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R. Bhaskaran
Chief Executive Officer, IIBE, Mumbai.

We have been bringing out Bank Quest theme-wise for the last several issues

wherein articles / essays have been woven around a single theme covering any
one area in banking / finance. 1o a certain extent the current issue is also
thematic but the theme is not on a single area but 'Emerging Areas in
Banking'. The articles capture some of the latest happenings in banking /
finance varping from the use of balanced score card in performance
management to collateralized debt obligations (CDOs) to 'Significance of
Eco - Industry Analysis in Credit Risk Rating Models'.

Modern banking consists of a number of strategic business units (verticals).
Branch is but one part of it. In view of this the assessment of performance
can no more be on traditional parameters which were merely a question of
assessing if targets were achieved or not? Modern banking needs more
sophisticated performance evaluation techniques. The article on balanced
score card on performance by Shambhunath Chowdhury highlights the
need for a model for measuring performance management based on
factors other than profitability, gross revenue, return on capital and the like.
The author suggests performance measurement through four perspectives
namely financial, customer, internal business process and learning coupled
with growth. The balance score card method to performance management, feels
the author, can provide the bank management with the ideal tool in responding
effectively in the current environment.

There is a substantial argument in favour of having indigenously owned
India specific payment system of credit and debit cards to the extent that the
settlement has to take place in our currency. If this were to come through, the
savings to the country in avoiding the charges paid to the card companies in
foreign currency could be substantial. A similar effort is SEPA or Single Euro
Payment Area. In his article 'Single Euro Payment Area : A Move toward
Dynamic Knowledge Driven Economy' Narinder Bhasin explains the nitty-
gritties of the Single Euro Payment Area (SEPA) and also the roadmap
envisaged to achieve the SEPA in the Euro Area. He talks about the evolution
of the SEPA, the general objectives and working methods, the initiatives by the
European Payments Council (EPC) and the very latest developments and
progress in moving towards SEPA.

No other issue has, in the recent times, attained as much prominence as the
issue of 'sub-prime'. Sub prime does not mean lending at below prime lending
rate. On the contrary it means lending at high rates of interest to risks which
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are Sub-Prime. Sub-prime happened because institutions could camouflage
bad risks and package it and sell it as CDOs. Certain banks and investment

—Y

institutions invested in collateralised debt obligations, Mortgage Based
Obligations (MBOs) more precisely, knowing well that the higher interest
rate that is offered is on account of higher risk. Once the underlying defaulted
the CDOs also defaulted. Evidently banks found that one or two percent
higher rate is hardly a compensation for the loss of entire principal. The article
by Rajiv Bhatt on collateralized debt obligations (CDQs) article explains
the structure of a CDO, how it is used in the financial market and its
growth of which has been phenomenal. Given that CDO is a credit risk
diversification tool and aggressive expansion of retail portfolio world over,
it is easy to comprehend as to how sub-prime happened. But one cannot
Jfathom as to how global banks forgot the fundamentals of banking and took
too much risk for too little interest!

FROM THE EDITOR

Credit risk is equally difficult to manage. Among other things external
economic conditions (external to the obligor / borrower) is critical in
understanding and measuring credit risk as well as credit concentration
risk. D. G. Mahabal in his article 'Significance of Eco - Industry Analysis
in Credit Risk Rating Models & Assessment of Concentration Risk' outlines
the importance of industry analysis for arriving at a risk score. He also
indicates the other uses for reports on industry analysis.

Of late, the SME sector has received attention from bankers and policy makers
alike. After retail, this sector is poised to take the growth story of the banking
sector ahead. Credit risk is an important issue in the case of SME also. To this
end the Credit Guarantee Fund Trust for Micro and Small Enterprises
(CGTSME) was set up by GOI with the objective of encouraging banks to
provide credit to entrepreneurs without the hassles of collaterals or third party
guarantee. The article on'Credit Guarantee for Micro and Small Enterprises'
by D. P. Sarda delineates the main highlights features of the CGTSME
and also throws light on certain issues regarding the operational matters
of the CGTSME.

There is, in view of the recent happenings an urgent need for banks to take
up efforts on financial literacy, credit counselling and go for a transparent
and verifiable customer relation policy. In this background we thought it
would be worthwhile to bring the regulator's perspective on the issue of
customers and are carrying reprint of a speech made by Deputy Governor of
RBI Shyamala Gopinath on 'Banks' Relationship with Customers - Evolving
Perspectives'. We are also carrying a speech on financial inclusion delivered
by Ms. Devaki Muthukrishnan, Regional Director, RBI, in the seminar on
financial inclusion organised by the Institute in Dharwad recently.

In addition this issue contains two book reviews.

G A 2 GIR o fofRad, '"IRd # Arasiie &3 & Pl H HrgeRolid
T SAT — BRI TG e oikg Y 339 3fd & I 2

We hope you enjoy the issue.

(R. Bhaskaran)
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Shambhunath Chowdhury *

Why Performance ?

The prime objective of an individual or of
an organization is to perform according to
preplanned standard of quantity and quality to
actualize short-term goal and realize long-term
mission and vision. This pre-planning is done based
on the aim of an individual or mission of an
organization keeping in view the resource
availability. The ultimate purpose of existence of
an individual or that of an organization is justified
by its contribution to the society in the form of
Performance. Individuals who had performed
exceedingly well, created history for the future
generations to follow.

Before we enter the realm of Performance we
need to understand the concept of performance.
Is there any common understanding on the
definition of Performance? Can performance be
managed for reaching desired level of goal?
Fortunately we can say with certainty that there
exists well-developed architectures to actualize
high performance.

What is Performance?

The traditional thinkers conceive Performance as
the final outcome of activities. Their concept is
solely based on the result of actions undertaken.
They equate performance with actions and end
results. This understanding has severe limitations
about the concept of performance. There are many
situations where there could be no measurable
output despite sincere and competent effort. Again
there may be occasions where high performance

Y

Performance is based on
objectives, knowledge, skill
and competence requirement
with respect to plans.

The ultimate purpose of existence
of an individual or that of an
organization is justified by its
contribution to the society in the
form of Performance.

can result without putting required type and quality
of effort. The context (situational and exceptional
advantage or disadvantage) where performance
takes place has to be appropriately dealt with and
proper weightage is to be put to understand the
concept of core performance.

Definition of Performance

Performance as such can be defined as
being concerned with means as well as ends,
inputs (competence) as well as output (results).
Performance is based on objectives, knowledge,
skill and competence requirement with respect to
plans. Simply put, performance includes activities
where goals are consistently being met in an
effective and efficient manner. Performance is a
process for establishing an understanding about
what is to be achieved, and how it is to be achieved,
and an approach which increase, the probability
of achieving success. Performance is about the
everyday actions and behaviour which individuals
take to manage planned processes, which pervade
the organization where individuals function.

What are Performance Elements and
Performance Standards?

Performance elements tell employees what
they have to do and Performance standards
tell them how well they have to do it. Performance
elements and standards should be measurable,
understandable, verifiable, equitable, and
achievable. Employees must know what they
need to do to perform their jobs successfully.
Employee performance plans are the written or
otherwise recorded, performance elements that

* Corporate Senior Manager (PA & HR), Paschim Banga Gramin Bank.
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set forth expected performance. A performance
plan must include all critical and non-critical
performance elements and their performance
standards. Performance elements and standards
that are understandable, measurable, attainable,
fair, and challenging is vital to the effectiveness of
the performance appraisal process.

Performance elements
Critical Performance Elements:

A critical performance element is an assignment or
responsibility of such importance that unacceptable
performance in that element would result in
a determination that the employee's overall
performance is unacceptable. Each employee
should have at least one critical element in his or her
performance plan. Most experts in the field of
performance management agree that between
three and seven critical elements are appropriate
for most work situations.

Critical performance elements are the cornerstone
of individual accountability in employee
performance management. Failure on one or more
critical elements determines performance as
unacceptable. Consequently, critical performance
elements must describe work assignments and
responsibilities that are within the employee's
control.

Non-Critical Performance Elements

A non-critical performance element is a dimension
or aspect of individual, team, or organizational
performance that is used in assigning a summary
level performance. Failure in a non-critical
performance element cannot be used as the basis
for a performance-based adverse action. Moreover,
if an employee fails in a non-critical performance
element, the employee's performance cannot be
summarized as unacceptable based on that failure.

Group Performance :

Non-critical performance elements are the only way
to include the groups' or the team's performances

An ideal performance plan should
have a proper blend of critical,
non-critical, and additional
performance elements.

Critical performance elements are
the cornerstone of individual
accountability in employee
performance management.

as an element in the performance plan so that
it counts in the summary level. The key to
distinguishing between group performance and an
individual's contribution to the group is that group
performance is measured at an aggregate level, not
forasingle employee.

Additional Performance Elements :

An additional performance element is a dimension
or aspect of individual, team, or organizational
performance that is not a critical element and
is not used in assigning a summary rating
level. The essential difference between a
non-critical performance element and an additional
performance element is that non-critical elements
do affect the summary level. Opportunities for using
additional performance elements include :

New Work Assignment : Managers and employees
may want to establish goals, track and measure
performance, and develop skills for an aspect
of work that they do not believe should count in
the summary level. For example, if an employee
volunteered to work on a new project that requires
new skills, an additional performance element
describing the new assignment provides a non-
threatening vehicle for planning, measuring, and
giving feedback on the employee's performance
without counting itin the summary level.

Ideal Performance plans

An ideal performance plan should have a proper
blend of critical, non-critical, and additional
performance elements. Such plans should have
provisions of apprising employee performance
against planned agreement on elements at five
levels based on (elements to be weighted)
according to specific needs of the organization :

e Outstanding Performance Level-OPL-who
scores 100% or above.

e Above Standard Performance Level-ASPL- who
scores 75% or above.
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e Standard Performance Level-SPL- who scores
60% or above.

e Acceptable But Poor Performance Level-ABPPL-
who scores 50% or above.

e Unacceptable Performance Level-UPL-who
scores less than 50%.

Distinguishing Activities from Performance

The need is to focus on performance goals not on
activities. Focusing on activities is keeping busy,
and remain in fire fighting without focusing on the
purpose of remaining busy. The importance of
measuring and recognizing accomplishments (i.e.
results achieved against pre-planned target) rather
than activities (remaining active and busy) is
important. The aim of performance enhancement
programme center around accomplishments, not
activities. "Activities" are the actions taken to
produce results examples of activities include :

Customer meets to answer customer questions....
Field work to enhance business....

Writing reports and Filingdocuments....
Developing projects and programs. ...

"Accomplishments" (or outputs) are the products or
services (the results) of employee and work unit
activities. The examples of outputs include :

e Customer meets those results into satisfied
customers....

e Field work resulting in enhanced business,
recovery performanceor....

e Files that are orderly and complete and aids in
performance through instant access-

e Projects that work successfully....
e Accurate guidance to customers.....
e Areportthatis complete and accurate ....

"Outcomes" are the final results of an organization's
products and services. The example of an outcome
couldinclude:

o Reduced number of customer complaints
e Improved Credit Deposit Ratio

e A decrease in the rate of default in repayment of
loan instalments

e Objective report that helps in MIS, decision
making and future planning

If we want to develop performance plans that
support the achievement of organizational
outcomes, we must try through an approach
of sharing organizational goals with everyone
in the organization, measuring and rewarding
accomplishments rather than activities and
providing feedback on performance.

Using Balanced Scorecard-Balanced Measures

It is important to include a discussion about the
importance of balancing measures in performance
improvement and measurement system. Robert S.
Kaplan and David P. Norton have developed a set
of measures that they refer to as "a balanced
scorecard." These measures give top managers a
fast but comprehensive view of the organization's
performance. Kaplan and Norton compare the
balanced scorecard to the dials and indicators in an
airplane cockpit. For the complex task of flying an
airplane, pilots need detailed information about fuel,
air speed, altitude, bearing, and other indicators
that summarize the current and predicted
environment. Reliance on one instrument can be
fatal. Similarly, the complexity of managing an
organization requires that top managers should
be able to view performance in several areas
simultaneously. A balanced scorecard - or a
balanced set of measures-provides that valuable
information.

Tie-in to Employee Performance

A balanced approach to employee performance
appraisal is an effective way of getting a complete
look at an employee's work performance. By
measuring only behaviors or actions in employee
performance plans, an organization might find
that most of its employees are appraised as
Outstanding when the organization as a whole
has failed to meet its objectives.

Developing Employee Performance Plan

A performance plan without using a process

Y

A balanced approach to employee
performance appraisal is an
effective way of getting a
complete look at an employee's
work performance.
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that links accomplishments to organizational
goals, the organization loses the opportunity
to use the appraisal process to communicate
its goals to its employees and to align
employee efforts with its goals. The General
Performance Plan demands a strategy that
includes objective, quantifiable and measurable
performance goals. To develop employee
performance plans, it is better to start by gathering
the following information :

e What are a firm's result areas as per its strategic
plan?

e What are the Specific Performance Goals
established for Annual Performance plan?

This requires an annual performance plan that
sets out measurable goals that define what will
be accomplished during a fiscal year. The goals
in the annual performance plan describe the
incremental progress toward achieving the
general goals and objectives in the strategic
plan. Performance plan goals are usually more
specific and may be more output-oriented than
the general outcome goals found in the strategic
plan.

Does performance plan already exist?

A Bank's existing performance measurement
systems should be such that a manager can access
forinformation on performance, including measures
used for determining progress toward achieving
results and customer satisfaction surveys.

Components of General Measures

QUALITY addresses how well the employee
or groups performed the work and / or the
accuracy or effectiveness of the final product.
Quality refers to accuracy, appearance, usefulness,
or effectiveness. Quality measures can include
error rates and customer satisfaction rates.

QUANTITY addresses how much work the
employee or groups have produced. Quantity
measures are expressed as a number of products
produced or services provided.

To develop specific measures,
it is primarily necessary
to determine the general
measure(s) for each element
(i.e., quantity, quality, timeliness,
or cost-effectiveness).

Quantity measures are expressed
as a number of products
produced or services provided.

TIMELINESS addresses how quickly, when, or by
what date the employee or work unit produced the
service or product.

COST-EFFECTIVENESS addresses money
savings or cost control for the Bank. We should
develop measures that address cost-effectiveness
on specific resource levels (money, personnel,
or time) that we can generally document and
measure in annual budgets. Cost-effectiveness
measures may include such aspects of
performance as maintaining or reducing unit
costs, reducing the time it takes to produce or
provide a product or service, or reducing waste.

Developing Specific Measures

To develop specific measures, it is primarily
necessary to determine the general measure(s)
for each element (i.e., quantity, quality, timeliness,
or cost-effectiveness). Then, the second thing
is to determine how to measure the quantity, quality,
timeliness and / or cost-effectiveness for the
element. If we can measure an accomplishment
with numbers, we should record the form of
measurement. If the manager can only describe
performance (i.e., observe and verify), it is
necessary to clarify who will appraise the
performance and the factors of appraisal.

FIRST : For each element, it is necessary to decide
which general measures to apply :

e Is quality important?
e Is quantity important?

e Is it important to accomplish the element by a
certaintime or date?

e Is it important to accomplish the element within
certain cost limits?

e What measures are already available?

SECOND : Foreach general measure, ask :
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e How could (quality, quantity, timeliness and / or
cost-effectiveness) be measured?

e Is there some number or percent that could be
tracked?

If the element can only be described -
e Who could judge that the element was done well?
e What factors would they look for?

Finally it is necessary to write down the specific
measures. If the measure is numeric, list the units
that managers will track. If the measure is
descriptive, identify the rater and list the factors that
the rater will look for to verify performance.

How Balanced Scorecard and various
Perspectives can be applied in Banks

Generally, in Banks, we end up measuring
performance in terms of surplus or profits earned. It
is true that profitability, gross revenues, return on
capital (ROI), are critical bottom line results those
must be achieved for survival of the bank. But if we
solely concentrate on financial outcomes, they may
endanger our long term functioning, life and growth,
since financial measures are 'lagging indicators' of
success. Besides financial indicators depend on
past actions and events and are basically historical
in nature. They indicate what has taken place based
on past activities. They do not tell us about present
state and less about the future predictions.

The balanced scorecard (BS) provides an
interconnected and very useful model for
measuring performance through four perspectives-
financial, customer, internal business process and
learning and growth. It reflects a unique set of
balances between:

e Shortterm and longterm objectives,
e Betweenfinancial and non-financial measures,

e Between lagging and leading indicators and

Under the BS system, financial
measures are the outcome,
but they do not give a good
indication of what is or will

happen in the Bank.

The balanced scorecard (BS)
provides an interconnected and
very useful model for measuring
performance through four

perspectives- financial, customer,
internal business process
and learning and growth.

e Between external and internal perspectives.

Under the BS system, financial measures are
the outcome, but they do not give a good indication
of what is or will happen in the Bank. Measures
of customer satisfaction, growth and retention is
the current indicator of bank's performance;
efficiency, speed, reduction of non-value addition
jobs, minimizing quality related issues are
indicators of internal processes and HR systems
and development are ‘'leading indicators' of
Bank's performance.

In the changed market dynamics, every Bank
now rallies round a common purpose - how to
be 'customer focused', 'customer friendly' and
‘customer relevant' in the long run. Therefore, when
we focus on financial measures alone, we lose sight
of the very purpose of our existence - to serve the
customers and keep them delighted and loyal. In
such a situation Banks may take decisions like:

e Reducing deposit rate for immediate profit
enhancement

e A hike in rate of interest on credit where
customers may not be presently aware of

e Increasing service charges without corresponding
value addition to customer

e Valuereduction in other ways

This will surely destroy relation and loyalty of
the customers and customers will eventually
go to the competitors. Thousands and thousands
of companies worldwide have gone out of business
that only focused on profit without considering
customer satisfaction and value proposition to
customers. So, the obsession with bottom line
results which may give short term expected
results can be a death trap for the long term
viability of the Bank.

The Balanced Scorecard enables us to measure
not only what we were doing (‘lagging indicators')
but also how well we are doing (‘current indicators')

Y

THE JOURNAL OF INDIAN INSTITUTE OF BANKING & FINANCE

April - June 2008

J4N1VId TVIQ3dS




—Y

SPECIAL FEATURE

and can expect to do in the future (leading
indicators'). BS method is a strategic approach
and is a conceptual framework for translating

e Income on loan and advances and non interest
Income : actual to forecast (%)

Per capita Business : actual to forecast (Say

vision into a set of performance indicators 30 against forecast of 29 million)
distributed among four perspectives - .
g persp e Cost of Fund : actual to forecast (Say 7% against
e Financial 7.1%)
e Customer e Credit Deposit Ratio : actual to forecast
e Internal business Processes and (Say 70:30 against 75:25)
e Learningand Growth. e Level of NPA : actual to forecast (Say 3%
Atypical framework of BS is as under : against4%)
Financial

To succeed ® »

Financially fzj g % §

how should 3 2 = s

we appear g 2 [ =

to our
shareholders

International Business
Customers ‘ . Process
To ac_hl_eve a @ ” 2 To satisfy our 2 @ " @
our vision, 2 5 > > Vision shareholders 2 5 e >
how should 8 @ 2 © & customers, 8 @ 2 ©
= > © E R & — ! = > © =
we appear o) = = IS Strat what business 2 L 2 £
to our [EL )Y process be in
Customers place
. Learning & Growth
To achieve 9
our vision, 3 @ @ 9
how will we 2 5 ® 2
; 8 @ 2 ©
sustain our % s K =
ability to (@) > £
change &
improve

A Typical Balanced Scorecard Model

The Financial Perspective :- This perspective
measures financial performance of a Bank. How a
Bank can create long-term share holder value? This
may be by measuring -

e Operating expense : actual to budget, actual
to forecast, fixed versus variable, cost per
transaction for major delivery channel

e Initiatives forecasted staff requirements,
resources used versus forecasted, resource
deployment percentages

e Capital deployment : Return on Investment :
actual to budget; actual to forecast (%)

The Business Perspective :- This represents
the Bank's relationships with its market. It
includes strategies, organizational strategies,
goal, measures, structures and deployment
of resources. This perspective provides data
regarding the internal business results against
measures that lead to financial success and
satisfied customers. To meet the organizational
objectives and customer expectations, Banks
must identify the key business processes at
which they must excel. The strategic objectives
may be summarized as under :

April - June 2008

THE JOURNAL OF INDIAN INSTITUTE OF BANKING & FINANCE




Business Perspective
Broaden revenue mix ® Revenue mix

® Revenue growth

e +15% | e Appropriate revenue targeting through
® + 30% Improved cost structure
o New revenue sources through Improved

asset allocation

Customer Perspective

Customer value proposition ® Share of segment

o Customer satisfaction

o 30% @ Segmentation program
® 95% - Market segmentation
- Campaign planning
- Brand & account planning
- New product launch
o Customer acquisition
- Needs assessment

- Proposal generation through customer
intimacy and product innovation

o Customer retention
- Inquiry handling
- Problem resolution
- Satisfaction survey
- Operational effectiveness
o Customer growth
- Customer business analysis
- Needs assessment

- Campaign management

Internal perspective Cross-sell ratio

Cross-sell the product line

Hours with customers

5 e Financial planning program
e 1hr. e Integrated product offering

Learning and growth perspective

Develop strategic skills Strategic skills

Access to strategic information

Align personal goals

Strategic technologies
Goals linked to BSC

100% e Relationship management.

100% e Integrated customer program
100% o MBO update

BS is a GO-NO GO strategy. Based on strategic
objective Bank should focus on:

e What products and services the Bank will offer
(and what will discontinue)

o Which Customer and market segment the Bank
will serve (and what not)

e Howtoreduce cash retention oridle fund holding

e Time taken to open an account, renew or close
an account

e Time and cost involved in clearing outstation
instruments

e Timetakentoissue a Demand Draft

e Time takento complete a specific Document set

e Time taken to redress a general complaint /
grievance

o Whether most works can be met in a single
window/ counter or table

e Whether cost, time, quality involved are
benchmarked against competitors

e Levelof automation and Level of i-connectivity,
e Facilities of internetand intranet etc.

The Customer Perspective :- considers the
organization's performance through the eyes of
its customers so that the organization retains a
careful focus on customer needs and satisfaction to
achieve the best in business performance. There
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are primarily three sources of differentiation from
the customer perspective.

e Product Innovation - Creation of new products
and services that can keep one Bank ahead of its
competitors.

e Customer intimacy - Developing intimate
knowledge of customer needs and ways of
satisfying them.

e Operational excellence - Delivering acceptable
quality and service characteristics at the lowest
possible cost.

The value proposition to customers should be
defined in terms of price, quality, timeliness,
features, service, relationship and brand. This may
be by measuring :

e Result of Customer satisfaction rating measured
against target (say 90-95%) and how they are
used.

e Customer driven volumes : accounts, requests,
transactions, complaints (increase & decrease as
the case may be against projected target)

e Marketshare by productand by market: in %

e Revenue achieved against revenue goals - by
customer segment (in % or volume)

e Which customer group the bank is going to serve
(and going to discontinue)

e How fast customer grievances are handled?
(in hours/days against target)

e What factors (Price / Quality) are meaningful
to the customers of the Bank?

e Which factors will keep the Bank competitive?
(Quality, Speed orcostetc.)

e What actions are being taken to reduce customer
complaints?

e [f there is a regular system to improve customer
services, introduce new products?

e Whether there is an active benchmarking
exercise to become number one Bank?

e What is the rank of the Bank among competitor
Banks, etc.

The Learning and Growth Perspective :- This
perspective captures the ability of the employees,
information systems, and organizational alignment
to manage the business and adapting to change.

The employees are the internal
customer of the whole business
process.

All other perspectives and processes will
function if properly skilled and motivated
employees, having access to timely information
and other organizational resources are driving the
organisation. In order to meet the ever changing
requirements and growing customer expectations,
employees are required to take new and added
responsibilities that may require acquisition of
new skills, capabilities, technologies and new
organizational configuration. This may be made
possible by way of creation of

e Knowledge networking through IT enabled
central knowledge hub which is accessible as
and when required for informed and timely
decision.

e Technology leadership training statistics,
regional and national leadership.

e Employee attitudes satisfactory survey results,
voluntary turnover percentages, loss of key
technology personnel, key technology positions
unfilled, statistics on recognition of good results.

e Periodical Training and learning

e Creation of productive environment based on
mutual trust where every one is willing to share
and own responsibility to impart and learn.

e News bulletin / Home magazine to serve as
Organizational mind.

