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Abstract: 

This paper explores the risk management system practiced in Co-operative Banks of Karnataka. A 

major issue in establishing an appropriate risk management organisation structure is choosing between a 

centralised and decentralised structure. The global trend is towards centralising risk management with 

integrated treasury management function to benefit from information on aggregate exposure, natural 

netting of exposures, economies of scale and easier reporting to top management. The primary 

responsibility of understanding the risks run by the bank and ensuring that the risks are appropriately 

managed should clearly be vested with the Board of Directors. The Board should set risk limits by 

assessing the bank’s risk and risk- bearing capacity. At organisational level, overall risk management 

should be assigned to an independent Risk Management Committee or Executive Committee of the top 

Executives that reports directly to the Board of Directors. The purpose of this top level committee is to 

empower one group with full responsibility of evaluating overall risks faced by the bank and determining 

the level of risks which will be in the best interest of the bank. At the same time, the Committee should 

hold the line management more accountable for the risks under their control, and the performance of the 

bank in that area. 
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INTRODUCTION 

Banks in the process of financial intermediation are confronted with various kinds of financial and 

non-financial risks viz., credit, interest rate, foreign exchange rate, liquidity, equity price, commodity 

price, legal, regulatory, reputational, operational, etc. These risks are highly interdependent and events 

that affect one area of risk can have ramifications for a range of other risk categories. Thus, top 

management of banks should attach considerable importance to improve the ability to identify measure, 

monitor and control the overall level of risks undertaken. 
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RISK MANAGEMENT STRUCTURE 

 

2.1 The functions of Risk Management Committee should essentially be to identify, monitor and 

measure the risk profile of the bank. The Committee should also develop policies and procedures, 

verify the models that are used for pricing complex products, review the risk models as development 

takes place in the markets and also identify new risks. The risk policies should clearly spell out the 

quantitative prudential limits on various segments of banks’ operations. Internationally, the trend is 

towards assigning risk limits in terms of portfolio standards or Credit at Risk (credit risk) and 

Earnings at Risk and Value at Risk (market risk). The Committee should design stress scenarios to 

measure the impact of unusual market conditions and monitor variance between the actual volatility 

of portfolio value and that predicted by the risk measures. The Committee should also monitor 

compliance of various risk parameters by operating Departments. 

 

2.2 A prerequisite for establishment of an effective risk management system is the existence of a robust 

MIS, consistent in quality. The existing MIS, however, requires substantial up gradation and 

strengthening of the data collection machinery to ensure the integrity and reliability of data. 

 

2.3 The risk management is a complex function and it requires specialised skills and expertise. Banks 

have been moving towards the use of sophisticated models for measuring and managing risks. Large 

banks and those operating in international markets should develop internal risk management models 

to be able to compete effectively with their competitors. As the domestic market integrates with the 

international markets, the banks should have necessary expertise and skill in managing various types 

of risks in a scientific manner. At a more sophisticated level, the core staff at Head Offices should be 

trained in risk modelling and analytical tools. It should, therefore, be the endeavour of all banks to 

upgrade the skills of staff. 

2.4 Given the diversity of balance sheet profile, it is difficult to adopt a uniform framework for 

management of risks in India. The design of risk management functions should be bank specific, 

dictated by the size, complexity of functions, the level of technical expertise and the quality of MIS. 

The proposed guidelines only provide broad parameters and each bank may evolve their own systems 

compatible to their risk management architecture and expertise. 

