
Mr. Mundra highlighted the impending challenges

that the banking sector is likely to face going

forward. First is account number portability which

requires a shared payment system - regulated

independently where all account number and

payment instructions are warehoused (such as

standing instructions/direct debit etc.), a unique

customer ID, and a central payment system. The

banking system is well placed to transform this into

a reality with Aadhaar as unique ID and NPCI as a

central payment system. Second is facilitating

competition from non-bank players in the

payment system. In addition to banks, there are

non-bank payment system providers and a set of

payment banks which have been granted licenses. A

massive disruption is possible based on the

technology using Block Chain, making distributed

ledger possible. A distributed ledger allows a

payment system to operate in an entirely

decentralized way, without intermediaries such as

banks, thus necessitating banks to develop their

own capability or seek proper alliances.

Another key concern is the impact on lending

business of banks. The developments in the Indian

economy and the financial markets have prompted

large corporates to bypass banks for their funding

requirements. Medium enterprises are also likely to

find alternate avenues of finance, thus forcing

banks to look at substitutes for deployment of

funds. This void could most likely be filled by

lending to small and micro enterprises and retail

clients. For this strategic shift of lending to

customers with little or no credit history, banks

need to employ non-conventional tools for

assessing credit worthiness of such customers,

which can, among others, include credit card usage,

travel patterns and bill payment history.

In connection to the proposed Ind AS

implementation, banks would need to deal with

challenges resulting from implementation of

Expected Credit Loss (ECL) based provisioning

framework, classification and measurement of

financial assets and impact of alignment of the

regulatory guidelines with Ind AS on regulatory

capital computations under the Basel III

framework, leverage and liquidity ratios. In

essence, huge capacity building initiatives at the

level of both the regulator and the regulated are

required. The ECL framework which involves

principle based assessment of credit risk (using

models), raises concerns around underestimation

of risks by the institutions. This necessitates either

an independent, umbrella entity to prescribe or

validate models, within the framework of the

accounting standards or examining the approach

adopted by the banks in computing expected losses

so as to ensure consistency in assessment across the

sector, besides having supervisory comfort on the

adequacy of accounting provisions.

Customer profile is undergoing a major

transformation, calling for change in the way banks

position their products and services to customers.

Additionally, banks have to leverage Big Data and

proactively offer products and services that suit the

needs of individual customers. Another recurring

consumer grievance that needs to be addressed is

the compensation for failed transactions/frauds.

Indian Banking Sector: Gazing Into the Crystal Ball

(Shri. S. S. Mundra, Deputy Governor, Reserve Bank of India at the Mint Annual Banking Conclave,

Mumbai, February 04, 2016.)
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Banks have to be cautious in dealing with newly

acquired accounts that have been added under

RBI's Financial Inclusion focus and the PMJDY

push. Periodic updation of the KYC records in

these accounts and continuous monitoring is vital

as these accounts are susceptible to misuse by

money mules.

The other issues surround the future of brick and

mortar branches, and the use of ATMs and plastic

money as progressively more people have moved to

mobile/internet based payments. Mr. Mundra also

cautioned the bankers not to get carried away by

changing profiles, social habits and requirements

of the gen-next customer, but also cater to the

different banking needs of the aging population,

and service them through appropriate delivery

channels. Similarly, with the increasing pace of

urbanization in the country, banks would need to

gear up to cater to the requirements of the migrant

population also. Mr. Mundra concluded quoting

Clay Christensen that - Disruptive Innovation can

hurt, if you are not the one doing the disruption.

Source: www.rbi.org.in
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In his speech, Shri R. Gandhi defined financial

stability as a situation in which the financial sector

provides critical services to the real economy

without any discontinuity. The global financial

crisis had brought in paradigm shifts in many areas

viz., regulation, governance and mind-set, amongst

others, all in pursuance of a sustainable financial

system and a system that should be sub-serving the

real sector rather than self-serving. He further

stated that financial stability should be dynamic

and not static and should be imbibed as a discipline

by itself.

