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Abstract:

The research paper is based on a study conducted on Risk Management in the Banking Industry
with reference to the applicable tools and techniques. For undertaking the analysis of the risk
management practices in the Banking Sector based on the secondary data. The emphasis of this
paper was to study the complexities of Risk Management in the current scenario, its types &
techniques to mitigate the adverse impact of each type. This research paper states about the
different tools and techniques and methods used by banks to reduce the risk.
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Introduction:

In banking, a risk management board is a legal development and implementation of a plan to
manage anticipated losses. In the financial industry, the board's main focus when taking a risk
is to address how vulnerable an enterprise is to misfortune or risk and to protect the value of
its resources. To ensure their benefit and sufficiency, banks must take enormous risk. In order
to ensure that all risks associated with the bank's operations are identified, estimated, restricted,
controlled, eased, and thoroughly investigated, bank supervisors have established a cycle.
Identification, estimation, and assessment are all included in risk management to reduce the
effect of the gamble on banks' financial standing. Their main objective is to reduce the dangers
by utilizing pre laid changes by Banks.
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Anthony and David (1997). The paper looks at the gamble the board frameworks through a
survey led in different monetary foundations. Additionally the gamble endured by the
protection area is likewise covered under the investigation. The paper reports different gamble
the board procedures embraced by the monetary establishments and what all are means which
are taken while rehearsing these strategies. Issues has likewise been examined and broke down
by the creators. The examination accompanies the outcome that bankruptcies in the bank are
expanding and diminishing with brief period hole because of which estimating the gamble in
liquidity stream will in general obstacle the financiers. This brought about lacking gamble the
executives rehearses. Ideas cover the primary concern that monetary establishments
continually ought to overhaul their monetary gamble the executives framework with changes
in top bankruptcies and improprieties on piece of their officials and heads of the monetary
foundations.

Arunkumar (2010). Each monetary area implies risk, comparative financial area has different
systems to oversee risk in the area. Banks having suitable gamble the executives arrangements
couldn't exist in this energetic market. Credit risk is the greatest gamble in the area. Pretty much
every bank has arrangements for it yet a portion of the strategies are not effective. This chance
has been spread in India since advancement was presented. Indian Banks don't have precise
standards of hazard the executives as per the ongoing circumstance of the economy. There is
an earnest prerequisite to help up this area with powerful strategies to safeguard it from any
gamble.

Barfield and Venkat-This exploration paper examines Liquidity hazard to banks. This hazard
emerges when the bank needs to return the cash to its partners. Liquidity requires a drawn out
anticipating its administration. Clear set strategies ought to be there and banks ought to follow
stringently. Liquidity risk evaporate all the benefit made by bank so it should be kept away. For
some banks this chance is undetectable since they can't remember them, likewise their
strategies are not made such viable to deal with a wide range of dangers. Here resources and
liabilities of banks assume an essential part in liquidity risk. So this chance should be checked
as it is a basic figure banking area.

Briance and Ole (1985), examinations the working of nation risk evaluation. This give the
bank its record that how much loaning and crediting has been finished. Through this every one
of the banks comes to realize their short falling which might prompt the gamble. Earlier
examination of the gamble assists all the manage an account with cooperating. Banks currently
can execute different apparatuses and arrangements, can do staff evaluation with the goal that
gifted staff can be enrolled who can work really to help in choosing different systems for
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dealing with the gamble. This thus help the high evened out supervisors for coordinating and
executing and classifying the as and when required.

Cardon, Coche, Manganelli (2004)- The paper centers around the unfamiliar trade hold as the
gamble for European Banks. Financial strategies of Banks are expected in the unfamiliar trade
rates game plan. The board of the strategy is generally significant as the a large portion of the
banks manages import-send out exchange. Any adjustment of the worth of unfamiliar money
antagonistically affects neighborhood banks. Many banks put resources into those areas which
has any action of unfamiliar exchange. Risk is gigantic and the standards for confronting what
is happening ought to be major areas of strength for comparable. The system ought to be
intended to hold on for serious level of strain and tension of precariousness of unfamiliar stores.