 

2.5 Internationally, a committee approach to risk management is being adopted. While the Asset - 

Liability Management Committee (ALCO) deal with different types of market risk, the Credit Policy 

Committee (CPC) oversees the credit /counterparty risk and country risk. Thus, market and credit 

risks are managed in a parallel two-track approach in banks. Banks could also set-up a single 

Committee for integrated management of credit and market risks. Generally, the policies and 

procedures for market risk are articulated in the ALM policies and credit risk is addressed in Loan 

Policies and Procedures. 
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2.6 Currently, while market variables are held constant for quantifying credit risk, credit variables are 

held constant in estimating market risk. The economic crises in some of the countries have revealed a 

strong correlation between unhedged market risk and credit risk. Forex exposures, assumed by 

corporates who have no natural hedges, will increase the credit risk which banks run vis-à-vis their 

counterparties. The volatility in the prices of collateral also significantly affects the quality of the loan 

book. Thus, there is a need for integration of the activities of both the ALCO and the CPC and 

consultation process should be established to evaluate the impact of market and credit risks on the 

financial strength of banks. Banks may also consider integrating market risk elements into their credit 

risk assessment process. 

 

3. OBJECTIVES OF THE STUDY 

This study has the following objectives: 

a. To explore the overview of Risk Management System in India 

b. To explore the various kinds of risk management system adopted in Co-operative Banks in India in 

general and particularly in Karnataka. 

 

3.1 INSTRUMENTS OF CREDIT RISK MANAGEMENT 

Credit Risk Management encompasses a host of management techniques, which help the banks in 

mitigating the adverse impacts of credit risk. 

3.1.1 Credit Approving Authority 

Each bank should have a carefully formulated scheme of delegation of powers. The banks should 

also evolve multi-tier credit approving system where the loan proposals are approved by an ‘Approval 

Grid’ or a ‘Committee’. The credit facilities above a specified limit may be approved by the ‘Grid’ or 

‘Committee’, comprising at least 3 or 4 officers and invariably one officer should represent the CRMD, 

who has no volume and profit targets. Banks can also consider credit approving committees at various 

operating levels i.e. large branches (where considered necessary),   

 

The banks should also evolve suitable framework for reporting and evaluating the quality of 

credit decisions taken by various functional groups. The quality of credit decisions should be evaluated 

within a reasonable time, say 3 – 6 months, through a well-defined Loan Review Mechanism. 

 

, is inherent in investment banking. The proposals for investments should also be subjected to the same 

degree of credit risk analysis, as any loan proposals. The proposals should be subjected to detail 

appraisal and rating framework that factors in financial and non-financial parameters of issuers, 

sensitivity to external developments, etc. The maximum exposure to a customer should be bank-wide 

and include all exposures assumed by the Credit and Treasury Departments.   
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4. CREDIT RISK IN OFF-BALANCE SHEET EXPOSURE 

  Banks should evolve adequate framework for managing their exposure in off-balance sheet 

products like forex forward contracts, swaps, options, etc. as a part of overall credit to individual 

customer relationship and subject to the same credit appraisal, limits and monitoring procedures. Banks 

should classify their off-balance sheet exposures into three broad categories - full risk (credit substitutes) 

- standby letters of credit, money guarantees, etc, medium risk (not direct credit substitutes, which do not 

support existing financial obligations) - bid bonds, letters of credit, indemnities and warranties and low 

risk - reverse repos, currency swaps, options, futures, etc. 

  

5. INTER-BANK EXPOSURE AND COUNTRY RISK 

  A suitable framework should be evolved to provide a centralised overview on the aggregate 

exposure on other banks. Bank-wise exposure limits could be set on the basis of assessment of financial 

performance, operating efficiency, management quality, past experience, etc. Like corporate clients, 

banks should also be rated and placed in range of 1-5, 1-8, as the case may be, on the basis of their credit 

quality. The limits so arrived at should be allocated to various operating centres and followed up and half-

yearly/annual reviews undertaken at a single point. Regarding exposure on overseas banks, banks can use 

the country ratings of international rating agencies and classify the countries into low risk, moderate risk 

and high risk. Banks should endeavour for developing an internal matrix that reckons the counterparty 

and country risks. The maximum exposure should be subjected to adherence of country and bank 

exposure limits already in place. While the exposure should at least be monitored on a weekly basis till 

the banks are equipped to monitor exposures on a real time basis, all exposures to problem countries 

should be evaluated on a real time basis. 

