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RESEARCH DESIGN OBJECTIVES OF THE STUDY  Understanding credit risk management conceptually.  Studying the various private banks practicing credit risk management.  To make a depth study of the method in which the private banks in India go about credit risk management.  Studying the difference between retail credit risk management and corporate credit risk management practiced by private banks.  Understanding the importance of the credit risk management and how useful it is to the private banks and how it benefits them in various ways.



PURPOSE OF THE STUDY The main reason to select “CREDIT RISK MANAGEMENT” as a topic is to understand the importance of the Role played by credit risk management department and/or practices when the bank lends money to its borrowers. In this project, I have tried to understand the difference between corporate credit risk management and retail credit risk management. The analysis and interviews with industry personnel has given me a practical and real life exposure to the banking scenario as far as the credit risk management goes, whereby I could correlate between the theory and their practical application.
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RESEARCH METHODOLOGY



DATA COLLECTION The data collection i.e. the raw material input for the project has been collected keeping in mind the objectives of the project and accordingly relevant information has been found. The methodology used is a descriptive method of the Research. Following are the sources:



PRIMARY DATA The data regarding “CREDIT RISK MANAGEMENT” was collected through primary data: Semi-structured interviews were conducted with MR. Vivek Pal, Manager RAPG personal loans of ICICI bank, Mr. Bilal Anwar, Credit Analyst of IDBI BANK LTD., and Mr. Shahji Jacob, Chief Manager of The FEDERAL BANK Limited. This was done to understand the current practices and the style of functioning of the credit risk management departments of private banks.



SECONDARY DATA The data had been collected by reading various books on Credit Risk Management, Bank Quest, Bank Weekly and relevant Websites (refer Bibliography).
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 Credit Risk Management The data regarding the banks introduction and history was collected from their official websites on the recommendations of the persons interviewed. Also some part of the data was collected by referring to the RBI Bulletin, Bank Booklets, and Newsletter.



SAMPLING METHOD



The Sampling Method was used to collect the data about the current practices followed by the private banks in India as far as credit risk management goes. Only Private Banks have been taken because the purpose of this project was to understand the in-depth knowledge on Private Banks practicing Credit risk management.



LIMITATIONS:



 Reluctance and resistance on the part of the interviewees (Private Banks) to share information as they considered it as confidential.  Visiting all private sector banks was not possible.  Banks have certain rules and regulations.
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INTRODUCTION With the advancing liberalization and globalization, credit risk management is gaining a lot of importance. It is very important for banks today to understand and manage credit risk. Banks today put in a lot of efforts in managing, modeling and structuring credit risk. Credit risk is defined as the potential that a borrower or counterparty will fail to meet its obligation in accordance with agreed terms. RBI has been extremely sensitive to the credit risk it faces on the domestic and international front. Credit risk management is not just a process or procedure. It is a fundamental component of the banking function. The management of credit risk must be incorporated into the fiber of banks. Any bank today needs to implement efficient risk adjusted return on capital methodologies, and build cutting-edge portfolio credit risk management systems. Credit Risk comes full circle. Traditionally the primary risk of financial institutions has been credit risk arising through lending. As financial institutions entered new markets and traded new products, other risks such as market risk began to compete for management's attention.



In the last few decades financial institutions have



developed tools and methodologies to manage market risk. Recently the importance of managing credit risk has grabbed management's attention. Once again, the biggest challenge facing financial institutions is credit risk. In the last decade, business and trade have expanded rapidly both nationally and globally. By expanding, banks have taken on new market risks and credit risks by dealing with new clients and in some cases new governments also. Even banks that do not enter into new markets are finding that the concentration of credit risk within their



existing



market



is



a



hindrance



to



growth.



As a result, banks have created risk management mechanisms in order to facilitate their growth and to safeguard their interests.
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 Credit Risk Management The challenge for financial institutions is to turn credit risk into an opportunity. While banks attention has returned to credit risk, the nature of credit risk has changed over the period. Credit risk must be managed at both the individual and the portfolio levels and that too both for retail and corporate. Managing credit risks requires specific knowledge of the counterparty’s (borrowers) business and financial condition. While there are already numerous methods and tools for evaluating individual, direct credit transactions, comparable innovations for managing portfolio credit risk are only just becoming available. Likewise much of traditional credit risk management is passive. Such activity has included transaction limits determined by the customer's credit rating, the transaction's tenor, and the overall exposure level. Now there are more active management techniques.



CREDIT



RISK



MANAGEMENT



PHILOSOPHY



Mostly all banks today practice credit risk management. They understand the importance of credit risk management and think of it as a ladder to growth by reducing their NPA’s. Moreover they are now using it as a tool to succeed over their competition because credit risk management practices reduce risk and improve return capital.
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INTRODUCTION TO RISK MANAGEMENT Any activity involves risk, touching all spheres of life, whether it is personal or business. Any business situation involves risk. To sustain its operations, a business has to earn revenue/profit and thus has to be involved in activities whose outcome may be predictable or unpredictable. There may be an adverse outcome, affecting its revenue, profit and/or capital. However, the dictum “No Risk, No Gain” hold good here. DEFINING RISK The word RISK is derived from the Italian word Risicare meaning “to dare”. There is no universally acceptable definition of risk. Prof. John Geiger has defined it as “an expression of the danger that the effective future outcome will deviate from the expected or planned outcome in a negative way”. The Basel Committee has defined risk as “the probability of the unexpected happening – the probability of suffering a loss”. The four letters comprising of the word RISK define its features. R = Rare (unexpected) I = Incident (outcome) S = Selection (identification) K = Knocking (measuring, monitoring, controlling) RISK, therefore, needs to be looked at from four fundamental aspects: •



Identification



•



Measurement



•



Monitoring



•



Control (including risk audit)
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 Credit Risk Management RISK V/S UNCERTAINTY (Risk is not the same as uncertainty) In a business situation, any decision could be affected by a host of events: an abnormal rise in interest rates, fall in bond prices, growing incidence of default by debtors, etc. A compact risk management system has to consider all these as any of them could happen at a future date, though the possibility may be low.



TYPES OF RISKS: The risk profile of an organization and in this case banks may be reviewed from the following angles: A. Business risks: I. Capital risk II. Credit risk III. Market risk IV. Liquidity risk V. Business strategy and environment risk VI. Operational risk VII. Group risk B. Control risks: I. Internal Controls II. Organization III. Management (including corporate governance) IV. Compliance
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 Credit Risk Management Both these types of risk, however, are linked to the three omnibus risk categories listed below: 1. Credit risk 2. Market risk 3. Organizational risk WHAT IS RISK MANAGEMENT? The standard definition of management is that it is the process of accomplishing preset objectives; similarly, risk management aims at fulfilling the same specific objectives. This means that an organization/bank, whether it’s a profitseeking one or a non-profit firm, must have in place a clearly laid down parameter to contain – if not totally eliminate the financially adverse effects of its activities. Hence, the process of identification, measurement, monitoring and control of its activities becomes paramount under risk management. The organization/bank has to concentrate on the following issues:  Fixing a boundary within which the organization/bank will move in the matter of risk-prone activities.  The functional authorities must limit themselves to the defined risk boundary while achieving banks objectives.  There should be a balance between the bank’s risk philosophy and its risk appetite.
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 Credit Risk Management



IMPORTANCE OF RISK MANAGEMENT The Concern over risk management arose from the following developments:  In February 1995, the Barings Bank episode shook the markets and brought about the downfall of the oldest merchant bank in the UK. Inadequate regulation and the poor systems and practices of the bank were responsible for the disaster. All components of risk management – market risk, credit risk and operational risk – were thrown overboard.  Shortly thereafter, in July 1997, there was the Asian financial crisis, brought about again by the poor risk management systems in banks/financial institutions coupled with perfunctory supervision by the regulatory authorities, such practices could have severely damaged the monetary system of the various countries involved and had international ramifications. By analyzing these two incidents, we can come to the following conclusions:  Risks do increase over time in a business, especially in a globalized environment.  Increasing competition, the removal of barriers to entry to new business units by many countries, higher order expectations by stakeholders lead to assumption of risks without adequate support and safeguards.  The external operating environment in the 21st century is noticeably different. It is not possible to manage tomorrow’s events with yesterday’s systems and procedures and today’s human skill sets. Hence risk management has to address such issues on a continuing basis and install safeguards from time to time with the tool of risk management.  Stakeholders in business are now demanding that their long-term interests be protected in a changing environment. They expect the organization to install appropriate systems to handle a worst-case situation. Here lies the task of a risk management system – providing returns and enjoying their confidence. 9



 Credit Risk Management



RISK PHILOSOPHY AND RISK APPETITE Ideally, the risk management system in any organization/bank must codify its risk philosophy and risk appetite in each functionally area of its business. Risk philosophy: It involves developing and maintaining a healthy portfolio within the boundary set by the legal and regulatory framework. Risk appetite: Is governed by the objective of maximizing earnings within the contours of risk perception. Risk philosophy and risk appetite must go hand-in-hand to ensure that the bank has strength and vitality.



RISK ORGANISATIONAL SET-UP While creating a balanced organizational structure, it must be borne in mind that the primary goal is not to avoid risks that are inherent in a particular business (for example, in the banking business lending is the dominant function, involving the risk of default by the borrower) but rather to steer them consciously and actively to ensure that the income generated is adequate to the assumption of risks. PRINCIPLES IN RISK MANAGEMENT Any activity or group of activities needs to be done according to clear principles or `fundamental truths’. In risk management, the following set of principles dominates an organization’s operating environment.  Close involvement at the top level not only at the policy formulation stage but also during the entire process of implementation and regular monitoring.  The risk element in various segments within an organization may vary depending on the type of activities they are involved in. For example, in bank the credit risk of loans to priority sectors may be perceived as being of `high 10



 Credit Risk Management frequency but low value’. On the other hand, the operational risk involved in large deposit accounts may be seen as `low frequency but high value’.  The severity and magnitude of various types of risk in an organization must be clearly documented. The checks and safeguards must be stated in clear terms such that they operate consistently and effectively, and allow the power of flexibility.  There should be clear times of responsibility and demarcation of duties of people managing the organization.  Staff accountability must be clearly spelt out so that various risk segments are handled by various officers with full understanding and dedication, taking responsibility for their actions.  After identification of risk areas, it is absolutely essential that these are measured, monitored and controlled as per the needs and operating environment of the organization. Hence, like the internal audit of financial accounts, there has to he a system of `internal risk audit’. With regular risk audit feedback, the principles of risk management may be laid down or changed.  All the risk segments should operate in an integrated manner on an enterprisewide basis.  Risk tolerance limits for various categories must be in place and `exception reporting’ must be provided for when such limits are exceeded due to exceptional circumstances. In the terminology of finance, the term credit has an omnibus connotation. It not only includes all types of loans and advances (known as funded facilities) but also contingent items like letter of credit, guarantees and derivatives (also known as nonfunded/non-credit facilities). Investment in securities is also treated as credit exposure.
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CREDIT RISK MANAGEMENT WHAT IS CREDIT RISK? “Probability of loss from a credit transaction “is the plain vanilla definition of credit risk. According to the Basel Committee, “Credit Risk is most simply defined as the potential that a borrower or counter-party will fail to meet its obligations in accordance with agreed terms”. The Reserve Bank of India (RBI) has defined credit risk as “the probability of losses associated with diminution in the credit quality of borrowers or counter-parties”. Though credit risk is closely related with the business of lending (that is BANKS) it is Infact applicable to all activities of where credit is involved (for example, manufactures /traders sell their goods on credit to their customers).the first record of credit risk is reported to have been in 1800 B.C. CREDIT RISK MANGEMENT----FUNCTIONALITY The credit risk architecture provides the broad canvas and infrastructure to effectively identify, measure, manage and control credit risk --- both at portfolio and individual levels--- in accordance with a banks risk principles, risk policies, risk process and risk appetite as a continuous feature. It aims to strengthen and increase the efficacy of the organization, while maintaining consistency and transparency. Beginning with the Basel Capital Accord-I in 1988 and the subsequent Barings episode in1995 and the Asian Financial Crisis in1997, the credit risk management function has become the centre of gravity , especially in a financially in services industry like banking.
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 Credit Risk Management DISTINCTION BETWEEN CREDIT MANGEMENT AND CREDIT RISK MANAGEMENT Although credit risk management is analogous to credit management, there is a subtle difference between the two. Here are some of the following:



CREDIT MANAGEMENT 1. It



involves



identifying



selecting



CREDIT RISK and



MANAGEMENT 1. It involves identifying and analyzing



the risk in a credit transaction.



borrower/counter party. 2. It revolves around examining the



2.



It revolves around measuring,



three P’s of borrowing: people (character managing and controlling credit risk in and capacity of the borrower/guarantor), the context of an organization’s credit purpose (especially if the project/purpose philosophy and credit appetite. is viable or not), protection (security offered, borrower’s capital, etc.) 3. It is predominantly concerned with



3. It is predominantly concerned with



the probability of repayment. probability of default. 4. Credit appraisal and analysis do not 4. Depending



on



the



risk



usually provide an exit feature at the time manifestations of an exposure, an exist of sanction.



route remains a usual option through the



5.



sale of assets/securitization. 5. Statistical tools like VaR (Value at



The standard financial tools of



assessment for credit management are Risk), CVaR (Credit Value at Risk), balance sheet/income statement, cash flow duration and simulation techniques, etc. statement coupled with computation of form the core of credit risk management. specific accounting ratios. It is then followed by post-sanction supervision and a follow-up mechanism (e.g. inspection of securities, etc.). 6. It is more backward-looking in its



6.



It is forward looking in its



assessment, in terms of studying the assessment, looking, for instance, at a
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 Credit Risk Management antecedents/performance



of



the likely scenario of an adverse outcome in



borrower/counterparty.



the business.