The Employee Perspective :- The employees
are the internal customer of the whole business
process. They are the best sources for ideas.
Business in a bank or service industry can run
successfully in a participative and open door
style. The potential to meet profitability goals
rests mainly with employee involvement in every
process. For each product or service, process
schedule of human performance system needs
to be developed with employment of training,
feedback and reward system. The management
of people in a bank is a key priority area. Leveraging
and developing people skills have the following
key elements:
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e Recruitment

e Training

e Performance Management

e Motivation

e Productive environment

e Positive and participative Management Style
e Fastandtimely communication

Objectives, Measures, Targets and Initiatives

Within each of the balanced scorecard perspective
financial, customer, internal process and learning
and growth, like any other firm, bank must define
the following which may definitely be different and
distinct for every bank depending on their resource
capability, mission and vision :

e Strategic Objectives - the long term plan for
achieving the perspective

o Measures - how progress for that particular
objective will be measured

e Targets - the target value sought for each measure

e Initiatives - what will be done to facilitate for
reaching the target.

The balanced scorecard puts strategy and vision-
leadership in action not control or managerial action
at the centre. It establishes goals and assumes that
people will adopt whatever behaviours and actions
necessary to reach those goals. The balanced
scorecard can be used in banks to clarify and update
strategy, communicate strategy throughout the
bank, align branch / operating unit goals with bank's
strategy, link strategic objectives to long term targets
and annual budgets, identify and align strategic
initiatives and conduct periodic performance reviews
to learn about and improve strategy.

The measures are designed to pull people towards
the overall vision. Top leaders may visualise the
results but cannot exactly tell employees how to
achieve the results, because the environment in
which they are operating are under continuous
change. By combining the four perspectives the
balanced scorecard helps to understand many
interrelationships to transcend many traditional
functional barriers and ultimately helps to take strong
and improved decisions for better performance.

The balanced scorecard as a step by step process
can be visualized as under:

Mission
What is the purpose

Core Values
What It Believes In

Vision
Where It Wants To Reach

Corporate Strategy
What Is Its Long Term Game Plan

Balanced Scorecard
What It Wants to Focus & Implement

Strategic Initiatives
What It Needs To Do

Individual Scorecard
What Its Individuals Need & Should Do

Strategic Outcomes

Satisfied
Shareholders

Delighted
Customers

Motivated
Workforces

Effective
Processes
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Causes of failures in applying Balance Scorecard

There is no doubt that balance scorecard
can be applied to harness bundle of benefits in
a fully balanced way. It can prepare for much
needed change. It provides for a front-end
justification as well as a focus and integration
for the continuous improvement, re-engineering
and transformation process. But the expected
benefit cannot be fully achieved if following things
are presentinafirm:

e Thereis absence of well defined strategy.
e Insistence onlagging measures
e Failure to develop specific metrics

A properly constructed balanced scorecard
can provide the bank management with the ideal
tool in responding effectively in this turbulent
business environment. It can provide with feedback
that will enable to monitor and implement strategy-
even to the extent of adjusting the strategy itself.
Many firms which have applied the Balanced
Scorecard have begun to understand that this
critical tool represents a paradigm shift in the
underlying assumptions about performance
and its measurement. Balanced scorecard has
been considered by the Harvard Business Review
as one of the 15 most important management
concepts to have been introduced.
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Migration to New Capital Adequacy Framework : Parallel Run Process

With a view to ensuring smooth transition to the Revised Framework and providing opportunity to streamline their systems and

strategies, banks in India were advised to have a parallel run of the Revised Framework, which they have been conducting since

2006-07. The boards of the banks were required to review the results of the parallel run on a quarterly basis. The parallel run

consists of the following :

(i) Banks are required to apply the prudential guidelines on capital adequacy - both current guidelines and the guidelines on the
Revised Framework - on an on-going basis and compute their CRAR under both the guidelines.

(if) An analysis of the bank's CRAR under both the guidelines is required to be reported to the Board at quarterly intervals. While
reporting the above analysis to the Board, banks should also furnish a comprehensive assessment of their compliance with the
other requirements relevant under the Revised Framework, which include the following, at the minimum :

(a) Board approved policy on utilisation of the credit risk mitigation techniques, and collateral management;

(b) Board approved policy on disclosures;

(c) Board approved policy on internal capital adequacy assessment process (ICAAP) along with the capital requirement as
per ICAAP;

(d) Adequacy of bank's management information system (MIS) to meet the requirements under the New Capital Adequacy
Framework, the initiatives taken for bridging gaps, if any, and the progress made in this regard;

(e) Impact of the various elements / portfolios on the bank's CRAR under the revised framework;

(f) Mechanism in place for validating the CRAR position computed as per the New Capital Adequacy Framework and the
assessments/findings / recommendations of these validation exercises;

(g) Action taken with respect to any advice/guidance/ direction given by the Board in the past on the above aspects.

A copy of the quarterly report to the Board is required to be submitted to the Reserve Bank.

The minimum capital maintained by banks on implementation of Basel-ll norms is subject to a prudential floor computed with

reference to the requirement as per Basel-| framework for credit and market risks. The floor has been fixed at 100 per cent, 90 per

centand 80 per cent for the position as at end-March for the first three years of implementation of the Revised Framework.

Source : Trend and Progress of Banking in India 2006-07, RBI.
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Narinder Kumar Bhasin *

Introduction

Single Euro Payment Area (SEPA) aims to create
an integrated market for payment services in Euro
Area i.e. which does not distinguish between cross-
border and national payments. This entails the
removal of all technical, legal and commercial
barriers between the current national payment
markets. SEPA will make all euro payments in the
euro area “domestic” and will result in new pan
European Payment instruments, infrastructures,
and standards. This SEPA vision will foster
substantial economies of scale and customers will
be able to make payment throughout the whole
Euro area as efficiently and safely as in the national
context today. If they so wish, they will be able to do
SO using a single payment account and single
payment card. In the new reality, the winners will be
those banks that develop successful new strategies
for products, pricing, market positioning and
sourcing, addressing how to maximise revenues
and reduce costs. Driven by its aspirations to
become ‘'the most competitive and dynamic
knowledge-driven economy by 2010', the EU is
fundamentally transforming the financial services
industry. The Eurosystems's vision for SEPA : to
enable people to make payments throughout the
Euro area as quickly and easily as they make
national payments today will be another step in the
creation of a single market for Europe.

Evolution of European Payment Systems

The historical reason for the dominance of credit
transfer payments in most European countries
is the early establishment of giro systems, to
which postal savings organizations importantly
contributed. This development has its roots in
the banking structure and activities of European
banks in the early 1800s; banking in Europe
was conducted by small banking houses (banker
families) that did not accept public deposits to
a significant extent. Indeed, the development of

Y

Postal savings institutions of one
form or another were established
in all eleven countries.

modern banking organizations that collected
savings from the general public began in Europe
around the mid 1800s when large; limited liability
commercial banks were established in many
countries. The resulting increase in deposit taking
activity led to the gradual increase of account
transfer based payments at the expense of currency
and coins. Other credit institutions, savings bank,
credit co-operatives, as well as postal banks were
established during this time and alter around
Europe. These institutions have since developed
their activities to closely resemble those of
commercial banks in continental Europe and Nordic
countries. In Europe the postal administration
began to channel payments as postal payment
orders during the 1800s. In addition, the postal
system started to offer a major non cash savings
service (postal savings) to the general public. Postal
savings institutions of one form or another were
established in all eleven countries.

During the late 1800s and early 1900s, postal
savings institutions, commercial and savings
banks, and credit cooperatives set up their own
separate giro-systems. In some countries, postal
giro systems were developed first and only later did
commercial banks and other institutions follow,
in order to capture a share of consumer deposits
by providing payment services. After a phase of
competition between these separate system, co-
operative agreements between postal and bank
giros were established in most European countries
(Bank of Finland 1993). The establishment of
wages to banks systems in the late 1960s and early
1970s where employers pay wages and salaries
directly to employee's bank accounts strongly

* Asst. Vice President & Br. Head, Axis Bank Ltd.
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increased the use of bank and postal account
transfers as a payment method in Europe. The
clearing systems for credit transfer giro payments
started shifting to electronics in the early 1970s, in
some countries even in the late 1960s. Electronic
POS card based transactions with real time
linkages to account data represent a new stage in
the evolution of payments in Europe and combine
the finality advantage associated with currency use
(legal tender) with the efficiency advantages of
electronic account transfers. A concentrated
banking industry and the nationwide branch
networks of banks and postal savings institutions
made it possible to establish giro payment systems
in Europe based on credit transfers. Banking
concentration has also played a major role in
Europe by facilitating cooperation between banks
and other institutions in the payment business.
In a concentrated market, it is much easier to
reach an agreement to establish a jointly owned
giro system that, because of centralized clearing, is
a lower cost alternative than use of geographically
dispersed local clearing houses. In the 1990s, the
development of Large Value Payment Systemin EU
was shaped by two objectives:

o Response to Lamfalussy report
e Preparations for EMU

The EU central banks concentrated on developing a
euro area wide RTGS system, which was required
for achieving the integrated euro area money
market as a prerequisite for the conduct of a single
monetary policy. It was agreed in December 1993 to
develop such a euro area wide RTGS system by
linking the domestic RTGS system of each of EU
Member State.

Large Value Payment Systems (LVPS) at the
time of Introduction of EURO

Before the introduction of EURO in January 1999,
only domestic LVPS operating in legacy currencies
existed. The prevalent way of making cross border
payment with EU was via correspondent banking.
With the introduction of EURO on 1 January 1999,
the principles for the provision of payment services
with in the EURO area changed. The existence of
single currency in several countries meant that
cross border payments within the euro area were in
principle no different from payments with in each

SEPA is a natural consequence of
the introduction of the euro and it
therefore focuses on euro area.

country. The conduct of single monetary policy
required a single money market to be set up
covering all euro area countries. The latter was
greatly facilitated by the creation of a euro area
wide LVPS the Trans European Automated Real
Time Gross settlement Express Transfer System
(TARGET) for the processing of Large Value
paymentsin EURO.

TARGET is the RTGS system of the euro and
eliminates the credit risk inherent in net settlements
systems, settling credit transfers with immediate
finality and therefore reducing system risk,
although it is rather liquidity intensive. TARGET is
a decentralised system set up by interlinking the
existing national RTGS systems of the then 15 EU
Member states and the ECB Payment mechanism
(EPM) into a single system to enable the processing
of inter Member State payments with in the EURO
area. A unique feature of TARGET is that its euro
payment services are available across a wider area
than that in which the single currency has been
adopted.

Need for SEPA

The introduction of a euro as the single currency of
the 12 countries of the euro area will be completed
only when the SEPA becomes a reality i.e. when the
individuals and corporations are able to make
cashless payments throughout the euro area from
a single payment account anywhere in the euro
area using a single set of payment instruments
as easily, efficiently, and safely as they can make
them today at the national level. SEPA is a natural
consequence of the introduction of the euro and it
therefore focuses on euro area. Nevertheless, it will
also contribute to improving the single market and
to meeting the objectives of Lisbon Agenda. The
Lisbon Strategy, also known as the Lisbon Agenda
or Lisbon Process, is an action and development
plan for the European Union. It was set out by the
European Council in Lisbon on March 2000. The
Lisbon strategy intends to deal with the low
productivity and stagnation of economic growth in
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SEPA payment instruments will
be used throughout the euro
area and will make life easier

for consumers.

EU through the formulation of various policy
initiatives to be taken by all EU members states.
The broader objectives set out by the Lisbon
strategy are to be attained by 2010. The main
fields of Lisbon strategy are economic, social
and environmental renewal and sustainibility. The
SEPA will only be accepted by the users and
therefore materialise, if it is future oriented, if it
anticipates how modern payment systems will look
at the end of the decade and if it exploits the new
possibilities offered by progress in information
technology. In addition, in the next few years a
number of EU countries are expected to join
Economic and Monetary Union, therefore a careful
balance has to be found between the absolute
necessity to establish the SEPA for the euro area
and, on the other hand, the need for openness to the
rest of EU.

Benefits of SEPA

For Consumers : SEPA payment instruments will
be used throughout the euro area and will make life
easier for consumers. They will only need one bank
account. From this account, they will be able to
make credit transfers and direct debit payment
anywhere in the euro area as easily as they make
national payments. They could, for instance , pay
rent for children studying abroad , pay for holidays
home or for services provided by pan European
companies e.g. mobile telephone services,
insurance companies, utilities etc. People who live,
work or study outside their home country will no
longer need a bank account at home and another
one abroad.

For Merchants: Cards are becoming one of
the main payment instruments for consumers.
To accept card payments, merchants need an
agreement with the bank which “acquires” card
payments, i.e. processes the payer information and
forwards it to the clearing infrastructure. SEPA will
allow acquirers to process all SEPA compliant
card payments, even across borders. Merchants

can therefore choose any bank to acquire their card
payments which will increase competition and drive
costs down. SEPA will also push forward the
standardisation of point-of sale terminals in the euro
area. Merchants will be able to accept a wide range
of cards with a single terminal and competition could
also drive costs down.

For Companies : SEPA will help companies simply
their pan-European business management, as
all financial transactions can be done certainly
from one bank account using SEPA payment
instruments. Payment handling be simplified as all
incoming and outgoing payments will use the same
format. Companies with pan European business
can also save costs and time by consolidating
their payment management. Value added services,
such as e-invoicing and e-reconciliation, can help
companies optimise their accounting system.
Today, these services are often only offered
nationally as the different payment formats make
cross border use difficult. Payment instruments
based on standardised SEPA payment schemes
will make this obstacle easierto overcome.

For Banks : EU Commission Regulation No. 2560 /
2001(which states that the fee for cross border
payments cannot exceed the fee for a similar
national payment) has created an imbalance
between bank fees and costs for cross border
payments. This can be overcome if the handling
of cross border payments processing, clearing
and settlement becomes as efficient and cheap
as the handling of national payments, which is
exactly what SEPA is all about. By providing new
payment instruments and common interoperable
infrastructure, SEPA will bring about further
European integration and market efficiency. This
consolidation of infrastructure will spur competition
and banks can then negotiate better clearing prices.

SEPA payment instruments will allow banks to
expand their business and compete on a pan-
European level, as any bank can offer its services
to anyone in the euro area, without additional
costs or extra effort. Banks can also expand their
business and offer their customers value added
services in addition to SEPA payment instruments.
As the SEPA will eliminate national barriers, it will
foster greater competition, and as a result exert
downward pressure not only on bank's revenue
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but also on processing costs. In addition general
and large scale standardisation will result in
better opportunities to share development costs
and software product. The banking industry is
responsible for delivering the SEPA products, as it
is upto the banks to develop and maintain viable
and profitable business models that are compatible
with SEPA.

General Objectives and Working methods

European Central Bank Fourth progress report
titted “Towards a single euro area payments area”
released in February 2006 specifies the following
general objectives and working method as
mentioned below.

General Objectives:

The SEPA will eliminate national barriers

The SEPA will focus onthe EURO area

The SEPA will be future oriented

The SEPA will be user friendly

The SEPA will require acommunication strategy
The SEPA will also benefit Banks

The time frame of the SEPA process will
be upheld

e The SEPA objectives will focus on establishing
common standards and procedures

Working methods :

e The move to SEPA mustbe run as a project
e Users mustbeinvolved

e Public administrations are involved

Time Frame for SEPA implementation

In 2005, the European Payments Council ( EPC )
and its working groups invested substantial effort
and resources in development of the Rulebooks
for the two schemes defined by the EPC : the SEPA
Credit Transfer and the SEPA Direct Debit The EPC
also defined a SEPA Cards Framework. The EPC
also defined a SEPA Cards Framework. In order to
follow the principles of good project management,
the Euro system urges the EPC to approve the
Rulebooks in March 2006. It is vital for the SEPA
project that the present achievements be frozen
and they cannot continuously be challenged
however, the Euro system also urges the EPC
to identify the issues which will require further

elaboration and might possibly complement the
Rule Books. The list of issues should be limited and
clear deadline set for each item.

The SEPA project has two Phases :

Implementation Phase until 2008 : The Schemes for
SEPA payment instruments have been developed
and banks and infrastructure will prepare their
systems for roll out.

Migration Phase from 2008 : Customers will be
offered both “old” national instruments and the new
“SEPA” instruments. The European infrastructure
will be able to clear payments made by both the
types of instruments. A critical mass of transactions
will have migrated to SEPA payment instruments
by 2010 .Moreover, by end 2010, all euro area retail
payment clearing and settlement infrastructures
must be capable of processing SEPA instruments.
Consequently, infrastructures must be to address
or receive, directly, payment orders from any bank
in Euro area.

Initiatives by European Payments Council (EPC)

e Developed and approved two rulebooks; one
for SEPA direct Debit and one for SEPA Credit
transfers

e Developed a framework for SEPA cards and
for SEPA clearing and settlement mechanism

e Worked on common standards for cash and
payment transactions

The Eurosystem's View of a SEPA for cards

There are currently more than 350 million cards
in circulation area, which are used to make more
than 12 billion payment transactions and 6 billion
cash withdrawal transactions per year. There is at
least one national card scheme operating in each
euro area country. To allow cards to be used outside
the country of issuance, national cards are often
“co-branded” with Visa or Master Card. When the
card is used within the country of issuance, it is
usually the national brand which is activated,
where as outside the country of issuance (within
the euro area or beyond), the international brand
is used. The SEPA project will have a tremendous
impact on the card payment industry, and the
Eurosystem's stance will be critical in helping the
market to move in direction which maximises the
benefits for Europe.
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A SEPA for Cards will have the following
characteristics :

1. Consumer's can choose among a diversity of
competing payment card schemes that do not
have a pre-assigned priority in use at point of
sale (POS) terminals;

2. There is a competitive, reliable, and cost efficient
card market, including service and infrastructure
providers;

3. Alltechnical and contractual provisions, business
practices and standards which had formerly
resulted in the national segmentation of the
euro area have been eliminated. In particular,
there is no obstacle for merchants to accept
any payment cards compliant with the SEPA
Cards Framework (SCF).

The SCF has been adopted by the European
Payments Council (EPC). The SCF defines three
options that a card scheme can follow in order to
offer SCF compliant product (these options may be
combined) :

1) Replace the national scheme by an international
scheme (provided the latter is SCF compliant).
In this Co-branding is no longer needed, as
cross border and national transactions are
automatically covered by the same schemes.

2) Evolve through alliances with other card
schemes or through expansion to the entire euro
area. In the case of card scheme alliances, the
participants could agree, for example on mutually
acceptedrelevant brands.

3) Co-brand with an international card scheme
(as is already the case in most countries
today), provided that both schemes in question
are SCF compliant.

SEPA compliance : banks are moving now

By 2008, banks need to be able to offer and process
SEPA payment products based on the SEPA
rulebooks. Compliance is not optional it is essential
for banks in order to prevent damage to their
reputation. Banks will need to develop payment
products and adapt their payment systems and
processes accordingly. Although SEPA is primarily
a business issue, the impact on processes,
organization and IT infrastructure is considerable.
Non-IT issues such as SEPA product development

and pricing will also need to be addressed.
Banks may need to determine the impact on
current's clearing interfaces as SEPA puts
different requirements on ACHs concerning their
reach, their product and service offerings and
prices.

Another important element on the compliance
agenda is the migration of current national
payments to SEPA. Analysis in the 2006 World
Payments Report shows that in the six main
euro countries 85 percent of the current non-cash
payments already take place in some SEPA-
like form. Of these volumes, 13 percent are
SEPA compliant and another 45 percent can be
'SEPA-dized' relatively easy. The remaining
42 percent show a considerable gap towards
SEPA. There is however no SEPA-equivalent
for 15 percent of current non-cash volumes such
as cheques. Banks and banking associations
will need to address and plan substitution of
these products to SEPA-standards in their national
migration plans.

The compliance analysis provides relevant input
for future strategic repositioning. Banks should
realize that compliance is just an initial step towards
SEPA. Compliance alone will not reduce payments
processing costs, provide competitive advantage or
yield additional revenue opportunities.

SEPA Timelines - Proposed Road Map

The EPC has created a timetable for the
development and implementation of SEPA :

2005-2006 : Design and Preparation

The first phase of the EPC timetable for SEPA
involved the design of the SEPA Credit Transfer
and Direct Debit instruments and the Cards
Framework. The development of standards and the
specification of the technical details were scheduled
to be completed by the end of Q3 2006; versions
2.2 of the SEPA Credit Transfer and Direct Debit
Scheme Rulebooks as well as of the SEPA Data
Model and the Implementation Guidelines were
approved by the EPC Plenary in December 2006.

1. EPC instruments available to citizens (broad
roll-out of SEPA Direct Debit instrument only
expected at a later stage) .

2. Critical mass migrated to SEPA is irreversible
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The Cards, Cash and PE-ACH Frameworks have
been completed. They were approved at the EPC
Plenary Meeting of March 2006. The items that
still need to be delivered by the EPC include the
Direct Debit Phase 2 deliverables, the outcome
of the Direct Debit Interchange project and the
Scheme Management structure.

2006-2007 : Implementation and Deployment

A part of the second phase of the EPC timetable,
the implementation phase has started in 2006;
it overlaps with standards and specification. The
testing phase started with planning at the
beginning of 2007 and testing will kick off towards
the middle of 2007. The launch of the SEPA
Credit instrument is scheduled to take place on
1* January 2008. Banks are expected to be
operationally ready for processing SEPA Direct
Debits from January 2008, but the actual
deployment of this payment instrument may only
take place at a later stage when the transposition
of the Payment Services Directive into national
legislations has been completed. According to
the EPC, the roll-out across SEPA of the SEPA
Direct Debit instrument will start sometime in the
first half of 2009.

The roll-out phase will be accompanied by major
testing exercises at the level of the different
communities. As defined in the SEPA Testing
Framework issued by the EPC, each bank is
required to declare that it is SEPA operationally
ready to its national community. This declaration
implies that the bank has carried out tests with
other banks in the community and with one
or more Clearing and Settlement Mechanisms.
The EPC will support and monitor these testing
activities, but in contrast to the design phase,
the banking communities will take the lead in
putting the schedule in place and carrying out
the necessary tests Furthermore, SWIFT and
other vendors have established SEPA testing
programmes.

2008-2010 : Co-existence and Migration

The third phase of the SEPA project will be a
transitional period characterised by a co-existence
of national and SEPA Schemes and a gradual
migration to the SEPA Payment Schemes from
January 2008 to the end of 2010 and beyond.

SEPA means extra investments
and a potential change in future
exploitation costs.

SEPA Clearing and Settlement Challenges
for Banks

From 1 January 2008, financial institutions all over
Europe need to be ready to process SEPA Credit
Transfers (SCT). One of the key decisions banks
have to make is how they are going to organise the
clearing and settlement of their SEPA transactions.

Whether it's a small, local oriented bank or a large
European player, payments may not be a core
business but they are always involved in their
product proposition. The single euro payments area
(SEPA) will have a major impact on payments
business in Europe; it introduces new standards,
new products and a wider range of services.

SEPA means extra investments and a potential
change in future exploitation costs. Competition
will increase as new opportunities arise and new
entrants enter the SEPA world and the distinction
between domestic and cross-border payments in
euro disappears (with the likely downward pressure
on payment prices). The market place is on the
move; payments will become a commodity and a
volume business.

Consolidation Will Happen

Recent studies (e.g. Cap Gemini, World Payments
Report) indicate that only 4000 of the 9000 banks
that currently operate in Europe are active in the
payments space. Only 30 banks will have the
volumes to cost-efficiently process payments in the
SEPA world. The capability to 'switch' between the
different routing options ensures a competitive price
can be negotiated. These banks will even offer
insourcing services. More seriously, SEPA will force
about 1000 banks to move away from payments
and around 2970 banks will continue to offer
payments but lack the volume to be able to process
payments competitively.

Looking at the payments value chain, financial
institutions have different sourcing options. A bank
can choose to outsource multiple elements of their
payments value chain or opt for just one element
depending on their capabilities in the value chain
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and the value of these capabilities in respect to
their strategy.

Strength
A
In sourcing In housing
Value
Chain
Capability
: Co-sourcing /
Out sourcing Mutualisation
v
Weakness f

For payments and Non-Strategic Strategic
SEPA + /- 2970 < >
banks are in this

arena!

Value of Capability

In general, for the smaller banks, when looking at
the payments value chain and SEPA, outsourcing
or co-sourcing are logical steps to take but certain
elements are more appropriate for outsourcing
considerations than others.

the introduction window) as detailed in their
respective SEPA business plan. Most business
plans tend to identify future revenue streams
alongside cost management measures. While
cost management measures are internally
focused (and hence, more predictable), predicting
and ensuring revenue streams is often the
more difficult task. Managing payment revenue
streams through pricing will be the 'moment of
truth' that banks will eventually face in a
post-SEPA context.

There are multiple basic variables by which
a payment fee is structured and these are
set to increase as detailed above. Some
of the considerations for pricing strategy will
be regulatory-driven monetary thresholds for
parallel pricing (as amended from time to time)
as well as the co-existence of products (existing
products and SEPA products), currencies (e.g.
euro and sterling), infrastructures (e.g. RTGS,

Y

Distribution Product Compliance Payment Cash Clearing & Ff;zcc:#iﬂt
& Channel & Credit v Processing earing porting
Development Acceptance management/" Settlement &

management Check Tastet

nvoicing
— _
—— R — _ _
Unlikely to Potential for Consider Potential for
outsource outsourcing outsourcing outsourcing

Payment Pricing in a SEPA context

While core compliance in terms of SEPA
payment processing is top of the agenda for
banks, they also need to address the pricing
component, both at the strategic and IT
application level, in order to create an effective
business plan.