 

6. MARKET RISK 

 Traditionally, credit risk management was the primary challenge for banks. With progressive 

deregulation, market risk arising from adverse changes in market variables, such as interest rate, foreign 

exchange rate, equity price and commodity price has become relatively more important. Even a small 

change in market variables causes substantial changes in income and economic value of banks. Market 

risk takes the form of: 

1) Liquidity Risk 

2) Interest Rate Risk 

3) Foreign Exchange Rate (Forex) Risk 

4) Commodity Price Risk and 

5) Equity Price Risk 

 

7. MARKET RISK MANAGEMENT 

  Management of market risk should be the major concern of top management of banks. The Boards 

should clearly articulate market risk management policies, procedures, prudential risk limits, review 
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mechanisms and reporting and auditing systems. The policies should address the bank’s exposure on a 

consolidated basis and clearly articulate the risk measurement systems that capture all material sources of 

market risk and assess the effects on the bank. The operating prudential limits and the accountability of 

the line management should also be clearly defined. The Asset-Liability Management Committee (ALCO) 

should function as the top operational unit for managing the balance sheet within the performance/risk 

parameters laid down by the Board. The banks should also set up an independent Middle Office to track 

the magnitude of market risk on a real time basis. The Middle Office should comprise of experts in 

market risk management, economists, statisticians and general bankers and may be functionally placed 

directly under the ALCO. The Middle Office should also be separated from Treasury Department and 

should not be involved in the day to day management of Treasury. The Middle Office should apprise the 

top management / ALCO / Treasury about adherence to prudential / risk parameters and also aggregate 

the total market risk exposures assumed by the bank at any point of time. 

 

7.1 LIQUIDITY RISK 

 Liquidity Planning is an important facet of risk management framework in banks. Liquidity is the 

ability to efficiently accommodate deposit and other liability decreases, as well as, fund loan portfolio 

growth and the possible funding of off-balance sheet claims. A bank has adequate liquidity when 

sufficient funds can be raised, either by increasing liabilities or converting assets, promptly and at a 

reasonable cost. It encompasses the potential sale of liquid assets and borrowings from money, capital and 

Forex markets. Thus, liquidity should be considered as a defence mechanism from losses on fire sale of 

assets. The liquidity risk in banks manifest in different dimensions: 

i) Funding Risk – need to replace net outflows due to unanticipated withdrawal/non- renewal of 

deposits (wholesale and retail); 

ii) Time Risk - need to compensate for non-receipt of expected inflows of funds, i.e. performing 

assets turning into non-performing assets; and 

iii) Call Risk - due to crystallisation of contingent liabilities and unable to undertake profitable 

business opportunities when desirable. 

 

The first step towards liquidity management is to put in place an effective liquidity management policy, 

which, inter alia, should spell out the funding strategies, liquidity planning under alternative scenarios, 

prudential limits, liquidity reporting / reviewing, etc. 

 

Liquidity measurement is quite a difficult task and can be measured through stock or cash flow 

approaches. The key ratios, adopted across the banking system are: 

i) Loans to Total Assets 

ii) Loans to Core Deposits 

iii) Large Liabilities (minus) Temporary Investments to Earning Assets (minus) Temporary 

Investments, where large liabilities represent wholesale deposits which are market sensitive and 
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temporary Investments are those maturing within one year and those investments which are held 

in the trading book and are readily sold in the market; 

iv) Purchased Funds to Total Assets, where purchased funds include the entire inter-bank and 

other money market borrowings, including Certificate of Deposits and institutional deposits; and 

v) Loan Losses/Net Loans. 

 

8. INTEREST RATE RISK (IRR) 

  The management of Interest Rate Risk should be one of the critical components of market risk 

management in banks. The regulatory restrictions in the past had greatly reduced many of the risks in the 

banking system. Deregulation of interest rates has, however, exposed them to the adverse impacts of 

interest rate risk. The Net Interest Income (NII) or Net Interest Margin (NIM) of banks is dependent on 

the movements of interest rates. Any mismatches in the cash flows (fixed assets or liabilities) or repricing 

dates (floating assets or liabilities), expose banks’ NII or NIM to variations. The earning of assets and the 

cost of liabilities are now closely related to market interest rate volatility. 

