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In today’s Global Econ-
omy,  sales and services 
are predominantly de-

pendant on Credit Offering to 
Customers. Sales and services 
presuppose Credit. Cash and 
Carry Systems are exceptions 
in today’s business scenario. In 
other words Credit is an inte-
gral part of business today.

By offering  credit terms, 
suppliers permit their custom-
ers to defer the payment to a 
future date for sale of goods/
services. Future by its very 

nature is uncertain. Suppliers 
face a situation of uncertainty 
over ‘full receipt’ of payments 
from their customers towards 
their dues for goods/services. 
This uncertainty is technically 
termed as risk. The Risk is 
perceived, as there is a chance 
or probability of customers’ 
default, overall payment of the 
dues.

Risk Management
Customers’ Credit Risk 

Management is understood 
as laying down policies, plan-
ning, implementing, moni-
toring and controlling the 
customers’ credit risk during a 
given period.

The critical factors in 
managing credit risk lie in 
setting up policies, which are 
implementable considering 
businesses’ ground realities 
and not tilted towards a simple 

solution of avoiding or reduc-
ing risks.

To set up appropriate risk 
policies it is essential that top 
managements defi ne their risk 
culture. This can be done by 
classifying an enterprise under 
any of the following:

1. High Risk Culture
2. Medium Risk 

Culture
3. Low Risk Culture
If an organisation is ori-

ented towards High Risk cul-
ture, its risk policies would be 

tilted accordingly and so on. 
Identifi cation and assessment 
of risks are essential to frame a 
suitable policy framework.

Categorisation of Risks
The Risks associated with 

Customers’ Default can be 
categorised as:

1. Geographical
2. Industry
3. Corporate Group
4. Customer Specifi c
5. Credit Period
Geographical Risks relate 

to perceived uncertainties con-
cerning specifi c geographical 
areas, which may be a region 
of a country or a specifi c coun-
try or a particular sub-conti-
nent and so on. The perceived 
geographical risks may be 
internal turbulences, law and 
order situations, external con-
fl icts, government attitude and 
policies, etc. For Example, if a 

company in packing materials 
business is selling its goods to 
customers in liquor business 
operating in a particular state 
where the State Government’s 
attitude and policies are un-
friendly to the liquor business, 
it is imperative to recognise 
such risks and evolve policies 
accordingly. 

Industry specifi c risks are 
the likely downturn situations 
that may affect an industry or 
a group of industries. For ex-
ample, if a supplier chooses 
customers in India who are 
BPO companies catering 
predominantly to Ameri-
can Companies, the supplier 
should recognise and manage 
the likely high risks involved 
if there is a change in the 
government in the US which 
is anti-BPO and may hit the 
BPO companies in India. 
Here it is a geographical risk 
for BPO companies in India 
and Industry risk for suppliers 
to BPO companies in India.

In the current scenario, one 
can say that the two-wheeler 
industry is reaching its Peak in 
sales and sooner or later it may 
face down-turn situation. So 
if a tyre company’s customers 
are in two-wheeler industries, 
such risks should be taken 
note of.

An industry like fertilis-
ers is heavily dependent on 
agri-sector and government 
subsidy policies. Agri-sector 
is affected due to vagaries of 
monsoon. So, a commercial 
bank lending to customers 
in fertiliser industry should 
recognise such risks and assess 
the same accordingly which 
may border as high-risk cat-
egory for its customers in fer-
tiliser Industry.
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Corporate Group Risk 
arises due to situations of in-
terconnections between Group 
Companies within the Group 
by various ways like Custom-
er-Supplier relationships, Bor-
rower-Lender Relationships, 
Equity Investments, etc; 

Customer Specifi c Risk 
arises on account of the inher-
ent uncertainties associated 
with the customer business, 
and the management of the 
entity. For example, the stiff 
competition within the broad-
casting industry-- be it news 
channels, business channels or 
entertainment, may adversely 
affect any of the entities with-
in the industry although the 
industry as such may be doing 
well. The same is the story in 
the banking industry.

The best example in Indi-
an context of Imprudent Man-
agement in General and Bad 

Customer Risk Management 
in particular due to which 
many individual entities have 
collapsed, is the case of Non-
Banking Finance Companies 
where a number of entities 
wound up their business in the 
mid/late nineties.

The recent example in In-
dian context is that of Global 
Trust Bank which went into 
deep trouble though the Bank-
ing Industry as such was doing 
well.

Credit Period Risk relates 
to the uncertainties associated 
with the time period of credit. 
The longer the credit period, 
the higher the risk and vice-
versa.  

Company’s Customers’ 
Credit Risk Management 
Policies

The crux of the Custom-
ers’ Credit Risk Management 

is evolving appropriate poli-
cies, planning credit in line 
with such Policies, implement-
ing the Planning, monitoring 
and exercising right control 
mechanisms.

In framing the policies, 
the risk complexion can be 
classifi ed generally into three 
categories. 

1. High Risk
2. Medium Risk
3. Low Risk
A prudent and mature 

management culture mandates 
that all the above categories of 
risk shall be in right propor-
tions. The defi nition of the 
above-mentioned risk catego-
ries can vary from one entity 
to another. 

