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Abstract – Financial Risk Management (FRM) is the process of identifying, analysing, assessing, and controlling financial risks 

that may affect an organisation's performance and financial stability. It aims to minimise potential losses arising from market 

fluctuations, credit defaults, operational failures, liquidity shortages, and other uncertainties while maximising opportunities 

for sustainable growth. Effective financial risk management involves the use of various tools and techniques, such as risk 

assessment, diversification, hedging, Value at Risk (VaR), stress testing, and regulatory compliance. By implementing a 

structured risk management framework, organisations can improve decision-making, protect assets, enhance stakeholder 

confidence, and ensure long-term financial resilience in an increasingly dynamic global business environment. 
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I. INTRODUCTION  
 

1. Background of the Study 

Every organisation, whether it is a small trading firm or a 

large multinational bank, operates in an environment 

where the future is never fully known. Prices move, 

currencies fluctuate, borrowers default, and markets 

occasionally behave in ways that nobody predicted. This 

uncertainty is not a flaw in the system — it is simply the 

nature of doing business in a world driven by decisions 

made by millions of independent participants. Financial 

risk management is the discipline that has grown out of the 

need to make this uncertainty manageable rather than 

paralysing. 

 

Over the last three decades, the pace at which financial 

markets have evolved has been remarkable. Globalisation, 

deregulation, and the rapid spread of digital technology 

have connected economies more tightly than ever before. 

A currency shock in one part of the world can now affect 

stock markets, interest rates, and even the price of 

everyday goods thousands of kilometres away within 

hours. The 2008 global financial crisis and, more recently, 

episodes such as the collapse of a few large financial 

institutions, showed how quickly risks can spread through 

an interconnected system if they are not identified and 

controlled in time. 

 

India, too, has seen its financial system mature 

considerably. The banking sector, capital markets, and 

non-banking financial companies have all become more 

sophisticated, but this sophistication has also brought new 

categories of risk — from cyber-related threats to complex 

credit exposures. It is against this backdrop that the present 

study attempts to examine what financial risk management 

actually means, why it matters, and how organisations go 

about identifying, measuring, and controlling the risks they 

face. 

 

2. Meaning and Concept of Financial Risk 

Management 

In the simplest terms, financial risk refers to the possibility 

that an organisation will lose money, or fail to earn the 

returns it expected, because of unfavourable movements in 

financial variables such as interest rates, exchange rates, 

commodity prices, or the creditworthiness of a 

counterparty. Financial risk management, then, is the 

structured process through which an organisation identifies 

these exposures, measures how large they are, and decides 

on a course of action to keep them within acceptable 

limits. 

 

It is worth clarifying at the outset that risk management 

does not mean the elimination of risk. In fact, a business 

that tries to avoid all risk would also give up most of its 

opportunities for growth — lending money, holding 

inventory, and investing in new projects all carry some 

degree of risk by definition. What risk management really 

offers is a way of understanding which risks are worth 

taking, which need to be reduced, and which should be 

avoided altogether. It is, in a sense, a decision-making 

framework rather than a purely defensive activity. 

 

The concept has its roots in insurance and actuarial 

practice, but it took its modern shape mainly after the 

breakdown of the Bretton Woods system in the early 

1970s, when exchange rates were allowed to float freely 
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and businesses suddenly found themselves exposed to 

currency volatility they had never had to deal with before. 

This was followed by the growth of derivative instruments 

— futures, options, swaps — that gave firms practical 

tools to hedge these newly visible risks. Since then, 

financial risk management has developed into a specialised 

field with its own body of theory, regulation, and 

professional practice. 

 

3. Importance and Need for the Study 

There are several reasons why a study of this kind is 

useful, both academically and practically. First, financial 

risk touches virtually every decision a firm makes, from 

how it prices its products to how it finances its operations. 

Understanding the subject, therefore, is not optional for a 

management or commerce student — it is close to 

essential. 

 

Second, the frequency and severity of financial crises over 

the past two decades have shown that poor risk 

management is rarely a victimless mistake. When large 

institutions fail to manage their risk properly, the 

consequences are often felt well beyond their own balance 

sheets — employees lose jobs, depositors lose confidence, 

and in extreme cases, entire economies slow down. 

Studying how risk management is supposed to work, and 

where it has historically gone wrong, offers valuable 

lessons for future managers, bankers, and policymakers. 

 

Third, from an Indian perspective, the banking and 

financial sector is undergoing continuous change — new 

regulations from the Reserve Bank of India, the growth of 

digital lending, and increasing exposure to global capital 

flows all mean that risk management practices have to 

keep evolving. This study attempts to bring together the 

theoretical foundation of the subject with some real, 

illustrative data so that the discussion does not remain 

purely abstract. 

 

4. Scope of the Study 

This project covers the conceptual foundations of financial 

risk management, the major categories of financial risk 

that organisations typically face, and the tools and 

techniques commonly used to manage them. It also looks 

specifically at the Indian banking sector as a case in point, 

since banks are, by the nature of their business, among the 

most risk-exposed institutions in any economy. 