Gap or Mismatch Risk: 

A gap or mismatch risk arises from holding assets and liabilities and off-balance sheet items with different 

principal amounts, maturity dates or repricing dates, thereby creating exposure to unexpected changes in 

the level of market interest rates. 

Basis Risk 

Market interest rates of various instruments seldom change by the same degree during a given period of 

time. The risk that the interest rate of different assets, liabilities and off-balance sheet items may change in 

different magnitude is termed as basis risk. The degree of basis risk is fairly high in respect of banks that 

create composite assets out of composite liabilities.   

Embedded Option Risk 

Significant changes in market interest rates create another source of risk to banks’ profitability by 

encouraging prepayment of cash credit/demand loans/term loans and exercise of call/put options on 

bonds/debentures and/or premature withdrawal of term deposits before their stated maturities. The 

embedded option risk is becoming a reality in India and is experienced in volatile situations.   

Yield Curve Risk 

In a floating interest rate scenario, banks may price their assets and liabilities based on different 

benchmarks, i.e. TBs yields, fixed deposit rates, call money rates, MIBOR, etc. In case the banks use two 

different instruments maturing at different time horizon for pricing their assets and liabilities, any non-

parallel movements in yield curves would affect the NII.   

Price Risk 

Price risk occurs when assets are sold before their stated maturities. In the financial market, bond prices 

and yields are inversely related. The price risk is closely associated with the trading book, which is 

created for making profit out of short-term movements in interest rates.  
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Reinvestment Risk 

Uncertainty with regard to interest rate at which the future cash flows could be reinvested is called 

reinvestment risk. Any mismatches in cash flows would expose the banks to variations in NII as the 

market interest rates move in different directions. 

Net Interest Position Risk 

The size of nonpaying liabilities is one of the significant factors contributing towards profitability of 

banks. When banks have more earning assets than paying liabilities, interest rate risk arises when the 

market interest rates adjust downwards.   

 

9. FOREIGN EXCHANGE (FOREX) RISK 

The risk inherent in running open foreign exchange positions have been heightened in recent years by the 

pronounced volatility in forex rates, thereby adding a new dimension to the risk profile of banks’ balance 

sheets. Forex risk is the risk that a bank may suffer losses as a result of adverse exchange rate movements 

during a period in which it has an open position, either spot or forward, or a combination of the two, in an 

individual foreign currency. The banks are also exposed to  interest rate risk, which arises from the 

maturity mismatching of foreign currency positions. Even in cases where spot and forward positions in 

individual currencies are balanced, the maturity pattern of forward transactions may produce mismatches. 

As a result, banks may suffer losses as a result of changes in premia/discounts of the currencies 

concerned. 

 

Forex Risk Management Measures 

The top management should also adopt the VaR approach to measure the risk associated with 

exposures. Reserve Bank of India has recently introduced two statements viz. Maturity and Position 

(MAP) and Interest Rate Sensitivity (SIR) for measurement of forex risk exposures. Banks should use 

these statements for periodical monitoring of forex risk exposures. 

 

Capital for Market Risk 

The Basle Committee on Banking Supervision (BCBS) had issued comprehensive guidelines to 

provide an explicit capital cushion for the price risks to which banks are exposed, particularly those 

arising from their trading activities. The banks have been given flexibility to use in-house models based 

on VaR for measuring market risk as an alternative to a standardised measurement framework suggested 

by Basle Committee.   

Operational Risk 

 Managing operational risk is becoming an important feature of sound risk management practices in 

modern financial markets in the wake of phenomenal increase in the volume of transactions, high degree 

of structural changes and complex support systems. The most important type of operational risk involves 

breakdowns in internal controls and corporate governance. Such breakdowns can lead to financial loss 

through error, fraud, or failure to perform in a timely manner or cause the interest of the bank to be 
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compromised. 