Cebenoyan and Strahan (2004)- Loan given by the banks are more inclined to credit risk
which influences capital construction, loaning and so forth. Credits are the most dangerous
office given by the banks. Assuming the cash moneylender neglected to pay how much advance
to bank it makes financial misfortunes them. Loaning colossal capital are probably going to
have disappointment reimbursement of the advance. Indeed, even subsequent to condensing
the home loan of the property doesn't satisfy how much cash misfortune bear by the banks.
Strategies for credit emergency ought to base grounds of credit accessibility to decrease the
acknowledge emergency risk as the advance deal market in extremely unique.

D Tripati Rao, Prodipta (2008), inspects what the functional gamble means for the bank the
executives. The primary spotlight lies on making mindful the bank the board about the reasons
because of which functional gamble emerges. The director of the bank needs to look at top to
bottom the reasons and causes behind the functional gamble. Different explicit techniques for
estimating this gamble and subsequently settling on a reasonable model to control it out so
future undertakings of banks may not get affected. A study for similar has been led by the
creators taking in thought the Indian banks. The end thought of the point that Indian Banks are
in its early stage and needs working a successful administration framework for such gamble
move.

Danske (2013)- This paper consolidate other different gamble like Insurance risk , climate risk
other than the normal winning dangers in the financial region. It is fundamentally on the Risk
the board methodologies of the Danske Bank Group which has spread its underlying
foundations in numerous European nations. The Bank has fostered its methodologies in the
various nations on examining the financial states of that country. With of IT broadly it has made
its gamble the executives arrangements. An orderly exchange of the banks is being dealt with
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through a board of Experts. There is a self-brought together framework which tracks down the
escape clauses and bombed use of the strategies with in the actual bank.

Edward, John and Pal (1998), examinations and witnesses the climb being used of insightful
assets to make a more viable administration of credit risk. The heightening in it use has been
accounted for on the off chance that where the credit-related misfortunes has been recorded.
The elements which came about into this turn of events and go about as inspiration's refinement
of strategies which has been utilized already. New creative plans to perform scientific
arrangement. Improvement of data sets likewise assume a greatest part in deciphering the
gamble which connects with anticipated misfortunes. Utilizing this multitude of further
developed procedures condemned the Bank chiefs to successfully manages credit risk which
emerges.

Elsinger, Lehar and Summer-The convoluted construction and working of Banks makes one
more trouble for banks in planning the gamble the board arrangements. A portion of the degrees
of Banks are imperceptible which are more inclined to take a chance when contrasted with
different segments of the financial areas. This paper pressure upon the indebtedness risk when
contrasted with different dangers. A portion of the dangers are, loan cost shocks, unfamiliar
money rate and Stock market development as the more infamous gamble than different dangers.
These dangers are vulnerability and not effectively unsurprising. Since the banks are
interconnected with one another on the off chance that one bank is impacted by any one gamble,
this could enormously affect another bank as well. So the arrangements ought to be completely
followed to accomplish steadiness in the area.

Research Gap:

Every business, whether it is monetary or non- monetary carries some level of risk. The Risk
manager to identify the risk is very important in this way. Risk management professionals begin
by identifying the frauds, then look at the factors, evaluate the fraud, and reduce the risk.
Greater chance the risk management board strategies provide early warning signals so that the
risk mitigation may be attended to in due course. Formerly, natural disasters like fires,
earthquakes, floods, and other common calamities were simply viewed as random events, and
models, equipment, and mechanisms for protected guards were used to help control the risk.
The management of various risks has, nevertheless, become increasingly important in the
current era of a rapidly changing global economy.
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Problems of the Study:

Due to their management's absolute failure to effectively manage risk and credit organisation,
business banks in the recent past saw an increase in their non-performing credit portfolios. Due
to this problem, commercial banks experienced substantial bad debt levels, and financial
experts classified a number of additional banks as distressed institutions.

Overexposure to risk can result in bank disappointment and have a significant impact on a wide
number of people due to the massive size of some banks. Governments can establish better
regulations to support sensible administration and independent direction by having a better
awareness of the risks posed to banks. Financial investors' decisions are also influenced by a
bank's capacity to manage risk. Even if a bank can generate significant profits, a lack of risk
management might reduce profits due to bad experience with loans. Relatively decent investors
are obligated to invest money in a bank that can provide benefits and isn't taking an unnecessary
risk of becoming bankrupt. The government's regulatory reforms, rising consumer demands,
cybersecurity breaches, fraud and identity theft, ineffective internal processes, increased
competition, etc., are major issues that banks must deal with in order to reduce risk.