 

The study relies entirely on secondary data — that is, 

information already published in books, journal articles, 

annual reports, and reports of regulatory bodies such as the 

Reserve Bank of India (RBI) and the Bank for 

International Settlements (BIS). Where specific figures are 

used to illustrate trends (for example, in the charts 

presented in later chapters), they are indicative in nature 

and are meant to demonstrate the kind of pattern seen in 

real data, rather than to serve as official statistics. This 

limitation, and a few others, are discussed in more detail in  

 

5. Who Benefits from Good Risk Management 

It is easy to think of risk management as a specialist 

activity confined to a bank's treasury desk or a large 

corporation's finance department, but its benefits actually 

reach a fairly wide set of stakeholders, each with a slightly 

different interest in the outcome. 

 Shareholders and investors, who benefit from more 

stable and predictable earnings, and from a lower 

chance of the sudden, severe losses that destroy 

shareholder value. 

 Employees, whose job security is directly tied to the 

financial health of the organisation they work for — a 

point made painfully clear whenever a poorly risk-

managed firm is forced into large-scale layoffs. 

 Lenders and bondholders, who rely on a borrower's risk 

management practices as part of their assessment of 

whether they will be repaid on time and in full. 

 Customers and depositors, particularly in banking, 

where public confidence in an institution's stability is 

itself a component of that institution's stability. 

 Regulators and the wider economy, since the failure of a 

large or interconnected institution can impose costs on 

the financial system as a whole, well beyond the 

institution's own stakeholders — a theme explored 

further in the case studies in Chapter 7. 

 

Seen this way, financial risk management is less a narrow 

technical function and more a form of institutional 

responsibility — one that protects not just the organisation 

practising it, but a fairly wide circle of people who depend 

on that organisation, directly or indirectly. 

 

II. OBJECTIVES AND RESEARCH 

METHODOLOGY 
 

1. Objectives of the Study 

The present study has been designed around the following 

objectives: 

 To understand the concept, meaning, and scope of 

financial risk management in a business and banking 

context. 

 To identify and examine the major types of financial 

risk — market, credit, liquidity, operational, and 

legal/compliance risk. 

 To study the process of risk management, from 

identification through to monitoring, along with the 

tools and techniques commonly used at each stage. 

 To examine how financial risk management is practised 

in the Indian banking sector, with reference to 

regulatory frameworks such as the Basel norms. 

 To review select case studies — including the 2008 

global financial crisis and the IL&FS episode in India 

— in order to draw practical lessons. 

 To present findings and offer suggestions that could 

help organisations strengthen their approach to 

financial risk management. 
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2. Research Methodology 

This is primarily a descriptive and analytical study built on 

secondary sources of information. The approach adopted 

was to first build a conceptual understanding of financial 

risk management through textbooks and academic 

literature, and then to examine how these concepts play out 

in practice by studying regulatory publications, industry 

reports, and documented case studies. 

 

Where numerical illustrations were needed — for instance, 

to show how different types of risk are typically distributed 

across firms, or how an indicator like the gross non-

performing assets (NPA) ratio has moved over a period of 

years — representative figures have been used to construct 

charts and tables. These are clearly marked as illustrative 

throughout the report so that they are not mistaken for 

verified official statistics. 

 

3. Sources of Data 

The study draws on the following broad categories of 

secondary sources: 

 Textbooks and reference material on corporate finance, 

risk management, and banking. 

 Publications and reports of the Reserve Bank of India, 

including its Financial Stability Report. 

 Reports and guidelines issued by the Bank for 

International Settlements (Basel Committee on 

Banking Supervision). 

 Academic and trade journal articles on financial risk and 

its management. 

 News reports and post-mortem analyses of major 

financial crises, used to build the case studies in 

Chapter 7. 

 

4. Limitations of the Study 

As with any project of this nature and scope, there are a 

few limitations worth acknowledging upfront. The study is 

based entirely on secondary data; no primary survey or 

interview was conducted, mainly because of the time and 

access constraints of an academic semester project. As a 

result, the illustrative figures used in the charts and tables 

should be read as representative of typical patterns rather 

than as audited statistics for any specific company or 

period. 

 

The subject of financial risk management is also extremely 

wide, touching on statistics, economics, banking 

regulation, and corporate strategy all at once. Given the 

page limit of this report, several advanced topics — such 

as the detailed mathematics behind Value at Risk models 

or the technicalities of derivative pricing — have been 

kept at an introductory, conceptual level rather than 

explored in full mathematical depth. Finally, since 

financial regulation changes fairly often, some of the 

specific figures or provisions referred to here may have 

been updated since the sources were consulted. 

 

 

 

III. REVIEW OF LITERATURE 
 

A study on financial risk management would be 

incomplete without situating it within the body of existing 

academic and professional thought on the subject. This 

chapter briefly reviews some of the key ideas that have 

shaped the field, moving roughly in the order in which they 

developed. 