It is widely recognized that the single euro
payments area (SEPA) will re-shape the contours
of the payments business. Banks, national
ACHs and PE-ACHs are working to get the
tactical SEPA credit transfer (SCT) and SEPA
direct debit (SDD) payment processing capabilities
in preparation for the 'introduction window'. Various
options are being considered and adopted, based
on each bank's strategic viewpoint.

Some of the elements are also being, or
will be, considered for the next wave (beyond

deferred net settlement systems / DNS; same
day infrastructures), multiple compliance and
reporting requirements, customer / bank operating
models, and pricing based on total customer
relationship, etc.

Vanilla pricing models, such as ‘cost-plus',
‘competition linked', 'customer segment' (i.e. retail,
business banking, corporate and Fl, etc) based
rate cards/pricing will not suffice. The ability to
offer relationship-based differentiated pricing
is a strong lever for profitability in a post-
SEPA scenario. On the other hand, there are
various operational challenges for banks to
contend with, such as ensuring that :

e All 'billable' services are being recorded -
including variations based on variables.

e All charges and fees due from customers are
indeed being collected.
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e All charges and fees are consistently applied
across the region(s).

e Differentiation is provided to win / retain / grow
customer relationships.

e Customer profitability is being maintained.

e Benefit is shared as per evolving bilateral
agreements.

e Distinction is made between 'opportunity' loss
and 'real' loss in payment pricing.

e Payments are routed through the optimum
processing infrastructure, based on customer
pricing.

e Pricing is maintained for physical cash payments
and electronic payments.

e Pricing is used as a lever to move customer
usage away from'loss leader' products.

e MIS is funnelled back to the product
management for ‘'defining, designing and
maintaining' AOS.

We observe that the current charging capability
is often embedded in legacy system silos,
usually spread across geographies, making
improvements costly. A holistic approach to
payments pricing in a SEPA context is a
fundamental requirement.

Recent Developments and Progress

The number of adherents to the SEPA Credit
Transfer Scheme passes the 4,000 mark -
02-01-2008.

The number of adherence packs received now
exceeds 4000. Some 2100 of these have already
been approved by the Scheme Management
Committee and the remainder will be presented for
approval on 9 January. Although 14 December was
the deadline for guaranteed inclusion in the list of
accepted participants for the 28 January, 2008
launch, later applications.

EPC Issues first version of a SEPA Business
to Business Direct Debit Scheme Rulebook -
20-12-2007

On 18 December the EPC Plenary approved
version 1.0 of the SEPA B2B Direct Debit
Scheme Rulebook was released. The Scheme
provides a set of inter-bank rules, practices and

standards which will allow the banking industry
in SEPA to offer - on an optional basis - a business
to business (B2B) direct debit product to business
customers. The Scheme has been defined with
the SEPA Direct Debit Scheme Rulebook v2.3
as a starting point.

The key characteristics of the B2B Scheme, which
was developed in consultation with corporates,
are a shorter time cycle for collections, the absence
of a refund right for Debtors under the Scheme
(disputes to be handled by the professional parties -
Debtor and Creditor - directly) and stricter mandate
checking procedures.

The document contains the necessary business
rules to enable national banking communities,
relevant stakeholders and suppliers to commence
implementation planning, systems and product
specfication and development. A version 1.1 may
be expected in April 2008 after the resolution of
residual legal issues, further alignment with the
Payment Services Directive and some minor
business enhancements.

Achieving Reachability in SEPA - 07-12-07

An appendix to the EBA document 'Banks
Preparing for SEPA' was released. This document
provides banks with a detailed list of the key
reachability-related obligations they need to fulfil
with regard to the SEPA Credit Transfer Scheme.

Banks Preparing for SEPA - 07-12-07

EBA paper onissues to be addressed to achieve
SEPA compliance released

The introduction of the Single Euro Payments
Area (SEPA) affects all banks operating in
Europe : It will change the payment products
the banks offer in their front office and the
payment processes they run in their back office -
when they communicate with other banks as
well as with Clearing and Settlement Mechanisms.
In order to operate in this new European
payments environment, banks need to achieve
SEPA Compliance. This means that they must
comply with the requirements defined by new
European legislation and the new self-regulatory
documents of the European Payments Council,
the European banking industry's decision - making
and co-ordination body on payments.
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Small banks need to decide now
how to organize their SEPA
clearing and settlement and the
search for a partner seems the
only choice for smaller banks.

Conclusion : The Way Forward for SEPA

Small banks need to decide now how to organize
their SEPA clearing and settlement and the search
for a partner seems the only choice for smaller
banks. Looking beyond SEPA, a partner may even
be able to add more services by taking over
the processing of additional products (e.g. TIP
processing and remaining post-SEPA local
domestic payments) or, when one is ready to
outsource more parts of the product value chain, by
taking over additional processes of the payment
value chain.

At this moment in time, looking for a future proof
partner may not be the greatest concern for small
banks; but, in order to be ready for SEPA, small
banks should think now about SEPA clearing and
settlement partners. This partner will organize their
routing of SEPA payments in such a way that
attractive prices and customized value added
services can be offered, while the outsourcing bank
can avoid investment, but it does not necessarily
need to be the partner for the future.

Keep in mind strategy for the long term, the
possibilities of SEPA at short notice and the
willingness to make investments. Anticipate
developments by staying flexible in sourcing
choices to make sure that benefit from the
competition that will arise in the clearing and
settlement market space.

The individual responsibilities and expectations
of each stakeholder group affected by SEPA
require more clarification, co-ordination and
governance. Everyone involved seems to be
shifting the responsibility for implementing
SEPA to others and this will only be to the
detriment of the end goal and the time in which
SEPA is achieved. "SEPA is not just a task for
banks but for everybody," affirmed SEB's Flismark.
"It should be a market-driven approach that
requires involvement from all stakeholders." It

remains to be seen whether this may require
support or pressure from the regulators.

As the appointed first movers, banks require more
certainty for the investment, development and roll
out of the new SEPA instruments. A clear position
from regulators in terms of the PSD being finalized
is crucial in meeting the January 2008 deadline.
Indeed, any form of clarification will benefit SEPA
migration in reaching critical mass in 2010.

By nature, the payments industry is a network
business meaning that standards are key. Even
though a subject of much discussion, SEPA
governance and standards remains unclear. The
ECB and Commission urge banks to speed up
adoption of common standards for customers to
make euro payments throughout Europe from a
single bank account, credit card or debit card.
Commissioner McCreevy also affirmed that
governments must quickly implement an EU
directive on an operating framework for a single
payments area otherwise "businesses and banks
cannot proceed with building the infrastructure in a
timely way."

There is no question that progress has been made
on SEPA, but there needs to be a re-think in terms of
communication strategies, and this applies to the
regulators and their relationship with the industry
and banks/financial service providers with their
corporate and consumer clients. The dialogue
between banks, corporates, retailers and public
administrations must be strengthened to raise
further awareness about SEPA, the features of the
new schemes and rulebooks, as well as the
opportunities and potential pitfalls of the proposed
system in order to move forward on SEPA
successfully.

Reachability is a key factor for the successful
implementation of Single Euro Payments Area. In
order for customers to fully reap the benefits offered
by the new pan Europeon payment instruments,
payments need to successfully travel from any
originating bank to any beneficiary bank in SEPA in
a timely manner without there being any gaps or
hurdles. Any bank that offers SEPA services needs
to ensure it can reach any other SEPA Compliant
bank in the European Union, the Europeon
Economic Area and Switzerland.
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McKinsey & Co's advised all stakeholder to "monitor References
the uncertainties" surrounding SEPA. Timing, market

1. SEPA Clearing and Settlement Challenges For Banks

momentum to full integration, economics, business Roderick Kroon, Enigma Business Consulting - Irene
models and the level of standardization are all critical Janssen, Enigma Business Consulting - 7
factors that remain open to discussion and debate. 2. The Eurosystem Vision : The Central banking System of

These uncertainties require close attention and 2 EF A

co-ordination by all : SEPA is. after all. a moving 3. Towards a Single Euro Payment Area : European Central
- ’ Bank, Objectives and Deadlines Fourth Progress Report

target - A move towards creation of Knowledge

Dynamic Economy first in Europe and then lessons @

to be learnt by other countries in the world.

Reverse Mortgage - Recent Developments in India

In the Union Budget 2007-08, the Finance Minister announced the introduction of a novel product for senior citizens - the 'reverse
mortgage'. This product enables a senior citizen, who is the owner of a house, to avail of a monthly stream of income against the

SPECIAL FEATURE

mortgage of his/ her house, while remaining the owner and occupying the house throughout his / her lifetime, without repayment or
servicing of the loan. Conceptually, reverse mortgage seeks to monetise the house as an asset and specifically the owner's equity
in the house. A reverse mortgage is just the opposite of a forward mortgage which requires the payment of the principal loan
amount along with interest on a monthly basis. This helps a borrower in retaining his home equity and hence increasing the home
value. But with reverse mortgages, there are no such monthly repayments and so the debts go on increasing. The home equity,
therefore, reduces to an extremely low value unless the property value keeps increasing. Therefore reverse mortgages are often
known as 'rising debt and falling equity'.

The genesis of reverse mortgage can be traced to developed countries where, due to higher standards of living, better access to
health care and higher life expectancy, people above 65 years constitute a major chunk of the population. The ever-rising cost of
pensions and health care for the old prompted insurance companies to introduce the reverse mortgage in the US, the UK and
Australia. In India, the National Housing Bank (NHB) has recently laid down the guidelines on reverse mortgage loans (RML) for
senior citizens. RMLs are to be extended by primary lending institutions (PLIs), viz., scheduled banks and housing finance
companies (HFCs) registered with NHB. The PLIs would have the freedom in this matter according to their individual perception of
the borrower and commercial judgements.

The reverse mortgage scheme would have the following features. The lender makes periodic payments (including lump sum
payments) to the borrower, i.e., the payment stream is 'reversed’, as compared to a conventional mortgage. The payment mode in
such a scheme might be of following types : either periodic payments (monthly, quarterly, half-yearly, annual) to be decided
mutually between the PLI and the borrower upfront or lump-sum payments in one or more tranches or line of credit, with an
availability period agreed upon mutually, to be drawn down by the borrower. The loan is not required to be serviced, i.e., no
payment of installment or interest, as long as the borrower is alive and in occupation of the property. The loan will be repaid on the
death of the borrower and the spouse (usually a co-obligant) or on permanent movement through sale of property. After adjusting
the principal amount of the loan and accumulated interest, surplus will go to the Estate of the deceased. The loan can be for a
maximum period of 15 years and can be prepaid together with accumulated interest at any point in time without any prepayment
charges. The interest rate (including the periodic rest) to be charged on the RML to be extended to the borrower(s) may be fixed by
PLI in the usual manner based on risk perception, the loan pricing policy and specified to the prospective borrowers. Fixed and
floating rate of interest may be offered by the PLIs subject to disclosure of the terms and conditions in a transparent manner, upfront
tothe borrower.

Principal benefits of the scheme are that it enables senior / elderly citizens owning a house but having inadequate income to meet
unexpected lump sum expenditure needs such as renovation / repairs to house, hospitalisation, etc. Even after the demise of the
borrower, the spouse can continue to stay in the house. If the spouse is co-borrower, he / she will continue to receive payment (up to
15 years from grant of loan). Payment received from a reverse mortgage is considered as 'loan' and not 'income' from tax angle.
Such a scheme can be a partial substitute for a social security scheme for home owning senior citizens and it will be particularly
useful to those with no / unwilling family to support them. However, the scheme involves re-valuation of the property mortgaged to
the lender at intervals that may be fixed by the lender depending upon the location of the property and its physical state. Therefore,
the success of such a scheme would depend upon an appropriate valuation/ pricing of the property by the lender.

Source : Trend and Progress of Banking in India 2006-07, RBI.
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Abstract

The subprime debacle of 2007 has caused deep
and wide-spread losses in the global financial
system and has brought ‘innovative’ structured
credit products such as CDOs under bitter criticism.
It is argued that while such ‘innovative’ products
provided liquidity which fuelled subprime lending,
they also led to a wide dispersion of credit risk which
exacerbated the contagion effect of the subprime
crisis which originated in the U.S but spread across
the global financial markets. Given this backdrop, it
is useful to understand the technologies used in
structuring ‘innovative’ credit product such as CDO
and the theoretical motivations underlying these
technologies. Using a typical CDO structure, this
paper investigates into the motivations underlying
the three essential technologies - pooling,
securitization and tranching - used in structured
credit products, and argues that there are sound
motivations which justify the relevance of CDOs as
a structured credit product.

1. CDOs and Subprime Crisis
1.1. Introduction to CDOs

‘Structured Credit’ may be defined as a
process of taking plain vanilla credit instruments
and ‘structuring’ them to meet certain goals,
which can include diversification, loss or payment
redistribution, hedging, principal protection,
achieving ratings targets or stability, and altering
a portfolio’s sensitivities to spread movements
and defaults [Mahadevan et al (2005)]. A widely
prevalent form of structured credit is Tranched Debt
Obligations, also referred to as Collateralized Debt
Obligations (CDO). A CDO comprises a series of
obligations that are dependent on the performance
of a portfolio of underlying assets (collateral)

such as loans, bonds, asset-backed securities,
mortgage backed securities, credit default swaps etc.

1.2. Growth of CDOs and Subprime Lending

The growth of Collateralized Debt Obligations
(CDOs) has been explosive during the past decade.
From hardly any issuance in 1995, more than $500
billion worth was issued in 2006. Since their
invention in the 1980s, CDOs have evolved into
innovative and complex structured products (such
as CDO-squared, CDO-cubed). About 40% of CDO
collateral is Residential Mortgage Backed Security
(RMBS). Almost three quarters of that is in
subprime' and home-equity loans, with the rest in
higher-quality, prime home loans®. The subprime
lending industry too has grown significantly since
the 1994. The industry has gone from representing
less than 5 percent of all originations to 20 percent.
On a dollar value basis they have gone from
$35 billion in 1994 to $625 billion in 2005. The
exponential growth in subprime lending since 1995
coincides with the exponential growth in CDO over
the same period. It is therefore widely argued that
CDOs were a vital source of liquidity to fund
subprime lending. This liquidity, coupled with a
benign credit environment marked by rising house
prices and low default rates, fuelled the growth in
subprime lending.

1.3. CDOs exacerbating the subprime crisis

A CDO transfers the credit risk of a pool of
underlying collaterals (such as RMBS) to investors
by slicing (or tranching) the collateral cash flows into
‘tailor-made’ securitized notes to offer leveraged
returns to investors with diverse risk/return needs.
Since CDOs are a mechanism for transferring credit
risk, it is argued that CDOs led to the widespread
dispersion of subprime credit risk. Demyanyk and

* The author is a Finance & Risk professional with Deloitte Touche & Tohmatsu India Pvt. Ltd. and can be reached on rbhatt@deloitte.com. The

views expressed are in his personal capacity and not that of the firm.

1. The term “subprime” refers to mortgagees who are unable to qualify for prime mortgage rates. Reasons for this include poor credit
histories (payment delinquencies, charge offs, bankruptcies, low credit scores, large exiting liabilities, high loan to value ratios).

[Crouchy and Turnbull (2008)]

2. http://www.marketwatch.com/news/story/subprime-mortgage-shakeout-cdosmay/ story.aspx?gquid=%7B620D90CA-3A9E-4A21

9591-E772D59E5CF3%7D. As on 3rd Oct 2007
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Hemert (2008) show while the subprime lending
market was growing exponentially, the quality of
subprime loans (collaterals) was deteriorating
sharply. The deterioration in quality of subprime
loans was not reflected in the subprime mark-up,
implying that the risk from subprime lending was
grossly understated. Eventually, with the subprime
crises several banks world-wide who held subprime
exposures, either through direct lending or via
CDOs, had to reprice their subprime portfolio and
take a substantial hit on their bottomlines.

The subprime crisis also affected institutions who
had off-loaded credit risk via securitization, but who
had guaranteed off-balance sheet Structured
Investment Vehicles (SIVs). SIVs invest in long-
term high-yielding securities including CDOs, and
raise short-term finance by issuing commercial
papers backed by these securities. As the prices
and market liquidity of these high-yielding securities
collapsed, SIVs found it almost impossible to
rollover the outstanding commercial papers. This
required the committed institutions to provide
emergency liquidity to the SIVs, thus in a way
bringing the credit risk back into their books.
Spaventa (2007) provides a lucid explanation
of how this return of credit risk fueled the
subprime crisis.

The impact of the subprime crisis is deep and far
reaching. In April 2008, the International Monetary
Fund (IMF) said that total financial losses stemming
from the housing turmoil and the global credit
crunch, including the securities tied to commercial
real estate and loans to consumers and corporates,
may reach US$945 billion over the next two years,
with US$565 billion directly related to the subprime
crisis. And losses at financial institutions are likely to
be saddled with half the potential losses, or about
US$440 to US$510 billion. Crouchy and Turnbull
(2008) provide a detailed analysis of the factors
which led to the subprime crisis.

It is argued that CDOs exacerbated the
contagion effect of the subprime crisis across the

global financial markets. The markets for asset
backed securities market and CDOs have come
to avirtual standstill.

1.4. Are CDOs still relevant?

Therefore, in light of the subprime crisis, CDOs
can be viewed as a double-edged sword where
on one hand they fuelled growth of fundamentally
risky subprime mortgages, and on the other hand
increased the systemic risk of contagion effect
in the event of subprime crisis. This leads one to
question the relevance of structured credit products
such as CDOs.

To address this question, it becomes imperative to
understand the motivations underlying CDOs. This
paper presents a theoretical overview of the
motivations underlying the technologies used in
such products. A typical CDO structure is used to
illustrate these technologies.

2.CDO Technologies

There is no, one universally accepted definition
of a CDO. The term CDO could refer to the
entire structure comprising a pool of credit risk
exposures’® (‘collateral’) segmented into tranches
and transferred to investors (BIS, 2005); to the
Special Purpose Vehicle* (SPV) that invest in the
pool of credit risk exposures (Madhevan et al,
2005); or to an asset-backed security whose
underlying collateral is typically a portfolio of bonds
(corporate or sovereign) or bank loans (Duffie and
Garleanu, 2001). To avoid ambiguity in the context
of this paper, the term CDO refers to the entire
structure; with the pool of credit risk exposures,
SPV and tranches being the principle constituents
of the structure.

Figure 2.1 shows a typical CDO structure, wherein
a SPV securitizes the cash flows from collateral
pool by tranching them into three classes of
securities (‘tranches’) namely Senior, Mezzanine
and Equity’. Pooling, Securitization, and Tranching
are the essential structured finance technologies
used in creating a CDO. Typically, cash flows

3. Credit Exposures could be assets such as bonds, loans, Asset-Backed securities (ABS), Residential Mortgage Backed Securities
(RMBS), Commercial Mortgage Backed Securities (CMBS) etc. These assets are exposed to credit/default risk of an underlying
entity or asset. For example, corporate bonds are exposed to credit risk of the issuing entity, RMBS are exposed to credit risk of the

mortgagor etc.

4. A SPV is a finite-lived, stand-alone legal entity to which the collateral is sold via a true sale at law. It is bankruptcy remote from the
seller of collateral, and thus protects investors in CDO tranches from bankruptcy of the original owner of the asset or any creditor lien.

[Refer Tavakoli (2003), Chapter 3 for detailed discussion on SPVs]

5. Securities whose values are aggregates of value or cash flows from a pool of assets.
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from and losses of a CDO are allocated to the
Tranches based on certain rules. In the given
example, the Equity (unrated) tranche bears the
first 5% of the losses, the Mezzanine (A rated)
tranche bears losses from 5% to 15% and the
Senior (AAA rated) tranche bears losses greater
than 15%.

Figure 2.1 : Typical CDO Structure

individual securities because security-specific
components of adverse selection get diversified
away inthe baskets.

3.2. Securitization

‘Securitization involves the pooling together
of many assets and then a partitioning of the
portfolio cash flows into a number of securities rank
ordered by seniority’. - Boot and Thakor (1993)

STRUCTURED FINANCE TECHNOLOGIES
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3. Underlying Motivations

The motivations underlying these technologies are
investigated in detail in this section.

3.1. Pooling

Pooling provides diversification benefits by
reducing the idiosyncratic risks of assets pooled.
In a perfect market (with no information
asymmetries), pooling may seem to be a redundant
exercise, since investors on their own can
apparently obtain the same resulting cash flow by
holding a diversified portfolio of the same securities
in the same proportions. However, Gorton and
Pennacchi (1993) advocate pooling by arguing that
creation of composite securities® is not redundant
and that in imperfect markets the return on these
composite securities cannot be replicated by
holding the individual underlying assets in the same
proportions. They also argue that in the presence of
information asymmetries, composite securities
offer a superiortrading vehicle in thatthey minimize
the less-informed investor’s losses to the insiders.
Similarly, Subrahmanyam (1991) shows that less-
informed traders may prefer baskets of securities to

The commonly referred motivations underlying
securitization are :

From the Securitization Motivation

Perspective of

Bank (or holder of
securitised assets)

Preference for cash over holding risk
assets to minimize regulatory capital
requirements

To offload risks

Broker - dealer To earn intermediation fees

Any firm with To redeploy cash in profitable
alternative profitable | opportunities to earn higher-returns
investment

opportunities and
limited access to

credit

From the perspective of a holder of securitized
assets, securitization is essentially a mechanism
to generate liquidity, transfer risk, manage a
balance sheet, and to reduce regulatory capital
requirements. DeMarzo and Duffie (1999) and
Duffie and Garleanu (2001) suggest that
securitization may improve liquidity and thereby
raise the total valuation to the issuer of the CDO.
Picker (1996) considers issuing asset-backed
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securities as an efficient way to fund asset growth
since it provides immediate liquidity and, by getting
loans off the balance sheet, reduces the amount of
capital needed to meet minimum capital adequacy
requirements.

3.3. Tranching

Fundamentally, the idea of tranching credit risk
is appealing because it allows separation of credit
risk from a bundle of risks associated with the
underlying collateral, and a potentially efficient
transfer of credit risks to investors based on their
risk appetites.

Theoretically, in a world where there are no
information asymmetries and where risks inherent
in the tranches are fully understood, investors would
invest in a CDO tranche to optimize their portfolio
mean-variance. Such efficient allocation of credit
risk would potentially lead to reduction in overall
systematic risk.

The motivations underlying tranching are well
explained in the rich body of literature on Security
Design. Tranching essentially involves partitioning
the cash flows from the pooled assets to meet
the risk/return needs of heterogeneous investor
pools.

Market imperfections such as information
asymmetry, market incompleteness, and arbitrage
opportunities make tranching a value-creating
proposition [Duffie and Garleanu (2001), DeMarzo
(2004), Mitchell (2004)].

Information Asymmetry

When information asymmetry exists where the firm
issuing securities has more information about the
potential cash flows associated with the underlying
asset pool than investors do, the issuer needs to
retain a portion (called equity) of the securities to
demonstrate alignment of interest and to induce
investors to buy into the securities. The amount of
equity retained by the issuer can be interpreted as a
signal of asset quality [Leland and Pyle (1977),
Myers and Majluf (1984)]. The higher the quality of
the asset, the more equity retained.

Boot and Thakor (1993) argue that there is added
value (to the issuer) by splitting an asset into two
separate securities, one informationally sensitive
(equity tranche), the other less so (debt tranche).

DeMarzo (2004) argues that tranching allows an
intermediary to take advantage of the ‘risk
diversification’ effect of pooling to create a low risk
and highly liquid security (debt). For a large pool of
not too highly correlated assets, the benefits of risk
diversification outweigh the costs of ‘information
destruction effect’ (from pooling), and hence
pooling followed by tranching is an optimal
structure.

Thus, theoretically, an optimum tranche structure
would fully reflect the information available to the
CDO originator and thus mitigate the information
asymmetry risk to investors.

Market Incompleteness

Market incompleteness refers to the lack of
financial products to cater for specific risk / return
needs of investors. The notion of using contingent
claims on existing assets to improve market
efficiency by completing markets was put forth
by Ross (1976). CDO tranches are essentially
contingent claims (derivatives) on an underlying
asset pool. Gaur et al (2003) suggest that CDO
originators / arrangers can take advantage of
incomplete financial markets by ‘packaging’ assets
via pooling and tranching. They argue that if
packaged assets help to complete markets,
market will place a premium on them and the
originator can profit from pooling and tranching.

Arbitrage Opportunities

Arbitrage opportunities arise due to investor
segmentation and pricing differential among assets
(such as corporate bonds) which may be included in
the collateral pool.

