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Risk is the fundamental element that drives financial behavior. Without risk, the financial 
system would be very simple. Financial Institutions, therefore, are required to manage all 
types of risks associated with the financial institutions. The future of banking will 
undoubtedly rest on risk management dynamics. Only those banks which would manage 
the risks efficiently will be able to survive in the market. The effective management of 
credit risk is a critical component of comprehensive risk management essential for long-
term success of a banking institution.  

Credit risk is the major risk that is associated with the banks. This has, however, acquired 
a greater significance in the recent past for various reasons. This paper touches up on the 
credit management practices in public sector banks. In this paper, we can find the 
challenges and ways to manage the credit risk.                                                                                        
------------------------------------------------------------------------------------------------------------ 

1. INTRODUCTION 

A credit risk is the risk of default on a debt that may arise from a borrower failing to 
make required payments. The risk of loss of financial reward due to borrower's failure to 
repay a loan or contractual obligation. Credit risk arises whenever a borrower is 
expecting to use future cash flows to pay a current debt. Investors are compensated for 
assuming credit risk by way of interest payments from the borrower or issuer of a debt 
obligation. 

Credit risk is risk due to uncertainty in a counterparty’s ability to meet its financial 
obligations. Because there are many types of counterparties—from individuals to 
sovereign governments—and many different types of obligations—from auto loans 
to derivatives transactions—credit risk takes many forms. Institutions manage it in 
different ways. 

In assessing credit risk from a single counterparty, an institution must consider three 
issues: 

• default probability 

• credit exposure 

• recovery rate 

There are many ways by which credit risk can be mitigated. The first line of defense is 
the use of credit scoring or credit analysis to avoid extending credit to parties that entails 
excessive credit risk. Limits of credit extensions may be used. Calculation of exposure 
under such limits also require credit risk modeling.   

Abstract 
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While the definition of credit risk may be straight forward but there are many factors 
which can influence an issuer's credit risk and in varying degrees. Some examples are 
poor or falling cash flow from operations which is often needed to make the interest 
and principal payments, rising interest rates, if the bonds are floating-rate notes, rising 
interest rates increase the required interest payments or changes in the nature of the 
marketplace that adversely affect the issuer such as a change in technology, an increase in 
competitors, or regulatory changes. The credit risk associated with foreign bonds also 
includes the home country's sociopolitical situation and the stability and regulatory 
practices of its government. 

Credit risk management encompasses identification, measurement, monitoring and 
control of the credit risk exposures. The effective management of credit risk is a critical 
component of comprehensive risk management and essential for the long term success of 
a banking organization. [1] 

2. REVIEW OF LITERATURE 

 

� Risk management is the cornerstone of prudent banking. Banks exist not for 
eliminating or lowering risk, but managing risk (Ferguson, 2003). Commercial 
banks are mainly faced with credit risk, and loans are the largest and the most 
obvious source of credit risk (Al-Tamimi & Al-Mazrooei, 2007). Credit asset 
quality problem is one of the obstacles limiting the further development of 
commercial banks (Jin, 2011). RBI reports (2011-13) had maintained that though 
the Indian banks remained well capitalized, concerns about the growing non-
performing assets loomed large, particularly on the public sector banks (RBI, 
2013). RBI further observed that economic slow-down is not the sole reason for 
deteriorating asset quality but also the inadequate appraisal and monitoring of 
credit proposals by banks. [2] 
 

� However, it has been observed that one cannot take Risk Metrics value and add it 
to Credit Metrics value and obtain a risk statistic that combines credit and market 
risk. It has also been observed that the methodologies for generating scenarios 
might not be compatible [3] 
 

� Froot and Stein (1998) found that credit risk management through active loan 
purchase and sales activity affects banks’ investments in risky loans. Banks that 
purchase and sell loans hold more risky loans (Credit Risk and Loss loans and 
commercial real estate loans) as a percentage of the balance sheet than other 
banks. Again, these results are especially striking because banks that manage their 
credit risk (by buying and selling loans) hold more risky loans than banks that 
merely sell loans (but don’t buy them) or banks that merely buy loans (but don’t 
sell them). [4] 
 