RISK MANAGEMENT POLICIES Mere codification of risk principles is not enough. They need to be implemented through a defined course of action. Therefore a bank requires policies on managing all types of risks. These have to be drawn up keeping in mind the following elements:  The risk management process must give appropriate weightage to the nature of each risk considering the bank’s nature of business and availability of skill sets, information systems etc. Accordingly, there should be a clear demarcation of risks and operating instructions.  The methodology and models or risk evaluation must be built into the system.  Action points of correcting deficiencies beyond tolerance levels must be provided for in the policy.  Risk policy documents need to be uniform for all types of risks and, in fact, it may not be practicable. Therefore, separate policy documents have to be made for each segment-like credit risk, market risk or operational risk-within the framework of risk principles.  An appropriate MIS is a must for the smooth and successful operation of risk management activities in the bank. Data collection, collation and updating must be accurate and prompt.  The organizational structure must be so designed as to fit its risk philosophy and risk appetite. Functional powers and responsibilities must be specified for the officials in charge of managing each risk segment.  A `back testing’ process-where the quality and accuracy of the actual risk measurement is compared with the results generated by the model and corrective actions taken-must be installed.
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 Credit Risk Management  There should be periodical reviews- preferably on semi annual basis- of the risk mitigating tools for each risk segment. Improvements must be initiated where necessary in the light of experience gained.  There should be a contingent planning system to handle crises situations that elude planned safety nets.



THE CREDIT RISK MANAGEMENT PROCESS The word `process’ connotes a continuing activity or function towards a particular result. The process is in fact the last of the four wings in the entire risk management edifice – the other three being organizational structure, principles and policies. In effect it is the vehicle to implement a bank’s risk principles and policies aided by banks organizational structure, with the sole objective of creating and maintaining a healthy risk culture in the bank. The risk management process has four components: 1. Risk Identification. 2. Risk Measurement. 3. Risk Monitoring. 4. Risk Control. RISK IDENTIFICATION: While identifying risks, the following points have to be kept in mind: •



All types of risks (existing and potential) must be identified and their likely effect in the short run be understood.



•



The magnitude of each risk segment may vary from bank to bank.



•



The geographical area covered by the bank may determine the coverage of its risk content. A bank that has international operations may experience different intensity of credit risks in various countries when compared with a pure domestic bank. Also, even within a bank, risks will vary in it domestic operations and its overseas arms. 15
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RISK MEASUREMENT: MEASUREMENT means weighing the contents and/or value, intensity, magnitude of any object against a yardstick. In risk measurement it is necessary to establish clear ways of evaluating various risk categories, without which identification would not serve any purpose. Using quantitative techniques in a qualitative framework will facilitate the following objectives: •



Finding out and understanding the exact degree of risk elements in



each category in the operational environment. •



Directing the efforts of the bank to mitigate the risks according to the



vulnerability of a particular risk factor. • thrust



Taking appropriate initiatives in planning the organization’s future areas



and



line



of



business



and



capital



allocation.



The



systems/techniques used to measure risk depend upon the nature and complexity of a risk factor. While a very simple qualitative assessment may be sufficient in some cases, sophisticated methodological/statistical may be necessary in others for a quantitative value. RISK MONITORING: Keeping close track of risk identification measurement activities in the light of the risk, principles and policies is a core function in a risk management system. For the success of the system, it is essential that the operating wings perform their activities within the broad contours of the organizations risk perception. Risk monitoring activity should ensure the following: •



Each operating segment has clear lines of authority and responsibility.



•



Whenever the organizations principles and policies are breached, even if they may be to its advantage, must be analyzed and reported, to the concerned authorities to aid in policy making.



•



In the course of risk monitoring, if it appears that it is in the banks interest to modify existing policies and procedures, steps to change them should be considered. 16



 Credit Risk Management •



There must be an action plan to deal with major threat areas facing the bank in the future.



•



The activities of both the business and reporting wings are monitored striking a balance at all points in time.



•



Tracking of risk migration is both upward and downward.



RISK CONTROL: There must be appropriate mechanism to regulate or guide the operation of the risk management system in the entire bank through a set of control devices. These can be achieved through a host of management processes such as: •



Assessing risk profile techniques regularly to examine how far they are effective in mitigating risk factors in the bank.



•



Analyzing internal and external audit feedback from the risk angle and using it to activate control mechanisms.



•



Segregating risk areas of major concern from other relatively insignificant areas and exercising more control over them.



•



Putting in place a well drawn-out-risk-focused audit system to provide inputs on restraint for operating personnel so that they do not take needless risks for short-term interests. It is evident, therefore, that the risk management process through all



its four wings facilitate an organization’s sustainability and growth. The importance of each wing depends upon the nature of the organizations activity, size and objective. But it still remains a fact that the importance of the entire process is paramount. GOAL OF CREDIT RISK MANGEMENT The international regulatory bodies felt that a clear and well laid risk management system is the first prerequisite in ensuring the safety and stability 17



 Credit Risk Management of the system. The following are the goals of credit risk management of any bank/financial organization: •



Maintaining risk-return discipline by keeping risk exposure within acceptable parameters.



•



Fixing proper exposure limits keeping in view the risk philosophy and risk appetite of the organization.



•



Handling credit risk both on an “entire portfolio” basis and on an “individual credit or transaction” basis.



•



Maintaining an appropriate balance between credit risk and other risks – like market risk, operational risk, etc.



•



Placing equal emphasis on “banking book credit risk” (for example, loans and advances on the banks balance sheet/books), “trading book risk” (securities/bonds) and “off-balance sheet risk” (derivatives, guarantees, L/Cs, etc.)



•



Impartial and value-added control input from credit risk management to protect capital.



•



Providing a timely response to business requirements efficiently.



•



Maintaining consistent quality and efficient credit process.



•



Creating and maintaining a respectable and credit risk management culture to ensure quality credit portfolio.



•



Keeping “consistency and transparency “as the watchwords in credit risk management.



CREDIT RISK MANGEMENT TECHNIQUES Risk –taking is an integral part of management in an enterprise. For example, if a particular bank decides to lend only against its deposits, then its margins are bound to be very slender indeed. However the bank may also not be in a position to deploy all its lendable funds, since obviously takers for loans will be very and occasional.
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 Credit Risk Management The basic techniques of an ideal credit risk management culture are: •



Certain risks are not to be taken even though there is the likelihood of major gains or profit, like speculative activities.



•



Transactions with sizeable risk content should be transferred to professional risk institutions. For example, advances to small scale industrial units and small borrowers should be covered by the Deposit & Credit Insurance Scheme in India. Similarly, export finance should be covered by the Export Credit Guarantee Scheme, etc.



•



The other risks should be managed by the institution with proper risk management architecture.



Thus I conclude that credit management techniques are a mixture of risk avoidance, risk transfer and risk assumption. The importance of each of these will depend on the organizations nature of activities, its size, capacity and above all its risk philosophy and risk appetite.



FORMS OF CREDIT RISK The RBI has laid down the following forms of credit risk: •



Non-repayment of the principal of the loan and /or the interest on it.



•



Contingent liabilities like letters of credit/guarantees issued by the bank on behalf of the client and upon crystallization---- amount not deposited by the customer.



•



In the case of treasury operations, default by the counter-parties in meeting the obligations.



•



In the case of securities trading, settlement not taking place when it’s due.



•



In the case of cross – border obligations, any default arising from the flow of foreign exchange and /or due to restrictions imposed on remittances out of the country. 19
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COMMON CAUSES OF CREDIT RISK SITUATIONS For any organization, especially one in banking-related activities, losses from credit risk are usually very severe and non infrequent. It is therefore necessary to look into the causes of credit risk vulnerability. Broadly there are three sets of causes, which are as follows: •



CREDIT CONCENTRATION



•



CREDIT GRANTING AND/OR MONITORING PROCESS



•



CREDIT



EXPOSURE



IN



THEMARKET



AND



LIQUIDITY



SENSITIVITY SECTORS. CREDIT CONCENTRATION Any kind of concentration has its limitations. The cardinal principle is that all eggs must not be put in the same basket. Concentrating credit on any one obligor /group or type of industry /trade can pose a threat to the lenders well being. In the case of banking, the extent of concentration is to be judged according to the following criteria: •



The institution’s capital base (paid-up capital+reserves & surplus, etc).



•



The institutions total tangible assets.



•



The institutions prevailing risk level. The alarming consequence of concentration is the likelihood of large



losses at one time or in succession without an opportunity to absorb the shock. Credit concentration may take any or both of the following forms: •



Conventional: in a single borrower/group or in a particular sector like steel, petroleum, etc.



•



Common/ correlated concentration: for example, exchange rate devaluation and its effect on foreign exchange derivative counterparties.
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INEFFECTIVE CREDIT GRANTING AND / OR MONITORING PROCESS: A strong appraisal system and pre- sanction care are basic requisites in the credit delivery system. This again needs to be supplemented by an appropriate and prompt post-disbursement supervision and follow-up system. The history of finance is replete with cases of default due to ineffective credit granting and/or monitoring systems and practices in an organization, however effective, need to be subjected to improvement from time to time in the light of developments in the marketplace.



CREDIT EXPOSURE IN THE MARKET AND LIQUIDITYSENSITIVE SECTORS: Foreign exchange and derivates contracts, letter of credit and liquidity back up lines etc. while being remunerative; create sudden hiccups in the organizations financial base. To guard against rude shock, the organization must have in place a Compact Analytical System to check for the customer’s vulnerability to liquidity problems. In this context, the Basel Committee states that, “Market and liquiditysensitive exposures, because they are probabilistic, can be correlated with creditworthiness of the borrower”. CONFLICTS IN CREDIT RISK MANGEMENT An organization dedicated to optimally manage its credit risk faces conflict, particularly while meeting the requirements of the business sector. Its customers expect the bank to extend high quality lender-service with efficiency and responsiveness, placing increasing demands in terms of higher amounts, longer tenors and lesser collateral. The organization on the other hand may have a limited credit risk appetite and like to reap the maximum benefits with lesser credit and of a shorter duration. An articulate balancing of this conflict reflects the strength and soundness of risk management practices of the bank.
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COMPONENTS (BUILDING BLOCKS) OF CREDIT RISK MANAGEMENT The entire credit risk management edifice in a bank rests upon the following three building blocks, in accordance with RBI guidelines: 1. FORMULATION OF CREDIT RISK POLICY AND STRATEGY: All banks cannot use the same policy and strategy, even though they may be similar in many respects. This is because each bank has a different risk policy and risk appetite. However one aspect that is common for any bank is that it must have an appropriate policy framework covering risk identification, measurement, monitoring and control. In such a policy initiative, there must be risk control/mitigation measures and also clear lines of authority, autonomy and accountability of operating officials. As a matter of fact, the policy document must provide flexibility to make the best use of risk-reward opportunities. Risk strategy which is a functional element involving the implementation of risk policy is concerned more with safe and profitable credit operations. it takes in to account types of economic / business activity to which credit is to be extended, its geographical location and suitability, scope of diversification, cyclical aspects of the economy and above all means and ways of existing when the risk become too high. 2. CREDIT RISK ORGANISATION STRUCTURE: Depending upon a banks nature of activity, and above all its risk philosophy and risk appetite , the organization structure is formed taking care of the core functions of risk identification, risk measurement, risk monitoring and risk control. The RBI has suggested the following guidelines for banks: •



The Board of Directors would be in the superstructure, with a role in the overall risk policy formulation and overseeing.



•



There has to be a board-level sub-committee called the Risk Management Committee (RMC) concerned with integrated risk management. That is, framing policy issues on the basis of the overall policy prescriptions of the
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 Credit Risk Management Board and coming up with an implementation strategy. This subcommittee, entrusted with enterprise wide risk management, should comprise the chief executive officer and heads of the Credit Risk Management and Market and Operational Risk Management Committee. •



A Credit Risk Management Committee (CRMC) should function under the supervision of the RMC. This committee should be headed by the CEO/executive director and should include heads of credit, treasury, the Credit Risk Management Department (CRMD) and the chief economist.



FUNCTIONS OF CRMC: •



Implementation of Credit Risk Policy.



•



Monitoring credit risk on the basis of the risk limits fixed by the board and ensuring compliance on an ongoing basis.



•



Seeking the board’s approval for standards for entertaining credit/investment proposals and fixing benchmarks and financial covenants.



•



Micro-management of credit exposures, for example, risks concentration/diversification, pricing, collaterals, portfolio review, provisional/compliance aspects, etc.



Besides setting up macro-level functionaries on a committee basis each bank is required to put in place a Credit Risk Management Department (CRMD), whose functions have been prescribed by the RBI. FUNCTIONS OF CRMD: •



Measuring, controlling and managing credit risk on a bank – wide basis within the limits set by the board/CRMC.



•



Enforce compliance with the risk parameters and prudential limits set by the Board/CRMC.



•



Lay down risk assessment systems, develop an MIS, monitor the quality of loan /investment portfolio, identify problems, correct deficiencies and undertake loan review /audit. 23



 Credit Risk Management •



Be accountable for protecting the quality of the entire loan/investment portfolio.



3. CREDIT RISK OPERATION & SYSTEM FRAMEWORK: Measurement and monitoring, along with control aspects, in credit risk determine the vulnerability or otherwise of an organization while extending credit, including deployment of funds in tradable securities. As per RBI guidelines, this should involve three clear phases: •



Relationship management with the clientele with an eye on business development.



•



Transaction management involving fixing the quantum, tenor and pricing and to document the same in conformity with statutory / regulatory guidelines.