Arbitrage Opportunities due to investor

segmentation

Investors in financial markets are segmented in
terms of their preferences, investment mandates,
regulatory controls etc. Knowledge of specific
investor needs may allow arrangers to design
tranches of CDO to fit the needs of diverse investor
segments (without violating constraints). Arrangers
can take advantage of this investor-specific
knowledge by practicing price discrimination and
capturing part of the premium that the investor
is willing to pay for in the customized product
(Mitchell, 2004).
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Arbitrage opportunities due to pricing differentials

Pricing differentials among assets which may
be included in the collateral pool could create
arbitrage opportunities. Such opportunities could
be exploited by pooling, securitization, and
tranching.

4.Conclusion

While CDOs have come under severe criticism in
the wake of subprime crisis, there are sound
motivations which justify the relevance of CDOs as a
useful structured credit product. Pooling provides
investors diversification benefits and a superior
trading vehicle in an imperfect market in the
presence of information asymmetries. Securitization
enables risk-originators to offload risk, as well as
generate liquidity and minimize regulatory capital
requirements. Tranching enables mitigation of the
problems arising from information asymmetry and
the risk of Moral Hazard arising from securitization.
Further, tranching helps in improving market
efficiency by creating financial products which cater
to specific risk-return needs of investors.
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Good Morning every body. | am indeed happy to be
amidst all of you for the Seminar on Financial
Inclusion. |, congratulate the Indian Institute of
Banking & Finance for organising the seminar which
aims at providing in-depth knowledge on the various
aspects of Financial Inclusion as also to inspire the
bankers to view Financial Inclusion as an engine of
social change. Atthe outset | wish all the best for the
Seminar. | though it fit to dwell on the initiatives
taken by the Reserve Bank of India in general on
Financial Inclusion and Financial Literacy and the
Regional Office, Bangalore in particular.

The Indian economy is growing at a steady rate of
8.5 percent to 9 percent over the last five years or so.
However, industry and services sector have been
the key drivers to this growth process. Agriculture is
growing at a little over 2 percent. The potential for
growth in the primary and SME sector is enormous.
Limited access to affordable financial services such
as savings, loan, remittance and insurance services
for the vast majority of the population in the rural
areas and un-organised sector is believed to be
acting as a constraint on the growth impetus in these
sectors. Access to affordable financial services-
especially credit and insurance-enlarges livelihood
opportunities and empowers the poor to take, care of
him as also his family’s economic well being. Such
empowerment aids social and political stability.
Apart from these benefits, financial inclusion imparts
formal identity, provides access to the payments
system and to savings safety net like deposit
insurance. Hence, financial inclusion is considered
to be critical for achieving inclusive growth, which
itself is required for ensuring overall sustainable
growth in the country.

Financial inclusion, the current buzzword, refers to
the delivery of banking services at an affordable
cost to the vast sections of disadvantaged and low-
income groups. Internationally, the governments
and the financial regulators in the USA, UK, Canada,

Devaki Muthukrishnan *

France, Australia, Belgium, etc. had undertaken
policy initiatives much earlier to eliminate banking
and financial exclusion. Financial exclusion can
be thought of in two ways. One is exclusion from
the payments system j.e. not having access to a
bank account. The second type of exclusion is from
formal credit markets, forcing the excluded to move
towards the costly option of informal and exploitative
markets. After nationalisation of major banks in India
in 1969, there was a significant expansion of branch
network in the unbanked areas and stepping up of
lending to agriculture, small industry and business.
More recently, the focus is on establishing the basic
right of every person to have access to affordable
basic banking services.

The financially excluded sections largely comprise
marginal farmers, landless labour, oral lessees,
self employed and unorganized sector enterprises,
urban slum dwellers, migrants, ethnic minorities
and socially excluded groups, senior citizens and
women. There are a variety of reasons for financial
exclusion. In remote, hilly and sparsely populated
areas with poor infrastructure, physical access itself
acts as a deterrent. From the demand side, lack of
awareness, low incomes / assets, social exclusion,
illiteracy act as barriers. From the supply side,
distance from branch, branch timings, cumbersome
documentation and procedures, unsuitable
products, language, staff attitudes are common
reasons for exclusion. All these result in higher
transaction cost apart from procedural hassles. On
the other hand, the ease of availability of informal
credit sources makes these popular, even if costlier.
The requirement of independent documentary proof
of identity and address can be a very important
barrier in having a bank account, especially for
migrants and slum dwellers.

Recent Initiatives by the Reserve Bank of India

The Reserve Bank of India has taken a number of
measures in recent years to effectively address the

* Regional Director, RBI, valedictory address delivered at the Institute's annual seminar at Dharwad.
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issues relating to financial exclusion. The Union
Finance Minister and the Governor of RBI have
urged the banks to review their existing business
practices so as to align them with the objectives
of financial inclusion. In November 2005, banks
were advised to make available a basic banking
‘no-frills’ account with low or nil minimum balances
and charges, to expand the outreach of such
accounts to vast section of the population. Banks
are required to make available all printed material
used by retail customers in the regional language
concerned. In order to ensure that persons
belonging to low income group, both in urban and
rural areas do not encounter difficulties in opening
bank accounts, the Know Your Customer (KYC)
procedures for opening accounts has been
simplified for those persons with balances not
exceeding Rs.50000/- and credits in the accounts
not exceeding Rs.100000/- in ayear.

Banks have been asked to consider introduction of
a General purpose Credit Card (GCC) facility up to
Rs.25,000/- at their rural and semi urban branches.
The credit facility is in the nature of revolving credit
entitling the holder to withdraw up to the limit
sanctioned. Based on assessment of household
cash flows, the limits are sanctioned without
insistence on security or purpose and end use.
Interest rate on the facility is completely
deregulated. A simplified mechanism for one-time
settlement of overdue loans up to Rs.25,000/- has
been suggested for adoption. Banks have been
specifically advised that borrowers with loans
settled under the one time settlement scheme will
be eligible to re-access the formal financial system
forfresh credit.

In January 2006, banks were permitted to utilise
the services of non-governmental organisations
(NGOs / SHGs), micro-finance institutions and
other Civil Society Organisations as intermediaries
in providing financial and banking services through
the use of business facilitator and business
correspondent (BC) models. The BC model allows
banks to do ‘cash in-cash out’ transactions at the
location of the BC and allows branchless banking.
A multilingual website in 13 Indian languages on
all matters concerning banking and the common
person has been launched by the Reserve Bank on
18 June 2007.

Financial Inclusion-Karnataka Experience

In Karnataka, with the proactive involvement of the
Reserve Bank of India, Bangalore, the banking
community successfully launched and completed
the first phase of Financial Inclusion viz., provision
of no frills accounts to every household in all the 29
districts. The opening of accounts in the Bangalore
metro has been completed to the extent of 95% and
above. The bank branches spread over the entire
state has already been in partnership with the
Government of Karnataka, by opening ‘No frills
accounts’ of all the NREGP workers and routing the
wages through these accounts at no cost of the
GOK, in all the eleven districts covered by the
scheme. In addition, all the welfare / sponsored
schemes implemented by the GOI / GOK are
being routed through the ‘No frills accounts’ opened
by the branches. Financial inclusion was
implemented in Karnataka, unlike in other states,
under the Service Area Approach-Lead Bank
Scheme by all the bank branches operating in the
State. The campaign was driven and monitored at
the block and district level by the Lead District
Officers of Reserve Bank of India, Bangalore.

IT Enabled Financial Inclusion

The use of IT solutions for providing banking
facilities at doorstep holds the potential for scalability
of the financial inclusion initiatives. Pilot projects
have been initiated using smart cards for opening
bank accounts with bio-metric identification. Link to
mobile or hand held connectivity devices ensure
that the transactions are recorded in the bank's
books on real time basis. Some state governments
are routing Social Security Payments as also
payments under the National Rural Employment
Guaranted Scheme through such smart cards. The
same delivery channel can be used to provide other
financial services like low cost remittances and
insurance. The use of IT also enables the banks
to handle the enormous volume of transaction for
millions of households for processing, credit scoring,
credit record and follow up.

It is now well recognized that provision of banking
and financial services at the habitat level in villages,
at affordable cost, with low entry levels and
operated by local persons would substantially
enhance financial inclusion. The prohibitive costs
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of branch banking which made small ticket
transactions unviable have now been solved by
the developments in information technology. It is
now possible to reach out to the remote corners
of the country and operate banking services
with the help of small hand held devices or
mobile phones which communicate with a central
server, thus, providing core banking services at
affordable cost. The term ‘information technology
enable financial inclusion’” now can be defined
as provision of banking and other financial services
to the hitherto excluded section of population
in a variety of ways including through the medium
of business correspondents with the help of
the latest developments in information and
communication technology.

The annual policy for the year 2007-08 of RBI
also urged the banks to scale up efforts for IT
based financial inclusion and develop technologies
that are highly secure, amenable to audit and
follow widely accepted open standards to allow
interoperability among the different systems
adopted by different banks. The enabling
provisions and support of the Reserve Bank has
seen important pilot projects in use of IT for
extending the banking outreach for the presently
excluded sections of population. The Finance
Minister in his budget for 2007-08 has announced
the setting up pf two funds for financial inclusion,
for Rs.500 crore each. The scope of these funds
is being worked out. Setting up of financial literacy
centres and credit counselling on a pilot basis,
launching a national financial literacy campaign,
forging linkages with informal sources with suitable
safeguards through appropriate legislation,
evolving industry wide standards for IT solutions,
facilitating low cost remittance products are some
of the initiatives currently under way for furthering
financial inclusion.

IT Enabled Financial Inclusion In Karnataka

Having completed the First Phase of 100%
Financial Inclusion in the state of Karnataka,
RBI, Bangalore proactively initiated action on
the IT enable Financial Inclusion. IT constituted
a Sub-Committee of the Empowered committee
on RRBs to draw a road map for implementation of
IT enabled Financial Inclusion. The Sub-Committee
comprising of General Managers of all the Lead

banks in the State, two representatives from RBI
and SLBC Convenor, met four times and agreed in
principle to adopt IT Enabled Financial Inclusion in
the entire state of Karnataka. To begin with it was
proposed to route the payments under NREGP
and social Security Pension under the IT enabled
solution. They have also proposed to implement
the project on a pilot basis in Chitradurga, Bellary
and Gulbarga. As Government of Karnataka is a
major partner besides the banking community in
this initiative, a high level meeting with the Chief
Secretary and other senior officials of GOK with
Chairmen and Managing Directors of the major
Lead Banks of Karnataka was organised by the
Regional Office of the Reserve Bank of India,
Bangalore on April 15,2008. It was decided to form
a project Implementation Committee to implement
the project in whole of Karnataka and in the three
districts on a pilot basis.

Financial Literacy

One of the main reasons for a large percentage of
the country’s population remaining outside the
formal financial system is the lack of adequate
financial education / literacy among the masses.
In India, the need for financial education is ever
greater considering the low levels of literacy and
the large section of the population, which is still
out of the formal financial set-up. Thus, financial
literacy assumes greater importance, in the present
context, to enhance the ability of the masses to
effectively use the available financial resources to
improve their well being.

Towards this end, the Reserve Bank of India has
undertaken a project titled ‘Project Financial
Literacy’. The objective of the project is no
disseminate information regarding the central bank
and general banking concepts to various target
groups, including, school and college going
children, women, rural and urban poor, defence
personnel and senior citizens. RBI, Bangalore
has released, under its FIN-LIT project a series
of four comic books, in English and Kannada,
dealing with (i) introduction to basic banking,
(i) deposits, (iii) SHG loans especially agricultural
loans and other livelihood loans like Govt.
sponsored schemes, etc. and (iv) other lifestyle
enhancing loans like housing loans, vehicle
loans, etc. and other products like ATM cards
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debit, credit cards. A short film, based on the
frames of the books, with voice over in Kannada
has also been released. As an initiative in reaching
out to a larger audience, the office had put up
a stall in the Mysore Dasara Exhibition where
this film was screened along with other information
of relevance to the common man. The whole project
of writing the stories and doing the illustrations was
undertaken in-house. These booklets in CD form
have also been distributed among the Chairmen of
Commercial banks, RRBs and CEO, ZPs with a
request to arrange wide publicity.

The absence of proper financial counselling,
coupled with inadequate financial literacy levels
has often resulted in pushing the consumers
towards costlier options and eventual debt traps.
Thus, there is a need for financial counselling in
all the areas. The objective of these centres is to
advise people on gaining access to the financial
system including banks, creating awareness
among the public about financial management,
counselling people who are struggling to meet their
repayment obligations and help them resolve their
problems of indebtedness, helping in rehabilitation
of borrowers in distress, etc. Some of these Credit
Counselling Centres (also known as knowledge
centres) even train farmers / women groups to
enable them to start their own income generating
activities to earn a reasonable livelihood. The
Reserve Bank of India has on April 3, 2008 placed
on its website, a Concept paper on Financial
Literacy and Credit Counselling Centres for public
comments. The paper has three parts: Part-A deals
with matters relating to financial literacy, Part-B
deals with those relating to credit counselling
and Part-C outlines the suggested Scheme for
Financial Literacy and Counselling Centres.

RBI advised the Convenor banks of the State /
Union Territory Level Bankers’ Committees in May
2007 to set up, on a pilot basis, a financial literacy-
cum-counselling centre in any one district in the
state / union territory coming under their jurisdiction.
Further, on the basis of the experience gained, the
Lead Banks concerned were advised to set up such
Centres in other districts. In Karnataka, three such
centres were opened at Chitradurga, Bijapur and
Belgaum by Canara Bank, Syndicate Bank and
Karnataka Vikas Grameen Bank respectively.

Banks should understand the business potential
in the rural markets, and decide the kind of
delivery channels required for meeting the banking
and remittance needs of the rural population. Today
the branch is not the only way of delivering the
banking services. All options such as mobile and
statelite phones, rural ATMs, smart cards, use of
intermediaries need to be explored to penetrate
into the rural areas so as to reduce credit risk and
transaction cost. Financial inclusion should be led
by understanding the needs of the customer rather
than achieving targets. In rural areas banks are
expected to reach out rather than a numbers
game. There should be a clear focus on relatively
under-banked and underserved areas rather than
competing aggressively in already under-banked
and underserved areas rather than competing
aggressively in already served areas. Technology
can be leveraged to increase delivery channels at
lower cost.

Through co-ordinated efforts of RBI bank and state
Government | am sure great progress can be made
in financial inclusion, literacity and counseling which
will ensure sustainable and inclusive growth in the
country.

Thankyou.

@
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Credit Guarantee Fund Trust for Micro and
Small Enterprises (CGTMSE) was set up by the
Govt. of India and SIDBI in August 2000 with the
object of motivating banks to provide credit to
enterpreneurs without the hassles of collaterals /
third party guarantees. It provides guarantee
support to banks and lending institutions for their
exposure to the micro and small enterprises
sector. The Board of Trustees of CGTMSE
prepared a scheme for providing guarantee
cover for the advances given to micro and small
enterprises certain changes have been made
in the scheme prepared initially to meet the
changing requirements and liberalise the scheme
for motivating the lending institutions to provide
credit to MSE sector. The present position of the
schemeisasunder:

1. Eligible Lending Institutions

Schedule Commercial Banks and also selected
Regional Rural Banks classified as sustainably
viable by NABARD are eligible to enrol as Member
Lending Institutions (MLIS) under the scheme.
Other lending institutions approved by Govt. of India
are also eligible to join as MLIs. SIDBI, National
Small Industries Corporation Ltd. (NSIC) and North
Eastern Development Finance Corporation Ltd.
(NEDFi) have been enrolled as MLlIs after approval
of the Government of India.

Scheduled Co-operative Banks, Urban Co-
operative Banks and Non-Banking Financial
Companies are not eligible for availing guarantee
cover underthe CGTMSE.

2. Registration of Lending Institutions with
CGTMSE

Eligible lending institution has to enter into an
agreement with the CGTMSE for availing guarantee
facility.

Operations under the Scheme are done online
through web-based B2B E-Business Model Software

MLIs are allotted unique Member ID, User ID and
Password at their Zonal / Regional Office level.

MLIs can access CGTMSE’s website for online
transactions using their Member and User IDs.

3. Credit Facilities eligible for Guarantee Cover

Credit facility (both term credit and working capital
credit) sanctioned to micro and small enterprises as
defined under Micro, Small and Medium Enterprises
Development Act, 2006 (both manufacturing and
service sector excluding retail trade) can be covered
under the scheme subject to following conditions :

e Lender should extend credit without obtaining
any Collateral Security / Third Party Guarantee.

e Borrower should avail credit from a single
Bank / Financial Institution. However, credit
facility extended for expansion / modernisation,
working capital to an existing assisted unit of
SFC/NSIC/NEDFi/SIDBI, etc. can be covered
underthe scheme.

e Interest rate levied should be in accordance with
Government / Reserve Bank of India guidelines
and should not be more than 3% over the Prime
Lending Rate of the Lending Bank/ Institution.

e Lending bank should adhere to RBI Guidelines
on “Lending to Priority Sector” in this regard.
4. Guarantee Cover

Guarantee cover is extended up to Rs.50 lakh per
borrower. In case of default, CGTMSE compensates
the lending institution up to 75% (i.e. 37.50) lakh of
the loss incurred by it.

Guarantee cover is raised from 75% to 80% in the
following cases:

e Micro enterprises forloans up to Rs.5 lakh

e Micro and small enterprises operated or owned
by women and

e All loans in the North Eastern Region (including
Sikkim)

* Advisor, Small Industries Development Bank of India, Lucknow.
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5. Lodging of Applications

MLIs may lodge applications with CGTMSE for
credit facility sanctioned in a particular calendar
quarter, latest by the end of the next calendar
quarter. For example, application for credit facility
sanctioned between 01-04-2008 and 30-06-2008
may be lodged latest by 30-09-2008. Thus,
maximum time of 6 months and minimum time of 3
months is available for loading the applications. In
case of working Capital Credit date of renewal can
be taken as date of sanction.

6. Guarantee Fee

Guarantee fee is a one time fee and it should be paid
upfront to the Trust by the bank / institution availing
of the guarantee within 30 days from the date of
approval of guarantee application by CGTMSE or
from the date of first disbursement of credit facility in
case of term loan, whichever is later. At present,
guarantee fee is one per cent in the case of credit
facility (comprising term loan and / or working
capital facility) sanctioned upto Rs. 5 lakh and 1.5
per cent in the case of the credit facility sanctioned
above Rs. 5 lakh. For units located in North Eastern
Region ( including Sikkim), the guarantee fee is
payable at the rate of 0.75 per centonly.

7.Service Fee

Service fee is paid annually at the rate of 0.50 per
cent of sanctioned credit facility upto Rs.5 lakh and
at the rate of 0.75 per cent of sanctioned credit
facility above Rs.5 lakh for all accounts for which
guarantee coverisin force in afinancial year.

Service fee should be paid within 2 months from
the end of the financial year i.e. before May 31 of
the year. If payment is not made within stipulated
period, guarantee cover lapses.

8. Payment of Guarantee fee and service fee
Guarantee fee and Service fee is paid by the
lending institution to CGTMSE. If desired by the
lending institution, it may recover the amount from
the borrower.

9. Tenure of Guarantee cover

Tenure of Guarantee Cover for Term Credit,
Combined Working Capital & Term Credit and
Composite Credit continues upto the tenure of Term
Credit/ Composite Credit.

Where Working Capital Credit alone is sanctioned,
the tenure continues for block of five years.
Thereafter, MLI should apply for renewal of
Guarantee Cover.

10. Registration of claims

In case of default, claim can be registered with
CGTMSE subject to following conditions:

e Guarantee cover should be in-force, in other
words there should not be any arrears in payment
of fee. Service fee should continue to be paid till
disbursement of firstinstalment of claim.

e Claim can be lodged only after lock-in period.
Lock-in period is for 24 months from the date
of the start of guarantee cover or final date of
disbursement in case of term loans, whichever
is later.

e Account should have been classified as NPA.

e Recall notice should have been issued to
the borrower.

o Recovery proceedings should have been initiated.

e Suit for recovery from Primary security should
be filed with Lok Adalat / RRA / Civil Court /
DRT / SARFAESI Act. If recovery proceedings
are initiated under SARFAESI Act, physical
possession of security, as per Section 13(4) of
the Act, has to be taken.

e Subsidy availed, if any, should be indicated.
e Declaration and Undertaking is to be signed by

an officer not below the rank of Assistant General
Manager.

11. Claim Settlement
e Claimis settled in two instalments.

e Firstinstalment of 75 per cent of the claim amount
admissible by CGTMSE is paid within 30 days of
receipt of complete information.

e CGTMSE is liable to pay penal interest at
prevailing Bank Rate, if it delays payment of
firstinstalment beyond 30 days.

e Second instalment i.e. balance 25 per cent of the
claim amount admissible, is paid after conclusion
of recovery proceedings.

e Claim is settled up to 75% / 80% of the amount
in default. Amount in default includes principal
and interest outstanding in the account as on
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date of NPA subject to maximum of credit
sanctioned.

Recoveries made after NPA date / payment
of first instalment of claim should be remitted
to CGTMSE (after deducting legal expenses,
if any)

MLP’s may enter into OTS or Compromise
Settlement with defaulted borrower as per
RBI / Internal Guidelines. CGTMSE’s interest
has to be safeguarded in any such settlement
and MLI shall intimate terms of such settlement
to CGTMSE.

On completion of recovery proceedings, final
loss is shared by CGTMSE and MLI in the
ratio 75:25 / 80:20 subject to the maximum
ceiling specified under the scheme (i.e.
Rs.37.50lakh/Rs.40 lakh, respectively).

Settlement of claim amount in two instalments can
be clarified by the following example :

Outstanding amount in default
- Rs.40lakh

Guarantee cover available (75% / 80% of the
amountin default

- Rs.30lakh/32lakh

Payment of first instalment by CGTMSE
(75% of the claim amount admissible by
CGTMSE)

- Rs.22.5lakh/24lakh

Payment of second instalment on conclusion of
recovery proceedings, presuming that no recovery
is made (Balance 25% of claim amount admissible
by CGTMSE)

- Rs.7.5lakh/8lakh

12. Clarifications on Operational Issuse regarding CGTMSE

Clarifications on certain operational issues raised during the implementation of the scheme are as under:

Sr. Issue

1.

Whether all private sector banks or a
foreign bank is eligible for guarantee cover?

Clarification

Yes, provided it is a commercial bank listed in
the Second Schedule of the Reserve Bank of
India Act.

2. | Whether Regional Rural Bank is eligible for Yes, provided it has been classified as a
guarantee cover? ‘sustainable viable’ by NABARD.
3. | Whether SFCs, Twin Function IDCs, They are not eligible institutions at present.
Scheduled Co-operative Banks, Urban
Co-operative Banks and Non-banking
Finance Companies are eligible for availing
guarantee cover?
4. | Is it necessary that borrower avail credit from | The borrower should avail credit facility from
a single bank? a single bank only. However, credit facility
sanctioned by a bank to an assited unit of SFC /
NSIC / NEDFi / SIDBI, etc. can be covered
under the scheme subject to the condition that
no CGTMSE cover has been obtained for the
earlier assistance.
5. | Whether CGTMSE does re-appraisal of the CGTMSE has trust in the lending institutions
proposals? and does not conduct re-appraisal of the
proposals. Lending institutions are expected
to take necessary precautions as prescribed
by their internal guidelines for the loans given
by them.
6. | Whether the loan above Rs.50 lakh is Yes, provided the entire credit facility is

eligible for guarantee cover?

extended without any collateral security.

—Y
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Sr. Issue Clarification
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CGTMSE will restrict its claim presuming that

loan amount is up to Rs.50 lakh only. In such
cases, guarantee / service fee is to be paid at

g the prescribed rate presuming that the credit

e facility is upto Rs.50 lakh only.

IE 7. | Can a bank avail guarantee facility for one Bank can avail guarantee cover for the

Lid loan given without collateral and having loan given without collateral provided it is

s another loan with collateral? independent of the other loan which has

=l collateral security and the existing collateral

s is not extended by the lender to the loan

(=) covered under CGTMSE.

E 8. | Can the credit facility extended to a borrower | Yes, provided the lending institution relinquishes

(7] against a collateral security be covered if the its rights on the collateral assets and releases
lending institution relinquishes its rights on the | the same in favour of the borrower prior to
collateral security? seeking guarantee cover.

9. | Is there any ceiling in respect of interest to be | The lender has to follow the guidelines issued
levied on the credit facility advanced to the by RBI regarding charging of interest on the
borrower if the same is to be covered under credit. However, the rate of interest should not
the scheme? exceed 3% over and above Prime Lending

Rate (PLR) of the lender. In addition to interest,
fee payable to the Trust may be charged from
the borrower.