 

1. Early Foundations 

The formal study of risk in finance is often traced back to 

Harry Markowitz's work on portfolio selection in the early 

1950s, which introduced the idea that risk could be 

measured statistically — through the variance of returns — 

and that a portfolio's overall risk depended not just on the 

riskiness of individual assets but on how those assets 

moved in relation to one another. This was a genuinely 

new way of thinking: instead of treating risk as something 

to be avoided asset by asset, Markowitz showed that 

diversification could reduce risk without necessarily 

reducing expected return. This insight remains one of the 

pillars of modern portfolio theory. 

 

Building on this, William Sharpe and others developed the 

Capital Asset Pricing Model (CAPM) in the 1960s, which 

distinguished between risk that could be diversified away 

and risk that could not, and linked expected return directly 

to this second, undiversifiable component. Around the 

same period, the Black-Scholes-Merton framework for 

option pricing, published in the early 1970s, gave the 

market a rigorous way to value derivative instruments — a 

development that, somewhat ironically, both enabled far 

more sophisticated hedging and, in later decades, 

contributed to some of the complexity that made certain 

risks harder to see coming. 

 

2. Risk Management as an Organisational Discipline 

From the 1980s onward, as derivatives markets grew and a 

number of high-profile corporate losses (including cases 

involving unauthorised or poorly understood derivative 

trading) made headlines, scholars and practitioners began 

to argue that risk management needed to be treated as an 

organisation-wide discipline rather than something handled 

only by specialist traders. This period saw the emergence 

of what is now called Enterprise Risk Management (ERM) 

— a framework in which financial risk is considered 

alongside operational, strategic, and reputational risk, and 

is overseen at the board level rather than buried in a back-

office function. 

 

The Committee of Sponsoring Organizations of the 

Treadway Commission (COSO) published influential 

frameworks in this area, and its ERM framework, first 

issued in 2004 and later updated, remains widely 

referenced in both academic writing and corporate 

governance codes, including in India, where risk 

management committees have become a standard feature 

of listed company boards. 
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3. Regulatory Literature: Basel Accords 

A large and important strand of literature on financial risk 

comes not from academic journals but from banking 

regulators. The Basel Committee on Banking Supervision, 

working under the Bank for International Settlements, has 

produced a series of accords — Basel I, II, and III — that 

have progressively refined how banks are required to 

measure and hold capital against credit, market, and 

operational risk. Basel III, developed in response to the 

2008 crisis, placed particular emphasis on liquidity risk, 

introducing new ratios such as the Liquidity Coverage 

Ratio and the Net Stable Funding Ratio, which had not 

been part of earlier frameworks. Indian banks, regulated by 

the RBI, follow a version of these norms adapted to 

domestic conditions, and this body of regulatory literature 

is drawn upon extensively in Chapter 6 of this report. 

 

4. Behavioural Perspectives 

A more recent, and in some ways more humbling, strand of 

literature has looked at the psychological side of risk-

taking. Researchers such as Daniel Kahneman and Amos 

Tversky showed through their work on prospect theory that 

people do not always evaluate risk the way traditional 

financial theory assumes — losses tend to feel more 

painful than equivalent gains feel pleasurable, and this 

asymmetry can lead both individuals and institutions to 

take on risk in ways that look irrational in hindsight. This 

behavioural perspective has become increasingly relevant 

to risk management literature, since many of the failures 

examined in post-crisis reports (including the 2008 crisis 

discussed later in this report) were not purely technical 

failures of measurement, but failures of judgement, 

incentive structures, and organisational culture. 

 

Taken together, this body of literature suggests that 

financial risk management is not a purely mathematical 

exercise. It combines statistical measurement, regulatory 

compliance, organisational structure, and an honest 

understanding of how people actually behave under 

uncertainty. The chapters that follow try to reflect this 

broader view rather than treating risk management as a 

narrow technical topic. 

 

5. Indian Perspectives on Risk Management 

Alongside the international literature, a growing body of 

Indian academic and regulatory writing has looked 

specifically at how these global ideas apply to the Indian 

context. Much of this work has focused on the banking 

sector, given its size and systemic importance, and has 

examined themes such as the drivers of asset quality stress 

in public sector banks, the pace at which Indian banks have 

adopted Basel norms, and, more recently, the risk 

implications of financial inclusion initiatives and digital 

lending. 

 

The Reserve Bank of India's own research wing, along 

with institutions such as the National Institute of Bank 

Management (NIBM) and various IIM faculty, has 

contributed steadily to this literature, often blending the 

technical rigour of international frameworks with an 

awareness of features specific to the Indian market — such 

as the historically larger role of public sector banks, 

directed lending requirements, and, until fairly recently, a 

less developed corporate bond market compared with more 

mature economies. This Indian-specific literature forms an 

important backdrop to the discussion of Indian banking 

risk presented in Chapter 6 of this report. 

 

Financial Risk 

Financial risk is not a single, uniform thing — it is really 

an umbrella term covering several distinct categories, each 

with its own causes, warning signs, and management 

techniques. This chapter walks through the five categories 

most commonly discussed in both academic literature and 

regulatory practice. 