•



Portfolio management, signifying appraisal/evaluation on a portfolio basis rather than on an individual basis (which is covered by the two earlier points) with a special thrust on management of non-performing items. In the light of all the above three phases, a bank has to map its risk management activities (identification, measurement, monitoring and control). It has to emphasize on the following aspects: • There should be periodic focused industry studies identifying, in particular, stagnant and dying sectors. • Hands-on supervision of individual credit accounts through half-yearly/annual reviews of financial, position of collaterals and obligor’s internal and external business environment. • Credit sanctioning authority and credit risk approving authority to be separate.
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 Credit Risk Management • Level of credit sanctioning authority is to be higher in proportion to the amount of credit. • Installation of a credit audit system in–house or handed-out to a competent external organization. •



An appropriate credit rating system to operate.



• Pricing should be linked to the risk rating of an account --higher the risk, higher the price. • Credit appraisal and periodic reviews----- together with enhancement when necessary--- should be uniform, but operate flexibly. • There should be a consistent approach (keeping in view prudential guidelines wherever existing) in the identification, classification and recovery of non-performing accounts. • A compact system to avoid excessive concentration of credit should operate with portfolio analysis. • There should be a clearly laid down process of risk reporting of data/information to the controlling / regulatory authorities. • A conservative long provisionary policy should be in place so that all non performing assets are provided for, not only as per regulatory requirements but also with some additional cushioning (some banks in India provide for a fixed percentage-----usually 0.25%------of standard assets). • There should be detailed delegation of powers, duties and responsibilities of officials dealing with credit. • There should be sound Management Information System. These make it clear that operations/systems in credit risk management become really



effective tools only when they are led by principles of consistency and



transparency.
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 Credit Risk Management THE CREDIT RATING MECHANISM Rating implies an assessment or evaluation of a person, property, project or affairs against a specific yardstick/benchmark set for the purpose. In credit rating, the objective is to assess/evaluate a particular credit proposition (which includes investment) on the basis of certain parameters. The outcome indicates the degree of credit reliability and risk. These are classified into various grades according to the yardstick/benchmark set for each grade. Credit rating involves both quantitative and qualitative evaluations. While financial analysis covers a host of factors such as the firm’s competitive strength within the industry/trade, likely effects on the firm’s business of any major technological changes, regulatory/legal changes, etc., which are all management factors. The Basel Committee has defined credit rating as a summary indicator of the risk inherent in individual credit, embodying an assessment of the risk of loss due to the default counter-party by considering relevant quantitative and qualitative information. Thus, credit rating is a tool for the measurement or quantification of credit risk. WHO UNDERTAKES CREDIT RATING There is no restriction on anyone rating another bank as long as it serves their purpose. For instance, a would-be employee may like to do a rating before deciding to join a firm.



Internationally rating agencies like Standard & Poor’s(S&P) and



Moody’s are well known. In India, the four authorized rating agencies are CRISIL, ICRA, CARE, and FITCH. They undertake rating exercises generally when an organization wants to issue debt instruments like commercial paper, bonds, etc. their ratings facilitate investor decisions, although normally they do not have any statutory/regulatory liability in respect of a rated instrument. This is because rating is only an opinion on the financial ability of an organization to honor payments of principal and/or interest on a debt instrument, as and when they are dye in future. However, since the rating agencies have the expertise in their field and are not tainted with any bias, their ratings are handy for market participants and regulatory



26



 Credit Risk Management authorities to form judgments on an instrument and/ or the issuer and take decisions on them. Banks do undertake structured rating exercises with quantitative and qualitative inputs to support a credit decision, whether it is sanction or rejection. However they may be influenced By the rating ---whether available---- of an instrument of a particular party by an external agency even though the purpose of a bank’s credit rating may be an omnibus one--- that is to check a borrower’s capacity and competence----while that of an external agency may be limited to a particular debt instrument. UTILITY OF CREDIT RATING In a developing country like India, the biggest sources of funds for an organization to acquire capital assets and/or for working capital requirement are commercial banks and development financial institutions. Hence credit rating is one of the most important tools to measure, monitor and control credit risk both at individual and portfolio levels. Overall, their utility may be viewed from the following angles: •



Credit selection/rejection.



•



Evaluation of borrower in totality and of any particular exposure/facility.



•



Transaction-level analysis and credit pricing and tenure.



•



Activity-wise/sector-wise portfolio study keeping in view the macro-level position.



•



Fixing outer limits for taking up/ maintaining an exposure arising out of risk rating.



•



Monitoring exposure already in the books and deciding exit strategies in appropriate cases.



•



Allocation of risk capital for poor graded credits.



•



Avoiding over-concentration of exposure in specific risk grades, which may not be of major concern at a particular point of time, but may in future pose problems if the concentration continues. 27



 Credit Risk Management •



Clarity and consistency, together with transparency in rating a particular borrower/exposure, enabling a proper control mechanism to check risks associated in the exposure.



Basel-II has summed up the utility of credit rating in this way: “Internal risk ratings are an important tool in monitoring credit risk. Internal risk ratings should be adequate to support the identification and measurement of risk from all credit risk exposures and should be integrated into an institution’s overall analysis of credit risk and capital adequacy. The ratings system should provide detailed ratings for all assets, not only for criticized or problem assets. Loan loss reserves should be included in the credit risk assessment for capital adequacy.” METHODS OF CREDIT RATING 1. Through the cycle: In this method of credit rating, the condition of the obligor and/or position of exposure are assessed assuming the “worst point in business cycle”. There may be a strong element of subjectivity on the evaluator’s part while grading a particular case. It is also difficult



to



implement



the



method



when



the



number



of



borrowers/exposures is large and varied. 2. Point-in-time: A rating scheme based on the current condition of the borrower/exposure. The inputs for this method are provided by financial statements, current market position of the trade / business, corporate governance, overall management expertise, etc. In India banks usually adopt the point-in-time method because: •



It is relatively simple to operate while at the same time providing a fair estimate of the risk grade of an obligor/exposure.



•



It can be applied consistently and objectively.



•



Periodical review and downgrading are possible depending upon the position.



The point-in –time fully serves the purpose of credit rating of a bank.
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 Credit Risk Management



SCORES / GRADES IN CREDIT RATING: The main aim of the credit rating system is the measurement or quantification of credit risk so as to specifically identify the probability of default (PD), exposure at default (EAD) and loss given default (LGD).Hence it needs a tool to implement the credit rating method (generally the point in time method).The agency also needs to design appropriate measures for various grades of credit at an individual level or at a portfolio level. These grades may generally be any of the following forms: 1. Alphabet: AAA, AA, BBB, etc. 2. Number: I, II, III, IV, etc. The fundamental reasons for various grades are as follows: •



Signaling default risks of an exposure.



•



Facilitating comparison of risks to aid decision making.



•



Compliance with regulatory of asset classification based on risk exposures.



•



Providing a flexible means to ultimately measure the credit risk of an exposure.



COMPONENTS OF SCORES/GRADES: Scores are mere numbers allotted for each quantitative and qualitative parameter---out of the maximum allowable for each parameter as may be fixed by an organization ---of an exposure. The issue of identification of specific parameters, its overall marks and finally relating aggregate marks (for all quantitative and qualitative parameters) to various grades is a matter of management policy and discretion---there is no statutory or regulatory compulsion. However the management is usually guided in its efforts by the following factors: •



Size and complexity of operations.



•



Varieties of its credit products and speed.



•



The banks credit philosophy and credit appetite.
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 Credit Risk Management •



Commitment of the top management to assume risks on a calculated basis without being risk-averse.



FUNDAMENTAL PRINCIPLE OF RATING AND GRADING A basic requirement in risk grading is that it should reflect a clear and fine distinction between credit grades covering default risks and safe risks in the short run. While there is no ideal number of grades that would facilitate achieving this objective, it is expected that more granularity may serve the following purposes: •



Objective analysis of portfolio risk.



•



Appropriate pricing of various risk grade borrower’s, with a focus on lowrisk borrowers in terms of lower pricing.



•



Allocation of risk capital for high risk graded exposures.



•



Achieving accuracy and consistency. According to the RBI, there should be an ideal balance between



“acceptable credit risk and unacceptable credit risk” in a grading system. It is suggested that: •



A rating scale may consist of 8-9 levels.



•



Of the above the first five levels may represent acceptable credit risks.



•



The remaining four levels may represent unacceptable credit risks.



The above scales may be denoted by numbers (1, 2, 3 etc.) or alphabets (AAA, AA, BBB, etc.) TYPES OF CREDIT RATING Generally speaking credit rating is done for any type of exposure irrespective of the nature of an obligor’s activity, status (government or non-government) etc. Broadly, however, credit rating done on the following types of exposures.
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 Credit Risk Management •



Wholesale



exposure: Exposed



to



the commercial



and



institutional



sector(C&I). •



Retail exposure: Consumer lending, like housing finance, car finance, etc. The parameters for rating the risks of wholesale and retail exposures are



different. Here are some of them: •



In the wholesale sector, repayment is expected from the business for which the finance is being extended. But in the case of the retail sector, repayment is done from the monthly/periodical income of an individual from his salary/ occupation.



•



In the wholesale sector, apart from assets financed from bank funds, other business assets/personal assets of the owner may be available as security. In case of retail exposure, the assets that are financed generally constitute the sole security.



•



Since wholesale exposure is for business purposes, enhancement lasts (especially for working capital finance) as long as the business operates. In the retail sector, however, exposure is limited to appoint of time agreed to at the time of disbursement.



•



“Unit” exposure in the retail category is quite small generally compared to that of wholesale exposure.



•



The frequency of credit rating in the case of wholesale exposure is generally annual, except in cases where more frequent ( say half yearly ) rating is warranted due to certain specific reasons ( for example, declining trend of asset quality. However retail credit may be subjected to a lower frequency (say once in two years) of rating as long as exposure continues to be under the standard asset category. USUAL PARAMETERS FOR CREDIT RATING



A. Wholesale exposure:
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 Credit Risk Management For wholesale exposures, which are generally meant for the business activities of the obligor, the following parameters are usually important: Quantitative factors as on the last date of borrower’s accounting year: 1. Growth in sales/main income. 2. Growth in operating profit and net profit. 3. Return on capital employed. 4. Total debt-equity ratio. 5. Current ratio. 6. Level of contingent liabilities. 7. Speed of debt collection. 8. Holding period of inventories/finished goods. 9. Speed of payment to trade creditors. 10. Debt-service coverage ratio (DSCR). 11. Cash flow DSCR. 12. Stress test ratio (variance of cash flow/DSCR compared with the preceding year). Qualitative factors are adjuncts to the quantitative factors, although they cannot be measured accurately—only an objective opinion can be formed. Nevertheless, without assessing quantitative factors, credit rating would not be complete. These factors usually include: 1. How the particular business complies with the regulatory framework, standard and norms, if laid down. 2. Experience of the top management in the various activities of the business. 3. Whether there is a clear cut succession plan for key personnel in the organization. 4. Initiatives shown by the top management in staying ahead of competitors. 5. Corporate governance initiative. 6. Honoring financial commitments.
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 Credit Risk Management 7. Ensuring end-use of external funds. 8. Performance of affiliate concerns, if any. 9. The



organization’s



ability



to



cope



with



any



major



technological, regulatory, legal changes, etc. 10. Cyclical factors, if any, the business and how they were handled by the management in the past year----macro level industry/trade analysis. 11. Product characteristics----scope for diversification. 12. Approach to facing the threat of substitutes. B. Retail Exposure: In undertaking credit rating for retail exposures----which consists mainly of lending for consumer durables and housing finance, or any other form of need based financial requirement of individuals/groups in the form of educational loans—the two vital issues need to be addressed: 1. Borrower’s ability to service the loan. 2. Borrower’s willingness at any point of time to service the loan and / or comply with the lenders requirement. The parameters for rating retail exposures are an admixture of quantitative and qualitative factors. In both situations, the evaluator’s objectivity in assessment is considered crucial for judging the quality of exposure. The parameters may be grouped into four categories: 1. PERSONAL DETAILS: a. Age: Economic life, productive years of life. b. Education qualifications: Probability of higher income and greater tendency to service and repay the loan. c. Marital status: Greater need of a permanent settlement, lesser tendency to default. d. Number of dependents: Impact on monthly outflow, reduced ability to repay.
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 Credit Risk Management e. Mobility of the individual, location: Affects the borrower’s repayment capacity and also his willingness to repay. 2. EMPLOYMENT DETAILS: a. Employment status: Income of the self-employed is not as stable as that of a salaried person. b. Designation: People at middle management and senior management levels tend to have higher income and stability. c. Gross monthly income, ability to repay. d.



Number of years in current employment / business, stable income.



3. FINANCIAL DETAILS: a. Margin/percentage of financing of borrowers: more the borrower’s involvement, less the amount of the loan. b. Details of borrower’s assts: land & building, worth of the borrower or security. c. Details of a borrower’s assets: bank balances and other securities, worth of the borrower or security. 4. OTHER DETAILS ABOUT THE LOAN AND BORROWER: a. Presence and percentage of collateral---additional security. b. Presence of grantor---additional security. c. Status symbol/lifestyle (telephone, television, refrigerator, washing machine, two wheeler, car, cellular phone). d. Account relationship. As per RBI guidelines, all exposure (without any cut off limit) are to be rated. CREDIT AUDIT
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 Credit Risk Management



Credit also known as loan review mechanism is the outcome of modern commerce, a result of proliferation of credit/loan institutions the world over with sophisticated loan products on one hand and the growing concern about asset quality on the other. The core emphasis is on compliance with credit policy, procedures, documentation process and above all, adherence to stipulated terms and conditions for sanction, disbursements and monitoring.