10.| Whether non-fund based limits are covered Yes, provided all conditions as applicable
under the guarantee scheme? for fund based limits are complied with for
non-fund based limits also.
11.| Is it necessary for the lending institution No. Credit institution can seek guarantee only for
to cover all its advances to micro and small the advances desired by them. The guarantee
enterprises under guarantee scheme? will commence from the date of payment of

guarantee fee (the date on which the fee is
credited to the account of CGTMSE). Guarantee
fee should be paid within 30 days of the
approval of guarantee application by CGTMSE
or from the date of first disbursement of credit
facility in case of term loan, whichever is later

12.| Can a lending institution cover credit facilities | The credit facility which has already become
which have already become NPA? NPA or bad or doubtful of recovery cannot be
covered under the scheme.

13.] Where the credit facilities are partially covered | Any credit facility which has been covered
under ECGC, is it possible to avail guarantee | partially or fully under the Guarantee Scheme

cover to the extent not covered by ECGC of any other Agency will not be eligible to be
under CGTMSE guarantee scheme? covered under the Credit Guarantee Scheme
operated by the Trust.
14.| Whether the personal guarantee of the Yes. The personal guarantee of the promoters
promoters can be obtained for sanctioning can be obtained, but third party guarantee
credit facility? should not be obtained.

m April - June 2008 THE JOURNAL OF INDIAN INSTITUTE OF BANKING & FINANCE




Sr. Issue

15.

What is the difference between primary
security and collateral security?

Clarification

Primary security is the assets created out of the
credit facility extended to the borrower. It may
be clarified that assets appearing in the books
of the borrowing entity can be considered as
primary security for the purpose of CGTMSE
cover. Collateral security is any other security
which is not in the books of the borrowing
entity and offered for the said loan. Lending
institutions can obtain primary security but not
the collateral security.

—Y

16.

Whether the credit facility for rehabilitation /
nursing of the sick unit can also be eligible
for guarantee under the scheme?

The eligible borrower unit which is already
covered under the scheme and subsequently
become sick due to factors beyond the control
of the management, the additional assistance
for rehabilitation extended by the lenders can
be covered under the guarantee scheme
subject to the overall ceiling of Rs.50 lakh.

17.

Under what circumstances the guarantee
cover obtained by the lender in respect of
particular borrower will lapse?

The guarantee cover given by the Trust to the
lender in respect of credit facility to a particular
borrower will lapse as a result of any of the
following situations :

i) It is subsequently brought to the knowledge
of the Trust that the lender has obtained
collateral / third party guarantee from the
borrower while sanctioning the particular
credit facility which has been covered under
the guarantee.

i) It is subsequently gathered that the lender
has advanced second / subsequent credit
facility to the borrower with collateral / third
party guarantee and extended the scope of
collateral / third party guarantee to the existing
credit facility for which guarantee cover has
been obtained from the Trust.

iii) Annual service charge is not paid to the
Trust by the specified period or such extended
time limit as may be granted by the Trust.

(iv) There is change in the management of the
borrower which has not been brought to the
notice of the Trust.

(v) The borrower unit undertakes another
activity which is otherwise not eligible for
obtaining the guarantee cover from the Trust.

18.

When can the lender invoke the guarantee
given by the Trust in respect of credit facility

The lender shall prefer a claim on the defaulted
account on recall of loan and initiation of
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Sr. Issue

advanced by it to the eligible borrower?

Clarification

recovery proceedings by filing a suit in the
Civil Court / Lok Adalat / RRA / DRT /
SARFAESI Act. If recovery proceedings

are initiated under SARFAESI Act., physical
possession of security has to be taken. Merely
giving a notice is not sufficient. The lender can,
however, invoke the guarantee given by the
Trust only after the lock-in period of 24 months
either from the date of last disbursement of
credit to the borrower or from the date of the
guarantee cover coming into force in respect
of the particular credit facility, whichever is later.

19.| How the claim of lender will be settled by the
Trust in respect of defaulting account?

After satisfying itself about the procedural
aspects met by the lender, regarding
lodgement / preferment of claim for guarantee,
the Trust will pay 75 of the claim amount
admissible by CGTMSE within 30 days of
receipt of complete information. The balance
25% of the claim amount admissible shall be
paid on conclusion of the recovery proceedings.

20.| Whether the responsibility to recover the
defaulted credit is taken over by the Trust
after the settlement of claim (75% / 80%

of the guaranteed amount)?

The lender continues to remain responsible to
take all efforts in recovery of credit advanced
to the borrower who had defaulted, even after

the settlement of the claim by the Trust.

Conclusion

The guarantee scheme of CGTMSE will go a long
way in assisting micro and small enterprises for
getting financial assistance without collateral
security / third party guarantee. The mind set of the
bankers is also gradually changing. In the past,
banks used to ask for collateral security before
going for appraisal of the loan proposal. Now,

as a result of the guarantee scheme, they are
considering viability of the project even when the
borrower is not able to provide collateral security /
third party guarantee. It will help the micro and small
enterprises to get financial assistance without any
hassles of arranging for collaterals / third party
guarantees.
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| feel it a privilege to be associated with today's
function as a tribute to the late Mr. M. R. Pai,
the doyen of consumer activism in India. He
successfully championed the cause of consumers,
particularly bank depositors, during a different
economic setting when the institutional dynamics
were different, particularly for the public sector, and
customer as a generic entity had not acquired
the high pedestal in public discourses and
management meetings. Times have changed. But
as a Sanskrit saying goes...kadachit anidrishyam
jagat. The world has always been the same and
consumer issues in the new economic order remain
as pressing as ever, even more so. Even in
developed countries issues relating to customer
protection and financial inclusion are finding
increasing focus. There is as much need for a
Mr. Pai today, as it was then in putting across
consumer issues to the fore in an effective manner.

In my address today, | intend to share my
perspective on the evolving nature of banks'
relationship with its individual customers and
the new challenges in this regard. The role of banks
in intermediation of financial needs of different
classes of customers has undergone significant
changes. For the sake of convenience, banks'
various roles vis-a-vis their customers can be
broadly categorized as (i) acceptors of deposits
(i) credit providers (ii) providers of payments
and remittances services (iv) provider of foreign
exchange services (v) facilitators in circulation of
currency notes/ coins; and (vi) providers of financial
instruments.

One of the defining features of the process of
reforms initiated in the early nineties was the
deregulation of interest rates. On the deposit side,
interest rates on all deposits, except savings
accounts, have been de-regulated. Similarly, on the
bank lending, rates to be charged by the banks on

Shyamala Gopinath *

most of the credit facilities have been deregulated
except a small component for lending related
to certain segments. Simultaneously, in 1993, as
per the new licensing policy, fresh licenses were
issued to a few private sector banks with the
objective of enhancing the level of competition
in the sector. One of the expected outcomes of
this policy was expanding the reach of banking
services, both in qualitative and quantitative
terms. Technology emerged as the backbone
of banking operations, revolutionizing service
delivery through new platforms and channels. But it
became evident gradually, these developments
created more challenges for the customer in terms
of service quality, non-human interface, unsolicited
marketing of products, ever-increasing fine-prints
on documents etc. all of which got compounded on
account of basic financial unawareness on part of
the ordinary customer.

Self regulation by the banking industry would
have been the ideal redressal for the emerging
challenges. But due to heterogeneous and complex
nature of the problems coming to light, some
regulatory initiative had become necessary. In the
mid term review of the Monetary and Credit
Policy 2003-2004, it was decided to review the
level of public service provided by the Reserve
Bank and banks, and to evolve appropriate
incentives to facilitate change on an ongoing
basis. Accordingly, the Committee on Procedures
and Performance Audit on Public Services was set
up. The Committee focused on the inadequacy
in banking services available to common person
and looked into the need to (i) benchmark the
current level of service, (ii) review the progress
periodically, (iii) enhance the timeliness and quality,
(iv) rationalize the processes taking into account
technological developments, and (v) suggest
appropriate incentives to facilitate change on

* Address by Deputy Governor, Ms. Shyamala Gopinath at the 4" M. R. Pai Memorial Award Function organized by the

AllIndia Depositors’ Association at Mumbai on April 8, 2008.
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an ongoing basis. Following the Committee's
recommendations, various important customer
service regulations were issued, notable among
them being the guidelines on facilitating the
payment to survivor / nominee of a deceased
depositor, simplifying the KYC requirements,
collection of cheques and facilitating operations
in bank accounts. Simultaneously, a series of
measures was taken to improve the institutional
mechanism within as well as outside the banks to
improve the quality of customer service.

e All the banks were advised to constitute a
Customer Service Committee of the Board with a
view to strengthening the corporate governance
structure in the banking system and also to bring
about ongoing improvements in the quality of
customer service provided by the banks.

e In order to encourage a formal channel of
communication between the customers and the
bank at the branch level, banks were advised to
take necessary steps for strengthening the
branch level customer service committees with
greater involvement of customers. Further as
senior citizens usually form an important
constituency in banks, banks were advised to
preferably include a senior citizen in the branch
level committees.

e The Banking Ombudsman Scheme was revised
to enlarge the scope of the Scheme to include
customer complaints on certain new areas, such
as, credit card complaints, deficiencies in
providing the promised services even by banks'
sales agents, levying service charges without
prior notice to the customer and non- adherence
to the fair practices code as adopted by individual
banks. The Scheme therefore provides a forumto
bank customers to seek redressal of their most
common complaints against banks, including
those relating to credit cards, service charges,
promises given by the sales agents of banks, but
not kept by banks, as also, delays in delivery of
bank services. The bank customers would be
able to complain about non-payment or any
inordinate delay in payments or collection of
cheques towards bills or remittances by banks,
as also non-acceptance of small denomination
notes and coins or charging of commission for
acceptance of small denomination notes and

coins by banks. The present Scheme also allows
appeals from both banks and complainants
against the decisions of Banking Ombudsman.

e Recognising an institutional gap in measuring the
performance of the banks against codes and
standards based on established best practices,
Reserve Bank of India has taken the initiative in
setting up the Banking Codes and Standards
Board of India (BCSBI). It is an autonomous
and independent body, adopting the stance
of a self-regulatory organisation in the larger
interest of improving the quality of customer
services by the Indian banking system. Banks
register themselves with the Board as its
members and provide services as per the
agreed standards and codes. The Board in
turn, monitors and assesses the compliance
with codes and standards which the banks have
agreed to. The registration of banks with the
BCSBI, as members, enables the Reserve Bank
of India to derive greater supervisory comfort, so
also the customers of the member banks. This
would also enable the BCSBI to accommodate
the bank-specific differences in the customer
service related benchmarks set by the banks for
themselves. As on date, around 71 banks have
joined the BCSBI as members.

I. Deposit Accounts

With regard to account holders, it would be useful,
to recollect some of the important incremental
measures taken by RBI, which over a period have
made significantimpact:

e Banks are required to inform customers upfront
about the requirement of minimum balances and
the charges if such balances are not maintained.
They are also required to inform customers one
month in advance any changes in such minimum
balances and charges.

e It has been clarified to banks that NRO accounts
can be held jointly with residents.

e In case of collection of cheques, banks are
required to formulate and disclose their policy for
affording immediate credit, time frame for
collection and interest payment for delayed
collection, taking care to ensure that the interests
of the small depositors are fully protected. The
policy should clearly lay down the liability of the
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banks by way of interest payments due to delays
for non-compliance with the standards set by
the banks themselves. Compensation by way of
interest payment, where necessary, should be
made without any claim from the customer.

Banks are required to provide both the drop
box facility and the facility for acknowledgement
of the cheques at the regular collection counters
and no branch should refuse to give an
acknowledgement if the customer tenders the
cheques atthe counters.

Banks have been advised to ensure that brief,
intelligible particulars are invariably entered in
passbooks / statements of account and they
adhere to the prescribed monthly periodicity
while sending statement of accounts.

It has been clarified to banks that payment to
the survivor / nominee of a deceased depositor
where there is a valid nomination or where
the account has been opened with a
survivorship clause is a valid discharge of
liability provided inter alia it has been made
clear to the survivor(s) / nominee that he would
be receiving the payment from the bank as a
trustee of the legal heirs of the deceased
depositor, i.e., such payment to him shall not
affect the right or claim which any person may
have against the survivor(s) / nominee to
whom the payment is made. In such cases
insistence on production of legal representation
is unwarranted and would, invite serious
supervisory disapproval. In such case, therefore,
while making payment to the survivor(s) /
nominee of the deceased depositor, the banks
have to desist from insisting on production
of succession certificate, letter of administration
or probate, etc., or obtain any bond of indemnity
or surety from the survivor(s) / nominee,
irrespective of the amount standing to the credit
of the deceased account holder.

In case where the deceased depositor had not
made any nomination or for the accounts other
than those styled as 'either or survivor' (such as
single or jointly operated accounts), banks have
been told to adopt a simplified procedure for
repayment to legal heir(s) of the depositor
keeping in view the imperative need to avoid

inconvenience and undue hardship to the
common person. In this context, banks may,
keeping in view their risk management systems,
fix a minimum threshold limit, for the balance in
the account of the deceased depositors, up to
which claims in respect of the deceased
depositors could be settled without insisting on
production of any documentation other than a
letter of indemnity.

In the case of term deposits, banks are advised to
incorporate a clause in the account opening form
itself to the effect that in the event of the death of
the depositor, premature termination of term
deposits would be allowed. The conditions
subject to which such premature withdrawal
would be permitted may also be specified
in the account opening form. Such premature
withdrawal would not attract any penal charge.

In order to avoid hardship to the survivor(s) /
nominee of a deposit account, banks are advised
to obtain appropriate agreement / authorization
from the survivor(s) / nominee with regard to the
treatment of pipeline flows in the name of the
deceased account holder.

Banks are advised to settle the claims in respect
of deceased depositors and release payments
to survivor(s) / nominee(s) within a period not
exceeding 15 days from the date of receipt of the
claim subject to the production of proof of death of
the depositor and suitable identification of the
claim(s), to the bank's satisfaction.

Information should not be gathered in the name
of KYC with the intention of using it for cross-
selling of services. The banks should obtain the
information required for opening an account
independent of any other information that they
may seek for cross-selling purposes with the
consent of the customer. The forms containing
this information must not be a part of the account
opening form.

the KYC procedure for opening accounts for
those persons who intend to keep balances not
exceeding rupees fifty thousand (Rs.50,000/-)
in all their accounts taken together and the
total credit in all the accounts taken together
is not expected to exceed rupees one lakh
(Rs.1,00,000/-) in a year has been simplified to
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enable those belonging to low income groups
without documents of identity and proof of
residence to open banks accounts. In such cases
banks can take introduction from an account
holder on whom full KYC procedure has been
completed and has had satisfactory transactions
with the bank for at least six months. Photograph
of the customer who proposes to open the
account and his address need to be certified by
the introducer. Recently, clarification had also
beenissued to facilitate account opening by close
relatives, e.g. wife, son, daughter and parents
etc. who live with their husband, father / mother
and son, as the case may be, who may not have
the utility bills required for address verification in
theirname.

Il. Bank Lending

On the lending side, guidelines were issued
on Fair Practices Code for Lenders, including
comprehensive details in loan applications and
conveying reasons for rejection of loans.

In terms of the guidelines banks / Fls are required to
ensure that loan application forms in respect of
priority sector advances up to Rs.2.00 lakhs contains
comprehensive information about the fees / charges
and any other matter which affects the interest of the
borrower. The Guidelines were further revised to
ensure that all loan applications in respect of all
categories of loans irrespective of the amount of loan
sought by the borrower contains comprehensive
information about fees/ charges etc.

Banks / Fls are also required to convey in writing,
the main reason/reasons which have led to rejection
of the loan applications in case of all categories of
loans irrespective of any threshold limits, including
credit card applications.

RBI has issued comprehensive Credit Card
Guidelines relating to credit card operations of
banks/NBFCs in November 2005. These guidelines
have been issued aimed at encouraging growth of
credit cards in a safe, secure and efficient manner
as well as to ensure that the rules, regulations,
standards and practices of the card issuing banks
are in alignment with the best customer practices.
These guidelines address issues relating to billing,
use of Direct Selling Agents (DSAs) and other
agents, protection of customer rights, customer

confidentiality, fair practices in debt collection,
redressal of grievances, etc. Master Circular on the
issue has since beenissued.

Measures for ensuring reasonableness of
service charges : Reserve Bank has made it
obligatory for banks to display and update, in their
offices / branches as also on their websites, the
details of various service charges in a prescribed
format. The banks are also required to display the
service charges and fees on the homepage of their
website at a prominent place under the title of
‘Service Charges and Fees’ so as to facilitate easy
access to the bank customers. Reserve Bank has
also placed a web-link to these web pages of banks
in its website to facilitate comparison of service
charges and thereby enabling the customer to take
an informed decision. A Working Group was also
set up to look into the issue of reasonableness
of bank charges, which submitted its Report in
August 2006. The Working Group indicated broad
principles of reasonableness that banks should
adopt in fixing and notifying the service charges for
providing basic services to individuals. Guidelines
have been issued to the banks based on the
recommendations of the Working Group and
steps taken by the banks in this regard are being
examined.

Instructions to guard against incidence of
excessive interestrates & charges

Based on feedback that excessive interest
and charges were being levied on certain loans
and advances, banks were advised to lay out
appropriate internal principles and procedures
so that usurious interest, including processing
and other charges, are not levied by them on
small value loans, particularly personal loans
and such other loans of similar nature. Banks are
also required to fix appropriate ceiling on the
interest, including processing and other charges
that could be levied on such loans, which may
be suitably publicised.

lll. Foreign Exchange

Over the last two decades, there has been
a paradigm shift in the foreign exchange
regime in India. The approach of conservation
and preservation of foreign exchange has been
replaced with a liberal framework aimed at
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facilitation of external trade and payments and
orderly development of foreign exchange markets.
In the process, the RBI has moved beyond the
role of a regulator to that of a facilitator of foreign
exchange transactions. Several measures have
been taken to expand the delivery channels of
foreign exchange services for reducing transaction
costs and to undertake external transactions in
a hassle free manner. These measures include -
licensing of a new category of entities as AD
category-ll to handle non-trade related current
account transactions and licensing of select Urban
Cooperative Banks and RRBs as well to operate
as AD Cat-ll. In addition, the norms for the Full
Fledged Money Changers have been reviewed
and the ADs have been permitted to enter into
franchisee arrangements for provision of money
changing facilities. Further, measures have been
taken to simpify procedures in respect of cross-
border flows through Exchange Houses (Rupee
Drawing Arrangements).

Resident individuals have been permitted to make
remittances overseas up to USD 200,000 per
financial year for undertaking any of the permitted
current or capital account transactions or a
combination of both. Only requirements are a
designated bank account, PAN number and a
simple declaration.

The critical issue at this juncture is for the banks
to ensure efficient customer service by equipping
the frontline staff with up-dated instructions
and bring about an attitudinal change in their
approach towards foreign exchange business. It is
disconcerting to note that the incognito visits to
various banks have revealed that the services
delivered at various banks are deficient and
insistence on unwarranted or complex documents
continues for individuals. Another issue is the
reluctance of the banks to extend service to
walk-in customers for handling their small value
transactions. We have been sensitizing banks to
theseissues.

The steps taken by the RBI in liberalizing the forex
regulations, delegating authority to the ADs and
simplify the procedures is basically designed to
extend the forex services to the residents and non-
residents in a simple and hassle free manner with
minimal documentation.

IV. Payment Systems

The traditional role of banks as providers of
various payment and settlement services to
customers is getting redefined. Until recently,
requirements of customers, be it corporate or retail,
were determined and extended by banks based on
their perception and understanding of customer
necessities. This to a large extent was also dictated
by the banks’ ability to offer such products. The
scenario is fast changing and changing for the
better. Now, the banks are encouraged to innovate
and tailor products to suit various segments of
customers, apart from being more sensitive to their
demands. Competition between banks for market
share and the emergence of other service providers
are other reasons for this push. It is also necessary
to put into context the magnitude of challenges
that are ahead of us. The paper clearing volumes
we handle is the sixth largest in the world with a
volume of 1.44 billion cheques cleared during the
year 2007. The RBI has launched the Cheque
Truncation System in the National Capital Region
of New Delhi on February 1, 2008 with the
participation of 10 banks in the pilot run. Once fully
operational, the system will be the largest in the
world and leapfrog the country into migrating the
paper based instruments to the electronic mode.
The electronic suite of products is continuously
expanding in terms of coverage of branches,
volume of transactions and number of users
availing the facility. The Reserve Bank has
intervened and mandated (a) reasonability in
pricing of transactions effected through ATMs,
(b) compulsory use of electronic mode of
initiating transactions above a specified cut-off
limit, (c) strengthening the payment systems
infrastructure, etc.

Whilst the clearing cycle operating across the
country on a T+1 basis for cheques payable locally,
favourably compares with the best in the world, it is
necessary to look into the entire cycle from the time a
customer deposits a cheque at a branch till the point
of realisation of credit in his account. There is scope
for continuous improvement in overall cycle. Going
by the number of complaints, it is felt that customer-
service in this area is not customer-centric. Albeit the
fact that electronic payment products are improving
their share in the overall retail portfolio, the volume of
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paper instruments would continue to be significant in
the near future as well.

The share of electronic payment products like
RTGS, NEFT and ECS is rising by the day and the
number of branches which are offering this facility is
also increasing. Notwithstanding this, the share of
public sector banks in the electronic product usage
is very less. It is necessary to make available these
products across all bank branches. While the build-
up should continue, banks need to also concentrate
on reaching geographical areas and segments of
populace that have not been embraced by this
expansion. Itis difficult to achieve financial inclusion
without involving rural-India in the payment system
out-reach and those banks who do so first, will reap
the benefits of increase in volumes and increase in
market-share, leading to concomitant increase in
revenues, and of-course increase in other
businesses as well. And as we all know, the
electronic medium is location independent, can
leave a better audit-trail and will surely improve
customer involvement and service expectations. It
is our vision that electronic products reach 50% of
volume and 95% of value by the end of March 2009.

Banks need to adopt a ‘STOCK’ approach while
conceiving and bringing out products. Products that
are ‘Secure and scalable’, Transparent in terms and
conditions of usage, Operationally resilient and
efficient, Cost-effective and reasonably priced,
and Knowledgeable to staff and customers. The
customers have an equal if not higher responsibility
to ensure banks adopt this approach while
innovating products for them.

V. Currency Management

As per the provisions of Reserve Bank of India Act
1934, RBl is statutorily required to undertake certain
activities in the area of currency management. In
view of the fact that RBI has its Offices only at state
capitals or at large centres, the services of
commercial banks are used to store banknotes on
behalf of the Reserve Bank in the currency chests
held at designated branches. These bank branches
may operate on the balances of the currency chests
as per their requirements with correct and timely
reporting being their responsibility. A decision has
also been taken to provide the currency chest
facility to private sector and foreign banks with 99

currency chests being held by these banks. Further,
now the Urban Cooperative Bank and RRBs are
also allowed to hold the facility. These steps would
improve the availability of banknotes and coins
across the country.

The channel of currency chests is used not only
for distributing banknotes and coins but also for
collecting back the soiled notes. While the banks are
under instructions to sort the banknotes before
depositing them into the currency chest, it was
observed that meaningful sorting was not done as
evident from a number of re-issuable notes being
retrieved at the level of the Reserve Bank regional
offices. To overcome this, all the banks were advised
to install Note Sorting Machines at their currency
chests, a task that has been completed. To carry
the Clean Note Policy further, banks have been
instructed to process all of their daily receipts over
Note Sorting Machines and keep a daily record
thereof. It may be mentioned here that banks are
already under instructions by way of a Directive under
Section 35A of the Banking Regulation Act 1949 on
non-stapling of banknotes, issue only good quality of
banknotes and not to write anything on the watermark
portion. This would be evident from the general
improvement in the quality of notes in circulation.

Further, to extend the reach of channels for
distribution of coins, the services of Post Offices,
Urban Cooperative Banks and Regional Rural
Banks are being used in view of their wide reach to
the members of general public.

VI. Financial Education and Inclusion

Lastly, let me come to the very significant aspect
of financial inclusion which has been pursued
with a missionary purpose by the Reserve Bank of
India during the last four years. Given the socio-
demographic complexities in India, the endeavour
has been towards a multi-institutional and multi-
instrumental approach to comprehensively address
the issue of financial inclusion in all its entirety,
going beyond mere availability of credit. By financial
inclusion we mean the provision of affordable
financial services, viz., access to payments and
remittance facilities, savings, loans and insurance
services by the formal financial system to those who
tend to be excluded. Globally the issue of financial
inclusion has now assumed significance not merely

April - June 2008

THE JOURNAL OF INDIAN INSTITUTE OF BANKING & FINANCE




in developing countries but also in developed
countries. RBI started a focused drive in this regard
in2004.

In the Annual Policy of the Reserve Bank for 2004 -
05, the Governor, Dr. Reddy observed and | quote -

“There has been expansion, greater competition
and diversification of ownership of banks leading
to both enhanced efficiency and systemic resilience
in the banking sector. However, there are legitimate
concerns in regard to the banking practices that
tend to exclude rather than attract vast sections of
population, in particular pensioners, self-employed
and those employed in unorganised sector. While
commercial considerations are no doubt important,
the banks have been bestowed with several
privileges, especially of seeking public deposits on
a highly leveraged basis, and consequently they
should be obliged to provide banking services to all
segments of the population, on equitable basis.”