 

Market Risk 

Market risk refers to the possibility of loss arising from 

movements in market prices — interest rates, foreign 

exchange rates, equity prices, and commodity prices. A 

company that has borrowed money at a floating interest 

rate, for instance, is exposed to the risk that rates will rise 

and increase its interest burden. Similarly, an exporter who 

will receive payment in US dollars three months from now 

is exposed to the risk that the rupee will strengthen in the 

meantime, reducing the rupee value of that payment. 

 

Market risk is usually further divided into interest rate risk, 

currency (or foreign exchange) risk, equity price risk, and 

commodity price risk. What makes market risk particularly 

tricky to manage is that it is driven by macroeconomic 

forces — central bank policy, inflation, geopolitical events 

— that are largely outside any single firm's control. The 

best a firm can typically do is measure its exposure 

accurately and use hedging instruments to offset the impact 

of adverse moves. 

 

Credit Risk 

Credit risk, sometimes called counterparty risk or default 

risk, is the possibility that a borrower or counterparty will 

fail to meet its financial obligations — whether that is a 

customer failing to pay an invoice, a bond issuer defaulting 

on interest payments, or a borrower failing to repay a bank 

loan. For banks and non-banking financial companies, 

credit risk is typically the single largest risk category they 

face, since lending is the core of their business. 

 

Credit risk is assessed using tools ranging from simple 

credit scoring models to detailed financial statement 

analysis and, at the more sophisticated end, statistical 

models that estimate the probability of default, the 

exposure at default, and the loss given default for a 

borrower or portfolio. The build-up of credit risk, when 

not properly recognised and provisioned for, is what 

eventually shows up in a bank's balance sheet as non-

performing assets — a theme this report returns to in  
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Liquidity Risk 

Liquidity risk is the risk that an organisation will not be 

able to meet its short-term financial obligations because it 

cannot convert assets into cash quickly enough, or cannot 

raise fresh funding when it needs to. This risk is somewhat 

different from market and credit risk in that it is often not 

about losing money in an absolute sense, but about a 

mismatch in timing — a firm might be perfectly solvent on 

paper (its assets exceed its liabilities) and still run into 

serious trouble if it cannot access cash at the moment a 

payment falls due. 

 

Liquidity risk played a central role in the 2008 financial 

crisis, when institutions that were technically solvent found 

themselves unable to roll over short-term borrowing as 

confidence in the financial system evaporated almost 

overnight. This experience is a major reason why post-

crisis regulation, discussed in section 6.3, places so much 

emphasis on liquidity buffers. 

 

Operational Risk 

Operational risk covers losses arising from failed internal 

processes, human error, system failures, or external events 

such as fraud or natural disasters. Unlike market and credit 

risk, which are directly tied to financial variables, 

operational risk is rooted in the everyday running of a 

business — a software glitch that causes incorrect trades to 

be executed, an employee who bypasses internal controls, 

or a cyberattack that disrupts banking services all fall 

under this heading. 

 

Operational risk has become increasingly prominent in 

recent years as financial institutions have become more 

dependent on technology. Cybersecurity incidents, in 

particular, are now treated as one of the fastest-growing 

sub-categories of operational risk by regulators worldwide, 

including the RBI, which has issued specific guidelines on 

cyber-security frameworks for banks. 

 

Legal and Compliance Risk 

Legal and compliance risk arises from the possibility of 

financial loss due to violations of laws, regulations, or 

contractual obligations — including the risk of fines, 

penalties, or reputational damage that follows regulatory 

action. This category has grown considerably in 

importance as financial regulation has become more 

detailed and as regulators worldwide have shown a greater 

willingness to impose significant penalties for non-

compliance, particularly in areas like anti-money 

laundering and data protection. 

 

It is worth noting that legal and compliance risk often 

overlaps with operational risk — a failure of internal 

controls, for example, can simultaneously be an 

operational failure and the trigger for a compliance breach. 

For this reason, many organisations manage these two 

categories through closely linked, if not entirely combined, 

governance structures. 

 

Comparative Overview and Illustrative Data 

Table 4.1 below summarises the five categories of risk 

discussed above, along with a typical example and a 

commonly used management approach for each. 

 

 

Table 1: Summary of Major Types of Financial Risk 

Tool Best Suited For Relative Cost Key Limitation 

Hedging 

(Derivatives) 

Market risk (FX, 

interest rate, 

commodity) 

Moderate 

(premium/margin) 

Requires expertise; basis 

risk if hedge is imperfect 

Diversification 
Credit risk, 

concentration risk 
Low (structural) 

Cannot fully eliminate 

systematic/market-wide 

risk 

Insurance 
Operational risk, 

specific hazards 
Ongoing premium cost 

May not cover all loss 

scenarios; claims process 

risk 

Internal Controls 
Operational and 

compliance risk 
Fixed (systems, staff) 

Effectiveness depends on 

culture and enforcement 

 

Figure 4.1 presents illustrative survey-style data showing 

how frequently different types of risk are reported as 

significant concerns by firms. As the chart shows, market 

and credit risk tend to be reported most often as major 

concerns, which is broadly consistent with their 

prominence in both academic literature and regulatory 

capital frameworks, though the exact proportions naturally 

vary by industry and by the size of the firm in question. 
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Figure 1: Common Types of Financial Risk Reported by 

Firms (Illustrative Data) 

 

IV. FINANCIAL RISK MANAGEMENT 

PROCESS AND TOOLS 
 

1. The Risk Management Process 

Regardless of the specific type of risk being addressed, 

most organisations follow a broadly similar sequence of 

steps when managing financial risk. This process is often 

presented as a cycle rather than a one-time exercise, 

because risk exposures change continuously as market 

conditions and business activities evolve. 