� Prior to financial sector deregulation, banks were highly motivated to grant credit 
facility to clients who could easily express their creditworthiness (Bryant, 1999). 
Deregulation offered the opportunity to meet the demands for credit across a wide 
range of borrowers. Large amount of bad credit, as a result of boom-time 
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advances in the 1980’s, caused the banks to be too cautions in extending credit 
(Boyd, 1993; Bryant, 1999).Credit risk management processes enforce the banks 
to establish a clear process in for approving new credit as well as for the extension 
to existing credit. These processes also follow monitoring with particular care, 
and other appropriate steps are taken to control or mitigate the risk of connected 
lending (Basel, 1999).Credit granting procedure and control systems are 
necessary for the assessment of loan application, which then guarantees a bank’s 
total loan portfolio as per the bank’s overall integrity (Boyd, 1993). It is necessary 
to establish a proper credit risk environment, sound credit granting processes, 
appropriate credit administration, measurement, monitoring and control over 
credit risk, policy and strategies that clearly summarize the scope and allocation 
of bank credit facilities as well as the approach in which a credit portfolio 
is managed i.e. how loans are originated, appraised, supervised and collected, 
a basic element for effective credit risk management (Basel, 1999). Credit scoring 
procedures, assessment of negative events probabilities, and the consequent losses 
given these negative migrations or default events, are all important factors 
involved in credit risk management systems (Altman, Caouette, & Narayanan, 
1998). Most studies have been inclined to focus on the problems of developing an 
effective method for the disposal of these bad debts, rather than for the provision 
of a regulatory and legal framework for their prevention and control (Campbell, 
2007). [5] 
 

3. TYPES OF RISKS 

 
There are many types of risks from which any financial institution/ bank suffers. 
These are given in Photo – 1. 
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4. OBJECTIVES  

 

� To understand the concept of credit risk management  
� To study the credit risk management strategy in PSBs  
� To suggest the ways to improve credit management system in PSBs. 

 

5. NEED OF CREDIT RISK MANAGEMENT 

An analysis should be made to establish the extent to which the bank’s existing processes 
and procedures need to be enhanced to meet the demands of the regulations. For this 
purpose, there is need to train the team of bankers and develop and strategic models and 
solutions with the help of experts or outside agencies. It is essentially to maintain record 
of every activity of the bank to manage the credit risks. As stated by Rekha Arunkumar 
(2005), “Better and effective strategic credit risk management process is a better way to 
manage portfolio credit risk.” The process provides a framework to ensure consistency 
between strategy and implementation that reduces potential volatility in earnings and 
maximize shareholders wealth. Beyond and over riding the specifics of risk modeling 
issues, the challenge is moving towards improved credit risk management lies in 
addressing banks’ willingness and openness to accept change to a more transparent 
system, to rapidly changing markets, to more effective and efficient ways of operating 
and to meet market requirements and increased answerability to stake holders. There is a 
need for strategic approach to Credit Risk Management (CRM) in Indian Commercial 
Banks, particularly in view of NPAs level, CAR (Capital Adequacy Ratio) norms and 
Basel Capital Accord. [4] 

5.1 RBI GUIDELINES FOR CREDIT RISK MANAGEMENT 

The central bank, Reserve Bank of India (RBI) was established in April 1935 with a share 
capital of Rs 5 crore on the basis of the recommendations of Hilton Young Commission. 
One of the important functions of the RBI is controller of credit, i.e., it has the power to 
influence the volume of credit created by banks in India. It can do so through changing 
the Bank rate or through open market operations. RBI suggests that each bank should 
have an effective Credit Management Framework which comprises; Credit Risk Policy, 
Organization Structure and Operation/System. The board of directors of each bank shall 
be responsible for approving and periodically reviving credit risk strategy and significant 
credit risk policies. The policy should include risk identification, risk measurement, risk 
grading/ aggregation techniques, reporting and risk control/ mitigation techniques, 
documentation, legal issues and management of problem loans. These policies shall 
further be communicated to branches and controlling offices.  