 

Measurement 

There is no uniformity of approach in measurement of operational risk in the banking system. 

Besides, the existing methods are relatively simple and experimental, although some of the international 

banks have made considerable progress in developing more advanced techniques for allocating capital 

with regard to operational risk. 

 

Measuring operational risk requires both estimating the probability of an operational loss event and the 

potential size of the loss. It relies on risk factor that provides some indication of the likelihood of an 

operational loss event occurring. The process of operational risk assessment needs to address the 

likelihood (or frequency) of a particular operational risk occurring, the magnitude (or severity) of the 

effect of the operational risk on business objectives and the options available to manage and initiate 

actions to reduce/ mitigate operational risk.   

  

Risk Monitoring  

The operational risk monitoring system focuses, inter alia, on operational performance measures 

such as volume, turnover, settlement facts, delays and errors. It could also be incumbent to monitor 

operational loss directly with an analysis of each occurrence and description of the nature and causes of the 

loss. Internal controls and the internal audit are used as the primary means to mitigate operational 

risk. Banks could also explore setting up operational risk limits, based on the measures of 

operational risk. The contingent processing capabilities could also be used as a means to limit the 

adverse impacts of operational risk. Insurance is also an important mitigator of some forms of 

operational risk. Risk education for familiarising the complex operations at all levels of staff can also 

reduce operational risk. 

 

 

Conclusion: 

 One of the major tools for managing operational risk is the well-established internal control 

system, which includes segregation of duties, clear management reporting lines and adequate operating 

procedures. Most of the operational risk events are associated with weak links in internal control systems 

or laxity in complying with the existing internal control procedures.  Most of internally active banks 

have developed internal processes and techniques to assess and evaluate their own capital needs in the 

light of their risk profiles and business plans. Such banks take into account both qualitative and 

quantitative factors to assess economic capital. The Basle Committee now recognises that capital 

adequacy in relation to economic risk is a necessary condition for the long-term soundness of banks.  

 

 

http://www.jetir.org/


© 2022 JETIR April 2022, Volume 9, Issue 4                                                                      www.jetir.org (ISSN-2349-5162) 

JETIR2204689 Journal of Emerging Technologies and Innovative Research (JETIR) www.jetir.org g624 
 

 REFERENCES 

1. Nagaraja. R., & Madegowda, (2015). A comparative study of non-performing assets in DCCBs and UCBs. Global 

Journal for Research Analysis, 4(5), 199-201. 

2. Pitre, V. (2003). Urban cooperative banks: Issues and prospects. Economic and Political Weekly, 38(15), 1505-1513. 

3. Raman, U. J. (2008). Operational risk management in Indian banks in the context of Basel II: a survey of the state of 

preparedness and challenges in developing the framework. Asia Pacific Journal of Finance and Banking 

Research, 2(2), 26-44. 

4. Ramu, N. (2008). Urban cooperative banks: At crossroads. The Indian Banker, III(1), 14-27. Retrieved from SSRN: 

https://ssrn.com/abstract=2290482. 

5. Ramu, N. (2009). Dimensions of non-performing assets in urban cooperative banks in Tamil Nadu. Global Business 

Review, 10(2), 279-297. 

6. Reddy, P. K. (2002). A comparative study of non-performing assets in India in the global context-similarities and 

dissimilarities, remedial measures. Remedial Measures (October 2002), 1-18. Retrieved 

from http://kaahlsfiles.com/thesis/thesis%20papers/3%20Low/ unpan013132.pdf 

7. Saha, A. (2010). Urban cooperative banks: A case study of Karnataka, Retrieved from https://mpra.ub.uni-

muenchen.de/26565/ 

http://www.jetir.org/
http://kaahlsfiles.com/thesis/thesis%20papers/3%20Low/unpan013132.pdf