The global financial crisis also brought to the fore

the conflicts between regulation and innovation.

Regulators faced the flak as they were perceived to

be too inadequate to understand and address the

excesses committed by an industry in the name of

innovation. While it is necessary to align the policy

environment and innovation strategies with the

available regulatory capacity, the latter needs to be

upgraded to match the natural course of economic

development. Financial market innovations

commensurate with the economic development

and the needs of the real sector, if ignored, can push

crucial markets outside the system and hence away

from the reach of domestic regulations.

Shri R. Gandhi stressed upon the efficiency-

redundancy paradigm of bank capital regulations.

The evolving bank capital regulations have been

more guided by the fact that financial institutions

in the developed world ventured into risky

innovations with the help of excessive leverage and

an ex-ante insufficient capital. The process of re-

regulation went through the global standards

setting mechanisms, primarily under the Basel

Committee and Financial Stability Board. The

result was the 'efficiency-redundancy trade-off'

debate which is all the more relevant to

jurisdictions that are much less complex and

wanting for financial inclusion and deepening.

While it is important for the emerging markets and

developing economies to learn from the mistakes

of others, they need much simpler regulatory

approaches given the not so complex financial

systems and also in view of the need to expand and

extend the coverage and reach of financial services,

given their much under penetrated financial

services industry.

He also highlighted how the role of the shadow

banking system as a source of systemic risk, was an

important learning outcome of the global financial

crisis. Its importance stemmed not only from its

direct role in supplying credit or liquidity to the

economy but also due to its interconnectedness

with the more closely regulated banking system.

The motivation for regulatory reforms in the

shadow banking space in developed economies,

especially in the US, emanated from certain

dilemmas that, on the one hand, there was a need to

de-risk the overgrown complex banking industry

which inevitably needs the presence of shadow

banking entities to absorb those risks and the

concerns over the role of shadow banking entities

in consummating the financial crisis, on the other.

For developing markets like India these concerns

may not be fully valid, given the low penetration of

banking services, much less complex financial

markets and level of regulatory oversight exercised

over non-banking financial companies (NBFCs).

Financial Stability - Issues and Concerns: Are We Barking up All Right Trees?

SPEECH

Speech delivered by Shri R. Gandhi, Deputy Governor at the 6th Annual Great Lakes Union Bank Financial

Conference on Feb 5, 2016 at Great Lakes Institute of Management, Chennai.
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The Indian shadow banking system is relatively

small and less complex.

He further stressed upon improving the asset

quality of banks and noted that resolving such

issues in PSBs has become little urgent ahead of

plans for capital augmentation under the new

dispensation, if taking into account the

behavioural dimension, as both lenders and

borrowers tend to be drawn towards taking extreme

positions between 'total risk aversion' and 'the

temptation to take bigger gambles' in the face of

potentially weaker balance sheets.

Emphasizing on the issue of debt and financial

leverage, Shri R. Gandhi stated that businesses all

over the world were impacted in general due to

demand slump. Indian companies too have been

hit given the fact that they went ahead with their

expansion plans before the crisis, unaware of what

was unfolding. In the developed economies, the

ultra-easy monetary policy measures, which also

had a quasi-fiscal side to them, provided an outlet

for the liquidity of the corporate bonds either

directly through purchase of corporate paper or

through the massive purchases of government and

agency bonds in turn providing liquidity to the

corporate bonds thanks to 'search for yield'

strategies. Interesting though is the larger issue that

in jurisdictions where interest rates are negative or

close to zero, the concept of “debt overhang”

becomes meaningless, rendering high debt-to-GDP

economies and their highly leveraged corporate

solvent, which otherwise are not. He noted that

while the risks that reckless corporate leverage

poses to the financial system and the systemic

stability has been recognized, such issues need to be

tackled with solutions and timelines that are non-

disruptive.

