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In the light of  the Basel III guidelines on capital 
regulations issued in May 2012 in India, Dr. D.  
Subbarao, in his speech, emphasized on some 
of  the conceptual and implementation issues 
underlying Basel III. He raised ten questions and 
attempted to answer them. The fi rst question was 
if  the view that the risk sensitive framework of  
Basel II that caused the global fi nancial crisis was 
valid. Dr. D. Subbarao believed that this view was 
valid, but only partly so. The main charge against 
Basel II was that it is the risk sensitivity that made 
it blatantly procyclical. When banks are doing well, 
and the market is willing to invest capital in them, 
Basel II does not impose signifi cant additional 
capital requirement on banks. On the other hand 
in stressed times, when banks require additional 
capital and markets are wary of  supplying that 
capital, Basel II requires banks to bring in more of  
it. Basel II also did not have any explicit regulation 
governing leverage and it did not explicitly cover 
liquidity risk. The second question aimed at 
identifying the improvements of  Basel III over 
Basel II. He identifi ed the improvements of  Basel 
III in four areas namely, augmentation in the level 
and quality of  capital; introduction of  liquidity 
standards; modifi cations in provisioning norms; 
and better and more comprehensive disclosures. 
Basel III introduces a capital conservation 
buffer of  2.5% of  Risk weighted assets (RWA) 
over the minimum capital requirement, raising 
the total capital requirement to 10.5% against 
8% under Basel II. Basel III also introduces the 
countercyclical capital buffer in the range of  0 to 
2.5% of  RWA which could be imposed on banks 

during periods of  excess credit growth. Basel III 
has also introduced a credit valuation adjustment 
risk capital charge for OTC derivatives to protect 
banks against the risk of  decline in the credit 
quality of  the counterparty.

The third question was directed at quantifying the 
additional capital that Indian banks would have to 
mobilize to conform to Basel III and the options 
for, and challenges in, raising the required size. 
Dr. D. Subbarao stated that RBI’s estimates project 
an additional capital requirement of  `5 trillion, of  
which non-equity capital would be of  the order 
of  `3.25 trillion, while equity capital will be of  
the order of  `1.75 trillion. The amount that the 
market will have to provide will be in the range 
of  `700 billion to `1 trillion depending on how 
much the Government will provide. He believed 
that raising this amount over the next fi ve years 
from the market should not be an insurmountable 
problem. If  the Government opts to maintain its 
shareholding at the current level, the burden of  
recapitalization would be of  the order of  `900 
billion; while if  it decides to reduce its shareholding 
in every bank to a minimum of  51%, the burden 
reduces to under ̀ 700 billion. The fourth question 
was if  Basel III would hurt growth. He noted that 
one major criticism against Basel III has been 
that the higher capital requirements would kick 
in at a time when credit demand in the economy 
would be on the rise. However, he pointed out 
that empirical research by BIS economists shows 
that even if  Basel III may impose some costs in 
the short-term, it will secure medium to long term 
growth prospects.

Basel III in International and Indian Contexts: Ten Questions 
We Should Know the Answers For* 

Duvvuri Subbarao

* Inaugural Address by Dr. Duvvuri Subbarao, Governor, Reserve Bank of India at the Annual FICCI - IBA Banking Conference at 
Mumbai on September 04, 2012
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The fi fth question was how Basel III would 
affect the profi tability of  banks and if  it would 
alter their incentive structure. Dr. D. Subbarao 
highlighted that the implementation of  Basel III 
is expected to result in a decline in Indian banks’ 
RoE in the short-term. However, the expected 
benefi ts arising out of  a more stable and stronger 
banking system would largely offset the negative 
impact of  a lower RoE in the medium to long 
term. The sixth question was if  India really 
needed Basel III and if  its costs outweigh the 
benefi ts. Dr. Subbarao stated India should transit 
to Basel III because as India integrates with the 
rest of  the world, India cannot afford to have a 
regulatory deviation from global standards. The 
seventh question highlighted the reason why RBI 
was front running the implementation of  Basel 
III even as many countries were yet to do so and 
why some of  the regulations were more onerous 
than required under Basel III. He pointed out that 
unlike other major global banks, the RBI moved 
early since its consultative process was complete. 
As a percentage of  RWA, the Minimum Total 
Capital, Minimum Common Equity Tier 1 capital 
+ Capital Conservation Buffer and Leverage 
Ratio as prescribed by RBI is 9%, 8% and 4.5% 
vis-à-vis Basel III requirements of  8%, 7% and 
3% respectively. The higher prescription was 
intended to address any judgmental error in 
capital adequacy.