High Risk can be defi ned 
as three times of Medium 
Risk. Medium Risk can be 
defi ned as ten times of Low 
Risk. Low Risk can be defi ned 
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as ‘the probability of default 
by customers of dues to an 
enterprise -- of Re.1 for every 
Rs.100/- of dues’.

No entity can avoid High 
Risk Countries or Industries 
or Customers as they gener-
ally offer opportunities to earn 
high returns. Take the example 
of banking industry. The credit 
card business or personal loans 
are highly Risky but no Bank 
can do without it in the Cur-
rent Intense Competitive sce-
nario where such business op-
portunities present potential 
for high earnings. But all the 
temptations for such high-risk 
businesses shall be put under 
control through time-tested 
risk policies.

The medium risk business 
opportunities provide a soft-
ening cushion of normal risk 
combined with normal return. 
Indeed, Normal Risk Coun-
tries, Industries, Customers 
should form predominant part 
of any Enterprise Business in 
a prudent risk managed busi-
ness. For example, continuing 
the example of Banking in-
dustry, we can say that lend-
ing to corporate entities with 
the highest credit rating falls 
under Medium Risk Business 
opportunities. The Housing 
Loans, which are the most ag-
gressively targeted businesses 
of Banks can be put under 
sub-medium risk category.

The Low Risk Business 
Segment is really a dampener 
for any entity as it is a drag on 
earnings. However, it provides 
greatest safety in times of cri-
sis and for the very reason no 
enterprise can do without it. 
This is the rationale for banks 
to invest in Government secu-
rities despite that these earn 
comparatively low returns.

The setting-up of Risk 
Policies require an in-depth 
analysis of risk factors and un-
derstanding the risk percep-
tions involved. This forms part 

of risk assessment process.
While analysing Geo-

graphical Risks of a country or 
a Region, various factors can 
be considered, which are:
1. Security Environment 

(Both internal and ex-
ternal- Constant internal 
strifes, frequent external 
confl icts make a region 
or country as High-Risk 
area)

2. Economic Environment 
(factors like low GDP, 
high debt, high fi scal def-
icit, weak fi nancial system 
and high unemployment 
qualify a geographical 
area to be classifi ed as         
High Risk)

3. Political Environment 
(Frequent disturbances 
in the Government set 

up either due to faction-
alism or coups or ram-
pant corruption or such 
other factors resulting 
in        destabilisation of 
government set pp calls 
for High Risk branding 
of the concerned region 
or the country)

4. Social Environment (So-
cial uneasiness or unrest 
due to ethnic factors or lin-
guistic reasons or religious 
reasons or Economic Fac-
tors are unfavourable to a 
region or a Country).

 Each entity can frame its 
own risk categorisation 
policy. For instance, the 
following methodology 
can be adopted in assessing 
and awarding overall geo-
graphical risk classifi cation 
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lishing Houses or Newspaper 
Industry it can be put in Low 
Risk category.

Corporate Group 
As discussed earlier, the 

total exposure to a corporate 
group needs to be controlled, as 
adverse effects of one or more 
companies in a group would 
fast percolate to other compa-
nies in the group and affect the 
entire group.

Individual Entities
The risk of individual en-

tities is dependent on multiple 
factors and is a complex issue. 
Individual entities are affected 
by industry trends, government 
policies, demand/supply situa-
tion, infl ation and other related 
economic environment and 
above all the ethical standards, 
quality, delivery performance, 
service standards, price, techno-
logical obsolescence and lack of 
resources, etc.  

There are many examples 
where companies suffer even 
though Industry and economic 
trends are favourable.  Exam-
ples are Enron, BPL, Binny and 
Dunlop. 

Credit Period Risk is very 
important as higher the credit 
period, higher the Risk and vice 
versa. In a competitive economy 
there are continuous pressures to 
offer and extend credit period. 
If an entity fails to manage the 
credit period the consequences 
would be disastrous. It is impor-
tant to note 
that not only 
the agreed 
or standard 
credit period 
is to be man-
aged but also 
the actual 
credit. An en-
tity may have 
a Low Stan-
dard credit terms but if it is 
not able to control the actual 
credit period the end result 
would be painful.

Risk Exposure Policies
After completing the ex-

ercise of identifi cation and as-
sessment of risks on the above 
lines, it is necessary for the top 
management to fi x the risk ex-
posure limits for each identi-
fi ed category of risk.

Let us illustrate the above 
with the following example.
1. Risk Exposure Limits for 
Geographical Areas:

An Enterprise is doing 
Business with Iraq, Russia and 
France.

In the present context, 
considering the methodology 
suggested above one can place 
or assess Iraq as high risk, 
Russia as medium risk and 

France as Low Risk.
Assuming that the Or-

ganisation is aggressive and 
has high risk culture, we can 

based on the above Fac-
tors:

A. If any of the above envi-
ronments calls for award-
ing high risk classifi cation, 
the concerned geographi-
cal area can be classifi ed 
as high risk irrespective of 
classifi cation awarded for 
other Environments.

