal to various tasks and proj-
ects envisaged in the plans by 
suitable resource mobilisation. 
Further, banks were required 
to disburse soft and easy loans 
and fi nancial assistance to poor 
and less developed sections of 
the society to augment their 
income generation capability 

without proper and adequate 
security under several govern-
ment-sponsored schemes. In 
fact, the ‘social banking’ had 
become the overriding goal.      

Another contributory fac-
tor was the accounting system. 
Under the accrual system of 
accounting and the disclosure 
norms, even bad loans were 
being carried forward as good 
loans for years together while 
non-recoverable interest in-
comes were shown as income 
without their proper provi-
sioning. All these policies and 
practices helped the banks 
project their fi nancial posi-
tions in a glorifi ed way, hiding 
the actual state of affairs.

Lastly, it may not be out 
of place to question even the 
role of Reserve Bank of India 

(RBI) at that point of time. 

The New Challenge
Past is past. The current 

Indian banking scenario is 
healthy and resurgent, thanks 
to the fi nancial sector reforms. 
A series of policy initiatives 
and measures have enabled 
banks to be in a position to 
function with highest opera-
tional freedom, accountability 
and transparency, leading to 
greater customer-satisfaction. 
Entry of private and foreign 
players in Indian banking 
space, end of the detailed con-
trol on lending and deposit in-
cluding fi xation of their price,  
and Reduction of CRR and 
SLR to make more fund avail-
able to the bankers for their 
business, have all contributed 
to the present robustness of 
banking sector in India. Intro-
duction of new mechanisms 
like debt recovery tribunal, 
one-time settlement scheme 
and enactment of new acts 
like Securitisation Act have 
tightened legal arrangements 
for recovery of NPAs. Further, 
new accounting and pruden-
tial norms relating to income 
recognition, provisioning and 
capital adequacy have been 
introduced as part of a com-
prehensive drive to improve 
upon the fi nancial health of 
the banks and to regain the 
investor confi dence. And to 
cap it all, even the public sec-
tor banks have been allowed 
access to the capital markets 
to raise their capital and many 
such banks have already raised 
huge funds to strengthen their 
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capital base through this 
route.

Thus, given the current 
scenario, the banks can no 
longer say that they do not 
have the freedom to oper-
ate their businesses as they 
like. It is the time they meet 
the twin objectives of profi t-
ability and safety of their as-
sets. Banks will have to take 
charge of the major area of 
risk management for their 
own survival and growth. To 
cope up with these changes in 
the external environment and 
to meet the internal require-
ment, banks have to develop 
skills for managing newer 
types of risks, market risks, 
interest rate risks, foreign ex-
change risks, liquidity risks, in 
addition to traditional credit 
risks. The situation has fur-
ther been aggravated in the 
context of present fl uidity of 
international capital markets 
and the increased vulnerabil-
ity of developing economies 
to sharp fl uctuations in macro 
economic situations. Gener-

ally, the bank failures in many 
countries have largely been 
due to non-existence of prop-
er risk management system or 
due to its improper function-
ing. Another vital trend is 
that owing to decrease in the 
spread (difference between 
interest incomes and interest 
expenses) arising out of stiff 
competition, banks have no 
other alternative but to enter 
into other risky areas of busi-
ness and thereby increase the 
quantum and variety of risks 
involved. Today’s banking 
rests mainly on maintaining 
an optimum balance among 
risks, profi tability and growth. 
There is no other option in 
this game. Accordingly, banks 
need to put in place compre-
hensive framework for risk 
management duly matched 
with its variance of business 
profi le and database in their 
command. Gradually, with the 
contemporary changes, the 
whole process will have to be 
consolidated further to meet 
the test of time. The awareness 

of healthy banking that had 
seeped into all levels of bank-
ing establishment replacing a 
sense of complacency prior to 
1990, may be regarded as the 
single most vital contribution 
of the fi nancial sector reforms.         