CREDIT AUDIT DEFINED Credit audit is concerned with the verification of credit (loan) accounts, including the investment portfolio. Although the business of credit/loans is predominantly the domain of banks, however any commercial institution can be involved in it as well for example, credit sales creating accounts receivables. Credit audit may be defined as the process of examining and verifying credit records from the viewpoint of compliance with laid down policies, system procedures for the disbursement of credit and their monitoring. The RBI has defined credit audit as a mechanism to examine “compliance with extant sanction and post sanction processes/procedures laid down by the bank from time to time”. Credit audit is not a statutory requirement. However from the regulatory angle of credit risk management, the RBI has asked banks to implement an appropriate credit audit system for their loan / investment portfolios.



OBJECTIVES
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 Credit Risk Management Credit audit acts as an enabler in building up and monitoring asset quality without compromising on policies, norms and procedure. Its basic objective is implanted in the independent verification process, covering: 1. The sanction process. 2. The modalities of disbursement. 3. Compliance with regulatory prescriptions besides adherence to existing in house policies. 4. The monitoring mechanism and how it is suited to stop a possible decline in asset quality. Thus an independent assessment (without being carried away by the judgment of those involved in sanctioning, disbursing and monitoring credit) is the whole and sole of credit audit. The findings of the credit audit process with the suggested course of action for improvements operate as a safety valve for the organization. SCOPE Credit audit must cover not only funded credit/loans --------including accounts receivable------but also the investment portfolio, of both government and corporate securities. It should also cover non-funded commitments (letter of credit, guarantees, bid bonds, etc).individual account verification should be followed up by portfolio verification (for example, loan/credit portfolio on the whole, sectoral position, etc.) The scope and coverage of such an audit depends on the size and complexity of operations of an organization and past trends (say a period of three-five years) reflected in the individual / portfolio quality of accounts. DISTINCTION BETWEEN CREDIT AUDIT AND ACCOUNTS AUDIT Although the basic element of both credit audit and accounts audit is verification/examination, the following points of distinction between the two are important:
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 Credit Risk Management



CREDIT AUDIT



ACCOUNTS AUDIT



1. Concerned with loan /investment assets of an Concerned with all types of assets and liabilities organization like a bank.



of an organization.



2. This is not a statutory requirement even for a It is a statutory requirement (at least once a year) limited company (private/public).



for all types of limited companies (no statutory



requirement for others). 3. The scope of credit audit (otherwise known as The scope of accounts audit covers all assets loan



review



compliance



mechanism) with



(loan/investment)



respect and



is



restricted to



to /liabilities without any restrictions, but within the



sanction framework of the Accounting Standards of the



post-sanction Institute of Chartered Accountants.



processes/procedures as may exist in a bank. 4. modality/periodicity may be decided by the Modality of audit rests with the auditor financing institution subject to the regulatory concerned, who has to follow accepted financial guidelines of the RBI.



practices/standards. For a limited company



(public / private), an audit once a year is a must. 5. The audit may be undertaken in-house by an Audit of limited companies (private/public) can organization, and the auditor need not be a be undertaken only by qualified chartered qualified chartered account. accountants. 6. Credit auditor is not required to visit If need be, an auditor may not only verify the borrower’s factory/office, but frames his opinion books of accounts, he may also physically only on the basis of records.



inspect factory/place of storage of assets.



COMPONENTS OF CREDIT AUDIT Sanction process: In a bank/financial institution, the sanction of a credit facility (funded loan as well as non-funded facility-for example, guarantees, letters of credit etc.)As well as investment in marketable securities have to go through channels fixed by the institution according to its needs and systems and procedures. Generally, the process goes through the following steps:
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 Credit Risk Management a) Receipt of credit application from the client at the operating unit, like the branch of the bank concerned. b) Scrutiny of the application in the light of the bank’s norms and guidelines as well as specific directives of the RBI. c) Preparation of an assessment note (credit proposal) after verifying the necessary aspects of the borrowers and guarantors, if any (this includes credentials study, physical inspection of the business site/securities, this involves details of the issuer, terms and conditions of securities. d) Exercise of the financial powers of the delegated authorities for sanction. Disbursement modality: This is the consequence of the sanction process and includes: a)Security documentation as per the terms and conditions of sanction. b) Pre-disbursement physical inspection of the business site/place for business lending. c) In the case of acquisition of capital assets/investment in securities, direct payment to the seller/insurer concerned is to be made to ensure proper end-use. Compliance: It is necessary that the bank/financial institution comply with regulatory guidelines and its internal norms/systems during the sanction process, the disbursement stage and the post-disbursement stage/In fact, throughout the tenure of any credit/investment asset in the books, the bank/financial institution must ensure that no guidelines are breached. The RBI’S new Risk Based Supervision System will focus, inter alia, on the ‘compliance’ angle of the bank/financial institution. Noncompliance may invite penal measures. Monitoring: The credit audit process ensures that the bank/financial institution concerned follows necessary monitoring measures so that the asset quality (loan/investment)remains at an acceptable level, and in cases of signs of deterioration, necessary rectification measures are initiated. Monitoring is an ongoing mechanism and in reality a safety valve for a bank/financial institution.



38



 Credit Risk Management Therefore, a credit audit is complementary to the entire credit risk management system.



HOW CREDIT AUDITS ARE TO BE CONDUCTED 1) An in-house department may be set up with professionally qualified and experienced people. 2) In the alternative, an arrangement may be made with professionals’ institutions to undertake such an audit (business process outsourcing) 3) Credit audit is to be restricted to the records mentioned with respect to appraisal, post-sanction supervision and follow up. 4) Credit audit does not usually involve the physical verification of securities/visit borrower’s factory/premises. 5) The credit audit process may cover all credit records/documents or a statistical sampling of a batch of records. According to RBI guidelines, in banks/financial institutions, all fresh credit decisions and renewal cases in the past three-six months (preceding the date of commencement of the credit) should be subjected to the credit audit process. A random selection of 5-10%may be made from the rest of the portfolio. 6) Credit audit is an ongoing process. However, for individual accounts, the frequency depends upon the quality of the accounts. The audit may even be on a quarterly basis in the case of high-risk accounts. 7) Large banks/financial institutions usually prefer to cover credit audit with a cut-off size (say, individual exposures of Rs 3-5 crores and over)on a half-yearly basis through their in-house officials.



RBI Guidelines on Credit Audit
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 Credit Risk Management Credit audit examines compliance with extant sanctions and post-sanction processes/procedures laid down by the bank from time to time and is concerned with the following aspects:OBJECTIVES OF CREDIT AUDIT: -Improvement in the quality of the credit portfolio -Reviewing the sanction process and compliance status of large loans. -Feedback on regulatory compliance. -Independent review of credit risk assessment. -Picking up early warning signals and suggesting remedial measures. -Recommending corrective action to improve credit quality, credit administration and credit skills of staff, etc. STRUCTURE OF THE CREDIT AUDIT DEPARTMENT: The credit audit/loan review mechanism may be assigned to a specific department or the inspection and audit department. Functions of the credit audit department: -To process credit audit reports. -To analyze credit audit findings and advise the departments/functionaries concerned. -To follow up with the controlling machines. -To apprise the top management. -To process the responses received and arrange for the closure of the relative credit audit reports. -To maintain a database of advances subjected to credit audit. Scope and coverage: The focus of credit audit needs to be broadened from the account level to kook at the overall portfolio and the credit process being followed. The important areas are: Portfolio review: Examining the quality of credit and investment (quasi-control) portfolio and suggesting measures for improvement, including the reduction of
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 Credit Risk Management concentrations in certain sectors to levels indicated in the loan policy and prudential limits suggested by the RBI. Loan review: Review of the sanction process and status of post-sanction process/procedures (not just restricted to large accounts). These include: -All proposals and proposals for renewal of limits (within three-six months from the date of sanction). -All existing accounts with sanction limits equal to or above a cut-off point, depending upon the size of activity. -Randomly selected (say 5-10%) proposals from the rest of the portfolio. -Accounts of sister concerns/groups/associate concerns of the above accounts, even if the limit is less than the cut-off point. Action points for review: -Verifying compliance with the bank’s policies and regulatory compliance with regard to sanction. -Examining the adequacy of documentation. -Conducting the credit risk assessment. -Examining the conduct of account and follow-up looked at by line functionaries. -Overseeing action taken by line functionaries on serious irregularities. -Detecting early warning signals and suggesting remedial measures. Frequency of review: The frequency of review varies depending on the magnitude of risk (say, three months for high risk accounts, and six months for average risk accounts, one year for low-risk accounts). -Feedback on general regulatory compliance. -Examining adequacy of policies, procedures and practices. -Reviewing the credit risk assessment methodology. -Examining the reporting system and exceptions to them. -Recommending corrective action for credit administration and credit skills of staff. -Forecasting likely happenings in the near future.
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 Credit Risk Management PROCEDURE TO BE FOLLOWED FOR CREDIT AUDIT: -A credit audit is conducted on-site, i.e. at the branch which has appraised the advance and where the main operative credit limits are made available. -Reports on the conduct of accounts of allocated limits are to be called from the corresponding branches. -Credit auditors are not required to visit borrower’s factory/office premises. MODEL FORMAT OF CREDIT AUDIT REPORT (RBI has not specifically prescribed any format) Here’s a model report for the credit audit for bank credit/loan accounts. The format may be modified to meet organization-specific requirements. GOOD BANK LTD. CREDIT AUDIT SPECIMEN REPORT FORMAT (ACCOUNT-WISE) Period covered in the report (from…………………to……………………) Credit audit report as on…………………………………………………… -Name of the borrower and group affiliation, if any: -Main place of business/registered office: -Date of establishment/incorporation: -Line of activity/business segment: -Financing pattern Sole/multiple/consortium Share (percentage and amount of credit limit for such a lender): -Date and authority of last sanction/renewal: -Credit rating by the bank/rating agency and what it indicates: -Total exposure (funded and non-funded)
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 Credit Risk Management To the party: To the group (if any): To state specifically if there is any foreign currency loan/commitment: Credit arrangement with the bank/financial institution:



(Rs. In lakhs, Overdue



since when) Facility



Limit/line



Outstanding



Amount of Overdues, if any



-Comments: -Whether guidelines laid down have been adhered to while appraising/assessing: -Comments on industry averages for inventory, receiveables,creditors etc. taken into account: -Comments on financial performance of the party visa-vis estimates and industry position,if available: -Whether management quailties were analyzed at sanction/renewal stage: -Any other important issues:
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 Credit Risk Management -Whether all the terms and conditions of the sanction were complied with, if not details and reasons and when the same is expected to be done: -Comments on first disbursement of facilities(applicable for fresh sanctions.) -Sanctions cover stipulated as per sanction: Securities



Deficiencies, if any



-Security documentation: -Date of document: -Details of unrectified irregularities,if any: -Whether charge filed with ROC (Registrar of CompAnies) for primary as well as Collateral securities in case of A company, if not details with Present status: -Conduct of the account: -Interest serviced up to (Month/year): -Submission of return/state-
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 Credit Risk Management ment by the party: Stock statement/statement of bookdebts submitted up to (month/ year): -Insurance for securities:



Aggregate amount insured. Date up to which insurance policy will remain valid:



-Primary securities: -Collateral securities: - Physical inspection of securities:



- Whether pre-sanction inspection carried out and found in order. -Whether post-disbursement inspection is regularly carried out and found in order: -Date of last inspection: -Accounts of sister concerns: - Suggestions of credit audit for remedial measures, where asset quality is showing signs
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 Credit Risk Management of concern.



CREDIT RISK MODEL A credit risk model is a quantitative study of credit risk, covering both good borrowers and bad borrowers. A risk model is a mathematical model containing the loan applicants’ characteristics either to calculate a score representing the applicant’s probability of default or to sort borrowers into different default classes. A model is considered effective if a suitable ‘validation’ process is also built in with adequate power and calibration. As a matter of fact, a model without the necessary and appropriate validation is only a hypothesis. UTILITY Banks may derive the following benefits if they install an appropriate credit risk model: •



It will enable them to compute the present value of a loan asset of fixed income security, taking into account the organizations past experience and assessment of future scenario.



•



It facilitates the measurement of credit risk in quantitative terms, especially in cases where promised cash flows may not materialize.



•



It would enable an organization to compute its regulatory capital requirement based on an internal ratings approach.



•



An appropriate credit risk model will facilitate an impact study of credit derivatives and loan sales/securitization initiatives.



•



It facilitates the pricing of loans and provides a competitive edge to the players.



•



It helps the top management in an organization in financial planning, customer profitability



analysis,



portfolio



management,



and



capital



structuring/restructuring, managing risk across the geographical and product segments of the enterprise. •



Regulatory authorities find it easier to evaluate banks that have suitable credit risk model in place. 46



 Credit Risk Management •



Above all, a credit risk model enables achieving the objectives of what to measure, how to measure and how to interpret the results.



DISTINCTION BETWEEN CREDIT RATING AND CREDIT RISK MODEL Both credit rating and a credit risk model server the common purpose of evaluating the quality of an exposure. However from the risk management angle, there is a subtle distinction between the two:



•



Credit rating Applies to all types of exposures



•



Credit risk model Applies predominantly to low and



so as to identify high quality,



poor quality exposures to ascertain



medium quality, low quality and



‘present value’, especially in cases



poor quality exposures using a



where the promised cash flow may



•



benchmark process. Focus is mainly



•



not materialize. Focus is mainly



•



‘probability of repayment’. Financial parameters and state of



•



‘probability of default’. Sophisticated statistical techniques



•



on



the



and



the



exposures over a short period-----



like



usually of one year-----form the



discriminant analysis, etc are used



core of credit rating exercise.



as tools for analysis over the long



Facilitates grading exposures to



term. Facilitates



•



linear



on



multiple



computation



of



an ideal range of 8-9 grades



‘exposure of default’, ‘probability



comprising both of good and bad



of default’, loss given default’



exposures.



towards risk capital requirement.