Objectives of the Study:

To study the risk management processes in the banking industry.

To study the types of risk in the banking industry.

To analyze the tools and techniques to mitigate the risk in the banking industry.

Research Methodology:

Researchers adopted the descriptive methodology and for the facts and findings used the
secondary data analysis with the help of international data regarding the risk management and
its processes to mitigate the risk and to know the impact on profitability of the risk and its
management.
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Types of Risk:

Types of Risk which bank faces are:

Liquidity Risk- When a bank doesn't keep its promises, this risk affects the bank's capital.
Banks provide loans and stores, both of which have an associated liquidity risk. Liquidity risk
arises as the bank's developing resources and liabilities mature and become linked with one
another. Here, the influence of liquidity risk management is felt. It increases its resources to
combat liabilities.

The following criteria are used to monitor liquidity risk:

* Via excellent decision-making case work.
* Creating methodologies for helping to fund at every level.
* Bank activity cutoff thresholds need to be established

* After all of the perspectives have been subdivided, liquidity will be completed.

Credit Risk- When the borrowers failed to give the bank the requested amount of money, the
bank took it as a compliment. To overcome this danger, the bank needs to know that using a
loan they provided, the risk is feasible. Similarly, by requiring contemporary credit risk
management and reducing advance loss.

The board's effective credit risk management measures include:
g

e The bank should have accurate and pertinent information on the borrowers'
postponements of credit installments.

e Achieving satisfactory control over the loans made to borrowers.

e Controlling the exchange of advances made in the bank, as well as guaranteeing,
evaluating, and screening any potential chance.
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Market Risk- This risk includes borrowing costs and unexplained funds, which may change the
market price of a good. It focuses on a few key elements, such as how responsive financial
institutions are to adverse changes in loan costs, unfamiliar rates and goods costs, proper
division of unfamiliar services, and trading areas.

Functional Risk- This type of risk adversely affects the bank's capital by failing internal
structures, such as a shortage of experts and officials, and exposing the banks to expected times
of risk.

Legitimate Risks- This risk includes the damage being done to the Banks by violating any
official contracts or being subjected to heavy penalties. By ensuring that the Bank operates
within the law, that lending rates are accurate, and that rules are strictly followed, this risk is
managed. Chances should be calculated to gain control over the threats. It examines executives'
willingness to take risks and gamble in the financial sector, such as banking. Estimating risks
increases the Bank's level of risk. The best way to anticipate, measure, and evaluate the risk is
using the Bank's past data.

Tools and Techniques to mitigate the risk:

a) Risk Adjusted Rate of Return on Capital (RAROC). It is a planned risk the management'
tool, and it is typically used in financial analysis since it can be used to determine the capital
requirements for operational risks, credit, and the market. It is significant because it shows how
much financial capital is anticipated by businesses and banks. The net gain of RORAC Bank
is divided by risk-weighted capital. The risk changed return on risk-changing capital is a
measurement similar to RORAC (RARORAC). By addressing the difficulty of altered return
and dividing it by financial capital while adapting to enhancement benefits, this measurement
is established. It operates under regulations that are consistent with the Basel III-described
global risk principles.

b) Value at Risk (VaR). This measurement clarifies the financial risks in the portfolios since it
calculates the potential value that the bank could gain or lose during a specific time frame.
Investment and industrial banks typically use this statistic to determine the severity and event
proportion of potential losses in their institutional portfolios. VaR is utilised to assess a variety
of risks, not just market chances, such as stocks, products, and unexpected financial standards.
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c) In addition to evaluating credit risk, the GAP evaluation is an approach for financial
obligation the committee that can be used to evaluate interest amount risk (IRR) or liquidity
risk. An essential IRR estimation method shows the difference between rate-sensitive assets
(RSAs) and rate-sensitive liabilities (RSLs) over a specific time period. So, if the determined
difference is negative, it follows that an increase in the loan cost in the future will result in a
decrease in net interest pay, and vice versa.