Pursuant to this, the Reserve Bank has undertaken
a number of measures with the objective of
attracting the financially excluded population into
the structured financial system going beyond credit
to awhole range of financial services.

e In November 2005, banks were advised to make
available a basic banking ‘no-frills’ account with
low or nil minimum balances as well as charges to
expand the outreach of such accounts to vast
sections of the population. Banks are required to
make available all printed material used by retail
customers in the concerned regional language.

e In order to ensure that persons belonging to
low income group, both in urban and rural areas
do not encounter difficulties in opening bank
accounts, the know your customer (KYC)
procedures for opening accounts has been
simplified for those persons with balances
not exceeding Rs 50000/- (about GBP 600)
and credits in the accounts not exceeding
Rs.100000/- (about GBP 1200) in a year. The
simplified procedure allows introduction by a
customer on whom full KYC drill has been
followed.

e Banks have been asked to consider introduction
of a General purpose Credit Card (GCC) facility
up to Rs.25000/- at their rural and semi urban
branches. The credit facility is in the nature of

revolving credit entitling the holder to withdraw
upto the limit sanctioned. Based on assessment
of household cash flows, the limits are sanctioned
without insistence on security or purpose.
Interest rate on the facility is completely
deregulated.

e In January 2006, banks were permitted to utilise
the services of non-governmental organisations
(NGOs / SHGs), micro-finance institutions and
other civil society organisations as intermediaries
in providing financial and banking services
through the use of business facilitator and
business correspondent (BC) models. The BC
model allows banks to do ‘cash in - cash out’
transactions at the location of the BC and allows
branchless banking.

e Other measures include setting up pilots for
credit counselling and financial education. A
multilingual website in 13 Indian languages on all
matters concerning banking and the common
person has been launched by the Reserve
Bankon 18 June 2007.

The key driver in the success of these initiatives
would undoubtedly be technology. Technology
today provides a lever which can enable multilevel
leapfrogging in pursuit of financial inclusion.
Andhra Pradesh has started a project that aims to
improve the mechanism for paying pensions and
unemployment benefits to around half a million
people in villages in the Karimnagar and Warangal
regions of the state. It is a tiny start—so far some
40,000 cards have been issued—but the potential is
clear. The initiative is to have a bank tie up and
extend this model to other places and states.

The role of financial literacy in this regard can't be
over-emphasised. As noted by the Economist in a
recentissue, a global crusade is under way to teach
personal finance to the masses. Governments
from USA to Britain to Russia are declaring their
commitment to financial education. This month the
World Savings Banks Institute, which represents
retail and savings banks from 92 countries, will hold
a summit in Brussels about financial education in
the light of the sub-prime crisis. There is also an
exhortation to the policy makers to simplify the
choices available to people in financial matters,
quoting the Swedish savings plan for old age,
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which offers a choice of funds to invest in but
also includes a low-cost default option, chosen
by 90% of the people.

Financial education has an ever more critical role to
play in the changed financial landscape of India
which, while on one hand has presented with newer
opportunities for future collective growth, on the
other, it has also heightened fears of uncertainty in
certain quarters mainly because of increasing multi-
faceted choices and options in the management of
personal finances and exposure to a gamut of risks.
Financial education could ideally supplement the
financial inclusion initiatives for long term efficacy.
RBI has recently put out a concept paper on setting
up Financial Literacy and Counseling Centres with
the objective of providing free financial literacy /
education and credit counselling. The specific
objectives of the proposed FLCCs would be :

e To educate the people in rural and urban
areas with regard to various financial products
and services available from the formal financial
sector;

e To make the people aware of the advantages of
being connected with the formal financial sector;

e To provide face-to-face financial counselling
services, including education on responsible
borrowing and offering debt counselling to
individuals who are indebted to formal and / or
informal financial sectors;

e To formulate debt restructuring plans for
borrowers in distress and recommend the
same to formal financial institutions, including
cooperatives, for consideration;

e To take up any such activity that promotes
financial literacy, awareness of the banking
products, financial planning and amelioration
of debt-related distress of an individual; and

e To take up any other activity that facilitates the
above. Once feedback is received, the initiative
could be carried forward in consultation with all
stakeholders.

Conclusion

| would like to conclude by quoting from one of
Governor Dr. Reddy's speech :

"Banking is a trust-based relationship and the
banking licence from the regulator provides an

assurance of trust to the public at large. To the
banks, the banking licence provides the privilege of
accepting uncollateralised deposits from the public.
However, the acts of stealth banking, negative
option marketing, misleading advertisements,
information gathering from customers for cross
selling of products and services and tie-up
arrangements are inconsistent with the concept of a
trust-based relationship. The lack of transparency,
coupled with the difficulty of consumers in
identifying key information from the large volume of
material and communication in fine print, leads to an
information asymmetry, which renders the banker-
customer relationship one of unequals."

The broad approach of RBI is to empower the
common person where banking services are
concerned and strengthen customer-service
delivery in banks by adopting a consultative process
with banks, through the IBA. Specifically, the focus
ison:

a) Sensitising banks to customer service and
encouraging the involvement of the Boards of the
banks, especially to strengthen the banks own
grievance redressal machinery.

b) Insisting on transparency in all the dealings with
the customers, and ensuring reasonableness in
pricing.

c) Promoting adherence to self imposed codes by
banks on commitments to bank customers and
monitoring compliance by an independent
agency, viz. BCSBI.

d) Strengthening the mechanism for dispute
resolution.

e)Using regulation / prescription only when
essential, while encouraging the industry
association (IBA) to take initiatives.
f) Rationalising RBI's own systems and procedures.
It is a constant endeavour to meet the above
objectives and collectively, | am sure we can
build a customer-oriented banking culture and,
through the initiatives on financial inclusion,
achieve democratization of the financial sector.

v
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Dinesh G. Mahabal *

Introduction

Eco-Industry Analysis is nothing but the
assessment of external industrial environment in
which an obligor or the borrower company has to
operate. The evaluation of relevant economic and
industrial parameters concerning the industrial
environment like the contribution of the industry to
GDP or the impact of Government Policy etc on the
working of an Industry /sector forms an integral part
of any modern day evaluation of the credit risk for
committing to the financial requirements' of an
obligor orthe borrower company.

Reserve Bank of India; vide Guidance Note on
Credit Risk Management dated Oct'02, had
detailed the prescription for Banks in India so as to
enable them to establish effective credit risk
management framework with three distinct building
blocks viz. a) Policy and Strategy b) Organisational
Structure & c) Operations / Systems. In the context
of requirements for rating methodologies; covered
vide the Operations / systems; RBI has directed
the use of Credit Rating Framework (CRF) for
the evaluation of credit risk.

The CRF being adopted by various Banks /
Financial Institutions for achieving compliance
towards the credit risk rating guidelines under
various approaches of Basel-ll essentially should
comprise of the qualitative / subjective factors both
the internal and external to the obligor / borrower.
The Internal factors could include integrity and
quality of management of the borrower, quality of
inventories/ receivables and the ability of borrowers
to raise the finance from other sources etc. The
External factors essentially include impact of the
changes in economic and industrial environment on
parameters such as industry's growth prospects,
technological changes and alternate processes /
substitutes under development etc.

Further, under the Mechanism of arriving at
Risk-Ratings; the above referred circular from
RBI states that the risk ratings are collective
readings on the prespecified scale and reflect
the underlying credit-risk for an existing or the
prospective exposure. The CRF could be separate
for relatively peculiar businesses like banking,
finance companies, real-estate developers, etc.
For allindustries (manufacturing sector), a common
CRF may be used.

The peculiarity of a particular industry can be
captured by assigning different weights to aspects
like entry barriers, access to technology, ability of
new entrants to access raw materials etc. As
directed further, the business risks associated with
an exposure (e.g. cyclicality of the industry, threats
of product or technology substitution etc.) are also
to be addressedinthe CRF.

Thus, in a nutshell it is imperative to include a
rating module to measure the impact of external
environmental factors concerning the state of
general economy and the industry wherein a
company operatesinthe overall CRF.

The External Risk Assessment Framework /
Module:

Thus, it is evident that the CRF should normally
comprise of some optional and some relevant /
compulsory parameters for carrying out the Eco
Industry analysis as a part of Borrower Assessment.

The parameters considered for assessment
of external environmental risks are generally as
under:

a. Economic Scenario Analysis - contribution
of the Industry under evaluation to the GDP,
Consumption pattern of the Industry's major
products and the industry's contribution to
external trade /commerce.

* Sr Manager (Tech.) and Project Manager (CRISIL Risk Management Solution Project), Bank Of Baroda, Corporate Research Cell, Risk
Management Department, Baroda Corporate Centre, Bandra-Kurla Complex, Bandra (East), Mumbai -400051.
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b. Industry Scenario Analysis -

Demand - Supply Gap analysis and the past /

projected growth rates. Influence of Unorganised /

Replacement market etc on the Demand Supply

Gap.

e Product analysis - includes the evaluation of
Cyclicality / seasonality and substitution scenario
assessment.

e Major Input's analysis - Availability and
affordability of critical inputs to the industry
like raw materials, power & fuel as also other
important infrastructure facilities / environment
clearances required etc.

e Government Regulations - Influence of general
(tax structures / customs duties etc.) as also
industry specific state / central government
regulations need to be studied and quantification
and further assessment needs to be done under
this factor.

e Industry Financials - Based on the financial data
for sample set of companies operating in that
particular product segment; various financial
ratios like Operating Profit Margin, Turnover
ratios like Debtor's turnover, Creditors turnover,
Average Inventory holdings / turnover, Return on
Capital Employed, Debt Equity Ratio, Interest
Coverage Ratio, Current Ratio etc may be used
to evaluate the score against pre-determined
benchmarks.

Methodology for Eco- Industry Analysis :

For the purpose of analysis; it is essential to form
the group of companies operating in a common
Eco-Industrial environment with location spread
defined across a particular country or a particular
region or a state etc. The group of companies so
selected for analysis should collectively contribute
major proportion of the industry's turnover or profit
or both. Further, the broad parameters selected
for evaluation as indicated at 3.0 above, must be
individually assigned weights considering their
importance. Higher score may be admissible
on the assessment of lower risk. An indicative
Methodology for a sample set of 1. Iron & Steel
Industry and 2. Paper & Paper Product Industry
is enclosed at Annexure-l. The analysis is only
indicative and does not represent factual

assessment of these industries. The data indicates
that Iron & Steel Industry (Score 64 / 100) is less
risky than Paper (Score 55/100).

In the ultimate analysis, the Industry evaluation will
result into a score or a number which may be
different for different products sector - industry. The
number may thus represent the risk associated with
a particular product - sector - industry etc in the
backdrop of the analysis done. The analysis may
further be broad based by inclusion of the
evaluation for more & more products preferably
those products contributing significant proportion to
the country's GDP.

In case a Bank desires to carry out the specific
analysis then the set of industry to be selected may
consist of those industries wherein a Bank has
taken sizable exposure. Moreso, the industry risk
analysis needs to be carried out over a period of at
least one industry cycle so as to have a stable and
reliable database. As per the extant RBI guidelines,
the industry studies are also required to be carried
outonannual/half yearly basis.

The Product - sector - industry Risk score computed
as per above methodology may primarily be used
for the comparative assessment of the External
Environment of the Obligor's / Borrower's.

Major uses of the Industry Analysis :

As noticed, the main use of industry analysis is for
the assignment of risk score at the CRF adopted by
the Lender for credit risk evaluation. The other uses
include but not limited to the following :

1. Assessment of Industry Concentration Risk :
Banks traditionally report their exposure to RBI
in the format having a pre-specified set of
industries / sectors by way of quarterly statement
on “sectoral deployment of credit” - known as the
DSB returns. While the exposure data would
amply indicate the percentage share of each
industry / sector; the risk score assigned to these
sectors may be further used to identify and
evaluate the industry / sector concentration risk.

2. Evaluation of Risk Appetite of a Lender
for a particular Industry : The industry / sector
assessment score - which represents perceived
risk in financing to a particular industry sector;
may be used along with other data such as
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accumulation of Non Performing Assets in that
sector, Prudential Write Offs, past and expected
growth rates of the sector under assessment etc.
On evaluation of such factors, the resultant score
may be used to gauge the risk appetite for a
particular industry sector - essentially a Lender
specific characteristic.

. Improving the quality of Advances/Portfolio :

A detailed knowledge of the industry's working
represented by operating ratios like Inventory
turnover and holding periods like Creditors /
debtors etc are important in monitoring loan
quality involving units working in that specific
industry sector. By identifying industry
concentrations, industry risks, the relative
condition of bank borrowers within their industry,
and the appropriateness of tightening or
loosening credit standards, industry analysis can
suggest steps for banks to improve the credit
quality of loans to individual borrower and of the
loan portfolio as a whole.

. Diversification of the Portfolio : It is observed
that often the performance of certain industry /
sectors are interrelated to the extent that down
turn or upturn in one sector impacts the other.
Problems in only a few of such interrelated
industry sectors may result in a sudden
ballooning of non-performing loans, followed by
heavy loan losses and subsequent bank failure. It
is possible to prevent or reduce some of the
losses by judicious diversification of the Loan
portfolio in a more systematic way. Iron & steel,
Cement and Construction Industry are strongly
correlated and represent concentration group
industry or sector while paper or fertilizer sector
are diversely related to the industry group of
Iron& Steel, Cement and Construction.

. Strategic Planning : Finally, industry analysis
can be an important ingredient in the bank's
strategic planning process and in the selection
of tactics to achieve sound and sustained growth
across industries / sectors by “Prioritisation” of
industries for investments based on the industry
score. Understanding/Knowledge of the current
status of an industry in relation to the current
business cycle can determine whether the bank
should expand or contract its exposure to that

particular sector / industry. Industry analysis is
often conceptualized as an early warning system
to flag potentially troublesome sectors.
Nevertheless the analysis can also help to
identify expanding industries which the bank may
wish to target for direct marketing or for loan
purchases from the secondary market.

Conclusion:

The credit risk analysis of an obligor should
consist of external factors in which a borrower
operates. This analysis of external environment
is essential along with other parameters which
are internal to the borrower like Business
Policies, Financials and the Management.

The methodology for assessment of external
environment for a borrower unit as suggested
above would primarily be helpful to many Banks /
Lenders who are in the process of testing /
adoptinga CRF.

Apart from the basic use for credit risk evaluation,
the methodology may also be put for other
important uses like improving the quality of
portfolio or the advance, strategic planning and
portfolio diversification etc.

With proper imposition of the Lender specific
experience the Methodology may be evolved
further for assessment of the “Risk Appetite” to a
particular product-sector-industry.

Further, Reserve Bank of India vide their
recent circular dated 26" March'08 on
“Supervisory Review Process under the New
Capital Adequacy Framework Guidelines for
Pillar 2” has advised that some of the risks
that the banks are generally exposed to but
which are not captured or not fully captured in
the regulatory CRAR would include : (a) Interest
rate risk in the banking book; (b) Credit
concentration risk etc. It is, therefore, only
appropriate that the banks make their own
assessment of their various risk exposures,
through a well-defined internal process, and
maintain an adequate capital cushion for such
risks. The framework suggested above may
be used as a stepping stone towards achieving
the assessment of credit concentration risk on
various industry / sectors in particular.
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ANNEXURE - |
i NAME OF THE INDUSTRY | IRON & STEEL PAPER & PAPER PRODUCTS
Products Long Products like wires, rails, tubes, pipes, tor-steel Writing & Printing Paper*,
bars, angles, channels etc.* and Flat products like Industrial Paper, Newsprint Paper.
LLJ HR /CR GP / GC Sheets, plates, foils etc. as also
= plain carbon steel and alloy steel.
= * Products considered for assessment.
E Sr. No. | PARAMETER Maximum | | & S | Paper
Score **
LA 1. Performance of the Economy in terms of Growth in IIP (Index of Industrial Production) 5 4 3
s 2. Past consumption / market size Growth in the industry ) 3 2
p— | 3. Contribution of the industry to the GDP. 5 4 2
< 4. Impact of industry specific Govt. regulations by GOI / State Govt. 5) & 4
— 5. Inputs like power / fuel and Raw Materials - Availability and Affordability 5) & 3
u 6. Demand Supply Gap 5 3 3
L 7. Threat of Substitutes 5) 3 2
A 8. Industry Cyclicality / Seasonality 5) 3 2
7] 9. Industry Financials (each 5 marks) 25 18 15
OPM
ROCE
CR
DER
Interest Coverage ratio
10. Capacity Utilisation 5 3 3
11. Impact of Unorganised Market ) 3 3
12. Average Debtors turnover D) 2 2
13. Ave. Raw Material turnover D) 3 3
14. Ave. Finished Goods Holding Period o) 2 2
15. Inventory turnover ratio 5) 3 3
16. Average Creditors turnover ratio 5 4 3
17. Companies considered for Assessment - their net sales turnover and net profit as on - 25 20
last -3- years. (Only for Information)
Total Marks 100 64 55
** Based on Benchmarking of parameters. Higher the score lower the Risk.
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Bl o
“Jg A9 B fb gex-e I Sidd § Udh a7 &4

fhar & — 9 graEer fedl §ff fed grRy

famfRya foar &, a1er 81 gvex-e ¥ U SURTEl
Bl T I & &, S I Rifa g 1

— RUIA  SRNGC
U ATED| Bl d5aR JlauT Iucte HRar Ud
9 UG dfdT T H 3 ! a9
G & oy FT dabi - HFYCRIGOIR Dl e
TR & QU7 B | 95 UM R BRI &
g & dfdh wfafafeat &1 sy At aR
TIIRI | ESHY (Break & mortar) “@al ¥l — faedy
a1 g (any where - any time)?fTI'ﬂT%?ﬂ?ﬂ?[
amgfes o H dfdr wfafafedl &1 \ared
goxHe, UALUH, HidTgdl SfdhT, BT S afrfe
[reEr gRT fhedl 1 e 9 fhar 11 waar 2|
3d: Bl U 3R d&erd gy uRaer ¥ dfdr
Ryl 3d Wicreliel g5 & a9 H gfg
§_5$ 8, ¥al NI (service cost) H HHI §_5; g
TAT YT8hi Ud HHATRAT Bl HHICIDBRIT Dbl
Jiaermail &1 o™ e 8, a8l gavl 3R dfdh
H B dTel FdTed SIRIA!T (Oprational risk) #
A1 gig g8 © | Boawy, bl H HRYCIGI
graErfedl 9 41 gfg 8 8 & Ud YR HIsH
T ST IURTET Bl 3R Ugeel BT W& 2 |
HFCY IR : RTST
“IRGTETST (Fraud)” PIs =T e 8] & | S
YR T e 8, T9 | & 7% rgferd o+
@ oIy ®% BIBS YA &l & | §6 f 399
g eI T |
21 1. $1. AR, dTehTell= UfdsTagfcd SRINGCR,
gorre gue g 96 3 sremerar § dahi § 9
" (Large Value Bank Frauds) P %’I'Q rfed
FHHST 7 P grErRRl B 7 gHR I aRErva

SIYEIdR [T AT 98 BRI & Sl dfhiT e

@ SR T 737 B — 9% U8 B T 9i2

H, S g1 ¥ o) g B sferar Hrger Rved

P gRI Y] T 8, U9 orgd gRvmRawy 39

T DI AP AT BICT B, dTe I8 3feurafe

@ forv 2 srerar daiafy & forg, ar sux 9

®I Aifere BT 81 31erar =18 &l |

PR GRIETSAT AT AURTE  (Computer

frauds or Computer crimes) CRI] DHYCX gRT

AT HFYER SI+d SIel, RS 3ferar YR H

B §RT Y 14 & |

FHRIEY IR & YR e (Motivaters) :

ST IR 317 TORTET 31aT drarIfeal & 4rs

Y WP Tcd 99 BIAT §, Slb I UBR

PHRICY  I[URTY AT GrEEIfSAl & e g1

R wfda W g 7 | R A, gud 4 o

URe cd ¥l &, S TR Pl HHYCR AURTY HRA

DI AR B © oI —

o AT T U R & eI |

o TR HA™ & 33T A

° ﬁ?ﬂ?ﬁw

e JNRIXd (Mischief)

o I &l IREA B %I'Q (Totestknowledge)

o IDHHA (Toblackmail) B & foTw

o FfdTd Il f@Ter & Y (personal
revenge)

FHRICY GG & AP (types of computer

frauds) :-

foF—ufdfe dgaRk ok & oy SRR
TI—T TRID YA & | AT HFYCR IR
B B forg SR =1 T ST & —

* ggeeh, T S SATH ABIR [0S STATR.
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1. TR (Theft) : HREI & TRIIR & AR
17T / 3R YHITH &l AR | I8 U AT AR
BT T |
2.Wé‘fﬁ"T(Wiretapping):W&ﬁ3[ AR
3Nferp LNATETST Y FHTATAT aTeT &1 & — IR
i gt udiuH. /Sfde a8 3R @fee
TS /TC Ble W FHfed Rey sl & o
STl &1 & 3R il egarst g1 S9! iR
DI TID A Y PR o Ud IHD GOUANT
B BT IR ST Hedl B |

3. SICT -T& PR (Data destruction) : Udh dhFJCX
H R I T SEer B guid: T fHar o
AHAT &, WIS (HAT ST FhdT © AAal ITH
qRadH fhar ST FhdT & | ATEROT: STeT § oiF
TPR A TSIS! DI oIl bl & —

o HRIRE (Manually) — BRI HI—dle ERT
B3 ¥ AT I ISR & aN H AR
SIFGRI IGAT 8, BRI B SIel o fHeT
bl & 312rar yRafid o dohar 2 |

o IRRH (Virus) ® RT — BIg 1 IRRC A
TR—T IR Bl Ahdl © ol GaR § fhar
A1 e R ¥ger & el &l Yoia: a1

3T T A T B Had © |
e TISTH fATPIT (logic bomb) ERT — I8 UH
T IR BT § fd §RT Sr[ex

H UeBle &I O ddhdl &l Tb AR
YIUTHR, 337 X8 T YTUTH 8! -7 FhdT 2 |
3 X8 @ U dI 3T & e [81 o
THAT R |
4, STR{H AFedR (Spy software) gIxT BISEERC]
31T, BT, TR = ST AFEIIR BT TIRT UTATS
T 31 He@qul Fag [T gfdd &I ygard
Bl & o GTI'sS.éT (Identification) 3A=AdT LIRSS
DI IR H AT Sar g1 9 8 BI-ars o
BT dC (Key) TITIT ST B, IR Ugfed &
IR §RT 39 AHCRR & AT A 59 I_T
o ST 2 | 39 YR 39 IR gY UTHds U4
3HTS ST, BT GOUANT ATGER UM Dl JASIH
¥ fopar ST AhaT B |

5. A1 SISRAT (Money Laundering) : ®¥JcR
ERT BIAYT BT ABE &9 H daie Bl A
TIHT Al SASRIT & | Uedd SUdhd o &
Bl Yh S F GAY QU H WSAT S FhT T |
JATABBINGT & oI O I8 AegH Sy FRET
AIA ZAT 2 |
6. SoldSiid BS SiEWR  (Electronic Fund
Transfer) : Soldgii-d HIEIH AT BRI AL,
TSI, Hhise BIe, Sfde o1, FIE ors, g
U Q9 H GO QU H, U §9b H GAN 9 ¥ U
T ARIT ¥ AR ARIT H IR &1 9l & | I8
& BXATRYUT BRI AT HAETH g7 off
RET 2| o9 Jegq I 4 YR I TR Bl
TSI fem ST AT & —
o T AT BT SITE 3 Afdd & Wil § &
BT EXATROT B4 |
o BHfIT BTS Bl Ah (copy) PR T 3R TTeT
BT TOITATT BRAT R |
o BHET BIS FIIPX (stolen) IJIHT Afdd
ERT U BIS] BT GOIART BT |
e UILUH HTS U4 UTHTS oI oI |
o S—HMA & HEIH I HH HIFd & IHH &
ool ISP o9 BT SWORUT B ERETETS!
DA |
7. 8B (Hackers) : 2h d Jfdd B8I & O
TR AfHT AT FRAT B BRI il o,
MG UAT (intrude) ERT, YANT &_d & |
PHIex Rved &1 GRef H -l T8 BIATR! &
T 3TURTISS BTAT B foTT B b & |
8. WIFcdIR UISNYT (Software piracy) : UTSXCS
AIFCIIR Yeb gl B3Il IR B | ol WITCdIR
BT BT HRAT 3R IR F 94T AICdIR
tl'l'sﬁ?fﬁ (Software piracy) Dgclldl = uls\cs
AR BT DHIFT 770 Bl © |
9. fRAAT (Phishing) : $H® =Id $ AXE Bl
geA] 3 8 fTad raiid VAT T & &
I8 FGH 4P B 5—HA © 3R UTEDI A Pal
ST & f6 9 dfT—39 &) @R 30H P |
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& RPIS DI YR AT & A1 RIREH DI AUTS
PRAT & AT IDT R BTs d dacl T Ble
SRl ®RT © Sfe—anfa| 39 @8 B SO
(Bogus) 3—Hel ERT UTEDI B STl H HATHR
SIFGTRAT U1 BT BT BHEatrar 8 | 918 #,
e 39 THGIRAT §RT UT8dh] & Widl &l
U & & oIy SHIINT R & |