CREDIT RISK MANAGEMENT TECHNIQUES Techniques are methods to accomplish a desired aim. In credit risk modeling, the aim is essentially to compute the probability of default of an asset/loan. Broadly the following range is available to an organization going in for a credit risk model:
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Econometric technique: Statistical models such as linear probability and logit model, linear discriminant model, RARUC model, etc.



•



Neural networks: Computer based systems using economic techniques on an alternative implementation basis.



•



Optimization model: Mathematical process of identifying optimum weights of borrower and loan assets.



•



Hybrid system: simulation by direct casual relationship of the parameters.



FOCAL POINTS OF APPLICATION OF MODELS •



In all lending decisions, especially in the retail lending segment, models are very useful since in the ordinary course of the lending business, the probability of default has an overriding implication on credit appraisal decisions.



•



It acts as an instrument to validate (or invalidate) the credit rating process in an organization.



•



It’s possible to work out reasonably the quantum of risk premium that is loaded in pricing credit with the backing of an appropriate credit risk model.



•



Credit risk models help in diagnosing potential problems in a credit/allied business proposition and at the same time facilitate prompt corrective action.



•



In the securitization process, credit risk models enable the construction of a pool of assets that may be acceptable to investors.



•



Appropriate strategies can be designed to monitor borrowal accounts with the aid of credit risk models.



PREREQUISITES FOR ADOPTING A MODEL The adoption of any statistical/mathematical model by an organization depends upon the company’s size and complexity of operations, risk bearing capacity, risk appetite, overall risk evaluation and the control environment. However, while adopting any particular form of the credit risk model, the following prerequisites should be satisfied: 48
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A wide range of historical data must be used.



•



There must be assistance from a compact Management Information System (MIS).



•



The data must be reliable and authentic.



•



All the significant risk elements depending on the organization’s range of activities must be built into the model.



•



The model’s assumptions must be realistic.



•



The model should be capable of differentiating the element and intensity of risk in various categories of exposures.



•



The



model



should



be



in



a



position



to



identify



over-



concentration-------hence higher order risk------------in the portfolio. •



The model should provide clear signals of incipient sickness and problems in exposures.



•



It should facilitate working out adequacy / inadequacy in the provisions for non performing exposures.



•



It should have room for making impact analysis of macro situations on various exposures of the organization.



•



It should be in a position to help the management determine the likely effect on profitability of the various risk contents in the exposures.



•



There should be periodical validation of the model.



•



There should be an ongoing system of review for the model to judge its efficacy.



CREDIT RISK PORTFOLIO MANAGEMENT Banks extend credit to individual borrowers. The lending / extension of credit may stretch



to a number of borrowers who may



have a common linkage. This linage may be the result of:
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•



Involvement in the same trade or business.



•



Located in the same geographical setting or in close proximity.



•



Common owners/management. A credit portfolio therefore consists of individual borrowers in a pool who



are connected to each other in some way or the other. from the view point of enterprise-wide risk management, credit risk portfolio management is the process of identification, measurement, monitoring and control of concentration risk arising out of the common link between the borrowers------whether technical, economical, financial or in any other business manner. OBJECTIVE OF CREDIT RISK PORTFOLIO MANAGEMENT •



To identify, measure, monitor and control not only expected losses from each credit transaction but also unexpected losses from the entire portfolio.



•



To achieve an ‘optimum portfolio’, with the lowest risk content for a given level of income or highest income with a specified risk content.



•



To obtain maximum benefit of diversification and to reduce likely losses owing to credit concentration to parties with some form of common linkage.



•



To act as a refined substitute to the forward-looking approach inherent in the asset/exposure relationship by providing wide-ranging inputs of correlation and volatility.



•



To reduce if not eliminate the risks of unexpected happenings to a portfolio because of the occurrence of events arising out of the linkage ---- like being in the same industry/trade, same owner management, etc.



•



To facilitate credit decisions and risk-mitigating steps in an integrated manner keeping in view the intimate relationship in a credit portfolio of correlation and volatility.
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ADVANTAGES OF CREDIT RISK PORTFOLIO MANAGEMENT •



It is rightly said that defaults and credit migration are directly linked to the macroeconomic situation. Credit cycles move in tandem with business cycles in an economy. A credit portfolio study brings out the actual situation on an ongoing basis, enabling the management to initiate riskmitigating actions quickly.



•



Portfolio management enables the measurement of credit concentration risk in any dimension having a direct effect on one or the other. For example industry/trade grouping, location closeness, and instrument based relationship.



•



A systematic approach to portfolio analysis enables the diversification of risk exposures, going by the age old principle that ALL EGGS SHOULD NOT BE PUT IN THE SAME BASKET.



•



A clear cut and rational capital allocation process is possible by ensuring regular analysis of diversification benefits and concentration risks. Risk increases with a decline in credit quality and goes down with an improvement in credit quality.



•



Credit derivatives can be managed better with portfolio management because their risk contents are more intensified and have a more crucial effect on an organization.



•



More rational pricing of credit exposure is possible when an organization has an appropriate credit risk management system in place.



BASIC PRINCIPLES OF CREDIT RISK PORTFOLIO MANAGEMENT •



Individual borrower/exposure level is the foundation of the portfolio study.



•



A framework is to be designed depending on the size and complexity of the bank in which there is aggregation of all credit risk exposures and ways and means to compare products and sectoral risks.
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A system to measure various types of credit exposures should be put in place keeping in view the element of correlation and volatility.



BASIC ATTRIBUTES OF CREDIT RISK PORTFOLIO MANAGEMENT According to the Reserve Bank of India, portfolio credit risk measurement and management depends on two key attributes: correlation and volatility. Correlation indicates a relation between two or more things, implying an intimate or necessary connection. These may be mathematical, statistical or any other variables that tend to be associated or occur together in an unexpected way. In other words, if there is interdependence between two or more variable quantities in such a manner that a change in the value or expectation of the other, then they are said to be correlated from a statistical angle. The RBI guidelines state “Credit portfolio correlation would means number of times companies/counterparties in a portfolio defaulted simultaneously. Volatility, on the other hand, means rapid or unexpected change which may be difficult to capture or hold permanently.” The main purpose of portfolio management would be to examine the correlation between the defaulting of a pool of exposure (portfolio) to the volatility of a particular industry/ sector activity. This is done so as to measure and manage the non-diversifiable risk in a portfolio as distinguished from diversifiable risk. A low default correlation would mean that non-diversifiable risk content in a portfolio has little significance. A high default correlation, on the other hand, means more risk. The implication of correlation and volatility in a portfolio study has been succinctly explained by the RBI guidelines: “consider two companies; one operates in large capacities in the steel sector, promoted by two entirely unrelated promoters. Though these would classify as two separate counter parties, both of them would be highly sensitive to government’s expenditure in new projects/investments. Thus, reduction in government’s investments could impact these two companies simultaneously (correlation), impacting the credit quality of such a portfolio (volatility), even though from a regulatory or conventional perspective, the risk has been diversified (two separate promoters, two separate industries). Thus though the credit portfolio may be well diversified and fulfills the prescribed criteria for counter
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 Credit Risk Management party exposure limits, he high correlation in potential performance between two counter parties may impact the portfolio quality under stress conditions”. CONSTRAINTS IN PORTFOLIO MANAGEMENT Though credit risk portfolio management----with the aid of concepts like correlation and volatility----- is very useful, it does suffer from some constraints. Here are some: •



There are a number of variables like correlation of returns, correlation of factors explaining returns, correlation of default probability, correlation of rating category, correlation of spreads, etc. Depending on the size, complexity and coverage of the portfolio, it has to be decided which of these variables need to be considered, and is a constraint in computing the coefficient of correlation.



•



Distribution of returns contains ‘fat tails’ which may indicate that, in the region of loan loss, the probability is more than that dictated by the normal distribution curve.



•



A multi-period model to address the issue of transaction costs of credit risk needs to be put in place as against the easy solution of the single period approach.



•



The absence of price discovery in a portfolio of debt securitization taking into account seniority, covenants, call options, etc. pose problems.



•



Data limitation, with the focus on geography and industry identification, reduces the efficacy of portfolio management.



CREDIT PARADOX The attributes of correlation and volatility in portfolio management facilitate diversification of credit risks. But often in the process a paradox emerges; whether to expand a particular portfolio with a higher order of risk but with lower transaction costs and / or higher spreads or could be content with low risk and low earning exposures. Furthermore, increasing exposure to the same party/ group that is know to an organization for a long time and provides a good



53



 Credit Risk Management source of income may apparently be in its interests but may lead to concentration of risks. This in turn may lead to unexpected losses. This kind of situation is called CREDIT PARADOX. TECHNIQUES OF PORTFOLIO CREDIT RISK CONTROL Any effort at credit risk control------be it at the individual credit or portfolio levels-----has the following main ingredients. •



Expected and unexpected losses are estimated on a consistent basis with reliable data back-up.



•



There must be a balance between income and risk level.



•



Adequate safety nets must be built in should estimates and actuals at any time vary, putting the organization in peril. The following two techniques aimed at controlling exposure at the



portfolio level may be adopted simultaneously but not in isolation: 1. Group exposure ceilings: The RBI has prescribed that banks/financial institutions limit their exposures----both funded and non-funded -------- to a certain portion of their capital fund. This is applicable for both single exposure and group exposure. From the viewpoint of portfolio exposure control, the prevailing guideline suggests that a bank must place a ceiling on group exposure (beyond which no group exposure can be taken up without RBI’s approval). The ceilings are: •



Single exposure: ceiling of 15% of the banks capital fund (additional 5% in case of infrastructure exposure).



•



Group exposure: ceiling of 40% of the bank’s capital fund (additional 5% for infrastructure exposure). This technique aims at portfolio control, at both the individual and group



(i.e. borrowers interlinked through shareholding, commonality of management, etc.) levels. As a result of correlating the overall single/group exposure ceiling with its capital fund, a bank ensures -----from the credit risk angle-----that its own stake in an unexpected situation does not go out of gear. This mechanism may be treated as ‘risk limits’. 54
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2. Industry/sectoral ceiling: Alongside the above measure it may be useful to have an industry ceiling as a part of portfolio management. In this respect, a bank may follow these rules: •



Fix an absolute amount as a ceiling for a particular industry (like textiles, pharmaceuticals, etc.) or sectoral (real estate, etc.)



•



In doing so the organization may go by the position of a particular industry/sector. For example, if a particular place/state is considered unsuitable for a particular line of activity it should be kept in view while examining the exposure ceiling.



•



Industry/sectoral analysis/study should not be a one-time affair but be on an ongoing basis. The feedback from such analysis/study will determine the ceiling desired for a particular industry/sector.



CONDUCTING INDUSTRY/SECTORAL ANALYSIS This type of analysis/study is best performed by experts like technocrats and economists. There are organizations in India that do such studies and sell their reports. CRIS-INFAC (a CRISIL concern), ICRA, CARE and CMIE have skilled staff that prepares their reports on a continuing basis based on market survey and inputs from various sources. Generally, the following aspects have to be taken into account while preparing industry/sectoral reports: •



Overall position of the domestic economy as per GDP growth.



•



Overall consumption growth-----domestic and overseas.



•



A particular industry/sector’s position in the economy as a whole.



•



Effect of government policies on the industry/sector.



•



Availability of inputs-----raw materials, labor, power, transportation, etc.



•



Scope for diversification.



•



Demand supply gap.



•



Possibilities of threats from substitutes/new parties.
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Significant factors like cyclicality and seasonality.



•



Industry sector financials in terms of return on capital employed (ROCE), operating profit growth, debt-equity ratio, current ratio, etc.



•



Capacity utilization.



•



Raw material consumption in relation to sales.



•



Average debtors collection in relation to sales.



•



Average creditors payment in relation to purchases.



•



Average inventory holding.



BRIEF SPECIMEN OF INDUSTRY/SECTORAL REPORT While the structure and content of report may vary from industry to industry according to the purpose for which the analysis/study is undertaken, a brief specimen report on the food processing industry is presented below for credit risk portfolio monitoring purposes.



INTRODUCTION The food processing sector consists of the following sectors: •



Food grains.



•



Milk products.



•



Fruits.



•



Vegetables.



•



Other agro-based items. The activity involves low capital expenditure and the requirement of technical



knowledge and expertise is fairly small.
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PRODUCTION PROCESS Depending on the end process, the production process may be of the following types: •



Primary processing.



•



Secondary processing.



•



Tertiary processing. Primary processing covers cleaning, powdering and refining



agricultural produce. Secondary processing is a value-addition process such as making tomato puree, processing meat products, etc. Tertiary processing on the other hand covers food items that have gone through the tertiary process and are ready for consumption at the point of sale, like bakery products, jams, sauces, etc. CHARACTERISTICS OF THE FOOD PROCESSING BUSINESS •



Fragmented, with various small units as against the global situation of massive scales of operation.



•



High levels of wastage.



•



Low farm yield mainly due to the lack of modernization of agricultural methods.



•



High employment potential(it is estimated that an investment of Rs 100 crores creates around 54,000 jobs as compared to 25,000 in a mass consumption item like paper).



MAJOR CONSTRAINTS •



Inadequate infrastructure. The food processing industry deals in items that are very perishable. Lack of dependable storage and transportation facilities hinders its growth.



•



Laws/directives on prevention of food adulteration are not sufficiently stringent.
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 Credit Risk Management It is reported that the Indian food processing market is worth around Rs 25,000 crores. In view of the perishable nature of the items, the industry concentrates on local operations. With a growing population the industry has high growth potential.



COMPANY Hindustan Lever Limited



PRODUCTS Ice creams, packaged wheat flour, salt, tea, bread, oils, fats and diary products.



Haldirams



Snack food, traditional Indian sweets.



MTR Foods



Convenience food, ice creams, snack food.



Cadbury India



Chocolates, sugar confectionary, malt drinks.



Ruchi group



Soya products, palmolein oil, sunflower oil, hydrogenated vegetable fat and oil.



