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In simple terms, credit risk refers to the likelihood that a borrower will not pay a debt as per the agreed terms. Financial institutions face credit risk in a wide range of financial instruments that include acceptances, trade financing, interbank transactions, swaps, bonds, financial futures, and foreign exchange transactions. In this regard, effective credit risk management is an important component for institutions that wish to remain competitive in the global marketplace and eventually enjoy long-term success (Dionne, 2005). To increase the general understanding of credit risk, this paper provides a comprehensive analysis on the need for credit risk, evaluates strategies for measuring such a practice, and establishes the value of credit derivatives for financial institutions. The analysis includes a discussion on the positives and negatives associated with credit risk.
The Need for Credit Risk and Current Strategies for Measuring and Managing Such a Practice 
As mentioned by Morgan Jr, & Murtagh (2012), analyzing credit risk is a fundamental process especially for institutions that are involved in making investment decisions. Considering the numerous problems encountered from credit risk exposure, it is important for lenders, such as banks, to undertake a comprehensive evaluation of the borrower’s credit rating. Investors are also expected to examine the bond’s credit rating before going ahead to make a final decision on whether they should purchase bonds. When credit rating is very attractive, there is a high probability that the returns will gain substantially when they make a final decision to invest. Contrarily, a bad credit rating implies that investors are likely to make losses. 
It should be noted that Credit risk is measured by assessing the ability of a borrower to make payments. In the past, lenders relied on the five C’s namely credit history, conditions of the loan facility, repayment capacity, capital of the borrower, and collateral given when acquiring a loan. Although this technique is very effective for people who borrow individually, it is not convenient or reliable when used to assess a corporation’s credit worthiness. 

Different strategies may be applied when engaging in the process of measuring and managing such a practice. One of these strategies is the use of external rating services, for instance the Moody’s & Fitch and Standard & Poor’s. When an organization opts to rely on the rating services offered by the above providers, it is easier to establish a firm’s relative credit worthiness. Usually, these ratings take into consideration a company’s competitive position, environmental factors, quality management, and the financial strength of an organization. The analysis model that considers an organization’s financial documents as another good strategy that can be applied when measuring and managing credit within financial institutions. The Z score is a good example of analysis model. The Z score seeks to analyze the likelihood or probability of a firms going into bankruptcy using five ratios. The structural model is also another way that financial institutions can use to measure credit risk. This model has the ability to predict default probabilities but this depends on an entity’s default distance. Normally, this distance is determined by assessing a firm’s assets, debts, asset-value fluctuation. Credit Metrics is another method of measuring and managing credit risk. The method utilizes a transition matrix to ascertain the chances or likelihood of a borrower changing from one credit grade to another. 
Morgan Jr, & Murtagh (2012) add that engaging in an active management and assessment of credit is a critical activity for financial institutions. This is important in the sense that loans are believed to be the largest source of credit risk for many financial institutions. It is worth noting that credit risk may also come from items that are not within the balance. Examples of these items include credit letters, unfunded loan commitments, and lines of credit. Credit derivatives, foreign exchange, and cash management services are also likely to expose banks to credit risk. In view of this, financial institutions should recognize the value of maintaining and utilizing appropriate procedures for assessing and managing credit. When proper systems are in place, it becomes easier for financial institutions to determine individuals or organizations that qualify for financing. An effective credit management practice is also a way of guaranteeing the survival of the lending institution. 
The Value of Credit Derivatives for Financial Institutions
According to Saunders & Allen (2010), credit derivatives refer to the bilateral contracts that allow users to have control over exposure to credit risk. Examples of such contracts include Credit Linked Notes (CLNs), Credit Spread Options, and Total Return Swaps (TRSs). For a financial institution to safeguard itself from losses that come in when a borrower fails to meet their obligation, it can opt to transfer credit risk to another entity. Even after doing so, the books of account remain under the custody of the institution. In other words, credit derivatives act as an alternative strategy when managing risks. It is important to comprehend that such a strategy is applied mostly whenever there is need to reallocate and mitigate financial risks that occur when there are interest rate variations, stock prices variations, and adjustments in the rates of interest. 

Credit derivatives are important for financial institutions that are involved in extending credit facilities. Commercial banks are an example of these institutions. It is also possible to use financial derivatives on other debt instruments especially where an objective default price is determinable. The objectives of utilizing credit derivates are numerous. They include reduction of risk concentration in a bank’s portfolio or being in a position to gain access to a given portfolio without issuing actual loans. Credit derivatives have the potential to offer flexibility in credit risk management and at the same time create an opportunity to improve returns. According to Chang et al., (2015), the success of this process depends on the ability of the financial institutions to purchase credit synthetically. It is worth to note that, credit derivatives lack the capacity to eliminate credit risks. This is because transfer of credit among different institutions creates a new exposure to the institution that acquires the loan. Normally, these transactions are done through highly rated Special Purpose Vehicles in an attempt to reduce new exposures. 
Merna & Al-Thani (2011) add that the value of derivative products depends on the manner in which the rates of interest are moving. This helps to explain the reason why financial institutions rely heavily on interest rates derivatives to hedge funds. Another important benefit of derivatives is that they help financial institutions in hedging unwanted risks and at the same time diversify an institution’s asset holding efficiently. This consequently helps to refine the holder’s risk profile. It should also be understood that the variability of interest rates allow banks to transfer credit in their portfolios. In addition, it helps them to take risks in industries where they are not involved in commercial activities. 
The Positives and Negatives of Credit Risk 
When credit risk is managed effectively, huge benefits can be attained. Contrarily, poor management of credit risk is likely to cause adverse effects on a firm or an individual. When a company offers goods or services to customers on credit, there is no doubt that the level of revenue will increase. Offering customers goods on credit implies that they are given the privilege of buying without paying irrespective of the length of credit. Findings from previous research indicate that customers tend to buy more when they are allowed to access goods and services on credit. However, offering too much credit can put your business in trouble especially when it ends up with negative cash flows. Another disadvantage of credit is understood by the fact that one may opt to utilize the services of a collection agency to collect the debts whenever payments are not made. Whenever such services are requested, there is a possibility that financial institutions may not have the capacity to realize desirable level of returns. With lower profits, it means that a financial institution may be forced to close down due to the lack adequate returns to cater for the day-to-day activities (Dionne, 2005). 
Among individuals, credit makes shopping convenient because it allows them to access credit while shopping compared to carrying actual cash. It is also likely that an individual may earn many benefits from credit card reward programs. Another positive of credit is that it helps an individual to meet unexpected costs to an extent of acquiring expensive assets without having to make full payment during the time of purchase. On the other hand, credit is associated with numerous disadvantages. For instance, credit costs money, which may come in the form of interest rates and processing fees. These add up to make the total costs of owning a particular item. With credit, one need not compare prices. Instead, he or she makes the currently available purchase in an attempt to save time and benefit from using the item (Saunders & Allen, 2010). To apply credit to such benefits, an individual may opt to use credit services to gain a competitive edge especially when there is intense competition from other parties. By offering credit, consumers are convinced that they are being treated with respect and trust compared to the treatment/response that come from potential competitors. 
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