10. BIEHT (Farming) : sﬂﬁ IR g7 <@al

g el g U § | BR 4T AIREE & 918
¥ TRE I TRl H 9gIavl 88 ¢ |

2. PYX s (Computer Experts) e qusy
(vendors) 4T TS & & §RT : Hre? UM T
PR ARSI ERT 31U BTIS & fory *1u+ 14
BT TRIRT TR HAICY UM H ARGl eI IR
H IR & | QY 9, bl H Hrgex faRw=li o Jar
JREr B gal g | HTeddR AWRR, TEITH,

g f&b SITATH HdR (DNS Server) ATGCIIR Bl
ﬁﬂ?ﬂ@ﬁﬂmﬁaﬂ—ﬁﬁ%ﬁ (web traffic)
Eall Gﬂﬁlﬁ Wﬁ?ﬁ' (authentic sites) 3 SiTel! ?:H—:g;_d
(spurious sites) P XD Y HlS] ollU | g9 bR
& SIS, TTedhl §RT Tdh Afddd Ase W)
Y T8 THGTRAT BT TRATETS! & oIy YIRT R
AHT & |

T ST § FFER TR B B " €
(Computer criminals in banking industry) : TAR
< W AESITd &F B dbl H BRI 3feral
AT UrEfiTe! &3 H il T SATaT gRaTEs!
1 g fed el 8% € 3k o6l g% ©, 98
PRI D R H IADH SFMBRT g 37T
U B §F B HHARAI §RT ®F T8 8 | 9184
Il gRT U.SLUH,, ST BTS Ml SUeIIc
ERT TRgEIfSAT B TS 2 | oAfbd Udh a1 Sl
9gd He Ul & — P AN 9 e @l "fed
Bl S & RTFhT 3239 eiRaRrST $HRT T8l aral
2, TIfth SO U 98 91 fa<irg =1 &1 Wiy
2 O 29 SAMQRT ¥ T 1 &< (honest
loss) BE Thd ¢ | 30 IRE Bl TSAY AhRAD
Bl € O T oTaTe 9T (key) BT &9 ST
S §S1 AT | SIel A% & AT 81 3T
foredl &%, U1 $184 3fe # STeT JMfaR—TsC &l
AT |

1. ¥ B U9 & HHANN : VAT T H ST B
b 39 HHaTRAT BT BRI BT AD A4
TS 2| TGl 9 HHANT W SgreT g R 8@
ST & | U HHAN] Hidb BT BrIe] SSThR e+
IR o B | S IR I T8 98 of I qF gal

qUsH, TUAL & foTU SMSTHIRTT drel dHaniRal
SR 9T H GRS B TS B

3. ¥ HHEIRAl §RT 9189 Afdaal @t A |
Y ENRATETST BT TSIV HTH 37TE ¢ |

RN B W(Modusoperandi)

YD TRIE! DI g, S [T Uh—al Al &
QR B8 ©, ST Hiere fJaRor 7171 UhR 9 & —
I & TIH gRT NETESI—RRTH & Jreqq 9
SIRAT Uaeeh = U+ A1 | Ried ¥ s
I W IR-IR IoR IS 917 | 399 §@
P MIRG @ral (Nominal accounts) P A
(debits) P& =T IATHT WAl & AIH F U
et ford | 981 a& b S| HFger ¥ &g
HE@qUl Brsel e & fore! gote § Afe
PR Tl IMABTRAT | AT gaar BT | a9 BT
TdT ST Il STd b oo Yeb MBI bl S—gh
AT & THT TP Ul BT HTSvex ISR 8l
e | ST9 IR—IR ITET Ja=edh J ardeR 7
R A I ISR IUAL] el BTN 7T Al I
39 IR g1 | 91 BT T8 Sird drdls T,
qg gar gell fh oEr yaed o T |
RIeed &1 WIRT 3R Bl gfaftedl & areg |
T PRIe B9 U AT SR B ISl B bl
ofT | 3TRAT YT Bl Albl | et fear 3 |
SRR Sif4 RN A B B4 H eI 2 |
JUSY gRT ENRETEIST

TP YR TG & dad @Al IR TS B

TUTAT BT UIUTH TR BR BT AT | ST BRI
¥ UUE & gRT Feer e & g9a @l w®

Y
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SPECIAL FEATURE

TS I TP gfaerd I SEd  (Programmer)

U IR Pl o I 970 I B9 TR I 1T Iad

g9d QT H SATIRT PR < 3R 39 YhR Bl
TS Heldl Bl TEh! & Q@Idl H Tel S | SID
@Td H 98d AT U491 STET 81 137 | I8 9Rames]

Ffdd | IAD U & Ugel I AlGG GaN Hhise
BT Bl FRIF Ufd ofd o| T aR I© oid
TR 31 BT dre dl Ul et St o ar 9

TP UTED B RIGRIT gRT BT H 318 | I
U TS & U BT TOET T (manually) @Y
IR BH TST STHT B BT I §b IMfBTRAT BT
qaTg | % gRT it HR R Ul Fefl b I8 I
31 g @ral § W € | fagd SirE | g =el
o URTR 7 ATFedIR 9910 99 81 S a9
SRR

TEITH (ATM) T THIRIT TS :

Uh WIATERI TF BT Y2 T Sfd 3701 Irgeh
PR 9 FH U derar mar a1 udr =er &
IS W H TETH & gRT 3.00 ARG BIY
TEUH ¥ Tl S b o, STdfch @raremsy =
P TEITH Ble ORI B+ & v 3de far
Bl 81 o7 3R 7 & S B! TSIvH wrs AT |
Site A T gl fob fhedT o= safaa gy fafa=
TEITH & AEYH | BTS BT TIRT B U471 HehTed
foram | 99 e 7 B T B fhdr ol
HRIR AT & A=FH A UTEDI & U ol 2,

ART HRER 4 WA & gRT 99 T (&
AR & AT | Sad Afdd & Bisc dre
& FIFGRIST Bie ®I dle <d I | 98 59 HTs I
AP BT b SAIPBI Sl BT Afetsd
e T & forg 9T @xar o1 | a1 39 )8
1000 ST BTS Bl BICT DUl B b of |
JHTY HEIRAT AHS b Jddb @ Yhrsc 9 VA
2 O BoIR $9d HH 8 T Al 9+ 3TURTE
M@l & YN A Tl AT | MS.ULad
(LP.address) @ HEJH W ASER H% BT Tl
SITTIIT 1T S8l ¥ 9 avg @ UHe fhd T o |
Gferd =1 3G I &R ST |

ORI W TR RGeS

TIIRT I, s — 919 02, 2006 H BUl
GER — SATQT AU oy dR SATET a1 YT
PR <Al B, WNAR TR Td S AMABT HIAT
YD SHRT & 94T fhel TR & 9% Yhrse
H TRHR AR AT SR | HHe HAR AR 9

Hfb IR afdd # <9 92 T, 1 gd 3, v 3R
T | ST Y A1 AT—<Iel b1 R off, gafrg
I BRI AGF & U= 7 3 IRi H1$ A Bl
B < & | Ay 1 S BiAF H§ @ o
IR BT BTs W SHPT ¢ 3T 137 3R 331 BT
BIIST IOIHR Yeb dcT 41 Tl H TH BT Bls
DR AT AR AT A I B1S B U7 TR ol
H A%d B AT Yo H FIR ol dRardl |
T fHdD # o SR @ Id <@ & 918
gfer = &1 ol favrad § o forar |

HIST Ble U TR GIATIS! -

GO FAY UBSl ST Yo DI JURTY AT
(Cyber cell) T wise e & RIARRS Bre &l
U IRIE & GReAT FHR UG BT RREIR b
o7 | gfers & garlds iRIe & & ugel 11
DHIST BTS 7 B 32D AN H FHD B o |

AP ST 3T A g9 B BXATARYT BT IJg Wl U
I DI JgAISe P FANTT BB Gl | HAA
HAR MR R THT Fore Qe § iR <M
Bl gexAe 31 4 G TGN & | T 81 fhedt
A JgAEe BN BB BT B Bal H W @™
TR |

P U Boil JedTSe g1s 3R 59 b P Ugd!
P -l U 3R I 39 JeATSC DT Glel
3R SO o) 8 WM Ue Bl HEl| b
QAR 1 9§+l BT YT R 30T HHIeX W
SR J991gE DI W Wiel | a3 o Frfd
% @ UEH P JTH THGN o7 B AT
ST D TP AN SIFDHNT 9T 7T TS,
fSRF |e¥ U@ o ST fU9 %R (Personal
Identification Number). P AN HHA IR T B
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TR S 9o X QAT | 39 91§ g9 aFi A
efRd AN & Upree | 9T RdTadr oroH
THTSC H BRITIRYT HRAT Y6 IR (T |

UAT UhTSC H SIRABY B & AT 8l $8i4 Uh
IR IETEREl @ IR I8 Al Th e D
UHISE ¥ e-bay & SIRY AEISA B WRIGEN]
Wle-bayagwgwmfﬁgqﬁ
Al 3ATTATS T B FhdT & | o 3
TS DY T 399 T H T B 7T, ST S
Pl A & UPHIST BT GRT BYAT AU UHIST
H IR B ST IR fISTIarsT &f U Aergd
G WR 23 BOR BU DHIAT & HGISd DI
JfeR < faam| gfo A BRA ST el
TdT (Internet Protocol Address) LCISAEEASIRSI
fasTarsT @ T ATgaR Bt Bl oA | Yferd oId
9 HISeR D% WR Ugdl, A1 981 & oReR |
gford BT HHel HAR & ©- DI UdT Hel 17|
$HP dI8 HHA HFAR I FREIR B foram 71 |
IAY YBAIe & 918 IHDI GAxT Al Wl udhe
foram I |

o JUTSC ¥ NHd SHHNI ST Sl & | 1T 2,
UTED] M S9d U9 TG UTds &l SIHbR)
U R ol oIl & | R 3 e vd uree
ERT 9P W 3 31 W1 H YT STAHR Y
IGRIESISIE

o 3T U IS BT AT RIGHTNI, Terd
BT B B forw IR BT B |

o 9% ERT Uacd feM—f<ll &I urer= T &=+ #
PIATE! IR D BRUT LRS! FHY B |

JIq Ugfaal # HA™AT (Weakness or lapses in

the existing systems)

IAAE H AESIS O B db HRIex & H
T TG Bl BT AT I [oR B 8 | 3D
AMT B BiSARAN AT RET & | P Acdfdi
D FARIT AT T TERR BT | SOlTTIR TR
Tfal # ugg e urd € | Tial B LAREIsT B
dl gTel U8 © fb g8l H ©el dob dge T8l
I & | 9%—a7d A1 Udh—al Hel | SATQT A8l
BIdT 2 | SIFReR R WR ol &l SfAfT 8l
el & a1 P Aa—drel UGy & BRI

WA HAR 1 Yfold DI 9 b Iq b, T

SREX oM T8l Td § | do—ds e H

T P4 BT SaTg [har o7 | 39 gU H g
TR o ST A= <9 & o1 | S7ahT Se%d IR

SRS of Y @l HIRURI aﬂ_q% RERG

g a1 YT TS Afdd IRTST BRA @ | TollhIH

B TD F U A AT IR IRl IHD
fory forfa Sxemeti @1 foemer e\ mn | S
IWRIFT 9 B! TP Hbh daATSS P SIRY hfSc
Fre P ST, JBEUC TWR, dfhT UIdS
afe @ TFSHRI U &I | 39§ & 190
QAR 7 T8 BRI SHDT Hoil o |
TRATHD SIFBRT (Findings) :— SURIG TSI
3 g4 fferlRad aeut & STHeR! fierd € —
o 3BT HFICISIT TRIATETSAT US—Tol
A gRT @F T8 ® RIEd! S5 16 9 25 ATd
qP eIl & |
e STl AIge 1 Aol AIgE A T fHerd—
SeTcll & 8l 2 |

o STWETST Tied! ¥ Slea! gl g1 TT8dr 2 |

o 3T S 3R FHIT (knowledge & skill) DT
IRE B forg Hff AT eRamere) a1 i € |

TS+ WRTE XEA & | ATEedi &1 3y fad Rrerad
T 7 & u-ga fiicy WRe 8 & SR
UIRI—gh JAUST T8l Bl & | bR I 1 s
2 5 faggrad wid ura—gad @ et 841 @y
Al URI—gd Bl ST fHAT ST T | offh
VT B T8 urdr| R afe P aRaee B8l
Sl & del offal & Rived ud giRkferd
B greA= T8l oo Tar| dfed s I8 81
Araar fe @ & 73 aRRefaa | a1 =t
3 s vd Uiford &1 9Ted & gafaa
far ST Adar a1? Ue 91 SR B, ufcdd
Jdexy d§b H TR HHANT 48 H HUR
g SH®! AFRIGAl P Uh H Tl dgdl off
AHAT g1 IE Sl UBR B O Al pel
Te o) aegy 9 ue forg faemeft o1 Twd
P H S HEgH A qNen faa™ dor
TSI |
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SPECIAL FEATURE

FfoRaa o Ml & 998 | dal H

HIICISTT ISl H9a g8 8 —

o ggo TR uvmferdl # I : HrRIeSId
OEIfSAT & Al | SIfYdel 'eAy
Rees diteR & Bl &1 gog I gl
g 3R s=I HFA & BRI §b HHAN
T e Afdd GRATTST B Fehell 2 | ST ol T
AMfedaR Faard § & S9d] B & — Hdd

T 3R FHrRex famT # Susdl FH=g &7
YT BIT & | T TP fob PI<T AT IR AT
7ol WReT Sid =T 3R S9SN
et @ €, onfe fooelt U fawmT gIRr fasm
RAERS favmT & Jeuied & & @l
IGRESISES

o IR WR U HFIYCY URTET Pl e
& oIy JTURTIET BT T TN QT DI AU |

SERYT Gfaemy YeT= &RAT| d WTedaR
R & aafye a1l B 3R HF 2=

<0 B | 3D RIEIRE BT drsar eawrs!
DI I A & | T eI, 9 I 3R &+ dl
e ¥ fodT Si—TR AifeddR @NIE ofd § |

o GRIETT TOTTeral Y SIS BT AT (Lack of
awareness of security system) : 9IXd H 21 T2,
MUY AR H Hrgex GRefT Yorrell fbel
fl v & foTy W) & BRI IE B | &T
dd fh dvgex |dl Afeadl gRT A1 e
grae HIF W & 91 a1 97 dn g, d1fd I
H Pl @R @ muddeia  uRRerfa
(emergency call) I uer o1 9@ | sEd o
He@yol 97 I8 © b onil ArEasies & &
dpl H HHYCY DI YT YUITell & aN H I
oo & T8 2 | dt 7 apft o a8 wHfiear ®
fob PP GReT YUIell &1 BAAT P =gl
AN BRI fIIT BT HH R |

o HFYCY ! IfAT URNETOT BT 3T (Lack
of proper training) : ATASI<® & & ddbi H
50 U4 SEH Al A I & B DI AT Al
PGSR DI SMGRI 8 T8l & Frar e
SH®RT 8 | $9 BRUT d [ BIH Bl HRaT
& forg SRl WR ST W& ¢ |

o UWA¥Tell H™YSX JHfSC T WG
AESIG & & db § pfl fl HRex
3iffee a1 Rved fifSe & Agor HH=riRal &1
I B | IR, SIRETeTS! 3ferdT STl
B &7 93 | 9T 18] gef UTam 8 |

o JUH! IHY BT 3G (Lack of coordination) :
IR T8 <@ H omam ® fh 9% & fafi=

LIRS IR RS (lack of extradition treaties)
IR S H U TN QT & HSANT BT 34T
2| RIS WR W Uh 9AM AeAfd
(consensus) DT AHTT g b fog &xe & B
(conduct) T HFICY JAURTY BT Aol F @
SITY | YRUTARERY, 3fddharal §RT HFIey
RIRTH &1 JIIT emda! Tfafafeal & forg
fpar ST RET 2 |

o ST JARNHINII Bl HFYSY AR & dN
d 3fd SHN T8l 8 © DRI g
el D HFYSR NEeH b demH |
gARIET Tl fhar ST Fahdl © | g9y By
IR TR 9 Mdeld © | ATSER TR &
forg gfers o=l # 3elT ¥ ARaR HigA 9id
BB |

AR BIGA ¥ TG BT (Laws relating to

Cyber crimes)

e fanRid <3 H drygediad uRder
A S a1el Bt & forg ugel | & S oo
gY T O WRer # drer e vde,
1991, TAHIBRIMDHIE Ude, 1996, Soldcli~d
SR YAl Ve, ST g—Hel @ a0
I IR §, o |

IRA ¥ L.T. Act, 2000 91T 1T & ST &=
IeTY geldglFd SIel Bl Bl AT <,
RGN TATT H SeAde D Teidi Bl 9ol |
Qjﬁ?ﬂ YT+ dXHT (to facilitate filing of electronic
documents), R TUe Afedl, dfdT A
AT, 1891, R WY IH, 1872
3R RoTd § i 3fosar vae, 1934 ¥ aMavad
IRITT BT MM B |
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FREY &9 H UERES JAST B SUN

(suggestive measures to prevent |.T. related frauds)

“GHAR HFYCR Pl STI-ic Y (94T GRem & ST

RET ST &1 gRIgrd © forae fob

o R Bl UMD F WS HRAT R AT AT H
N &+ Q1 TAT BR & GRaro] Gel BT |

o ST H &R & aTeR go+ et 31k aRarl
el BIS ST

e Al el & 41 A1 AT a1 | AT R
Ud 8% SITfdhe (anchor and lifeline) & |”
— HAiredeR e, HH
fery=ll &1 AT © 5 afe T FPRIex IRty
s T AT 3T g7 TR 81 SIRAT fh §
A W IAM 3 SN | SHBT Y ARG AT BT
TR BT | TR, AR, dle B TSR 9
TGS P A6 | g9 R < | 3oy ATSeR
BIgH DI b & folT Udh fagd gea
(comprehensive strategy) YT Eﬁ"ﬁ e
TR Tl T &I GHT 3agaH BT —
AT UrEifie & forg gRfarT aramaer — e
TTENfer IR Sobf & FiRar ged o <& 2
SAIY dapi BT =Mfed b TSl DI S Fyaiil
ERIS| (delivery channels) SUcl&] PHRATY ST 32 %\r
d GRIET B =AM, 3FAT Y8l &I fdvard
§ | A 8 ST |
o & JAfTHAY — AMFCIIR A R D!
DI YRT B o ToT7 JUST Y 9 TRE Bl IR
(agreement) XTI 1Y f a1 S AFedIR
A G AR Id [ gY Aireadr
(upgraded version) YUcT&] A | AT B
UTEh] B ATAIGATIIR I FFCIIR H
gRaae W & |

o TMCRR TG ¥ 4 IAD! T TRE Sl
(tested) BT AT | B D oI U MARD
31TaT qTEN] IETIRIETdl & |qary MY off <
A 2 |

YR W Haled VAT At S db @

AT URHUITAT (1.T. Assets) P JHH Ugdl

FHdl & AT RTH JHar ugar &I el sl

g, # for 81 & =nfed | fawmfoa wrfafaferit
GReTl AfTBHT & TR H AT D BRI
AT St # gfaafd 2 € —

o WU (Spoofing) : RIReH H B B FHI
TITTh Al & ST (other user's accounts) T
STIRT IT 59 AXE oA BRAT fb a8 o
fordT g S Ul Ul ¥ v ST Wil Brar
El

o RAMBI (Snifiing) : 3T TANTHARN & TANT
Tqg cdd ¥ IR AR YT B AT Udbe
Uhe & IeeT H SEheld A ol & YART AT
qead W By AT STABR Ha e
RS HreTar g |

o JARIHA PHATAIET  (Unauthorised
connectivity) : 9% @ RIeH /FTcdd B 3T
R /9edd & A1 defdefdel, S fb
FHFIER AT fPTT gRT 1fded 718l 81 | 39
exAC /NI Hcdd DI SWheld I ol
2 AIeH &1 AT WINT |fAferd 2 |

o IRV, AW, TIoTd AT 3 HYCYYl
aFfl, R Aedd a1 RRed @1 orawed
T ST el © AT MR AT (data) !
JHAN B AHAT ©, STl B UATH 3T
STFETHR TaR &R |

o hT T 31T ¥eh+1 SUDNUIT hl YT |

o RITTH Bl B HH, AT DI g€ AT
IR AT @ AR e, Red H
AR Ugd AT R FET B B
fved # gRefl HASINT AT YR d 41 |
AT ST |

o g3 BIIRATH (firewall) BT YATT PR ST
3R 99 (world wide web) JTURTEN BT HH b
ST BT R |

BT AT B aTell Qoit~aal bl ggg amT

(strengthening law enforcing agencies)

AERVGAT I8 A folar S 2 & dvgex

JURTT giETeR B9 dlel Hedl & 341d 4

9 fdad g (lack of visual evidence LOVE) |
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SPECIAL FEATURE

HRICR IURT I8 Al & b IA SICT Higd
BT FHCT (delete) f&aT © <ifdhe d dlerel § U4
<@ T 6 it IR §RT HeR 'S
S | Twfd wsal of Rfga o forar Tar
AT | SN—oI dob-ild b fabpg 8 &l B,
HFGR JJURTE] DI YehT |l IR BT ST &
2| R RS & &3 # erika g
AT §RT 92 WR & Hrgex RiadiRe ud
si—fdec afffse Rreg o1 o & 3R s
HAETH W TR & 16 el ford 9t 8 | o
ST gif~t B BT UTel R & forg 8, 9
gferd, IR (judges) 3N, &I FIT
TNt &7 THI—TH1T 1R U1 Sd S d
T b WX BT I G A1 |

GW?T@T[ REDIL (International Cooperation) :

ST B9 S 2 b vex araRTy, faervas

STxAIC 3TURTY U HHT H §efhy 8] X8 AT |

SAGT WHT RIS 8 AT 2 | MR |

R1ST §& BT GIETET & AT W I8 AT &1 AT

2 T afdd SMRPT H dohx g7ivs & el

b 3rerarT AT H ATIS! BRD IAD! Af Bl

fohal AR Q9T 9 WOT QT o | HPRIeR JURTET

DI YD Th1Dbl §RT UbST Al S Fehell o,

QAP U® I B (YA HIA B & |

SURIGT SaTERYT H 19 <97 IMAA & | 319 I8

Udr gl o STREN Bl B < B B b

=T ATl et | oot YT BT & fh S Qe &

&I O H STORIERT T Ao B Ay 1 ® A1

Tl | URATY] TR A @1 Hifcr e drenfire

A R B W RIS &R W Uh

A B AR AT B S < & AL JTURTEN

DI AU S TgUel FASI 1 81 =12 |

3 3UTY (other measures) :

o JIIHTI MRIATRIST B TSR BT do8 el
g — @aEed (Voucher Verification Reports)
P! ST PR F WA T8 BRAT| TIRT
JfSTT BT aTATaRT 99 &7 ¥ | U TRy
IS B FIEEG R 98 Fhell B |
W AT & 6 drgedidgd ardaRe #

GrarEfedl @ g iR Aeaye! & T 7|
Ife WrdrEfEdl @l S o W STl € 1 9gd
Bl ATURATE] 9 | U eIETers] d ger YT
&1 ¥ g © b afe o gt a1 S
T YHR A DI ST & AT U TS| GRamrrs!
B TS BH 9 ADb! S Hebel! o7 |

AT G &5 & dbi H IIfHET HHaATRA
®I Reed g | FYorar g1RYe T8l 2 | ol
H 3pfl fl U 99 & AT U € ST HPge” dl
30T RiREe W9sTd € | §B AN HRYSR R
DI B FHI, YT BTH STl & [eTg T
B B GARe wI F A B oIy U
UTHaS P 310 AR ARl Bl gar 9d § |
31T HFYER Bl LT TS HHaANT B forg
31frart g =Ry |

HYR  GaEdl & A¥  fHeE
HFYCRIGOIZ & DRV Gl BT A
I B 8 o7 2| R o, afe e &
ol gl # 3= 2y REAT @Ry SR AfS g8t
Y TR ALl 2 Al SHBI Al © [ I
Qe # Bel R © | BR dfdT # 3
@ral § U a_% ol gfafie 81 Sl § offde
T 3IR B UfAfte R (STevT—aTelT dabl #
3TCRT—3TeT AT | ST SI1dT B) Wi # ugd
ST € @R fiR e erpeve d6 & forg
RGeS 99 7T 2 | U Erdl | SIErers] o
HHTET T I B 7 | I dbi Bl AR
5 39 TRe & @l &1 e sfenfosiy
PR |