The eighth questions aimed at identifying 
the potential challenges in implementing the 
countercyclical capital buffers. Dr. Duvvuri 
Subbarao highlighted that identifying the 
infl exion point in an economic cycle that should 

trigger the release of  the buffer, which needs to 
be based on objective and observable criteria, was 
the main challenge. The ninth question revolved 
around the defi nition of  domestic systemically 
important banks (D-SIBs) and if  Indian bank 
could be classifi ed as a D-SIB. He stated Basel 
III seeks to identify global systemically important 
banks (G-SIBs) and mandating them to maintain 
a higher level of  capital dependent on their level 
of  systemic importance. Currently, no Indian 
bank appears in the list of  G–SIBs. The Basel 
Committee is working on establishing a minimum 
set of  principles for D-SIBs, and also on the norms 
for prescribing higher loss absorbency capital 
standards for them. The tenth question aimed at 
ascertaining the capacity building requirements in 
the implementation of  Basel III, especially in the 
area of  risk management and the requirements of  
the banks and the Reserve Bank in that regard. He 
pointed out that while Banks in India are currently 
operating on the Standardized Approaches of  
Basel II, the larger banks need to migrate to the 
Advanced Approaches to risk management. This 
graduation to Advanced Approaches requires 
a change in perception from looking upon the 
capital framework as a compliance function to 
seeing it as a necessary pre-requisite for keeping 
the bank sound, stable, and profi table; secondly, 
deeper and more broad based capacity in risk 
management; and fi nally adequate and good 
quality data. Dr. D. Subbarao concluded by stating 
that effective implementation of  Basel III is going 
to make Indian banks stronger, stable and sound 
so that they can deliver value to the real sectors of  
the economy.

Source: www.rbi.org.in
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Speaking at the ICAI conference, Shri Harun R 
Khan highlighted issues relating to the current 
global turmoil and provided Indian perspectives on 
these issues using a ‘7 C’ framework. He began by 
highlighting that the 2007-08 global fi nancial crisis, 
the recent European sovereign debt crisis, fears of  
Chinese slowdown and the “Fiscal Cliff ” of  the US 
have created an adverse impact on the fragile global 
economy. Growth in the US has fallen during Q2 
2012 while UK has been experiencing negative 
growth rates for three quarters now. GDP growth in 
the Euro area and Japan has been negative during 
Q2 2012. Economic growth even in the BRIC 
nations has slowed down considerably. Another 
pressure point in the world economy, particularly 
the Advanced Economies (AE’s), is high 
unemployment, which in turn infl uences growth 
prospects of  both AE’s and Emerging and 
Developing Economies (EDE’s). 

The European banking sector was tested during the 
onslaught of  the global fi nancial crisis. A large 
number of  banks in the Eurozone stand to suffer 
signifi cant losses in the event of  further escalation 
of  sovereign debt crisis which may put many banks 
on the verge of  bankruptcy and trigger a worldwide 
credit crunch. Also, the fund availability of  the 
European Financial Stability Facility (EFSF) is likely 
to be over-stretched if  economies like Italy and 
Spain require bail-out funds. Another potential crisis 
on the horizon is the “fi scal cliff ” in the US. There 
is a risk that government spending could fall abruptly 
in the US by as much as 4 per cent of  GDP in 2013. 
China has also witnessed a slowdown in growth led 
by fall in investment and export demand. 