e) Sensitivity analysis determines what various different factor real benefits mean for a certain
variable dependent under a set of expectations. Overall, responsiveness analyses focus on how
various sources of risk within a numerical model contribute to the model's overall risk. This
technique is applied within defined limits that depend on at least one relevant factor.
Investigating responsiveness examines what various benefits of a free factor under a certain set
of expectations mean for a particular variable dependent. In the end, sensitivity analyses focus
on how various sources of risk in a numerical model contribute to the model's overall risk. This
method is applied within defined limits that depend on at least one relevant component.

f) The integrated organizational structure analyzes and totals borrower reliability and the type
of credit transactions. This process gives the bank the ability to screen and monitor credit risks
resulting from non-activity-related bank lending duties.

g) The most popular method for transforming a group of liquid resources into securities through
financial engineering is securitization. By securitizing its resources and advances, the bank can
reduce its tendency to change and generate new assets. The most common example of
securitization 1s collective bargaining agreement supported protections (BMS), in which
several mortgages pool their resources to provide a type of guarantee. The bank converts
illiquid resources into security guaranteed by weak resources by selling these securities.

Data Facts:

According to the Mc. Kinsey report, In 2025, In 2025, risk functions in banks have the potential
to be the primary architects of seamless, de-biased risk decisions and monitoring throughout
the organization. They could deliver higher value by lowering risk and operating costs,
contributing more to intuitive customer experiences, and helping steer the bank as it complies
with regulations. This vision entails the risk function driving the following actions:

24
Journal of Global Economy,
Volume 19 No 2, April 2023
Special Issue ( KETs’ 3™ International Conference Proceedings)



ISSN (Print Version) 0975-3931
ISSN (On Line Version) 2278-1277

] Minimizing manual interventions while making modeling, simplification, standardization,
and automation much more the rule when dealing with regulations, delivering superior
customer experiences, capturing the benefits of big data, and de-biasing decisions. This is
expected to substantially reduce nonfinancial risk and lower the risk function’s operating
expenses.

] Collaborating more closely with businesses—for example, on revised customer journeys or
the joint reduction of operational risk—and with other functions, such as with strategic planners
on balance-sheet optimization. This helps the bank respond to new regulations, develop
compelling customer experiences, de-bias decisions, address emerging risk types, and lower
costs.

"] Becoming a strong advocate of corporate values and principles through a more robust risk
culture that is defined, communicated, and reinforced throughout the bank. When in place, risk
detection, assessment, and mitigation are part of the daily job of all employees across the entire
organization. Various initiatives help embed the mind-sets and behaviors that make up this risk
culture.

1 Developing and hiring people with different skills who can build and manage the new models
and data sets, and collaborate with the businesses and other functions. The risk function will
probably become even more strongly embedded in all areas of the organization. To carry out
these changes, it will likely need to transform its operating model, processes, [T/data
infrastructure, and talent pool.

Findings and Conclusions:

The following five potential initiatives can all help risk functions prepare for the future

Initiative:

1. Digitization of core processes:

Many banks are already digitizing many of the core processes that affect the risk function (e.g.,
client onboarding, Know Your Customer, and credit processes). In our experience, banks can
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usually do more in this area than many risk managers currently suspect. In just one example, a
bank’s credit-process digitization reduced end-to-end processing time for the opening of a
digital current account by more than 90 percent, and lowered overall costs by more than 60
percent. It also reduced financial-crime risk substantially. The bank’s compliance department
originally thought new customers had to come to the branch to have their identity verified
through an in-person meeting. It believed that this was a local regulatory requirement.
However, the bank was able to redesign and automate the process. The customer took a picture
of his or her passport or identity card plus a utility bill and submitted this with the online
application. The information was sent automatically to a third party, which used sophisticated
software and access to various databases to automatically verify the identity and the validity of
the identification documents. The local regulator approved this solution because the bank could
demonstrate that the reliability of the automated system was much higher, as it did not entail
human errors, and that the sophisticated software, with access to the right databases, was much
better positioned to spot false documents. It also better protected the bank against fines should
the system make mistakes, because the bank would only need to demonstrate that it designed
the right process and exercised the right level of third-party-vendor oversight, but did not itself
make any mistakes in onboarding the client.

Many risk functions support their businesses when those businesses ask risk to help them
redesign their core processes. However, fewer risk functions proactively reach out to businesses
with suggestions about digitizing embedded risk decisions. We believe risk functions could
unlock significant savings if they were more proactive with their colleagues. In addition,
process digitization often creates a win-win situation: increased efficiency and lower costs are
often coupled with superior customer experience and results in improved sales.

