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Some internal
measures can actually
help transform

banks’ compliance
requirements to their
competitive advantage
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THERE IS A NEED TO ENSURE THAT THE INDIAN BANKING
system grows in sizeand sophistication tomeet the needs
of a fast growing, modern economy. Over the next few
years, banks will not only play an important role in con-
tinuing to support the capital required to fund India’s
growth, butwillalso drive financial deepening, financial
inclusion, create innovations m customer: service and
i \| tor.

Given the above, itis imporl.snl that banks arerobust
financial institutions with access to capml. strong risk
iliti reach, and trust

driven by high governance standards.
i1y ]w Indian economy is going through a slruclural
ion. At such a time, it is imp that the

objectives of financial stability and management of the
pace of growth are appropriately balanced. In an econ-
omy such as India, the demand for credit is expected to
expand faster than the Gross Domestic Product (GDP)
for several reason: s

have to be met by one of the following:

 Equity infusion by the government: Fiscal pressures
could potentially limit the government’s ability to infuse
capital. Also, the government’s stake in PSU banks is at
57 per cent (on an aggregate basis) which will limit the

ok ability of the government to pital through dilu-
ingsectoroverth fewy tion.(A: ing the government will not dilute its stake
thissectoris much hlgher(han lhal oftheservicessector ~ below 51 per cent).

(which hasbeen yofg muchofthe = oI in Ihesv.clorbv new players: New players
last decade). tocapitalandal could
® Increased investment in infrastructure required to help fund the abovccaplla] gap.

support growth would place greater demandson credit. = P banksin Indiahave been ful

® Deepening financial inclusion is expected to bring in
rml]mns of new consumers into

in raising equity capital (both domestic as well as for-
eign). Most of the private banks
in India seem currently well

along
with their credit needs.

The advent of the Basel IIT
norms entails higher capital

Indian banks

capitalised with regards to the
requirement for additional capi-
talto meet Basel-III normsand,

standards, stricter liquidity i herefore, thei d. htto
c ity n therefore, their needs oug|
and levcmge_muos along with eed to ch_unge their be proportionately lower. Given
a more cautious approach to erception from their past track record in rais-
isk. These, i i t .
TisK. ese, In an envirol H i i s -
ey Jlooknguponthe, < jetieEiEC
ing rapidly, will put increasing regulatory capital the private sector are likely to
ressure on the banks’ capital ve
fequiremen(s. = frumew‘?rk bel\jl‘:;:'banks in India have
et cnly ok bakanedto as a compliance robust ik management sy
3 est of capital in H temsthat meet the standardises
the normal course of business, requirement to tl 5 approach of Basel II, with some
but the composition of this  N@CESSArY Pre-requisite  of thelarger banks en route to
capital would also need to be re- for keeping the banks theimplementation of more ad-

jigged in order to create buffers
todeal with particular economic
conditions.

Broad-level estimates pub-
lished by the Reserve Bank of
India in its annual report for
the financial year 2011-2012
suggest that in order to achieve full Basel I11 implemen-
tation by 31 March 2018 (assuming a 20 per cent per an-
num uniform growth in risk-weighted assets or RWA
of banks), the banking s will

sound, stable and,
therefore, profitable

vanced approaches, The adop-
tion of advanced approaches to
riskmanagement enables banks
to manage their capital more
efficiently and thus improve
returns. Essentially, the risk
culture of banks needs to adopt
the following:

® A change in perception from lookmg upon lhc regula-
tory capital asa to

Rs 1.6-1.75 lakh crore of common equity in addition to
Rs3. 5lakh crore in the form of non equn) capital.
Indian bankingisstill domi

anecessary pre-requisite for keeping the bank sound,
stable and, therefore, profitable.