Dabur



Fruit juices, cooking paste and sauces.



GlaxoSmith Kline



Malt drinks



Gujarat



Co-operative



Milk Ice creams, butter, cheese, milk powder,



Marketing Federation



traditional Indian sweets, chocolates.



Godrej foods



Fruit juices, tomato puree, nuts, groundnut oil, refined palmolein oil and hydrogenated oil.



Pepsi Foods India



Soft drinks but also a large consumer of tomatoes and chilies for preparing pastes for exports.



Britannia Industries s Parle Foods



Biscuit, milk products like cheese and butter. Biscuits and other related products. 58
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Mother Diary



Ice creams, butter, cheese, milk powder, traditional Indian sweets, chocolates.



Nestle India



Chocolates, sugar confectionery, malt drinks, milk powder.



EXPORT SCENARIO Processed food accounts for around 25% of our country’s total agro exports. Fruits, spices, vegetables, rice and various animal products are the main items exported. GOVERNMENT POLICY CONTROLS •



No industrial license is generally necessary for food processing. However, a license is needed for industries engaged in beer, potable alcohol, wines, sugar cane, hydrogenated animal fats and oils.



•



Obtaining ISI mark is relatively easy and carries a good value in branded processed items.



IMPORTANT



OVERALL



INFORMATION



BASE



OF



THE



FOOD



PROCESSING INDUSTRY



Return on capital employed Operating profit growth Debt-equity Ratio Current Ratio Capacity Utilization Raw material consumption Average debtors collection Average creditors payment Average inventory holding period



38.44% 9.43% 0.4:1 1.5:1 Low 70% of sales 25days 61days 22days
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CONCLUSION The food processing industry in India has ample opportunities for growth------nationally and internationally. The industry has the unique advantage of low capital investment, lower gestation periods and operating cycles and to top it all, an industry friendly environment from industry point of view. At the same time it has the potential to enhance agricultural activity and employment. In sum, the growth of this industry needs to be encouraged with a provision for an ongoing review mechanism.
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Non-performing advances (NPA’s) ---- known as non-performing loans (NPL’s) in many countries ------ are generally the outcome of ineffective or faulty credit risk management by a bank. More often than not, the problem is not recognized at an early stage and hence remedial action is not initiated on time. This is precisely why the RBI has advised the banks to undertake credit risk management. WHY NPA IS A MATTER OF CONCERN TO BANKS? NPA management in banks is a very crucial function because of the following: •



Funds remain sunk without any returns in terms of cash flows.



•



The credit cycle of banks gets chocked up causing liquidity constraints.



•



Recycling of funds is affected.



•



Profitability is affected two-fold



1)



On the provisioning for principal/interest charged.



2)



Nil income from exposure.



WHY AN ACCOUNT BECOME NPA? There is an emphasis on credit growth especially to the priority sector and small borrowers. As a result there is both credit and NPA growth in the system. It is estimated that during the past decade, the credit growth was around 90%, of which contaminated credit (NPA) accounted for one-third share. Broadly two factors are responsible for the increase in NPA’s, which are as follows: •



Non-payment by borrowers due to various internal and external factors and in



some extreme cases willful default. • A.



Non-initiation of effective recovery steps by banks. REASONS FOR NON-PAYMENT BY BORROWERS: 61
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According to RBI, the following are the main reasons for non payment by borrowers: INTERNAL REASONS: b) Diversion of funds towards expansion, diversification, modification, new project and in some cases providing funds to associates/sister concerns with/without any interest. c) Time/cost overruns of projects. d) Business failure (product, marketing, etc). e) Strained labor relations. f) Inappropriate technology/recurrent technical problems. g) Product obsolescence, which again is a major factor. EXTERNAL REASONS: a) Recession. b) Non-payment by borrower’s customers ------both abroad and local. c) Inputs/power shortage. d) Price escalation (especially borrower’s product without the ability to pass on full



quantum of increase to their buyers.



e) Accidents and massive earthquakes. f) Changes in government policies regarding excise duty/import duty/pollution control orders. WILFUL DEFAULT: So far there has been no standard definition of willful default. The RBI has stated the following examples of willful default. a) Default occurs when the unit has the capacity to honor its obligations.
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 Credit Risk Management b) When the unit has not used the funds for the specific purposes and diverted them for other purposes. c) The unit has siphoned off the funds in breach of the specific purposes of the finance; the funds are not available with the unit in the form of other assets. In essence, willful default may be defined as any non payment of commitment by an obligator ---even when there is no cash / asset crunch ---with the sole intent of causing harm to a lender. A willful default is generally the consequence of siphoning off funds by means of misappropriation / fraud. Cases of willful default need stern action including filing of a criminal suit when so advised. B. LACK OF EFFECTIVE STEPS BY BANKS: Banks have to accept their share of blame in NPA’s by being ineffective in dealing with borrowers’. The following are the main points that need to be mentioned: •



Inordinate delay in sanction and disbursement of need based finance. As a result, the borrowing units may be starved of requisite finance at the right time, forcing them to face financial losses. It is expected that banks should decide on a credit proposal generally within 3-4 months from the date of application.



•



Lack of coordination between the financing institution specifically in the case of syndicate funding and exchange of necessary information.



•



Ineffective credit management, especially at the post – disbursement stage and inability to detect and prevent unauthorized deployment or diversion of funds.



•



Timely recovery steps involving crystallization of securities and / or legal action not initiated.
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ICICI BANK



ICICI Bank is India's second-largest bank with total assets of about Rs.1,676.59 bn(US$ 38.5 bn) at March 31, 2005 and profit after tax of Rs. 20.05 bn(US$ 461 mn) for the year ended March 31, 2005 (Rs. 16.37 bn(US$ 376 mn) in fiscal 2004). ICICI Bank has a network of about 573 branches and extension counters and over 2,000 ATMs. ICICI Bank offers a wide range of banking products and financial services to corporate and retail customers through a variety of delivery channels and through its specialized subsidiaries and affiliates in the areas of investment banking, life and non-life insurance, venture capital and asset management. ICICI Bank set up its international banking group in fiscal 2002 to cater to the cross border needs of clients and leverage on its domestic banking strengths to offer products internationally. ICICI Bank currently has subsidiaries in the United
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 Credit Risk Management Kingdom, Canada and Russia, branches in Singapore and Bahrain and representative offices in the United States, China, United Arab Emirates, Bangladesh and South Africa. ICICI Bank's equity shares are listed in India on the Bombay Stock Exchange and the National Stock Exchange of India Limited and its American Depositary Receipts (ADRs) are listed on the New York Stock Exchange (NYSE). ICICI Bank has formulated a Code of Business Conduct and Ethics for its directors and employees. At September 20, 2005, ICICI Bank, with free float market capitalization* of about Rs. 400.00 billion (US$ 9.00 billion) ranked third amongst all the companies listed on the Indian stock exchanges. ICICI Bank was originally promoted in 1994 by ICICI Limited, an Indian financial institution, and was its wholly-owned subsidiary. ICICI's shareholding in ICICI Bank was reduced to 46% through a public offering of shares in India in fiscal 1998, an equity offering in the form of ADRs listed on the NYSE in fiscal 2000, ICICI Bank's acquisition of Bank of Madura Limited in an all-stock amalgamation in fiscal 2001, and secondary market sales by ICICI to institutional investors in fiscal 2001 and fiscal 2002. ICICI was formed in 1955 at the initiative of the World Bank, the Government of India and representatives of Indian industry. The principal objective was to create a development financial institution for providing mediumterm and long-term project financing to Indian businesses. In the 1990s, ICICI transformed its business from a development financial institution offering only project finance to a diversified financial services group offering a wide variety of products and services, both directly and through a number of subsidiaries and affiliates like ICICI Bank. In 1999, ICICI become the first Indian company and the first bank or financial institution from non-Japan Asia to be listed on the NYSE. After consideration of various corporate structuring alternatives in the context of the emerging competitive scenario in the Indian banking industry, and the move towards universal banking, the managements of ICICI and ICICI Bank formed the view that the merger of ICICI with ICICI Bank would be the optimal strategic alternative for both entities, and would create the optimal legal structure for the ICICI
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 Credit Risk Management group's universal banking strategy. The merger would enhance value for ICICI shareholders through the merged entity's access to low-cost deposits, greater opportunities for earning fee-based income and the ability to participate in the payments system and provide transaction-banking services. The merger would enhance value for ICICI Bank shareholders through a large capital base and scale of operations, seamless access to ICICI's strong corporate relationships built up over five decades, entry into new business segments, higher market share in various business segments, particularly fee-based services, and access to the vast talent pool of ICICI and its subsidiaries. In October 2001, the Boards of Directors of ICICI and ICICI Bank approved the merger of ICICI and two of its wholly-owned retail finance subsidiaries, ICICI Personal Financial Services Limited and ICICI Capital Services Limited, with ICICI Bank. The merger was approved by shareholders of ICICI and ICICI Bank in January 2002, by the High Court of Gujarat at Ahmedabad in March 2002, and by the High Court of Judicature at Mumbai and the Reserve Bank of India in April 2002. Consequent to the merger, the ICICI group's financing and banking operations, both wholesale and retail, have been integrated in a single entity. RISK MANAGEMENT AT ICICI Risk is an inherent part of ICICI Bank’s business, and effective Risk Compliance & Audit Group is critical to achieving financial soundness and profitability. ICICI Bank has identified Risk Compliance & Audit Group as one of the core competencies for the next millennium. The Risk Compliance & Audit Group (RC & AG) at ICICI Bank benchmarks itself to international best practices so as to optimize capital utilization and maximize shareholder value. With well defined policies and procedures in place, ICICI Bank identifies, assesses, monitors and manages the principal risks: •



Credit risk (the possibility of loss due to changes in the quality of counterparties)



•



Market Risk (the possibility of loss due to changes in market prices and rates of securities and their levels of volatility)
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Operational risk (the potential for loss arising from breakdowns in policies and controls, human error, contracts, systems and facilities)



The ability to implement analytical and statistical models is the true test of a risk methodology. In addition to three departments within the Risk Compliance & Audit Group handling the above risks, an Analytics Unit develops quantitative techniques and models for risk measurement. Credit risk, the most significant risk faced by ICICI Bank, is managed by the Credit Risk Compliance & Audit Department (CRC & AD) which evaluates risk at the transaction level as well as in the portfolio context. The industry analysts of the department monitor all major sectors and evolve a sectoral outlook, which is an important input to the portfolio planning process. The department has done detailed studies on default patterns of loans and prediction of defaults in the Indian context. Risk-based pricing of loans has been introduced. The functions of this department include: 1.



Review of Credit Origination & Monitoring •



Credit rating of companies.



•



Default risk & loan pricing.



•



Review of industry sectors.



•



Review of large exposures in industries/ corporate groups/ companies.



•



Ensure Monitoring and follow-up by building appropriate systems such as CAS



2.



Design appropriate credit processes, operating policies & procedures.



3.



Portfolio monitoring •



Methodology to measure portfolio risk.



•



Credit Risk Information System (CRIS).
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Focused attention to structured financing deals. •



5.



Pricing, New Product Approval Policy, Monitoring.



Monitor adherence to credit policies of RBI. During the year, the department has been instrumental in reorienting the



credit processes, including delegation of powers and creation of suitable control points in the credit delivery process with the objective of improving customer response time and enhancing the effectiveness of the asset creation and monitoring activities. Availability of information on a real time basis is an important requisite for sound risk management. To aid its interaction with the strategic business units, and provide real time information on credit risk, the CRC & AD has implemented a sophisticated information system, namely the Credit Risk Information System. In addition, the CRC & AD has designed a web-based system to render information on various aspects of the credit portfolio of ICICI Bank.



INTERVIEW In relation to my project, I decided to meet someone from the credit department from the very well know ICICI Bank. Therefore, I met Mr. Vivek Pal, manager, RAPG Personal loans at ICICI Bank Limited, which is situated at RPG Towers, J.B.Nagar, Andheri, Mumbai-400 059. The questions put forth to him and the answers given by him are as follows: 1. What is credit risk management? A. Credit risk management is a very important function of banks today. In a financial institute like ours credit risk management is of utmost importance as the volumes that we deal in on a daily basis are enormous, both in retail as well as corporate banking. We provide you with all kinds of loans, you name it and we
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 Credit Risk Management have it, be it personal loan, car loan or project financing taken by corporates. Therefore we lay a lot of emphasis on credit risk management. 2. Does the bank have a separate credit risk department? What are its functions? / Does the bank have different departments for handling corporate credit risk and Retail credit risk? A. Yes, we do. Infact there is a separate floor for the loans department, wherein there are credit managers, who take care of the various aspects of credit, right from giving credit to a customer till recovering the EMI’s from them. The hierarchy at ICICI in the credit department is as follows: National Credit Manager



Zonal Credit Manager



Regional Credit manager (Each of the regional credit managers has 4-5 area credit managers under them.) ICICI infact has separate branches for retail banking and corporate banking and each branch has separate credit departments. 3. Is some insurance there for covering credit risk? Has the bank taken business credit insurance? A. Well, I am not sure if such a thing exists. However we provide insurance cover with the loans that we give. At present, ICICI provides insurance with Home Loan but that is built-in and is optional. 4. Is loan always given on security? What are the limits until which the bank gives loan



without security and with security?
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 Credit Risk Management A. No, loans need not necessarily be given on security. Personal Loans are completely unsecured. In case of Auto loan the vehicle’s papers are mortgaged with the bank, same is the case for home loan. So in such a case the car or the house becomes the security. 5. Now- a- days almost all the banks have come up with so many schemes and are giving away a lot of credit. How profitable is this to the bank? Can all this be managed without a proper credit risk department in place? A. That’s true, there are a lot of schemes in the market today and is primarily there to attract the customer. And yes the credit risk management is very important and no financial institution, or even an organization for that matter can do without one. 6. The Regulatory Body which regulates the credit given by banks? A. We follow our company guidelines which are inline with the RBI. The RBI is the



regulatory body for all functions carried on by the banks.