5.2 CREDIT RATING FRAMEWORK 

A Credit-risk Rating Framework (CRF) is necessary to avoid the limitations associated 
with a simplistic and broad classification of loans/exposures into a "good" or a "bad" 
category. The CRF deploys a number/ alphabet/ symbol as a primary summary indicator 
of risks associated with a credit exposure. Such a rating framework is the basic module 
for developing a credit risk management system and all advanced models/approaches are 
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based on this structure. In spite of the advancement in risk management techniques, CRF 
is continued to be used to a great extent. These frameworks have been primarily driven 
by a need to standardize and uniformly communicate the "judgement" in credit selection 
procedures and are not a substitute to the vast lending experience accumulated by the 
banks' professional staff. 

Broadly, CRF can be used for the following purposes: 

• Individual credit selection, wherein either a borrower or a particular exposure/ 
facility is rated on the CRF 

• Pricing (credit spread) and specific features of the loan facility. This would 
largely constitute transaction-level analysis. 

• Portfolio-level analysis. 
• Surveillance, monitoring and internal MIS 
• Assessing the aggregate risk profile of bank/ lender. These would be relevant for 

portfolio-level analysis. For instance, the spread of credit exposures across 
various CRF categories, the mean and the standard deviation of losses occurring 
in each CRF category and the overall migration of exposures would highlight the 
aggregated credit-risk for the entire portfolio of the bank. 
 

6. THE SEVEN STAGES OF CREDIT RISK  

Stage 1: We only make good loans  

Credit approval, monitoring and pricing decisions are decentralized and judgmental. 
Good loans are accepted; bad ones rejected.  

Stage 2: Loans should be graded  

The relative riskiness of loans is formally recognized, with 3-4 grades for good loans and 
the same for bad. But due to grade definitions, most good loans fall into one category.  

Stage 3: Return on equity is the name of the game  

Business unit managers receive bonuses linked to their unit’s return on equity (ROE) 
performance. But measurement techniques lack the appropriate adjustments for credit 
risk and this can lead to managers originating many high yielding (and high risk) assets 
too cheaply.  

Stage 4: We need to price for risk  

Key risk measurement advances allow successful implementation of the ROE culture. 
These include expanding the loan grading scale to 10 levels, each explicitly calibrated to 
an expected loss level; and introducing different risk adjustments into the customer, 
product and business line profitability measurement systems, based on unexpected losses. 
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Stage 5: Manage the loan book like an investment portfolio 

Modern portfolio theory is applied to the management of the loan book. A portfolio 
manager and statisticians are appointed. But this can lead to conflict between customer-
focused functions and portfolio managers, while initial results may be disappointing if 
model inputs are inaccurate (as they are likely to be). 

Stage 6: Our shareholders demand risk/return efficiency  

Advances, including better risk discrimination (say, 15-20 grades); appropriate default 
correlation measurement; and implementation of techniques to quantify unexpected loss 
contributions, allow the setting of limits on exposures and volatility, target weights for 
sectors and expected asset returns.  

Stage 7: Diversification is paramount  

Portfolio management realizes that diversification is paramount to achieving risk/return 
efficiency. This may lead to conflict with customer-centered functions, which benefits 
from larger transactions and specialization. The conflict can be resolved by a formal 
separation of portfolio management and origination. [5] 

7. PRINCIPLES FOR THE MANAGEMENT OF CREDIT RISK 

1. Credit risk is most simply defined as the potential that a bank borrower or counterparty 
will fail to meet its obligations in accordance with agreed terms. The goal of credit risk 
management is to maximise a bank's risk-adjusted rate of return by maintaining credit 
risk exposure within acceptable parameters. Banks need to manage the credit risk 
inherent in the entire portfolio as well as the risk in individual credits or transactions. 
Banks should also consider the relationships between credit risk and other risks. The 
effective management of credit risk is a critical component of a comprehensive approach 
to risk management and essential to the long-term success of any banking organisation. 