New Risk Management 
Paradigm

(1). Adopting suitable 
and appropriate strategies 
and formulation of adequate 
policies towards risk manage-
ment should be systematically 
encouraged and developed 
starting from Board level to 
all downwards levels. It is also 
to be considered as a con-
scious policy objective at the 
regulator’s level. This matter 
was taken up for discussion in 
the Basel Committee meeting 
held in September 1997 and it 
was decided that a suitable risk 
management policy should be 
adopted by all central banking 
institutions vis-à-vis the in-
stitutions they regulate. Thus 
in India, both RBI and the 
respective banks are equally 
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responsible for implement-
ing risk management system. 
Hence, proper initiative should 
be taken by RBI to integrate 
into its overall regulatory and 
supervisory framework the 
risk management policies and 
practices and the individual 
banks are to incorporate the 
same into their internal man-
agement. In an attempt to ac-
complish its role, RBI issued 
a detailed guideline in this 
regard in October 1999 for 
implementation of risk man-
agement in banks embracing 
broadly, the areas of credit, 
market and operational risks. 
Regarding credit risks, the 
RBI suggested that each bank 
should fi nalise a loan policy 
covering the methodologies 
for measurement, monitoring 
and control of credit risk duly 
approved by its board of direc-
tors. The portfolios should be 
evaluated on an ongoing basis 
rather than near about the bal-

ance sheet date. Current and 
potential risk exposures should 
be monitored on a daily basis.     

(2) Internal checks and 
internal control measures 
should be enhanced properly 
to prevent possible frauds or 
falsifi cation of accounts due to 
employee infi delity or system 
lapse. Unresolved problems 
of un-reconciled inter-branch 
accounts, disputed debits to 
customers etc., should be 
properly addressed.

(3) Application of infor-
mation technology in banks 
should be considered as the 
most effective management 
tool and as such automation of 
banking operations and net-
working of branches should be 
taken up on top priority basis 
backed up by proper planning 
and adequate resource alloca-
tion. 

(4) It is to be recognised 
that banking is a specialised 
type of activity. Since banks 

have to handle large amount 
of other people’s money and 
earn profi ts they should know 
how to assess credit and how 
to keep accounts. Proper train-
ing and development is need-
ed to train the employees in 
the relevant disciplines. This 
is to be taken care of both at 
the recruitment level as well as 
after recruitment by arranging 
proper on the job training and 
specialisation through learn-
ing by doing.

(5) Promotion and trans-
fer policy should be rede-
signed considering the need 
and job skills required for ef-
fective performance and safe-
guarding the organisational 
effi ciency. A person handling 
foreign currency matters in a 
foreign branch should not be 
transferred to a rural branch all 
a sudden simply on the ground 
that he or she has completed 
some given number of years 
at that particular assignment 
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in the name of uniform policy 
implementation.

(6) No two institutions are 
alike when it comes to devis-
ing business risk management 
strategies and its adaptabilities 
with its organisational charac-
teristics though all banks are 
guided by same business goals 
backed by the same regulation 
and supervision framework. 
Organisation-specifi c risk 
management strategies have 
to be developed according to 
the business mix, geographical 
segment covered, staff culture 
and detailed work practices in 
vogue in the respective banks. 
There should be some unifor-
mity to match with the statu-
tory regulations and super-
vision requirements but any 
point requiring special atten-
tion or special arrangement 
should not be lost sight of.       

(7) As the board of direc-
tors is the fi nal authority to 
defi ne and determine the risk 

strategies of a bank, it should 
review overall business objec-
tives and the associated risks 
from time to time and advise 
the lower levels of manage-
ment regarding quantum and 
variety of risks that can be ac-
cepted by the bank and issue 
necessary directives in this re-
spect.

(8) Lines of authority for 
sanctioning of loans and ad-
vances to be specifi ed at ex-
ecutive levels or committee 
thereof encompassing desir-
able system to be followed 
with the standards of measur-
ing risks.

(9) Before introducing 
any new product or service, 
its complexities and the as-
sociated risks should be thor-
oughly examined, suitable risk 
monitoring and risk contain-
ment policies laid down and 
appropriate internal control 
measures developed. Offi cers 
and staff responsible for its 

functioning should be guided 
properly through in-house cir-
culars, face-to-face discussion 
and issuance of requisite clari-
fi cations so that no mistake is 
committed in processing the 
loan proposal and monitoring 
the status of loan sanctioned 
on this account.

(10) The credit policy ap-
proved by the board, should 
also cover the guidelines in 
regard to placement and post-
ing of experienced and well-
trained offi cers in credit de-
partment. Offi cers should be 
posted to credit department 
after they have put in certain 
minimum number of years 
of service and after acquiring 
suffi cient exposure in credit 
appraisal techniques.

(11) It has been found 
that in many cases funds sanc-
tioned by the banks for a par-
ticular purpose were diverted 
by certain unscrupulous bor-
rowers, thereby making the 
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loan prone to become ‘non-
performing’. The banks have 
to develop appropriate ways 
and means to ensure that end 
use of funds particularly in re-
spect of large borrowers. This 
loan review mechanism has to 
be effected on a regular basis 
so that weaknesses developed 
in the accounts may be suit-
ably dealt with for corrective 
action.     