 Risk Identification: Recognising and cataloguing the 

specific exposures a firm faces — for example, 

identifying that a firm has significant foreign currency 

receivables. 

 Risk Assessment / Measurement: Estimating the 

potential size and likelihood of loss from each 

identified exposure, using both qualitative judgement 

and quantitative tools. 

 Risk Control / Mitigation: Deciding how to respond — 

whether to avoid, reduce, transfer, or knowingly 

accept a given risk — and implementing the chosen 

response. 

 Monitoring and Review: Continuously tracking 

exposures and the effectiveness of the chosen risk 

responses, and adjusting the approach as conditions 

change. 

 

It is this last step — monitoring and review — that is most 

often neglected in practice, particularly by smaller firms 

with limited resources. A hedge that was appropriate a 

year ago may no longer match the firm's actual exposure 

today, and a risk that was once considered minor can grow 

quickly if left unwatched. 

 

2. Risk Measurement Techniques 

Once a risk has been identified, the next challenge is to 

measure it in a way that allows meaningful comparison and 

decision-making. A few of the most widely used 

techniques are described briefly below. 

Value at Risk (VaR) is probably the most well-known 

quantitative risk measure in modern finance. In simple 

terms, VaR estimates the maximum loss a portfolio is 

likely to suffer over a given time period, at a given 

confidence level — for example, a bank might calculate 

that its trading portfolio has a one-day VaR of ₹5 crore at a 

99 percent confidence level, meaning there is only a 1 

percent chance of losing more than ₹5 crore in a single day 

under normal market conditions. While useful, VaR has a 

well-documented weakness: it says relatively little about 

how bad the loss could be in that remaining 1 percent of 

extreme, tail-risk scenarios, which is exactly the situation 

that matters most during a crisis. 

 

Sensitivity analysis and scenario analysis are simpler, more 

intuitive complements to VaR. Sensitivity analysis looks at 

how a portfolio's value changes in response to a small 

movement in a single variable (for instance, a 1 percent 

rise in interest rates), while scenario analysis looks at the 

combined impact of a specific, often extreme, hypothetical 

event — such as a sudden currency devaluation combined 

with a spike in oil prices. Stress testing, a related technique 

that has become a standard regulatory requirement for 

banks since 2008, pushes this further by examining how an 

institution would perform under a severe but plausible 

adverse scenario. 

 

Credit scoring models and rating systems, meanwhile, are 

the primary tools used to measure credit risk at the level of 

an individual borrower, while portfolio-level credit risk is 

often assessed using measures of concentration — 

checking, for instance, whether a bank's loan book is 

dangerously concentrated in a single sector or a small 

number of large borrowers. 

 

3. Tools and Techniques of Risk Mitigation 

Once risks have been measured, organisations have a range 

of tools available to reduce or transfer them. The choice of 

tool generally depends on the type of risk involved and the 

cost of the mitigation option relative to the size of the 

exposure. 

 

Hedging with derivatives is the most common technique 

for managing market risk. Forward contracts, futures, 

options, and swaps allow a firm to lock in a price or rate 

today for a transaction that will actually occur in the 

future, effectively transferring the price risk to a 

counterparty willing to bear it (often in exchange for a 

premium or fee). An Indian company that has to pay a 

foreign supplier in US dollars in three months, for 

example, could buy a forward contract today that fixes the 

rupee-dollar exchange rate for that payment, removing the 

uncertainty entirely. 

 

Diversification is the classic tool for reducing risk without 

necessarily sacrificing return, and it applies well beyond 

investment portfolios — a bank that lends across many 

industries and regions is less exposed to a downturn in any 

single sector than one that concentrates its lending 
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narrowly. Insurance functions similarly by transferring 

specific, well-defined risks (fire, theft, business 

interruption) to an insurer in exchange for a premium. 

Internal controls and process design, meanwhile, are the 

primary defence against operational risk — segregation of 

duties, regular audits, and robust IT systems all reduce the 

chance that a process failure turns into a financial loss. 

 

Finally, capital buffers — simply holding more equity 

capital than the regulatory minimum, or keeping a larger 

cash reserve than immediately necessary — act as a 

general-purpose cushion against risks that are difficult to 

hedge specifically, such as unexpected operational losses 

or a sudden, unpredictable liquidity squeeze. 

 

4. Comparative Overview and Illustrative Data 

Table 5.1 below compares four widely used risk mitigation 

tools along a few practical dimensions. 