2. For most banks, loans are the largest and most obvious source of credit risk; however, 
other sources of credit risk exist throughout the activities of a bank, including in the 
banking book and in the trading book, and both on and off the balance sheet. Banks are 
increasingly facing credit risk (or counterparty risk) in various financial instruments other 
than loans, including acceptances, interbank transactions, trade financing, foreign 
exchange transactions, financial futures, swaps, bonds, equities, options, and in the 
extension of commitments and guarantees, and the settlement of transactions. 

3. Since exposure to credit risk continues to be the leading source of problems in banks 
world-wide, banks and their supervisors should be able to draw useful lessons from past 
experiences. Banks should now have a keen awareness of the need to identify, measure, 
monitor and control credit risk as well as to determine that they hold adequate capital 
against these risks and that they are adequately compensated for risks incurred. The Basel 
Committee is issuing this document in order to encourage banking supervisors globally to 
promote sound practices for managing credit risk. Although the principles contained in 
this paper are most clearly applicable to the business of lending, they should be applied to 
all activities where credit risk is present. 
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4. The sound practices set out in this document specifically address the following areas: 
(i) establishing an appropriate credit risk environment; (ii) operating under a sound 
credit-granting process; (iii) maintaining an appropriate credit administration, 
measurement and monitoring process; and (iv) ensuring adequate controls over credit 
risk. Although specific credit risk management practices may differ among banks 
depending upon the nature and complexity of their credit activities, a comprehensive 
credit risk management program will address these four areas. These practices should 
also be applied in conjunction with sound practices related to the assessment of asset 
quality, the adequacy of provisions and reserves, and the disclosure of credit risk, all of 
which have been addressed in other recent Basel Committee documents. [6] 

8. CHALLENGES TO SUCCESSFUL CREDIT RISK MANAGEMENT 

There are various issues/challenges involved in Credit Risk Management and the 
financial institutions have to deal with all these challenges 

8.1 Inefficient data management. An inability to access the right data when it’s 
needed causes problematic delays. 

8.2 No groupwide risk modeling framework. Without it, banks can’t generate 
complex, meaningful risk measures and get a big picture of groupwide risk. 

8.3 Constant rework. Analysts can’t change model parameters easily, which results 
in too much duplication of effort and negatively affects a bank’s efficiency ratio. 

8.4 Insufficient risk tools. Without a robust risk solution, banks can’t identify 
portfolio concentrations or re-grade portfolios often enough to effectively manage 
risk. 

8.5 Cumbersome reporting. Manual, spreadsheet-based reporting processes 
overburden analysts and IT. [7] 
 

9. WAYS TO MANGE CREDIT RISK 

 

9.1 Know Your Customer 

Knowing your Customer is essential because it is the foundation for all succeeding steps 
in the credit process. To be successful, you must operate on pertinent, accurate, and 
timely information. The information you gather and the relationships you establish are 
critical to positioning yourself as a valued financial consultant and provider of financial 
products and services. Establishing a good relationship can bring a long stream of equity 
to your institution. 

9.2 Analyze Nonfinancial Risks 

Understand your customer’s business by analyzing nonfinancial risks. Information 
gathered in this step is critical to positioning yourself as a financial consultant to your 
customer and a valued member of your financial institution’s lending team. 

The whole concept of institutional risk management is to ensure that a particular issue has 
been identified as a risk. At the micro level, a loan is a risk. At the macro level, a 
portfolio of loans is a risk. Your credit policy department will identify risk factors and 
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query the entire loan portfolio (macro) to judge whether the particular risk is relevant to 
other customers of your institution. The key question is, “How does this identified risk 
affect a company’s ability to repay debt?” 

9.3 Understand the Numbers 

There are many benefits and risks associated with establishing a banking relationship 
with any entity or individual. As a lender, you should know: • How the requested funds 
are going to be used and how they are anticipated to be repaid. • How to identify, 
categorize, and prioritize all of the risks inherent with the customer that are known at the 
time of the analysis as well as those that are anticipated to be in existence over the period 
of the relationship. 