He later underscored the fact that the triggers of

financial instability can lie outside the financial

system and macro prudential factors and tools can

still be insufficient. The difficulty comes at overlay

of qualitative factors that have a bearing on

financial stability. For instance even when early

warning indicators are based on data, such

indicators may be contradicting other financial

indicators. The challenge is to search for the

possible triggers which can initiate a damaging

chain reaction.

Shri R. Gandhi also deliberated on the challenging

role of communication in the context of financial

stability. He noted that there could be occasions to

deal with certain non-events for the financial

stability or otherwise. Announcing the results of

stress tests of financial institutions, while desirable

for the sake of greater degree of transparency, is

fraught with the risks of wrong interpretation and

inference. Sometimes, it would become difficult to

convince the public in general, having decided to

place the stress test results in the public domain

that they talk about extreme events and not

something that is going to happen tomorrow or to

comfort the public that stress test results are not

meant to be predictive.

Source: www.rbi.org.in
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The recent upheaval in share prices of banks has put

investors in a state of flux. Loans to several projects

have become stressed and need immediate

attention. One approach for dealing with loan

stress to keep the loan current, and hope that time

and growth will set the project back on track.

However, more often than not, persistence of low

growth transpires into status quo in stress levels.

Another approach would be to put stressed projects

back on track by partly writing down existing

loans. Such a deep surgery would help banks to

identify the problem, classify these assets as Non-

Performing Loans and allocate equity against it.

Transparent loan classification will ensure that

banks make provision for a buffer to tackle

unforeseen circumstances.

In the aftermath of the global financial crisis, RBI

imparted tools to the banks to deal with stressed

loans, including access to information about the

degree of the borrower's collective indebtedness

and introduction of Joint Lenders' Forum to

effectively reduce a project's financial stress. The

advent of Asset Quality Review in April 2015 was

done to take proactive steps to clean up banks'

balance sheets. All of these steps were taken with the

intention to have clean and fully provisioned bank

balance sheets by March 2017.Apart from this, RBI

is working closely with the banks to ensure

everybody is on board to achieve this common goal

without impinging on each other's autonomy.

There have been assurances from the Government

to provide capital infusions as needed to buttress

the public sector banks.

As per RBI's estimate, the Government support

indicated will suffice while private sector banks can

be kept out of the ambit of this exercise due to the

presence of sufficient regulatory capital on their

part. According to RBI's projection, breach of

minimum core requirements by a small minority of

public sector banks, in the absence of any

recapitalization, will be small. These banks will

find it difficult to raise equity from the markets and

will be compelled to turn to Government equity or

preference share infusion. Some banks may feel the

heat in the short run but on the completion of

cleaning up of balance sheets, these banks will be

able to contribute to economic growth. The

economic assets possessed by these banks will

realize its full potential upon the successful

execution of the deep surgery recommended earlier.

There have been questions raised on the timing of

balance sheet clean-up.The most plausible

explanation for this is that the stressed balance

sheet of public sector banks is occupying

management attention and holding them back,

and the only way for them to supply the economy's

need for credit, which is essential for higher

economic growth, is to clean up. One positive

takeaway from the slow credit growth is that there is

no desperate attempt at lending indiscriminately to

make stressed assets look small.

Promoters involved in wrong doing should be

brought to justice while the banks must make every

effort to put both the project and workers back on

track. To make this happen, RBI has strengthened

the fraud detection and monitoring mechanism.

Along with this, strengthening board and

management appointments, decentralizing more

Issues in Banking Today

Dr .Raghuram Rajan, Governor, Reserve Bank of India at CII's first Banking Summit,

Mumbai on February 11, 2016.
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decisions to the professional board and finding

ways to incentivize management are some of the

steps taken to improve loan evaluation,

monitoring and repayment.

There have been complaints of liquidity shortage

from market participants. In response to this, RBI

has been infusing adequate liquidity into the

system to offset any seasonal build up in

Government imbalances. On top of this, RBI will

be allowing banks to count 3 percentage points

more of their SLR holdings towards LCR

requirements. In conclusion, RBI Governor

expressed confidence in cleaning up the system and

restoring the health of the banks.

Source: www.rbi.org.in
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