 

 

Table 2: Comparison of Common Risk Mitigation Tools 

Tool Best Suited For Relative Cost Key Limitation 

Hedging 

(Derivatives) 

Market risk (FX, 

interest rate, 

commodity) 

Moderate 

(premium/margin) 

Requires expertise; 

basis risk if hedge is 

imperfect 

Diversification 
Credit risk, 

concentration risk 
Low (structural) 

Cannot fully eliminate 

systematic/market-wide 

risk 

Insurance 
Operational risk, 

specific hazards 
Ongoing premium cost 

May not cover all loss 

scenarios; claims 

process risk 

Internal Controls 
Operational and 

compliance risk 
Fixed (systems, staff) 

Effectiveness depends 

on culture and 

enforcement 

 

Figure 5.1 presents illustrative data on how frequently 

different tools are used by firms as their primary risk 

management technique. Hedging through derivatives and 

diversification together account for the majority of 

responses in this illustrative distribution, which is broadly 

in line with their prominence in both corporate finance 

textbooks and industry surveys, though smaller firms in 

practice often lean more heavily on simpler tools such as 

insurance and basic internal controls, given the cost and 

expertise that derivative hedging typically requires. 

 

 
Figure 2: Preferred Risk Management Tools Among 

Surveyed Firms (Illustrative Data) 

 

 

V. FINANCIAL RISK MANAGEMENT IN 

THE INDIAN BANKING SECTOR 
 

1. Overview of Risk in Indian Banking 

Banks occupy a special place in any discussion of financial 

risk management, for a simple reason: taking on and 

managing risk is not a side activity for a bank — it is the 

core of what a bank does. A bank borrows short (through 

deposits that can often be withdrawn on demand) and lends 

long (through loans that may run for years), which means 

liquidity risk and interest rate risk are built into its basic 

business model. At the same time, every loan a bank 

makes carries credit risk, and its trading and treasury 

operations expose it to market risk. 

 

The Indian banking sector has gone through a particularly 

instructive period over the last decade. Following a period 

of rapid credit growth in the years after the 2008 crisis, 

many Indian banks — particularly public sector banks — 

saw a sharp rise in non-performing assets during the mid-

2010s, as loans made during the boom years, especially to 

infrastructure and corporate borrowers, turned sour. This 

experience triggered a wave of regulatory reform, 

recapitalisation of public sector banks, and a renewed 

emphasis on credit risk assessment across the industry. 
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2. Non-Performing Assets and Credit Growth: A Trend 

Analysis 

One of the most closely watched indicators of credit risk 

health in Indian banking is the gross non-performing assets 

(NPA) ratio — essentially, the proportion of a bank's total 

loans that have stopped generating interest income because 

the borrower has fallen significantly behind on payments. 

Figure 6.1 presents an illustrative trend of how this ratio 

might move over a five-year period, alongside the rate of 

credit growth, to show the kind of relationship regulators 

and analysts typically watch for. 

 

 
Figure 3: Illustrative Trend of Gross NPA Ratio vs Credit 

Growth, Indian Banking Sector 

 

The pattern shown in Figure 6.1 — a declining NPA ratio 

alongside recovering credit growth — reflects the broad 

direction Indian banking has taken in recent years as banks 

strengthened their credit appraisal processes, increased 

provisioning, and benefited from resolution mechanisms 

such as the Insolvency and Bankruptcy Code (IBC), 

introduced in 2016. Table 6.1 summarises a few of the key 

measures Indian banks commonly use to manage credit 

risk at the loan-book level. 

 

Table 3: Common Credit Risk Management Measures in 

Indian Banking 

Measure Purpose 

Credit Appraisal & 

Underwriting Standards 

Assess borrower repayment 

capacity before sanctioning a 

loan 

Collateral and Security 

Cover 

Reduce loss given default by 

securing the loan against assets 

Provisioning (as per RBI 

norms) 

Set aside funds in advance to 

absorb expected credit losses 

Sectoral Exposure Limits 
Avoid excessive concentration 

of lending in any single sector 

Credit Rating of 

Borrowers 

Standardise risk assessment 

and price loans according to 

risk 

 

 

3. Regulatory Framework — RBI and Basel Norms 

Indian banks operate under a regulatory framework set 

primarily by the Reserve Bank of India, which in turn 

draws heavily on the internationally agreed Basel norms 

developed by the Basel Committee on Banking 

Supervision. Basel III, the current global standard, rests 

broadly on three pillars: minimum capital requirements 

(banks must hold capital equal to a specified percentage of 

their risk-weighted assets), a supervisory review process 

(giving regulators the authority to require additional 

capital where risks warrant it), and market discipline 

(requiring banks to disclose enough information for 

markets to independently assess their risk profile). 

 

In addition to capital adequacy requirements, Basel III 

introduced two liquidity-specific ratios that Indian banks 

are also required to maintain: the Liquidity Coverage 

Ratio, which requires banks to hold enough high-quality 

liquid assets to survive a 30-day stress scenario, and the 

Net Stable Funding Ratio, which requires banks to fund 

their longer-term assets with sufficiently stable sources of 

funding. The RBI has also issued its own detailed 

guidelines on matters such as asset classification, 

provisioning norms, and, more recently, cybersecurity and 

IT risk, adapting the broad international framework to 

conditions specific to the Indian market. 