® Deeper and broader based capability in risk manage-
ment.

vhich d for roughly 73pcru.nmf'h total asset:
ofthe banking sector as of March 2013. The governiment’s
shareholding in public sector banks ranges between 55
per centand 81 per cent.
The above requirement of common equity will thus

o Adi d good quality data

Keeping the above in mind, those banks with strategic
scenario planning and stress-testing capabilitigs at the
heart of their risk-management engine will be better
placed to address ongoing systemic threats and capture
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opportunities that will emerge in the future.

The path of optimising capital allocation by reducing :
capital wastage and transitioning to astreamlined capital :
model is not straightforward. Banks need to preparé the |
ground if their efforts are to succeed. This ground work
. local-currency long-term funding is an issue that needs

could consist of three steps:

© Banks must establish clear governance of capitalman- :
agement at every level. This task must be incorporated !
into the mandate of a senior leader, usually the chieffi- :
nancial officer or the chiefrisk officer, and peoplerespon-
sible for the activity in every major business unit should |
. ofthe development of liquidity and funding and initi-

reportinto this lead.

@ Banks must ensure close collaboration of the business-
es, risk and finance groups by creating cross-functional !

teams. These cross-functional
teams need to be tasked with
addressing any differences that

. tomers are encouraged to switch more easily, with the

associated dangers that the asset liability mismatches
and systemicrisk will increase. Thelack of reliable alter-
natives in the form of aliquid and well-developed corpo-
rate bond market or easy access for the banking sector to

tobe addressed.

For banks to deal with the above mentioned risks,
they need to take the following steps: First, create a full,
unbiased, transparent view on their current situation.
Second, they need to align on a mid- to long-term view

ate measures to deal with it, incorporating some of the
structural changes and contingencies that can be expect-
ed in line with the metamorpho-
sis of the economy. Most impor-
tantly, the above changes must

Ccrop up.
o Finally, banks must focus on exe-

cution. One way to maintain focus In several emerging of their enterprise.
istocontinuallytracktheincreases ASiun economies In general, banks also face
14

in capital and the resultantimpact

on the bottom line. Some leading fOI‘ecuSt disparities quality. There is often a ten-
banks have already institution- between the growth dency to rely on historical data

alised capital optimisation by

setting up RWA and capital man- in Iendlng und modelling the scenarios essen-
agement units and encouraging in d epo Sits mean tial for robust decision making.
organisation-wide efforts to find 4 Itis, therefore, extremely impor-
capital-savings opportunities. th at bu I'lklrlg tantthatbanks strive to be more
; Strateg}c nTar.lag'ement of fu.nd- g rowth cou |d h ita data d}’l%p at every level of the
ing and liquidity is equally im- organisation.

portant for abank as an effective roadeOCk over Ultimately, banks must re-
capital allocation and manage- the next few yeurs alise that increased capital

menttool. Theseinclude the chal-
lenges stemming from maturity

be builtinto the organisation’s
models to make them a true part

challenges regarding poor data

and extrapolation of the samein

requirements are a pre-requisite
to running their businesses in

mismatches and the overall need
forlong-term funding to support
growth.

Inseveral emerging Asian economies, forecast dispari-
ties between the growth inlending and in deposits mean

that banking growth could hit a roadblock over the next |

fewyears, with credit growth expected to be significantly
higher than deposit growth.

Consequently, there will be increased competition for
deposits and aneed to innovate on products and services
offered by banks in this regard.

Theinterest rate deregulation in Indiahasled to banks
starting to attract customers by offering better rates.

From the perspective of each individual bank, however,

this hasled to an increased level of inherent risks — cus-
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the post-2009 crisis scenario.
Banks need to take a close look
at all their lines of business,
identify those that are capital intensive while yielding low
returns and put in place measures that streamline them.

Additionally, at an enterprise level, a framework
needs to be putin place thatbalances the increased capi-
tal requirements and risk realities with returns both
at a strategic as well as an operational level. This will
chart the way forward for banks to operate in a more
efficient manner, ultimately improving the profitability of
the organisation. v

Banks which are successful in doing the above-would
have potentially transformed regulatory requirements
into a compelling competitive advantage.