(12) For better co-ordina-
tion of activities and control of 
risk, an effi cient and effective 
internal management report-
ing system should be put in 
place. The reports should be 
comprehensive enough for 
meaningful analysis and ef-
fective interpretation. The 
reports generated from the 
system should be reviewed at 
short intervals and suitable 
guidelines may be issued to 
the operating levels. 

Each bank should ap-
preciate that in an extremely 
competitive and fast changing 
environment, the key to suc-
cess is to fi rmly put in place a 
comprehensive risk manage-
ment system. Crisis manage-
ment or contingency planning 
would never help and only 
add to embarrassment, ex-
penses and loss of time. Crisis 
management may be found 
helpful to protect against the 
downside but could not act as 
a guide to improvement and 
to attain the goal. Similarly, 
contingency planning helps 
to be fl exible enough to fol-
low alternative plan to counter 
the unforeseen surprises in the 
chosen plan. Both these short 
term options might help us re-
duce the negative impact but 
can never guide us reach the 
right destination. 

Risk Management And 
Analysis

Risk management is basi-
cally identifi cation, measure-
ment, analysis and control of 

risks arising from the busi-
ness in an attempt to alter in 
a desirable manner the states 
a system may reach and their 
probabilities or manage their 
consequences. “A bank’s over-
all risk can be defi ned as the 
probability of failure to achieve 
an expected value and can be 
measured by the standard devi-
ation of this value”. Risk man-
agement requires preparedness 
and quick refl exes to launch 
pre-emptive moves to counter 
emerging, altered scenarios.

In running a business, 
maximisation of profi t should 
not be the only goal, but its 
maintenance on a sustainable 
basis is all the more impor-
tant. So a fi rm should focus 
its strategy on risk-adjusted 
rate of return. The return has 
to be adjusted for the various 
types of risks associated with 
the business — be it lending 
or investing activities or issue 
of letter of credit. 

Risk is contingent on a 
number of factors and accord-
ingly there may be various 
types of risks and there is no 
end to its classifi cation. But 
basically, in case of banks, we 
come across three major cate-

gories of risks— market risks, 
credit risks and operational 
risks and we shall restrict our 
discussion to these risks only 
in this section of our article. 
Market risks may arise be-
cause of movement in prices 
of commodities, currencies or 
equities mainly attributed to 
interest rate, foreign exchange 
forward trading, investment in 
shares and bonds and similar 
derivatives. Credit risk implies 
the risk due to default in lend-
ing and counter party expo-
sures. Operational risk covers 
a wide range of risks associ-
ated with the operation. Basel 
Committee has defi ned opera-
tional risk as follows:

“the risk of direct or in-
direct loss resulting from in-
adequate or failed internal 
processes, people, systems or 
from external events.” The 
defi nition excludes strategic 
and reputational risk, but in-
cludes legal risk. Operational 
risks may be sub-divided into 
the following categories:
(a) Information technology 

risk-- System failure, In-
ternet virus, inaccurate 
data, poor quality of com-
munication, etc.                
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(b) Human resource risk 
– Lack in recruitment pro-
cedure, incompetent staff, 
holiday policy, etc.

(c) Loss to assets risks — Risks 
of damage of assets and in-
terruptions in business due 
to fi re, fl ood, earthquake or 
other natural calamities.

(d) Relationship risk — Loss 
arising   out of changes in 
the relationships among 
different components of 
business such as changes 
in regulation, claims, cus-
tomer satisfaction, lawsuit, 
etc.

Measurement of the ex-
pected risk is not a very easy 
task as there is no absolute re-
liable methodology. It is a mix-
ture of art and science. There is 
wide variation in the range of 
accuracy in measuring differ-
ent categories of risks. Market 
risks can be measured almost 
to the extent of 90 per cent of 
the total risk reliably with the 
use of VaR (Value at risk) tech-
nique. But in the case of credit 
risk, about 30 to 40 per cent of 
the total risks could be quanti-
fi ed. Other techniques used in 
the measurement and analysis 
include ‘stress testing’, ‘back 
testing’ and ‘scenario analy-
sis’. Stress testing addresses 
the large movements in key 
market variables that lie be-
yond the day-to-day monitor-

ing but that could potentially 
occur. Risk managers select a 
set of moves for certain major 
market parameters and then 
subject the current portfolio 
to those moves measuring the 
simulated change in portfolio 
value. Back testing is the pro-
cess of comparing actual profi t 
and loss with internally gener-
ated risk measures in order to 
test the effi cacy of the internal 
models. It is not a one-time 
evaluation of a model but an 
ongoing process in which at 
regular interval the number of 
exceptions over a particular pe-
riod is noted. Scenario analysis 
is a strategic technique that 
enables a fi rm to evaluate the 
potential impact on its earning 
streams of various different 
eventualities. It uses multiple 
projections and helps the fi rm 
to assess its longer-term stra-
tegic vulnerabilities. 