2. Experiment with advanced analytics and machine learning:

Risk functions should start to experiment with analytics (e.g., machine learning) in some areas,
such as credit decisions. These algorithms have already significantly improved credit decisions
on multiple occasions for some banks. For example, one bank that used machine learning in its
early-warning systems increased Gini scores on high-risk clients from the low to mid-70s to
about 90 percent. On collections, it brought Gini up to the low-90-percent range from the mid-
60s and 70s. All of these represent significant improvements. In a recent European creditcard
example, machine-learning techniques improved the “Late on same day” Gini score by 18
percentage points (from 71 percent to 89 percent) and the “Default on day 90” Gini score by
18 percentage points (from 75 percent to 93 percent). We believe that applying machine-
learning algorithms can help banks improve the identification of risky customers.

26
Journal of Global Economy,
Volume 19 No 2, April 2023
Special Issue ( KETs’ 3™ International Conference Proceedings)



ISSN (Print Version) 0975-3931
ISSN (On Line Version) 2278-1277

3: Enhanced risk reporting:

Developing next-generation risk reporting can start to enhance risk management now. BCBS
(Basel Committee on Banking Supervisions) 239 requirements have already prompted
enormous efforts at all G-SIBs (Global Systemically Important Banks) and domestic
systemically important banks (D-SIBs). These initiatives usually improve overall data quality,
aggregation capabilities, and risk-reporting timeliness. They typically focus less on format,
how the reports are delivered, or how they could be better used in risk decision making.
However, we have seen some innovative thinking by a few banks in these latter areas. They
have employed management information systems that replaced paper-based reports with an
interactive tablet solution that offers a great deal of information in real time and allows users
to do root-cause analyses. These solutions were firmly embedded in the banks’ performance
management processes. We could envision something very similar for risk reporting. Such
improved reports would enable banks to make decisions faster, based on more transparent and
consistent data, and improve the quality of fact-based decisions. In addition, real-time risk
reporting would help banks identify potential risks even sooner, allowing a more timely
response.

4: Balance-sheet optimization:

The risk-management function could also work with finance and strategy to optimize the bank’s
balance sheet under all regulatory constraints. Some banks already employ this technique. They
use a structured process that aligns the balance-sheet data (if needed, it utilizes the most
important balance sheets for international groups) and then agrees on economic scenarios,
strategic assumptions (e.g., how much the bank would be prepared to increase or shrink a loan
portfolio), and regulatory assumptions. Finally, the process has an optimization engine make
suggestions for an optimized balance sheet. Typically, this yields suggestions for ROE
improvements of 50—400 basis points, where the adjustments in the range of 50—150 basis
points are typically moderate. In our experience, an optimization engine almost always
produces counterintuitive insights, because the various regulatory ratios (e.g., capital ratios, net
stable funding ratio, liquidity coverage ratio, total loss-absorbing capacity, recovery and
resolution requirements, DoddFrank, and ringfencing) are so complex and interrelated that it
is almost impossible to find the optimal outcome without the support of an optimization engine.
The other advantage of building such an engine is that once it has been built, the numbers can
be rerun when regulatory ratios or strategic assumptions change. Different regulatory scenarios,
such as Basel IV, can be tested. Balance-sheet optimization can also be linked to the stress-
testing activities that banks have started to build up as a response to regulatory requirements;
the performance of banks under stress is expected to increasingly become the binding
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regulatory constraint, and this will need to be reflected in optimization efforts. As a result,
balance-sheet optimization can become the nucleus of a sophisticated regulatory management
function that could be shared by risk management, finance, and strategy.

Bank risk management will likely look dramatically different by 2025, when it has become a
core part of banks’ strategic planning, a close collaborator with business heads, and a center of
excellence in analytics and de-biased decision making. Its ability to manage multiple risk types
while preparing for new regulations and complying with current ones is expected to make it
even more invaluable to financial institutions, and its role in creating fulfilling customer
experiences will most probably transform it into a key contributor to banks’ bottom lines. The
risk function is also expected to become increasingly a differentiating factor among banks,
helping to determine which ones succeed. However, the only risk functions that are likely to
achieve this state are those that undertake a wholesale, ambitious transformation—and that start
to do so now. For those that do, a wealth of potential value awaits.
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