Turning to issues related to accounting and auditing, 
he said that the global fi nancial crisis has forced 
various market participants to re-examine their 
accounting standards and auditing practices. Some 
of  the key issues related to accounting which have 

contributed to the crisis include – (i) Procylicality, 
which affects both the degree of  credit expansion in 
normal conditions and credit contraction in the 
downturn phase, (ii) Weaknesses in public disclosures 
by fi nancial institutions damaged market confi dence 
during the turmoil, (iii) Impairment in the level of  
loan loss provisions being “Too little Too late” in 
case of  many banking institutions. In addition to 
this, several auditing related issues and accounting 
controversies have been raised relating to fi nancial 
and non-fi nancial fi rms.

The European debt crisis and global slowdown have 
created serious headwinds for the Indian recovery 
and posed challenges for the economy. Using a 7-C 
framework, he analyzed the impact of  global 
developments on the Indian economy through the 
seven channels – commerce, commodity price, 
capital fl ows, currency rates, contamination, 
confi dence and credit rating channels.

The crises have impacted India’s exports both in 
merchandise and services. However, there are 
opportunities for India to sustain its export 
momentum by encouraging and building capacity in 
the export of  engineering, electrical and electronic 
goods; tapping the African market and other EDE’s, 
and invoicing of  trade in local currencies. India is 
highly reliant on imports, particularly oil imports. 
About 70% of  demand for oil is met by imports and 
almost 100% for the demand of  gold is met via 
imports. Increasing the domestic exploration of  gas 
and oil, augmenting alternative source of  energy 
and enhancing domestic agricultural productivity by 
optimally exploring 32 agro-climatic zones of  the 
country, however, can mitigate risks arising out of  
adverse commodity price movements to some 
extent.

Expectedly capital fl ows into India have also slowed 
in the recent times. A number of  policy measures 

Turmoil in Global Economy: The Indian Perspectives* 
Harun R. Khan

* Address by Shri Harun R Khan, Deputy Governor, Reserve Bank of  India at the All India Conference 2012 on “Waves of  Change: Ocean 
of  Opportunities” organized by the Institute of  Chartered Accountants of  India in Bhubaneswar on August 18, 2012.
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have been undertaken to augment the capital fl ows 
into India, which include calibrated enhancement in 
the investment limits for the FIIs in sovereign and 
corporate bonds. The limit on investment in G-Secs 
has been enhanced to US$ 20 billion from US$ 15 
billion. The limit on investment in corporate bonds 
has been enhanced to US$ 45 billion from US$ 40 
billion and the holding period and residual maturity 
requirements for bonds in the infrastructure sector 
have been reduced. A new scheme allowing the 
Qualifi ed Foreign Investors to invest upto US$ 1 
billion in corporate bonds has been introduced. 
Improving the investment climate in India has to be 
the priority area of  focus both to retain the interest 
of  Indian corporates in the country and attract 
foreign direct investment fl ows. This could perhaps 
be addressed by focusing on defi cits of  the 7Ls – 
Land, Linkages, Labour, Legal, Liquidity, Leadership 
and Learning defi cits.

The domestic forex market has witnessed a 
prolonged period of  volatility with one-way bias 
over the last one year except brief  periods of  
appreciation. While during 2010-11, the Indian 
Rupee saw an appreciation of  1.1%, 2011-12 
witnessed sharp depreciation of  more than 12%, 

much more than many Asian economy currencies. 
Role of  the Government is very important in 
building confi dence in the economy, encouraging 
long-term non-debt creating capital fl ows and taking 
measures to promote exports and moderate 
avoidable imports for reduction in the current 
account defi cit.

In conclusion, he said that global growth has slowed 
and uncertainties have increased. India’s resilience 
to overseas developments would be tested as 
domestic growth and infl ation dynamics are affected 
by both global factors and local factors. From the 
global perspective, the major challenges facing India 
that need to be addressed are the falling demand for 
Indian exports and inelastic nature of  our imports, 
controlling infl ation, eliminating infrastructure 
bottlenecks, attracting non-debt creating foreign 
capital, encouraging fi rms to follow sound risk 
management practices to contain the impact of  
their foreign exchange exposures and taking 
measures to positively infl uence the assessment of  
the credit rating agencies. There is a need to focus 
on the 7L defi cits and also tone up the political – 
administrative - regulatory framework for improving 
our “Doing Business Ranking”. 

Source: www.rbi.org.in
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