� Balance Sheet Quality Analysis 
� Income Statement Quality Analysis  

� Cash Flow statement Analysis  

� Analyzing Financial Efficiency Cash Flow Drivers  
� Personal Financial Statement Analysis  

 
9.4 Structure the Deal 

The first step is to understand the business. Before completing a financial analysis on the 
organization, you identify the characteristics that influence a company’s success by 
studying: 1. The nature of the business. 2. The nature of the industry. 3. The impact of 
economic conditions. 4. Its business strategy. 5. The competencies or deficiencies of 
management. 

9.5 Price the Deal 

Traditionally, banks have used pricing models that parallel the format of their income 
statement. As the major source of profitability for many banks, loan interest income has 
played an important role in the banks’ return to shareholders. As the market for loans has 
become more competitive, banks have had to change the way that they look at 
profitability. Many complex factors determine the final rate a bank charges its 
commercial clients. In addition to company-specific variables, factors that affect pricing 
include the following: • Marketplace in which the bank operates. • General economic 
conditions. • Matching of the pricing and maturity of the bank’s assets and liabilities, i.e., 
Asset Liability Committee (ALCO) policies. 

9.6 Present the Deal  

Communicating your findings in a cogent and professional manner is a critical step in 
getting your proposal approved. Credit decisions should not be made on financial 
statement analysis alone. A credit review would not be complete without an equally 
significant emphasis on the qualitative issues such as the ability of management, the 
competitive business environment, and the economic issues relating to the business 
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The five key sections that are integral to any effective credit recommendation report or 
presentation are:  

� Summary and Recommendations – A one-page summary of all the information 
that has been gathered in the analysis that supports the credit recommendations.  

� Economic and Competitive Environments – Analyses of the company’s current 
and evolving position in the industry and how susceptible it has been, and may be, 
to changes in the general economy.  

� Management Assessment – Evaluations of the company’s operations and 
management’s capabilities. 

� Financial Analysis and Projections – Analysis of the financial position of the 
company and evaluation of the projected performance of the company.  

� Sources of Repayment – Identification of all projected sources of repayment and 
the appropriate loan structure. 

 

9.7 Close the Deal 

Closing the Deal takes place after the analysis, structuring, and pricing have been 
completed. Do the following and it is more likely that your loan closing will be 
successful: 1. Prepare a closing memorandum or detailed loan documentation checklist. 
2. Provide sufficient time for the borrower and any other parties involved in the 
transaction to gather documents. 3. Provide the borrower and any other parties with 
instructions on how to complete your standard documents and ensure that they return the 
forms to you for review prior to the closing. 4. Prepare drafts of loan documents and 
deliver them to the borrower or other involved parties prior to the closing with sufficient 
time for the recipients to have the documents reviewed by their own legal counsel. 

9.8 Monitor the Relationship  

In today’s competitive environment, you cannot afford to wait for your loans to be repaid 
and expect your clients to call you for other products and services. To have a competitive 
advantage in today’s market, you must continue to monitor the risk profile of your client 
and, at the same time, pursue opportunities to develop and expand the relationship [8] 

CONCLUSION 

The first step in effective credit risk management is to gain a complete understanding of a 
bank’s overall credit risk by viewing risk at the individual, customer and portfolio levels. 
While banks strive for an integrated understanding of their risk profiles, much 
information is often scattered among business units. Without a thorough risk assessment, 
banks have no way of knowing if capital reserves accurately reflect risks or if loan loss 
reserves adequately cover potential short-term credit losses. Vulnerable banks are targets 
for close scrutiny by regulators and investors, as well as debilitating losses. The key to 
reducing loan losses – and ensuring that capital reserves appropriately reflect the risk 
profile – is to implement an integrated, quantitative credit risk solution. This solution 
should get banks up and running quickly with simple portfolio measures. It should also 
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accommodate a path to more sophisticated credit risk management measures as needs 
evolve. The solution should include: 

• Better model management that spans the entire modeling life cycle. 
• Real-time scoring and limits monitoring. 
• Robust stress-testing capabilities. 
• Data visualization capabilities and business intelligence tools that get important 

information into the hands of those who need it, when they need it. 
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