HdedIel™ fdded (Disaster Recovery Plan) :
9 s | IR g8 ol 79 Q9 @ 9 99
9% e d% Ud I9d ANl dhl & 7=
FAR T G AT 3R Ieh] FHKT SRITAT
BT BH W BT AT AT | BT GART FaR Sl
<=Tg H o AT G & =T B AHT AT | B
Ig AT o fb oI & 77dT gwig BT HeR
SIS BT, SER I~Ts &I X d: ol B
BHRAT IR B <l | 39 dHe H T8l Ig
AT JAfcreraTa el R fob o149 ave grig
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BT IRIY 7 f&AIH 26-07-2006 BT qaTRl 7l
Q7 o, SHA o & AT, <Y Pl s
TSI BT g} TR AT | BI%T FHT 9T,
Jfh S—aR faT # &€ ges R 1edl W)
TRUC e &l | S oIl & fb qws
feomRer Raad) wH fHar gge g | Sl
UHR dbl DI HT 39T fSoRex RavaR] =
3¢ I AMRY |

T 39 91 BT & @ A1 fh Hrger
DI D H By O DI HFYSR H SIeT b
2| 3P JRem Ay HAEw@yel ¥ | gH forg
db BT THI-THT TR IHIAY g1 A1,
e T ¥ b, ST a1 fpdy i R
fS$aed TN g1 O Adhdl g IR sad
31T STNT & — ShaTd DI RIERT ©IF WR
T |

BRI & FR&T : &S IR Sl & 37 urd
BIc €, Safe 89 9 & U A 81 B €,
3R BH II8T—39 B Ud BIR Bfse dre
Rerfar # &fT—g7 71E1 o3 arfed QiR fohedl
AT TRE 31 e T2l <A1 A1 | ATEDT Bl
g foe ghen & fofv I1e ax o Tty b
A TRE DI PIg WA BT oA Tal ¢ o1
JFTMIT gd Ayl qrdl &I SIbR]
AN ST R |

HIHT | GRET : BIFT STl AR 9 924 &
foTT S1.uH.09. 9979 & ATIF (DNS protection
tools), Server side software 3TTfq &1 HT UINT
fopar ST Aepar 2 |

TR ¥ GRET : B GBI AT B Tspi
BT TS SUST B SHT AT Dl BB IR TS
Ahel B | VAT PIs T Hel S QMU ugd
e 9 HR I8l 81 3R 9 7 Bl @ie d
foTT 3T S M & foids WieTd IR AR
PR g1 BI, A1 S Wi Bl SleadToll dds o
fad | faeysii @ 9+, 7 S9®T had Ald
qeh AT FHSHT b g1 9ol BT & 81
AHAT & b I8 $—HA JAYD! AP B U

foredY T faaRor BT 9a™ o) faaer & |
T b B TP Bl THI—T9I R Jg g9
o o™ =Ry & e —sMe S—3d
Tl Wef | $AS AT 30 HFYR DI VA
T {1 IR ¥ 99 @ foTy HiSET IRy
I AIFEdIR (latest anti virus software) @I
Aag Wl ol ST Aehell © |

HrYcN e diffse
o T UbR RUd db grT dai &1 afifs

e BT & ST UPR HRIeR RAeH Bl
Jfifse BFI ARy | fTad oravid §al H
TIANT ) ST 38 AUedIR UG TSI ol
3TUR ST aTel R RieeH &1 Jordedt
P IR TR Sl DI ST BT ST |

TEITH (ATM) ¥ TGS b & SUTR —
o TIH YUH I UEHI dI RIS wver iR

D! T g1 b 319+ YELTH. w1 W U
TR 7 ford | afe Ui Reafa # @re @1 1
ar I TR A1 A1 T SIRATT 31K 3R B
RARIHRT SHHT SEIIANT TR T | FHI—FH
TR o uRafdd w31 @’ |

TEIGH. DTS Bl gYaTl UUTell B 438
T | {B AT 39 A8 & THIT § M &
5 TP B 9 B b3 Al D W §F H
Tefl—Hlgeel &1 il 7, Ul Rerfa # &1
Gyl fdl Tead afdd B g a1 FHTaT
a1feres 81 Il & | Ui Rerfar # we) aafdq a1
UEA B D g B BIs U U7 TR Bl
guaht < | 78t a@ 6 I9d Rederl o @
BIS gYa 7 BN |
Wﬁ@W(Biometrics):@W@W
H o 2 o UeHd &1 S A—RIa
ERT TELTH. 31 Td U 7R1 forr Siren €
AT g7 RN UR TA19 STABR I BlS Bl
GOUANT AT ST 8| Bo AFel 9 vE
W Efr afdd & =R & 91 9D &
AR gRT gad & $rs g U TR =T
forr sma € <R Ut et foran <imar 24
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N Rafy & Iemfee et grT I8
JFRea fear &1 gadar € fb dad g8l
IfIT BTS BT IANT B THT, oTaHT o I8
Ble B | SAIU THI BT JEeIHhAl © (&
IrRIAfERT ST TR MR U.ELTH. &Y
AT &l ST |

UELUH. gRT UIETETS! b H qRMfea &l
TN STARMT RIg 81 Al © | 3t LT,
P AT IO THRIT © Sl RSl T ST
HARYT (transmission) i SHST BIsel g
TSI Bl § iR 9 9uefdgY (bandwidth) BT
SITH &R FhdT & | RER BTs AR faoT &re |
g RveH B & afe ST oiFe e [Mfded
T H Ol o AHvS & BT B, A8l gal

ge¥T T R U9 AT a9 WA §RT

ETTS! ) TRl § HH & S :

o X d& IS AZ—TS TRE DI T ATl & 3IR
3 ThIF H UTEdh! BT o= & oIy S99 UT:
gD T HRAT & | S UfHaT § B3 IR UTEdh]
J BT O &) 917 ST 2 | 999 2 b g9
UBATS H d& BI BIg Toid HeMM 7 &, WR s
IR I YBATS DI Teld HT Tell Al A1
PR oIl B, SAfTY J8ax I8 = fb MY 9T
O 7R BT A1 f<At 1 7 9 8k o ot
§% @ M W 39 IFHN B folv M7 W)
1T ST, A M9 Fefd d a1 faedt o)
T § SIThR 399 IR H 3] av I gsdld
PR o R R ST dF # §F AIBRY P

Tl IHIUR (time out) B SIIAT & | ¥(elU
IS SHY BIgdll Bl R BT & forv fagy
UELTH. oI ST |

Pre W IHERAT NErfSA & AP & SU ¢

TRA # fasRia 1erar o fasrTeie <2 @of

qor T # wTe @ graTfedt o 7 | e farra

g aul ¥ 7ol ud faQell daf # hiee e o

T fedl H TR gfg 18T 2 |

o B & AMUR # Ifg & AU &, I 8W
qreft eiramefedl ff gl o <& 21 o
ATASIh &5 & dbl & AH 59 96l g
TR & FARE & forv Sferd ShiiRew uaeerd
@ BT B AaTIHAT B | 1T B, Sl Bl
31 SIRIAT BT THI—THT TR FHIET (review)
ft BT TR |

e CIBIL & AHI—HAT R U HreeRAT Bl
foree woTd Y& AR o §@ & araEmes
DI

o T AMIRAT BT BTe A JIAH UTd B D
forg sifdrepa fpar STmar & S9a! R 8sF—d=
HRD Bl ITDI 59 B B oIy AR fha
ST |

o ®dcl Bl TRR & gRT & YA U &l
e SR, 9= U9 =R S U1 d @l e
DR, T B YA T S |

P gIRT AT T8 STHaRI < | 99 Reafa #
ft Ife e1Tues ATer ¢ET BT &, AT 319 &4 |
B dfery grgers @ RFERd df wR
Ahd &, Safh e TR YA SIHBRI HITH
qTN BT BIS Y AT ITUD U T BT 2 |
e ST BT WA (Internet access) HRA T
§% gRT Uacd ATSC Bl & TN &RAT aTfe |
o I% ¥ AT PR TG S BT TIAM
IATH AT # UG IATIeIH B TR &1 BT
A1 |
e ¥ W dis Iy, IMfdd  IfafAfera
AT T3 3G Bl Ted, 379, FUHATASIAD,
o ITad, [daeaer], ealel, 3T¥did U4
3fere AT Aol WreH! Aty |
ey (conclusion)
SWRiad 9dl 4 I8 ey dpaar g b
BRI Gl a8l 8 ddhdl © Sfaf
gAY feen—fAde @1 Srager Bl § AT
D] T T H ATIRATE! &=l STl & | Te:
UEhI Ud 9 HHATRAT B STHBRI, o]
3R IR Addhdl (awareness, alertness and
constant vigil) J g CEalk: ENl HWT‘&'I@T GAl
131 Bl BH fHar ST AhdT 2 |
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Author : Prof. Jagdish Bhagwati
Publisher  : Oxford University Press
IN DEFENSE
Pages 1308
OF GLOBALISATION
Price : Rs. 445/-

Reviewed by : Prof. R. D. Pandya

We are living in an era of globalization today.
Globalization has supporters and critics. It has
its champions and adversaries. The main
champions of globalization are World Trade
Organization, the International Monetary Fund and
the World Trade Bank. The main critics of
globalization are World Social Forum and various
non - Government Organization in different
parts of the world. But the greatest champion of
globalization, among the World Economists, is
Prof. Jagdish Bhagwati, a world renowned
Economist who champions consistently the
cause of free-trade. As against this the greatest
critic of globalization is Prof. Joseph Stiglitz, who
works as a colleague of Prof. Jagdish Bhagwati in
the Columbia University and had got the Nobel
Prize in Economics in 2004.

Prof. Jagdish Bhagwati has come out with a
brilliant publication on “In Defense of Globalization”
making out a strong and forthright case in favour
of globalization. The book is divided in five parts
which cover in all in 19 chapters presenting,
the powerful case made out by Prof. Jagdish
Bhagwati. The major arguments of those who are
opposed to globalization have been demolished
by Prof. Jagdish Bhagwati.

Prof. Bhaghwati deals with the arguments of
those who are opposed to globalization in part one.
Then in part two, he deals with globalization's
human face, he also examines the perils of
international capitalism and other dimensions of
globalization.

Prof. Bhagwati indicates that when all is said, we
however lack a clear, coherent and comprehensive
sense of how globalization works and how it
might be made to work better. One finds that
Prof. Bhagwati, known for his clarity of thought
and equally sharp pen takes on the critics

of globalization by using sound economic
principles rather than rhetoric and proves beyond
doubt that globalization is a reality. According to
Prof. Bhagwati, globalization tends to alleviate
many of the problems for which it has been
blamed. He explores “The Human Face” of
globalization in great detail. He demonstrates its
beneficial effects on a panoply of social issues
including poverty, child labour, women's rights,
democracy, wage of labour standards and the
environment. One must emphasize on the
achievements of globalization rather than its
demerits of so called evils. Prof. Bhagwati
established conclusively that globalization is
part of the solution and not part of the problem.

In recent years, in the literature on economic
issues, one does not come across the use of
terms like capitalism, socialism or communism.
They are now replaced or appear in the new avatar
of “Globalization, Privatization and liberalization”.
Socialism and communism are replaced by
state intervention to facilitate capitalist growth and
development. This, indeed, is the impact of
globalization on the world economy and literature
on economic writings and issues.

This is, indeed, good as far as it goes well
and smooth. Globalization, with all its merits
and advantages should not divide the world
between the rich countries and the poor countries.
One should also guard against the unequal
distribution of income and wealth among the
countries while pursuing the policies of
globalization, privatization and liberalization. The
new emerging market economies will have to be
protected against the onslaught of globalization and
allthatmeans.

In this world nothing is permanent. History shows
that unless we modify economic policies from
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time to time in response to changing economic
environment, economic systems and economic
order tend to decay and even fail. Globalization
must ensure that the rich countries do not exploit
the poor or less developed countries for their
own economic benefit. One can not afford to ignore
the lessons from history. Lessons from history show
that no country or group of countries can thrive and
prosper in the long run by exploiting others for
selfish pursuit of their own economic interest.

Prof. Bhagwati deserves to be congratulated for
coming out with such a thought provoking treatise
on globalization which will enrich the knowledge of
not only students, researchers but also even
learned professional economists in the academic
profession of economics.

v

Compliance Function in Banks

reviewed annually by the bank's board.

internal codes of conduct and practice guidelines.

management functions.

Compliance function in banks is perceived as one of the key elements in their corporate governance structure. Based on the
recommendations of the Ghosh Committee, banks in India have already put in place compliance processes. However, the
processes and the organisational structures have not kept pace with the increased complexities and sophistication in the banking
business. In a large number of banks, the compliance function is yet to reckon the ‘compliance risk' and the reputational risk arising
out of compliance failures causing huge economic costs. The need for the management of the compliance risk by banks as one of
the key facets of integrated risk management or enterprise-wide risk management framework at banks was recognised.
Accordingly, the Annual Policy Statement for the year 2006-07 stressed the need for strong compliance standards in banks. A
Working Group set up by the Reserve Bank with participation from the banking industry to review the present system of compliance
machinery in banks recommended a number of measures for strengthening the compliance function. Based on the
recommendations, guidelines on compliance function of the banks were issued on April 20, 2007. The guidelines sought to
introduce certain principles, standards and procedures relating to compliance function consistent with the high level paper on
‘Compliance and the Compliance Function in Banks' issued by the Basel Committee of Banking Supervision as also the operating
environment in India. The guidelines articulate the Reserve Bank's view that the compliance function is an integral part of
governance, along with the internal control and risk management process. The guidelines are also intended to guide the bank-led
financial conglomerates in managing their 'group-wide compliance risk'. The salient features of the guidelines are as under :

- Each bank will putin place a formal compliance function and designate a compliance officer for its bank. It will be the responsibility
of the bank's compliance officer to assist the top management in managing effectively the compliance risks faced by the bank.

- Arobust compliance system in a bank should include a well documented compliance policy, outlining the philosophy of the bank,
role and set up of the compliance department, composition of its staff and their specific responsibilities. The policy should be

- Depending on its branch network, size and complexity of the business operations, sophistication of products and services
offered, every bank should decide on the organisational structure and composition of its compliance unit. The structure may,
however, be laid down within the overall framework of these guidelines and should avoid all potential conflicts of interest.

- The compliance department at the Head Office should play the central role in the area of identifying the level of compliance risk in
each business line, products and process and issue instructions to operational functionaries and formulate proposals to mitigate
such risk. It should periodically circulate the instances of compliance failures among staff along with the preventive instructions.

- The responsibilities of the compliance function should be carried out under a compliance programme that sets out its planned
activities. The compliance programme should be risk-based and subject to oversight by the head of compliance to ensure
appropriate coverage across businesses and co-ordination among risk management functions. The compliance function should
advise and assist the senior management on compliance laws, rules and standards. It should also put up to the senior
management information on developments by establishing written guidance to staff on the appropriate implementation of
compliance laws, rules and standards through policies and procedures and other documents such as compliance manuals,

- Banks may choose to carry on business in various jurisdictions for a variety of legitimate reasons. In such cases, it should be
ensured that they comply with the applicable laws and regulations in all such jurisdictions and that the organisation and structure
of the compliance function and its responsibilities are consistent with local legal and regulatory requirements. It is for local
businesses to ensure that compliance responsibilities specific to each jurisdiction are carried out by individuals with the
appropriate local knowledge and expertise, with oversight from the head of compliance in co-operation with the bank's other risk

Source : Trend and Progress of Banking in India 2006-07, RBI.
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Author : Bill Clinton
Publisher  : US by Alfred A. Knopf,
“GIVING” - HOW EACH a Division of Random
OF US CAN CHANGE House Ltd., New York.
THE WORLD Edition - First Edition 2007
Price . $24.95/-

Reviewed by : B. Yerram Raju

Bill Clinton, the former US President scripting the
impressive and highly readable book 'GIVING' has
done yeoman service in driving home the ethical
and economic values of the act of GIVING. Some
are born rich; some build riches; some imbibe
riches; and only a few share their riches, particularly
with those who are in need of them most. This
book under review carries the stories of those who
believed in the last category of people described
above.

Clinton believed, 'most people who will read this
book live in places where the problems are less
profound and visible than the agonizing ones I've
written about. But there are people who need new
beginnings everywhere. And there are good people
and organizations trying to help them. (Page 100)
“Ideas are what change the world and “meaning” is
the greatest undervalued asset in the market place
of ideas”. (Page21) Giving away money has never
been so fashionable among the rich and famous.
Philanthropy is flourishing as the number of super
rich people keeps growing. (Economist London
February 25, 2006). A person earning a measly
Rs.1000 per month feeds an orphan once a week
and it will never become news. Bill Gates giving $30
or 31 million gets cover page attention of the Time
Magazine. The new enthusiasm of philanthropy is in
large part a consequence of rapid wealth creation of
recent times. The world now boasts of more than
700 billionaires with half of them boasting as self-
made. It would be a hazardous guess to say how
many honest tax payers of them are. Corporate
CEO, Hedge-fund tycoons, film stars and film
makers seem to be competing to have their script
written under the munificent and benevolent Givers.
A modern eye hospital or a Blood Bank could have
been set up and it may benefit the haves more than
the have-nots because of the preferred location

in cities and metros. Some films star scriptures
may use them to join politics while people like
Clinton script out after leaving politics. This is a
differentissue.

The examples quoted in the book of Rwandan
women adopting lakhs of orphans and Pascasie's
basket - weaving collective as narrated in “Angels
in Africa” are highly exemplary. In fact, the
lower House of Parliament of Rwanda provides
a useful illustration for India with 49 percent of it
occupied by women. The Vallenato Children made
the most valuable, enduring poignant gifts of peace
and reconciliation that the former President of
US had ever encountered. The Book is replete
with the stories of many NGO Charities, Trust, and
Foundations that were established with the sole aim
of giving what the rich could 'give'. The grants or
donations from these organizations may have
the trigger point elsewhere: the tax havens. In an
unequal and unsustainable modern world the great
mission would be “to move the neighborhoods
towards integrated communities of shared
opportunities, shared responsibilities and a
shared sense of belonging, based on the essence
of every successful community”.

But the joys of giving are not without the pains.
America's huge tax breaks for charitable donations
are reported to be of great benefit to elite schools,
concert halls, and religious groups. Rob Rich in
the 'Social Innovation Review' is quoted as saying,
“we should stop kidding ourselves that charity
and philanthropy do much to help the poor”. Many
mainstream charities have come under the
attack due to a number of scandals. Michael Porter
the Guru of Harvard Business School said
“Philanthropy is decades behind business in
applying rigorous thinking to the use of money”.
There is a strong argument in favour of leveraging
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philanthropy or giving through social entrepreneurs.
Reagy Rockfeller Dulany, George Sores, Bob
Geldof Bono's philanthropist partner are all different
examples of 'Giving' who yearned for cutting-edge
business ideas and even political gains in their
respective constituencies. Economist (lbid) listed
20 top American philanthropists who gave more
than 0.30 billions to 7.05 billion US Dollars for some
cause or other that benefited the society.
Germany's new wealth creators too did not lag
behind. The wealthy bosses of Infosys, Wipro, Dr.
Reddys' are becoming big philanthropists, joining
their elder brothers. Tatas, Birlas and Bajaj families.

Many wealthy Americans followed Andrew
Carnegie whose belief as spelt out in his 1889

essay on 'Wealth' provided great inspiration.
'‘Growing inequality is the inescapable price of
wealth creation.' To prevent this inequality undoing
the 'ties of brotherhood' that bind together the rich
and the poor in harmonious relationship, he argued
that the wealthy had a duty to devote their fortunes
to philanthropy.

“The man who dies rich dies disgraced.” Whether it
is Hillary or Bill Clinton or Bill Gates or Mckenzie
Steiner, a six-year old girl who organized a drive to
clean the beach in her community, the book inspires
everyone to think about what every one can do
within his / her limitations.
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A NEW BEGINNING Publisher

The award winning movie Chak De is a story of
the journey of a team which goes from obscurity
and complete write-off to becoming a champion.
This amazing turnaround is achieved under the
leadership of the coach, who energizes and
inspires his team to achieve the impossible.
Ranjana Kumar's book is a first person account
of a similar turnaround of a giant public sector
bank. The author was at the helm during this
fantastic turnaround from being almost "written off",
or closed down, to becoming dynamic, innovative
and profitable. This feat was achieved in a short
span of three years.

Indian Bank, which Kumar took over as Chairperson
and Managing Director in June 2000, was reeling
under 44 percent bad debts, cumulative losses
of more than Rs.1500 crores, negative net worth,
excessive credit disbursement leading to a freeze
on credit, several CBI cases against bank officers,
public interest litigations alleging fraud, low employee
morale and fear psychosis. It was quite a mess
for a fresh CMD to walk into. And it is remarkable
that the author sought the job, and not the other
way around. This speaks much about the author's
enterprise and pluck.

The book is the story of this astounding turnaround.
It is told in twelve chapters spread over 300 pages.
The first chapter reads like an executive summary
of the whole story. Later chapters in the book,
containing valuable details and charts, read more
like a technical report, and are not as racy as the
initial chapters. The author's role as change agent
involved many firsts for the banking industry. She
laid great stress on employee morale management,
so it was as much about HR as loan recoveries.
There was no fault finding or witch hunt. In fact
no one was sacked, although ten percent of her
workforce retired under VRS. She extracted an

: Ranjana Kumar
: Tata McGraw-Hill

Price : Rs.675/-
Reviewed by : Dr. Ajit Ranade

agreement on temporary wage freeze with the
trade union. The agreement also had performance
linked pay, a first for the banking sector. On the
products side, she increased the focus on retail
lending, ahead of the industry. She eliminated
one significant layer of bureaucracy, namely the
zonal office.

Ever since adopting the Basel framework in the
early 1990's, the problem of NPA's (which were
hitherto hidden or "evergreened") became
increasingly visible for public sector banks.
Recovery of bad loans was hampered, and
incentive structure was dysfunctional. Provisioning
required more capital infusion, which was not
possible at give profitability. In 1999 the Verma
committee set up by the RBI identified three weak
banks, of which Indian bank was in the worst
shape. The committee however ruled out liquidation
or merger, and suggested a four point strategy
involving organizational, operational, financial and
systemic restructuring. Around this time there was a
report from a Cll Task force which asked for the
three banks to be closed. The author says that not
only did the report not contain any details about
liquidation, but all it did was to create adverse
publicity about the three banks. Subsequently a
management advisory group for Indian Bank
endorsed the view that the bank could be revived
rather than closed down. The revival plan contained
specific goals on growth, profits, recovery, staff
motivation, technology and finally going to market
for capital. The factis that under Kumar's leadership
the Indian Bank team achieved all of this, and was
rated the best brand among South based banks.
Perhaps it was helped by circumstance, such as
capital infusion of about 2000 crores from the
centre, benign monetary regime and the start of
India's high growth phase.
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Any successful turnaround story in India's public
sector is a must read. Of the few turnarounds, very
few have been recorded in books, and much less by
the person who was at the helm. This book is, thus,
unique in all those aspects. The author however
does not dwell much on her own leadership style.
That is to be gleaned from the various interviews
she gave to media, and other testimonies, all of
which are reproduced in the book. The author
acknowledges that were it not for President Kalam's

insistence, this book would not have seen the light
of the day. However, the book throws more light
on the Indian Bank story than on Kumar herself.
Readers will have to wait for another book, to know
about this dynamic leader who went on to become
Chairperson of NABARD, member of the Vigilance
Commission, and perhaps may become India's first
woman CVC.

v
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16. Inclusive Growth : K.N.Raj's Essays on Ashoka Mody (Editor)
Economic Development

17. International Financial Management, Cheol S Eun &
4" Edn. Bruce G Resnick

18. Joy of Money : a User-Friendly Guide Michelle Doughty
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FINANCIAL RESULTS FOR THE HALF YEAR ENDED 30TH SEPTEMBER. 2007

Total Business Operating Profit Net Profit
Rs.1,29,628 Crores Rs. 867.20 Crores Rs. 588.20 Crores
up Y-o-Y by 32.06% up Y-o-Y by 52.04% up Y-0-Y by 24.65%

Earnings per Share Book Value per Share
Rs. 10.79 Rs. 81.88
up Y-o0-Y by 24.60% up Y-o-Y by 26.48%

Gross NPA
Down from
2.96% to 2.10%
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Union Bank achieves complete banking
integration with 100% CBS.

Union Bank has become the first large nationalized bank to bring 100% of its branches under CBS platform.
For the convenience of our customers we have networked all our 2513 outlets across the country.
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