7. What information does a bank collect about its borrowers? Who collects it? A. While granting credit to an individual who is a salaried person, we consider last three months Salary slip and/or last three months bank statement. While in the case of a self employed person.We take into consideration his last two years ITR (Income Tax Return). Our DSA’s (Direct Selling Agents) and DST’s (Direct Selling Teams) collect the information about people whom they approach and who may be prospective borrowers but once the loan is granted the information about the borrowers is stored in the company’s MIS. 8. Does the bank give away a lot of credit due to competitive pressure? This could turn out to risky, so how does the bank strike a balance between profitability and volume of business? A. Frankly, competition does not bother ICICI. ICICI has a very strong brand name. The statistics speak for them selves. ICICI does a business of 800 crores per month
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 Credit Risk Management where as our nearest competitor HDFC does a business of 200 crores per month. However we keep on pushing our DSA’s to obtain a greater market share. However to keep ahead of competition we do give attractive schemes to the masses, for example if an HDFC account holder comes to ICICI for a loan then he has to pay 2% less interest and he need not give his bank statements, however he must have a well maintained balance. 9. How long does a person take to obtain credit from your bank? A. Within a weeks time the loans are sanctioned. A person who does not have an account with ICICI can also avail of loan from the bank. While sanctioning the loan we take into consideration various factors like stability, ability and intent. For example in case of personal loans the minimum age limit is 25 years, minimum work experience is 1 year, stability is 1 year and the minimum net income must be 8 thousand rupees per month. 10. When talking about credit, is it limited to just loans taken by individuals or it also includes Letter of Credits, etc? A. In the case of lending to individuals it is Personal loans, Auto loan and Home loan and in the case of corporate loan the letter of credit is included. 11. What does Asset Quality mean? How is it managed? A. When a bank gives a loan it appears on the asset side of the balance sheet. The quality of the loan is credibility of the person and his ability and willingness to pay back. While determining the asset quality a lot of ratios are considered. 12. Are there different Rules and Procedures for Corporate credit risk management and for
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 Credit Risk Management Retail Credit risk management? A. Yes there are differences primarily due to the volume of business.



13. What is the Basel Report? Does the bank follow it? A. I think Basel Report has just guidelines. It talks about the best practices. For us the governing body is the RBI and we follow our company guidelines, which are flexible enough so as to serve customers better. 14. What is the recovery procedure in case of a defaulter? Is there a proper procedure prescribed by the RBI? A. It depends on a number of factors, like who is the person, is it a genuine reason or not, etc (for paying the EMI). In case of Auto Loan we take away the vehicle and it is the easiest loan to recover, home loan has its limitations because home is one of the basic necessities of man and there are some High Court specifications. Personal loan is the most risky loan as in case of personal loan there is no security. However in a city like Mumbai, the default rate is very good, as in less than 2% of the borrowers default, anything below 5% is considered good. This is however the case with Mumbai it is different for different cities. In other cases we follow the company guidelines which are in lieu with the RBI specifications. 15. How often does the bank follow-up and keep on checking the capacity of the borrowers and is it done for all the cases?
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 Credit Risk Management A. Once the loan is given at least in case of retail banking we do not follow up the customer as long as he is paying the EMI’s regularly, it’s only if he approaches for another loan that various things will be checked. In the corporate banking things are a slightly different. 16. How does the bank take on its defaulters? What does the bank do when the borrower becomes bankrupt? a. In case of the EMI’s not paid on time we generally relax the procedure if it is a case of genuine default. However if the person is in no position to pay at all in case of Auto loan , Home loan , etc the security that is the vehicle or home will be taken away as the last resort.
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THE INDUSTRIAL AND DEVELOPMENT BANK OF INDIA LIMITED IDBI



•



July 1964: Set up under an Act of Parliament as a wholly-owned subsidiary of Reserve Bank of India.



•



February 1976: Ownership transferred to Government of India. Designated Principal Financial Institution for co-ordinating the working of institutions at national and State levels engaged in financing, promoting and developing industry.
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March 1982: International Finance Division of IDBI transferred to ExportImport Bank of India, established as a wholly-owned corporation of Government of India, under an Act of Parliament.



•



April 1990: Set up Small Industries Development Bank of India (SIDBI) under SIDBI Act as a wholly-owned subsidiary to cater to specific needs of small-scale sector. In terms of an amendment to SIDBI Act in September 2000, IDBI divested 51% of its shareholding in SIDBI in favor of banks and other institutions in the first phase. IDBI has subsequently divested 79.13% of its stake in its erstwhile subsidiary to date.



•



January 1992: Accessed domestic retail debt market for the first time with innovative Deep Discount Bonds; registered path-breaking success.



•



December 1993: Set up IDBI Capital Market Services Ltd. as a whollyowned subsidiary to offer a broad range of financial services, including Bond Trading, Equity Broking, Client Asset Management and Depository Services. IDBI Capital is currently a leading Primary Dealer in the country.



•



September 1994: Set up IDBI Bank Ltd. in association with SIDBI as a private sector commercial bank subsidiary, a sequel to RBI's policy of opening up domestic banking sector to private participation as part of overall financial sector reforms.



•



October 1994: IDBI Act amended to permit public ownership upto 49%.



•



July 1995: Made Initial Public Offer of Equity and raised over Rs.2000 crores, thereby reducing Government stake to 72.14%.



•



March 2000: Entered into a JV agreement with Principal Financial Group, USA for participation in equity and management of IDBI Investment Management Company Ltd., erstwhile a 100% subsidiary. IDBI divested its entire shareholding in its asset management venture in March 2003 as part of overall corporate strategy.



•



March 2000: Set up IDBI Intech Ltd. as a wholly-owned subsidiary to undertake IT-related activities.



•



June 2000: A part of Government shareholding converted to preference capital, since redeemed in March 2001; Government stake currently 58.47%.
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August 2000: Became the first All-India Financial Institution to obtain ISO 9002:1994 Certification for its treasury operations. Also became the first organization in Indian financial sector to obtain ISO 9001:2000 Certification for its forex services.



•



March 2001: Set up IDBI Trusteeship Services Ltd. to provide technologydriven information and professional services to subscribers and issuers of debentures.



•



February 2002: Associated with select banks/institutions in setting up Asset Reconstruction Company (India) Limited (ARCIL), which will be involved with the strategic management of non-performing and stressed assets of Financial Institutions and Banks.



•



September 2003: IDBI acquired the entire shareholding of Tata Finance Limited in Tata Home finance Ltd, signaling IDBI's foray into the retail finance sector. The housing finance subsidiary has since been renamed 'IDBI Home finance Limited'.



•



December 2003: On December 16, 2003, the Parliament approved The Industrial Development Bank (Transfer of Undertaking and Repeal Bill) 2002 to repeal IDBI Act 1964. The President's assent for the same was obtained on December 30, 2003. The Repeal Act is aimed at bringing IDBI under the Companies Act for investing it with the requisite operational flexibility to undertake commercial banking business under the Banking Regulation Act 1949 in addition to the business carried on and transacted by it under the IDBI Act, 1964.



•



July 2004: The Industrial Development Bank (Transfer of Undertaking and Repeal) Act 2003 came into force from July 2, 2004.



•



July 2004: The Boards of IDBI and IDBI Bank Ltd. take in-principle decision regarding merger of IDBI Bank Ltd. with proposed Industrial Development Bank of India Ltd. in their respective meetings on July 29, 2004.



•



September 2004: The Trust Deed for Stressed Assets Stabilisation Fund (SASF) executed by its Trustees on September 24, 2004 and the first meeting of the Trustees was held on September 27, 2004.
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September 2004: The new entity "Industrial Development Bank of India" was incorporated on September 27, 2004 and Certificate of commencement of business was issued by the Registrar of Companies on September 28, 2004.



•



September 2004:Notification issued by Ministry of Finance specifying SASF as a financial institution under Section 2(h)(ii) of Recovery of Debts due to Banks & Financial Institutions Act, 1993.



•



September 2004: Notification issued by Ministry of Finance on September 29, 2004 for issue of non-interest bearing GoI IDBI Special Security, 2024, aggregating Rs.9000 crores, of 20-year tenure.



•



September 2004: Notification for appointed day as October 1, 2004, issued by Ministry of Finance on September 29, 2004.



•



September 2004: RBI issues notification for inclusion of Industrial Development Bank of India Ltd. in Schedule II of RBI Act, 1934 on September 30, 2004.



•



October 2004: Appointed day - October 01, 2004 - Transfer of undertaking of IDBI to IDBI Ltd. IDBI Ltd. commences operations as a banking company. IDBI Act, 1964 stands repealed.



January 2005: The Board of Directors of IDBI Ltd., at its meeting held on January 20, 2005, approved the Scheme of Amalgamation, envisaging merging of IDBI Bank Ltd. with IDBI Ltd. Pursuant to the scheme approved by the Boards of both the banks, IDBI Ltd. will issue 100 equity shares for 142 equity shares held by shareholders in IDBI Bank Ltd. EGM has been convened on February 23, 2005 for seeking shareholder approval for the scheme.
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INTERVIEW With regard to my project Credit Risk Management, I met Mr. Bilal Anwar, Credit Analyst, at IDBI Bank LTD. at his office in Nariman Point, Mumbai-400 021. The following are the questions asked to Mr. Bilal and the answers given by him. 1. What is credit risk management? A. Credit risk Management is managing credit given by the bank to its borrowers, such that the bank does not lose its money. 2. Does the bank have a separate credit risk department? What are its functions? What is the hierarchy in the credit risk department? A. Yes, the bank has a separate credit risk department. The hierarchy of the department is as follows: 78



 Credit Risk Management



HEAD RISK



HEAD CREDIT RISK



CREDIT MANAGERS 3. Is some insurance there for covering credit risk? Has the bank taken business credit



insurance?



A. Yes, even I have heard of it but it is still in its nascent stage and caught up in India as of now. 4. How does the bank go about collecting information about its borrowers? Who does it? A. Before giving loan to the borrowers we take in to account various factors in order to avoid risk n loss. Various factors like age of the person, existing commitments, financial conditions of the person, annual report in case of corporate loan and salary in case of personal loan is taken into consideration. 5. Is loan always given on security? What are the limits until which the bank gives loan without security and with security? A. In the corporate banking sector mostly loans are given on security basis but a lot of business is done on the basis of trust also and so is the case in retail banking. 6. Does the bank give away a lot of credit due to competitive pressure? This could turn out to risky, so how does the bank strike a balance between profitability and volume of business?
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 Credit Risk Management A. Competition is healthy; we always try to be ahead of competition. However, at all times we do not mindlessly give away loans to gain market share. We see to it that there is a healthy balance between Risk and Return. 7. The Regulatory Body which regulates the credit given by banks. A. There is only one regulatory body which governs the workings of the banks, the RBI. 8. Does the bank have different departments for handling corporate credit risk and Retail credit risk? A. Yes, the bank has different departments for handling corporate business and retail business. 9.



Are there different Rules and Procedures for Corporate credit risk



management and for Retail Credit risk management? A. Not really, the volume of business differs however some basic rules remain the same. 10. How long does a person take to obtain credit from your bank? A. As soon as the information received from the would-be borrower is authenticated, the loan is granted almost immediately. 11. When talking about credit, is it limited to just loans taken by individuals or it also includes Letter of Credits, etc.? A. Yes, it is both. In case of retail banking the loans are given to individuals and rest comes under corporate banking. 12. What does Asset Quality mean? A. When a bank gives a loan to an individual or a company, it comes on the asset side of the balance sheet. It is an asset because it earns an income for the bank. Asset quality means the RISK PERCEPTION that the bank associates with a particular borrower.
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 Credit Risk Management For example, if Mr. Azim Premji approaches the bank for an amount of say, one lakh rupees, the bank will give him the money without any security, because of risk perception being low. That is because; Mr. Premji will not default in payment. However a certain procedure will have to be followed if any common man comes to the bank for a loan of the same amount because the risk perception differs. 13. What is the Basel Report? A. As far as I know The Basel Report, is an international set of rules and regulations. 14. How often does the bank follow-up and keep on checking the capacity of the borrowers and is it done for all the cases? A. Yes follow ups are done in some cases and that too in the corporate sector but in most cases we need not do a follow-up, just being aware as to what is going on in the market by updating yourself with the latest news is sufficient. 15. What is portfolio management? A. In case of corporate banking, Portfolio management is the different companies in which the bank puts or wants to put their money in. this depends on two criterias: •



Growth of a particular industry.



•



The level of exposure the bank wants in a particular industry.



As of now the entire economy is booming and INDIA is SHINING as far as the business scenario is concerned. Any bank will not think twice before investing in construction, auto components, IT, etc. 16. How does the bank take on its defaulters? Is there a proper procedure prescribed by the RBI? A. It depends from case to case. If the default is a case of willful default, then the bank is compelled to take legal action. However if the default is a genuine business default, then the bank goes in for one time settlement. There are RBI regulations in case of OTS. 17. What is the recovery procedure in case of a defaulter?
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 Credit Risk Management A. As mentioned above if the default is due to willful default we try to recover it by legal proceedings. However in case of genuine default, the bank goes in for ONE TIME SETTLEMENT. OTS may be done by taking money from the persons Fixed Deposits, Shares, Property, etc.