B. If none of the environ-
ments are classifi ed as high 
risk and any of them are 
Medium Risk the relevant 
geographical area can be 
categorised as Medium 
Risk.

C. If all of the environments 
are classifi ed as Low Risk, 
the concerned Geographi-
cal area can be treated as 
Low Risk

How to assess risk of an 
Industry as a Whole?

An Industry, which is high-
ly volatile with sudden ups and 
downs justifi es high risk classi-
fi cation. For example, If one ob-
serves the performance trends 
of Indian Shipping Industry 
over the last three decades, 
one is justifi ed in classifying it 
as high risk industry. Financial 
services operating exclusively in 
the areas of stock broking, mer-
chant banking, portfolio service 
and the like are also high risk 
due to their very nature of vola-
tility. An industry like Tobacco 
or Liquor, which are regarded as 
health hazards can also be cat-
egorised as high risk Industry. 
Also, highly capital intensive or 
complex technology- oriented 
or a combination of any of these 
are highly risky. Examples are 
like aircraft industry, oil explo-
ration and space crafts

An Industry which per-
forms with normal growth and 
normal downturns like FMCG, 
hotels, banking, cement, auto-
mobiles are fi t to be treated as 
medium risk ones.

If an Industry generally 
registers a slow growth and also 
slow decline like Book Pub-

S.
No.

Country Risk
Category

Limit
(as a %age to total

outstandings)

1. Iraq High Risk 25

2. Russia Medium Risk 55

3. France Low Risk 20

4. Total 100
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after analysing and interpreting 
the fi nancial data of the Past 
and the forecast of the future, 
based on the standard norms 
duly established by each Enter-
prise for the purpose.

Credit Period Risk Expo-
sure Limits

For this purpose, we can 
consider a credit period of 30 
days and less as LOW RISK, 
> 30 days but < or  =90days as 
Medium Risk and >90 Days 
as High Risk and fi x exposure 
limits accordingly.

In other words, continuing 
our above  example of the en-
terprise, the exposure limits for 
credit period can be as under:

The above limit is applica-
ble in respect of total outstand-

ings of each country.
For example if the to-

tal outstandings on any given 
date of all  customers in Iraq 
is Rs.25/- the outstandings in 
respect of credit Period agreed 
or sanctioned credit period of  
>30days but < or = 90 days in 
respect of all customers should 
not exceed 55 per cent of Rs.25 
or Rs.13.75. and so on.

Transfer of Risk
Risk transfer is possible by 

taking out appropriate insur-
ance policies. The organisation 
should decide what and how 
much of the Risks it would 
like to transfer to third parties 
and how much it would like 
to retain. In determining the 
Policy on this, cost consider-
ations, the past experience of 
the organisation and the Risk 
Value of the assets, particularly 
High Risk Assets, would play 
a signifi cant role.

However,  there is no proper 
RISK covers that are designed by 

Insurance Companies for trans-
fer of Customers’ Credit Risk. 
Hence, enterprises may have to 
depend upon Financial services 
companies for such transfers, by 
paying premium. � 

set the country wise exposure 
limits for customers ‘ outstand-
ings at any given point of time 
as follows:
2. Industry wise credit exposure 
limits:

Assuming that the Enter-
prise supplies to customers from 
banking, dairy, automobiles In-
dustries, the risk exposure limits 
can be fi xed as under.

It should be distinctly un-
derstood here that a particular 
industry may fall under high 
risk category in one country 
but may be classifi ed differ-
ently for another country as 
business situations and other 
factors affecting that industry 
may be different. 

In the above case, banking 
can be classifi ed as high risk as 
far as Iraq is concerned but it 
may be classifi ed as Low Risk in 
France where fi nancial system 
and controls are very stringent.

Considering the above we 
can fi x Industry wise RISK EX-
POSURE LIMITS for each 
country as under:

In other words, if the total 
outstandings on a given date 
of the enterprise is  Rs.100, the 
outstandings from all customers 
in Iraq should not exceed Rs. 25 
as per the above exposure limits. 
Further, out of the total out-
standings from Iraq of Rs. 25/- 
outstandings from all customers 
in bankng industry should not 
exceed 25 per cent of Rs.25/- or 
Rs. 6.25 and so on.

Regarding fi xing the risk 
exposure limits for the corporate 
group and individual entity, it is 
necessary to classify it as High 
or Medium or Low Risk. Such 
a classifi cation can be done only 

S.
No.

Credit Risk
Category

Period

Limit
(as a %age to 
total outstand-

ings of respective 
countries)

1. < 30Days Low Risk 20

2. =   > 30 days 
but < = 90 days

Medium Risk 55

3. > 90 Days High Risk 25

S.
No.

Country Risk
Category

for Banking

Limit
(as a %age to total

outstandings of
respective countries)

1. Iraq High Risk 25

2. Russia Medium Risk 55

3. France Low Risk 20

S.
No.

Country Risk
Category
for dairy / 

automobiles

Limit
(as a %age to total

outstandings of
respective countries)

1. Iraq Medium Risk 55

2. Russia Medium Risk 55

3. France Low Risk 55