 

Beyond individual bank regulation, the RBI also monitors 

risk at the level of the financial system as a whole through 

its biannual Financial Stability Report, which assesses 

risks to overall financial stability — a recognition that the 

failure of one sufficiently large or interconnected 

institution can pose risks well beyond that institution itself. 

 

VI. CASE STUDIES 
 

1. The Global Financial Crisis of 2008 

No discussion of financial risk management would be 

complete without examining the global financial crisis of 

2008, which remains the single most instructive failure of 

risk management in modern financial history. At its root, 

the crisis grew out of the US housing market, where 

mortgage lenders had progressively lowered their lending 

standards, issuing loans to borrowers with weak credit 

histories (widely referred to as subprime borrowers) on the 

assumption that continuously rising house prices would 

protect lenders even if borrowers eventually defaulted. 

 

These mortgages were then pooled together and 

repackaged into complex securities, sold on to investors 

around the world, often with high credit ratings that, in 

hindsight, did not adequately reflect the underlying risk. 

When US house prices stopped rising and began to fall in 

2007, defaults on these mortgages increased sharply, and 

the value of the securities built on them collapsed. Because 

these securities were held widely across the global 

financial system, the losses spread far beyond the original 

mortgage lenders — investment banks, insurance 

companies, and money market funds around the world all 
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found themselves holding assets worth far less than 

expected. 

 

From a risk management perspective, several failures 

compounded to produce this outcome: credit risk was 

systematically underpriced, complex securities made it 

genuinely difficult for even sophisticated investors to see 

their true underlying exposure, liquidity risk was badly 

underestimated (many institutions had relied heavily on 

short-term funding that simply disappeared once 

confidence broke down), and risk measurement tools such 

as VaR, which were calibrated on relatively calm historical 

data, failed to capture the scale of the extreme, tail-risk 

scenario that actually unfolded. The crisis directly led to 

the Basel III reforms discussed in Chapter 6, which 

specifically target the weaknesses — particularly around 

capital quality and liquidity — that this episode exposed. 

 

2. The IL&FS Crisis (2018) 

Closer to home, the case of Infrastructure Leasing & 

Financial Services (IL&FS) offers an Indian example of 

many of the same underlying risk management failures, on 

a smaller scale. IL&FS was a large infrastructure financing 

and development group that, through 2018, defaulted on a 

series of debt obligations, triggering a broader liquidity 

squeeze across India's non-banking financial company 

(NBFC) sector. 

 

The core problem at IL&FS was a significant asset-liability 

mismatch: the group had funded long-gestation 

infrastructure projects, which take years to generate steady 

cash flow, using a substantial amount of short-term 

borrowing. This structure works only as long as short-term 

funding can be continuously renewed, or rolled over. 

When rating agencies downgraded IL&FS's debt following 

the initial defaults, lenders became unwilling to continue 

rolling over its short-term borrowing, and the mismatch 

that had been building for years became impossible to 

manage. 

 

The episode had ripple effects well beyond IL&FS itself, 

as it shook confidence in the wider NBFC sector and 

tightened credit conditions across the Indian economy for a 

period afterward. In response, the RBI and the government 

tightened supervision of NBFCs, introduced stricter asset-

liability management and liquidity risk guidelines for the 

sector, and moved to bring large NBFCs under a more 

bank-like regulatory framework. Much like the 2008 crisis 

internationally, the IL&FS episode underlined a lesson that 

appears repeatedly in the literature reviewed in Chapter 3: 

liquidity risk, precisely because it does not show up as a 

loss on the profit and loss account until it is too late, is one 

of the easiest risks for an institution to underestimate. 

 

3. The Yes Bank Crisis (2020) 

A third, more recent Indian case worth examining is the 

near-collapse of Yes Bank in March 2020, which required 

the RBI to step in with a reconstruction scheme and a 

consortium of banks, led by the State Bank of India, to 

infuse fresh capital. Yes Bank's troubles had been building 

for several years before they became public, rooted 

primarily in aggressive corporate lending to stressed 

sectors and a pattern of under-reporting the true scale of its 

non-performing assets relative to what RBI inspections 

were finding. 

 

As doubts about the bank's asset quality grew through 

2019, depositors and investors lost confidence, and the 

bank's ability to raise fresh capital dried up at almost 

exactly the moment it needed capital most — a dynamic 

that closely echoes the liquidity dynamics seen in both the 

2008 crisis and the IL&FS episode, even though the 

underlying trigger here was concentrated credit risk rather 

than an asset-liability mismatch. The RBI's decision to 

impose a moratorium on withdrawals for a short period, 

followed by a structured reconstruction, ultimately 

protected depositors and avoided a wider systemic shock, 

but the episode renewed scrutiny of governance standards, 

related-party lending practices, and the timeliness of 

regulatory disclosure at private sector banks. 