BUSINESS OVERVIEW OF FEDERAL BANK Federal Bank , one of the leading private sector banks in India with a history of 75 years of public confidence and trust, has also built up a reputation of being an agile, IT savvy and customer friendly Bank. The Bank has a very wide network of more than 500 offices covering almost all the important cities in the country with a dominant presence in the State of Kerala with more than 300 branches. Business Figures as on 31-03-2005 (Rs Crores)
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 Credit Risk Management Deposits Advances Investments



15193 8823 5799



Strong Financials The Bank, having a net worth of over Rs.715 crores and a business turnover exceeding Rs.24000 crores, has turned in an excellent performance in the current financial year with a net profit of over 90 crores. As on March 05, the Bank's share (face value Rs 10/-) has a Book Value of Rs 110/- and an Earnings per Share (EPS) of Rs 13.73.



Pioneers in Enhancing Customer Convenience Federal Bank has played a pioneer role in developing and deploying new technology assisted customer friendly products and services. A few of its early moves are



cited



below:



· First, among the traditional banks in the country to introduce Internet Banking Service



through



FedNet



· First among the traditional banks to have all its branches automated. · First and only Bank among the traditional Banks in India to have all its branches inter-connected · First Electronic Telephone Bill Payment in the country was done through Federal Bank. · First and only bank among the older Banks to have an e-shopping payment gateway. · First traditional Bank to introduce Mobile Alerts and Mobile Banking service. · First Bank to implement an Express Remittance Facility from Abroad The Bank has also the distinction of being one of the first banks in the country to
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 Credit Risk Management deploy most of these technology enabled services at the smaller branches including rural and semi-urban areas. AnyTime-AnyWhere-AnyWay Banking The Bank has the full range of delivery channels including, Internet Banking, Mobile Banking and Alerts, Any Where (Branch) Banking, Interconnected Visa enabled ATM network, E-mail Alerts, Telephone Banking and a Centralized customer Call Centre with toll free number. Customers thus have the ability to avail 24 hour banking service from the channel of his choice, according to his convenience. The Bank is currently in the process of building a network of ATMs, across the country to supplement its delivery options. Its current network of 275 plus ATMs is being expanded aggressively. Federal Bank already has the largest number of ATMs in Kerala, taking round-the-clock banking convenience to even many rural areas. The Bank has launched its anywhere banking service, enabling customers to branch at any branch of his choice regardless of the place where the account is maintained. Financial Super Market The Bank has now emerged into a financial supermarket giving the customers a range of products and services. Apart from the entire slew of Banking products and delivery



channels



we



also



·



Depository



·



Credit



·



Life



Insurance



provide



the



following



facilities:



Services Cards



Products



in



association



with



ICICI



Prudential



· General Insurance Products in association with United India Insurance ·



Export



·



Express



·



Cash



·



Lock



Credit



Insurance



Remittance -OnBox



·



Cash



·



Merchant



Products



Facility Line



Service



in



association



from



Abroad



Express



Cash



for



NRI's



in



with -



ECGC



FEDFAST Remittance the



Management



Services



Banking



Services



US
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E



·



BSNL



· ·



shopping



On-line Utility



Bill



Payment



Payment Bill



LIC through



gateway Payment



Insurance Telebanking



Payment Channel



-



Fed



e-Pay



· Easy Pay- On-line fee payment system Unique Technology driven services The Bank's Mobile Banking Services enables customers to access their account details over the mobile phone. The Bank also has the Mobile Alert facility, which enables customers in any part of the world to receive instant alerts on transactions in their account in India on their mobile. A noteworthy feature of the facility is that it is highly flexible and can be personalized according to the needs of the customer at any time. Even while leveraging on technology to improve convenience, we have always strived to ensure that our product and services are simple, easy to use and most affordable. Preferred Banking Partner of NRI s Federal Bank continues to be the favorite choice for NRIs as is evidenced from the fact that about 40% of our deposits come from the NRI segment. Our short term deposit has been rated by CRISIL and awarded a high score of P1+ the Bank has correspondent Bank arrangements with Banks in most of the major cities in the world. SWIFT connectivity ensures speedy transfer of funds to accounts maintained with the Bank. In addition, the Bank has an Express Remittance Facility (FEDFAST) enabling Non Resident Indians in the Gulf to effect quick transfer of funds to their accounts. FedFast when combined with the Mobile Alert facility enables the customer to not only receive quick credit of his remittance in the account but also to receive instant confirmation of the credit on their mobile phone anywhere in the world, through SMS.
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INTERVIEW With regard to my project, I met Mr. Shahji Jacob, Chief Manager of Federal Bank’s Fort branch. The questions asked to him and the answers given by him are as follows: 1. What according to you is credit risk management? A. Credit risk management is Double Checking. It is risk avoidance. 2. Does the bank have a separate credit risk department? A. The bank has a separate Risk Department, called the Integrated Risk Management Department. This department has within it self Credit Risk Division, Market Risk Division, Etc. therefore it is called INTEGRATED RISK MANAGEMENT DEPARTMENT. Thus, within the Risk Department there is a Credit Processing Department. 3. Is some insurance there for covering credit risk? A. There is an ECGC cover for loans taken while doing export. 4. Is loan always given on security? What are the limits until which the bank gives loan without security and with security? A. Mostly loan is always given on security. We give loans on collateral security and primary security. However as a part of social responsibility loans are given to the weaker sections without any security. 5. Now-a-days almost all the banks have come up with so many schemes and are giving away a lot of credit. How profitable is this to the bank? Can all this be managed without a proper credit risk department in place?
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 Credit Risk Management A. It is purely a marketing gimmick. No bank compromises on profitability, it is all to attract customers. It goes without saying there are hidden costs involved. 6. The Regulatory Body which regulates the credit given by banks? A.The RBI is the regulatory body in all cases. 7. How long does a person take to obtain credit from your bank? A. On an average it takes 2-3 days. The branch sanction might take place on the same day. Depending on the amount the loan sanction may even take 2-3 weeks. 8. Does the bank give away a lot of credit due to competitive pressure? This could turn out to risky, so how does the bank strike a balance between profitability and volume of business? A. No, we do not give in due to competition. If we think the borrower does not have the capacity to pay back i.e. it is a probable NPA and we will have to make efforts to make recovery we do not grant the loan. 9. When talking about credit, is it limited to just loans taken by individuals or it also includes Letter of Credits, etc.? A. Yes, it includes every thing where in the bank gives away loan or guarantees. 10. How does the bank go about collecting information about its borrowers? Who does it? A.



The personnel from the credit department collect information about the



borrowers. The information is stored in the banks database. 11. Are there different Rules and Procedures for Corporate credit risk management and for



Retail Credit risk management?



A. Yes, the procedures are different but the basic rules remain the same. In simple terms,the volume of business changes. 12. Does the bank have different departments for handling corporate credit risk and Retail credit risk? A. No, there are no separate departments for handling corporate credit risk and retail credit risk. 13. What is the Basel Report? A. I do not have any idea about it.
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 Credit Risk Management 14. How often does the bank follow-up and keep on checking the capacity of the borrowers and is it done for all the cases? A. We follow a Tracking System but it is followed only in the case of default of payment by the borrower. 15. Does the bank rate its borrowers? A. Yes, rating is done on the basis of integrity, past performance, financial standing and strength. 16. How does the bank go about Portfolio management? A. The following are the criterias that are kept in mind while managing the portfolio. They are •



Exposure to the company. (In case of corporate).



•



Exposure to the group. (In case of corporate).



•



Exposure to the industry. (In case of corporate).



•



Exposure to the individual. (In case of retail).



•



Exposure to the country. (In case of export).



17. What is the recovery procedure in case of a defaulter? What does the bank do when the borrower becomes bankrupt? A. A borrower does not become bankrupt, all of a sudden. We have an excellent tracking system. An asset becomes a NPA (doubtful asset, not repayable) if the amount due (EMI) is not paid within 90 days. Then we make efforts for recovery. One way is taking possession of their securities.
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ANALYSIS For my project I visited three private banks--- ICICI Bank, IDBI Bank Ltd and The Federal Bank Limited. The visits were extremely knowledgeable and helped me
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 Credit Risk Management to gain an insight into the practical world. The importance of credit risk management is clearly evident after the field interviews. I found out that though the names of the designations are different for different banks, the core function remains remain the same. Further more the difference between credit risk managers in the corporate department and retail credit risk is basically the volume of businesses. The process of credit risk management remains the same in all the companies and is carried out by all the companies of course with a few changes in terms of who collects and stores the data, etc about the borrowers. The field visits gave me a clear cut idea about the importance laid by the banks on credit risk management. Managing credit risk is of utmost importance as it helps the banks to reduce the risk of NPA’s (Non Performing Assets). Any venture taken by any body today involves a certain amount of risk today. Without risk there can be no gain. As far as the banking industry goes, one of their main aims is giving loans (credit) to individuals and corporates for personal as well as personal needs. Credit risk is closely related with the business of lending.



This comprises a huge



percentage of their business. Credit risk reduces the Probability of loss from a credit transaction. Thus it is needed to meet the goals and objectives of the banks. It aims to strengthen and increase the efficacy of the organization, while maintaining consistency and transparency. It is predominantly concerned with probability of default. It is forward looking in its assessment, looking, for instance, at a likely scenario of an adverse outcome in the business. The credit risk management function has become the centre of gravity, especially in a financially in services industry like banking. Moreover they are now using it as a tool to succeed over their competition because credit risk management practices reduce



risk



and



improve



return



on



capital.



In the terminology of finance, the term credit has an omnibus connotation. It not only includes all types of loans and advances (known as funded facilities) but also contingent items like letter of credit, guarantees and derivatives (also known as non-
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 Credit Risk Management funded/non-credit facilities). Investment in securities is also treated as credit exposure. Further I found out that the method of obtaining the business for the banks (loans in this case) is outsourced by ICICI. They have a lot of DSA’s (Direct selling Agents) and DST’s (Direct Selling Teams) working for them, who get them business. Thus the credit managers at ICICI do not meet their clients in person as per popular perception; it is only the DSA that the customers come in contact with. However their counterparts at IDBI Bank Ltd and The Federal Bank Limited meet their clients face to face and act as relationship managers. Another fact I found out from all the interviews was that approximately in about 80% of the cases of corporate loans the banks do not sanction the entire amount asked for by the borrowers even if they are fully convinced that the borrower is in a position to pay back the loan. This is done to reduce their credit risk in unforeseen circumstances. In credit risk management perception of the bank about the borrower also plays a very important role, if the manager feels that the person is not an honest person and is capable of default (in this case it is called Willful default) the bank does not sanction the loan amount at all. Further a fact that was brought out and discussed in all the interviews was that in the corporate loans the banks were not very hesitant to give loans to most of the companies because the economy as a whole is doing well and thus all the sectors and industries also.
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Recommendations •



Establishment of an appropriate credit risk environment / culture.



•



This should operate under a sound and independent credit approval process.



•



Maintaining appropriate credit administration, measurement and monitoring processes.



•



Ensuring adequate controls over credit risk.



•



Awareness of the implications of other forms of risk, such as market risk and operational risk.



•



Instilling risk-return discipline keeping in view the sophistication of a particular type of business activity of banking.



BENEFITS The stakeholders----especially shareholders, depositors (in the case of banks) and the government---- are the beneficiaries since the economic and social costs of poor credit risk practices strengthens the confidence in the operation of the organization concerned, besides enabling systematic peer-level analysis and comparison. It is also a fact that such practices facilitate forward-looking assessment, aided by the tools of stress testing, credit VaR, etc. The end result is certainly enhanced investor confidence and returns.
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CONCLUSION The aim of credit risk management is to reduce the Probability of loss from a credit transaction. Thus it is needed to meet the goals and objectives of the banks. It aims to strengthen and increase the efficacy of the organization, while maintaining consistency and transparency. It is predominantly concerned with probability of default. It is forward looking in its assessment, looking, for instance, at a likely scenario of an adverse outcome in the business. Thus we conclude that Credit risk management is not just a process or procedure. It is a fundamental component of the banking function. The management of credit risk must be incorporated into the fiber of banks. Credit risk systems are currently experiencing one of the highest growth rates of any systems area in financial services. There is a direct correlation between market risk and credit risk and credit risk has an impact on the operational market. In my opinion credit risk management is an important function of banns today. All banks need to practice it in some form or the other. They need to understand the importance of credit risk management and think of it as a ladder to growth by reducing their NPA’s. Moreover they must use it as a tool to succeed over their competition because credit risk management practices reduce risk and improve return



on



capital.
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ANNEXURES



Questionnaire 1. What is credit risk management? 2. Does the bank have a separate credit risk department? What are its functions? 3. Is some insurance there for covering credit risk? Has the bank taken business credit insurance? 4. How does the bank go about collecting information about its borrowers? Who does it? 5. Is loan always given on security? What are the limits until which the bank gives loan without security and with security? 6. Now-a-days almost all the banks have come up with so many schemes and are giving away a lot of credit. How profitable is this to the bank? Can all this be managed without a proper credit risk department in place? 7. Does the bank give away a lot of credit due to competitive pressure? This could turn out to risky, so how does the bank strike a balance between profitability and volume of business? 8. The Regulatory Body which regulates the credit given by banks. 9. How does the bank take on its defaulters? Is there a proper procedure prescribed by the RBI? 10. How long does a person take to obtain credit from your bank? 11. When talking about credit, is it limited to just loans taken by individuals or it also includes Letter of Credits, 12. Are there different Rules and Procedures for Corporate credit risk management and for Retail Credit risk management? 13. Does the bank have different departments for handling corporate credit risk and Retail credit risk?
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 Credit Risk Management 14. What does Asset Quality mean? How is it managed? 15. What is the Basel Report? 16. How often does the bank follow-up and keep on checking the capacity of the borrowers and is it done for all the cases? 17. What is the recovery procedure in case of a defaulter? 18. What does the bank do when the borrower becomes bankrupt? 19. Does the bank rate its borrowers? Does the bank follow a credit rating mechanism? 20. How does the bank go about credit risk portfolio management?
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