 For the analysis and man-
agement of interest rate risk 
the major techniques adopted 
includes, Gap analysis, Dura-
tion analysis, Value at Risk 
(VaR) and simulation tech-
nique. Gap is the difference 
between rate sensitive assets 
and rate sensitive liabilities. 
As such it measures the differ-
ence between a bank’s assets 
and liabilities and off balance 
sheet positions, which will be 
re-priced or will mature with-
in a predetermined period. An 
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estimate of the average time 
required before the discounted 
value or the present values of 
all cash fl ows can be recovered 
by an asset holder includ-
ing that of bank’s depositor is 
made in Gap analysis method. 
This concept is applicable for 
all assets, liabilities and off-
balance-sheet items. In a VaR 
model an estimate is made of 
the maximum potential loss in 
a position over a given hold-
ing period at a given confi -
dence level. Simulation model 
tries to determine whether the 
model adequately captures the 
bank’s current and projected 
cash fl ows keeping in view 
the different interest rates and 
market price scenarios. It is an 
interactive process and not an 
optimisation model.

Determination of opera-
tional risks is still in its infancy 
and no scientifi c model is avail-
able which is quite reliable. 
However, at present several 
methods have been used in-
cluding appropriate statistical 
distributions to estimate opera-
tional VaR. But due to the dif-

fi culty in identifying the right 
statistical distribution that de-
termines the severity and the 
frequency of a particular cat-
egory of operational loss, the 
operational VaR is not easily 
obtainable. But to determine 
approximately the severity of 
operational loss we may take 
advantage of Extreme Value 
Theory (EVT) and Monte 
Carlo Simulation methods.

But in India, banks are 
facing certain diffi culties in 
employing these statistical 
models for measuring levels 
of risks associated with differ-
ent banking activities. For ex-
ample, we can mention two to 
three points;

Firstly, to utilise these 
statistical models to our best 
advantage, a strong data-base 
on several variables is required. 
But such database is yet to be 
fully developed. We can take 
an example; in VaR model we 
measure the risk that the mar-
ket value of the portfolio will 
decline as a result of changes 
in the interest rates, equity 
prices or exchange rates. So 
we need historical data or time 
series data on these variables. 
But there is lack of such reli-
able data. Further, as the fi -
nancial markets in India are 
not yet fully developed it is 
diffi cult to decide as to which 
type of probabilistic distribu-
tion model is relevant in In-
dian conditions.

Secondly, to be effective, 
these models require proper 
feedback mechanism and ap-
propriate and adequate tech-
nological support. But many of 
the Indian banks are far behind 
in this regard and this is mainly 
because of resource constraints. 

Thirdly, the skill and 
knowledge base of the banking 
personnel in India is yet be ma-
tured fully to operate and handle 
these sophisticated techniques. 
It requires proper training and 
adequate experience, which is 

still wanted at large.
To start with,  simple risk 

management techniques may 
be employed to overcome these 
diffi culties. And then we can 
gradually, move to more so-
phisticated techniques till the 
requisite skill is developed.

Recommendations
Some points that may 

help banks to promote their 
risk management system are 
as follows:
(a) Risk management should 

be actively and continu-
ously promoted through-
out the organisation to 
anticipate and mitigate all 
categories of risks.

(b) Adequate competence 
should be developed 
through recruitment, train-
ing and development of 
employees to make them 
effi ciently handle the tools 
and techniques of modern 
risk management system.

(c) Proper infrastructure 
should be put in place 
supported by appropriate 
technological back up to 
facilitate implementation 
of planned risk manage-
ment strategy.

(d) International best practices 
should be incorporated in 
building risk management 
framework.

(e) Systems and procedures 
adopted for risk manage-
ment should be under 
constant review for its 
adaptability to the chang-
ing circumstances as well 
as for their improvements.

(f ) Contact and continuous 
dialogue should be main-
tained with peer organi-
zations, banking associa-
tions, academic bodies and 
international institutions 
to stay up to date.

(g) Suitable methods and ex-
periences may be gathered 
from insurance sector for 
gainful utilisation. �
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risk manage-
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