 

Read alongside the 2008 crisis and IL&FS, the Yes Bank 

episode reinforces a common thread running through this 

report: financial crises rarely stem from a single point of 

failure. They tend to involve a slow build-up of risk that is 

under-recognised or under-reported for a period of time, 

followed by a fairly sudden loss of confidence once the 

true scale of the problem becomes apparent — at which 

point liquidity risk, almost always, becomes the immediate 

and most dangerous symptom. 

 

Findings and Suggestions 

Key Findings 

 Financial risk is not a single category but a set of related 

exposures — market, credit, liquidity, operational, and 

legal/compliance risk — each requiring a distinct 

approach to measurement and mitigation, even though 

these categories frequently overlap in practice. 

 Credit risk and market risk are the two categories most 

consistently identified as significant concerns across 

firms, which is broadly reflected in how regulatory 

capital frameworks such as Basel III are weighted. 

 Liquidity risk, while less visible on a day-to-day basis 

than market or credit risk, has repeatedly proven to be 

the risk that turns a manageable problem into a full-

blown crisis, as seen in both the 2008 global financial 

crisis and the IL&FS episode in India. 

 Hedging through derivatives and diversification remain 

the two most widely used risk mitigation tools, though 

smaller organisations tend to rely more heavily on 

simpler measures such as insurance and internal 

controls, largely due to cost and expertise constraints. 

 Indian banking sector data (illustrative trends reviewed 

in Chapter 6) suggests that credit risk management has 

strengthened meaningfully since the mid-2010s NPA 

crisis, aided by regulatory reform, recapitalisation, and 

resolution mechanisms such as the Insolvency and 

Bankruptcy Code. 
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 Regulatory frameworks, particularly the Basel norms 

and RBI guidelines, have evolved significantly in the 

direction of greater capital adequacy and, since 2008, 

a much sharper focus on liquidity risk than existed in 

earlier frameworks. 

 Behavioural and organisational factors — incentive 

structures, risk culture, and the willingness of an 

organisation to act on warning signs — appear 

repeatedly in the case studies as being just as 

important as the technical accuracy of risk 

measurement tools. 

 

Suggestions 

 Organisations, particularly smaller firms, should not 

treat risk management as a purely technical or 

specialist function; embedding basic risk awareness 

into everyday decision-making tends to catch 

problems earlier than relying solely on periodic formal 

reviews. 

 Given how repeatedly liquidity risk has proven costly, 

firms and banks would benefit from maintaining a 

somewhat more conservative liquidity buffer than the 

regulatory minimum, rather than treating the minimum 

requirement as a target. 

 Risk measurement tools such as Value at Risk should be 

supplemented with regular stress testing and scenario 

analysis, since standard statistical measures tend to 

understate the likelihood and severity of extreme, low-

probability events. 

 Continued investment in credit appraisal capability, 

rather than only in recovery and resolution 

mechanisms after the fact, would help Indian banks 

avoid a repeat of the asset quality cycles seen over the 

last decade. 

 Given the growing weight of operational and cyber risk, 

organisations should treat technology risk 

management with the same seniority and board-level 

attention traditionally given to credit and market risk. 

 Finally, periodic, honest review of risk management 

practices — including a willingness to ask whether 

existing hedges and controls still match current 

exposures — is at least as important as the initial 

design of the risk management framework. 

 

VII. CONCLUSION 
 

This study set out to build an understanding of financial 

risk management — what it means, why it matters, and 

how it is actually practised, particularly within the Indian 

banking sector. What emerges fairly clearly from the 

discussion across the preceding chapters is that financial 

risk management is less about eliminating uncertainty, 

which is simply not possible in any real business, and more 

about understanding uncertainty well enough to make 

deliberate, informed choices about which risks to take, 

which to reduce, and which to transfer to someone better 

positioned to bear them. 

The five broad categories of financial risk examined in this 

report — market, credit, liquidity, operational, and 

legal/compliance risk — each carry their own dynamics, 

but they also interact with one another in ways that make 

risk management a genuinely organisation-wide 

responsibility rather than the job of a single department. 

The case studies reviewed in Chapter 7, from the 2008 

global financial crisis to the more recent IL&FS episode in 

India, reinforce a point made repeatedly in the academic 

literature reviewed in Chapter 3: technical measurement 

tools are necessary but not sufficient. Organisational 

culture, incentive structures, and a willingness to act on 

early warning signs matter just as much as the 

sophistication of the models being used. 

 

From an Indian context specifically, the banking sector's 

experience over the last decade — moving through a 

period of rising non-performing assets to a more 

disciplined, better-regulated environment shaped by Basel 

III-aligned norms and mechanisms like the Insolvency and 

Bankruptcy Code — offers a reasonably encouraging, if 

still evolving, example of how regulatory reform and 

improved internal practice can work together to strengthen 

a financial system's resilience. As India's economy and 

financial markets continue to grow in scale and 

complexity, the discipline of financial risk management is 

only likely to become more, not less, central to how 

organisations across every sector conduct their business. 

 

On a personal note, working through this project has 

reinforced how much financial risk management sits at the 

intersection of mathematics, regulation, psychology, and 

plain organisational common sense. It is a subject that 

rewards careful, continuous attention rather than a one-

time policy document, and that, perhaps, is its most 

important lesson. 
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