Extend and pretend

Banks can play that game no more. But recapitalisation
is not the reform that is needed to prevent arecurrence

TL.A PATNAIK

THE PROBLEM OF rising non-performing as-
sets of banks has been simmering beneath
the surface for many years. Untilnow, it was
possible to sweep bad news under the car-
pet. But the pressure arising from bad loans
going through the bankruptcy mechanism
hasmade it difficult to continue the game of
extend-and-pretend, Recapitalisation of
banks is, however, not a reform. [t uses tax-
payer money tocover up the failure of insti-
tutions. To preventa recurrence of such fail-
ure, it is important to reform not just
governance, but also regulatory oversight.

The problem ofhidden bad assets is per-
vasive across theentire banking system. Both
public and private sector banks are partofthe
story. Ifone bank had been undertaking
fraudulent accounting practices and hiding
problems, it could have been blamed, and its
management punished, as in the case of
Satyam and the convictionof Ramalinga Raju.
If the problem was limited to public sector
banks, we would have found solutions intheir
governance, Private banks have also been hid-
ing bad assets. The presentNPA crisis appears
tobe as much a failing of the banking regula-
tor. For manyyears, despite its unquestioned
powers to regulate, supervise and inspect
banks, the regulator did not take action
against banks that were hiding their bad as-
sets. Instead, it proposed one loan restrucu-
turing scheme after another. None of the
schemes, like CDR, SDR, S4A succeeded and
stressed assets grew innumber and value, It
is only now, when credit growth has col-
lapsed, that solving the problem cannot be
postponed further and the regulator has be-
come strict.

There has beena lot of discussion about
restructuring public sector banks. However,
this misses the point that private sector
banks are also in a similar situation. The
question to askis: Why did the banking reg-
ulator fail to take action against banks that
were hiding bad loans? The RBl is aregulator
that interferes with bank operations more
than any other banking regulator in the
world. Given its policy of giving hardly any
new bank licences, the RBI has only a small
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number of bank books to examine. So why
did it fail in this core function?

A charitable explanationcould bethat its
staffis of poorquality. It is ill-equipped toin-
spect bank books. Why did the RBI not see
the problems, like late payment of interest
and principal, evergreening of loans, mech-
anismsthat banks created to keep bad loans
from been classified as such until 20157
Many regulators, particularly abroad and
some in India like SEBI, hire practitioners
from the industry to be part of supervision
teams. Isit that the RBI does not have ade-
quate lateral entry and depends on people
who have not been on the other side, and
thus keeps getting outsmarted?

A second, less charitable explanation
could be that bank inspection did reveal the
bad asset problems. But the inspectors kept
quiet. Finance Minister Arun Jaitley has said
the problem was hidden under the carpet il
2015. Inotherwords, the regulator knew that
there were bad assets, butdid not press upon
banks todeclare them non-performing. The
regulator did not take action when banks
continued to extend-and-pretend. Loans
were not declared NPAs despite non-pay-
ment of interest or principal. Bank inspec-
tors looked the other way when banks gave
additionalleans to defaultingclients to serv-
ice these loans. If this was the problem,
should there not be aquestionabout why the
regulator behaved in this manner? A bad
loan is a rapidly depreciating asset. The RBI
was the only authority with oversight over
banks, and allowing extend-and-pretendin-
creased the costtothe taxpayer of recapital-
ising banks. Whowasresponsible, whoisac-
countable?

Whatever the correct explanation — in-
competence, complicity or the attempt to
hide its own inadequacy — there is no ques-
tion that the banking regulator, by failing to
doits job, has burdened the taxpayer with
higher costs. The cost of solving the NFA
problem has grown every year that the RBI
hashiddenit,and theburdenon the taxpayer
has increased.

The RBI has an annualspendof Rs 13,000

crore at present. Itis the only regulator that
is not subject to a CAG audit. In the name of
independence, the RBI has become unac-
countable. All institutions that spend public
money need to beaccountable, and onethat
fails inits job cannot be excused forany rea-
son. A mistake as big as one requiring Rs2.11
trillion of taxpayer money should be fol-
lowed by an analysis of the failureof the gov-
ernment agency explicitly tasked with pre-
venting this very situation.

In view of the earlier PSB recapitalisations
and bank regulatory failures in the past, the
Financial Sector Legislative Reforms
Commission (FSLRC) had proposed changes
to thegovemance, regulation making, super-
vision, inspection and data collection in all
regulators, including the RBL. The FSLRC also
proposed a resolution corporationwith pow-
ers to inspect banks. While the Financial
Resolution and Deposit Insurance Bill that
aims to create a resolution corporation for
banks hasbeen tabled in Parliament, it does
not give it the power to inspect banks and
thus to create checks and balances to the
RBI's power, Withoutadditional supervision,
and without checks and balances, the RBI
will continue to be the only supervisor of
banks. The resolution corporation will step
in only after the RBI declares a bank has
failed.

Regulatory failure across the world has
led tochanges in regulatory regimes, inlaws
andin institutions. Creating checks and bal-
ancesis a necessary element of the reform
process. Independence and accountability
are two sides of the same coin. Regulators
must have both.

In conclusion, in the discussions about
the reform that should accompany recapi-
talisation, it is important to rememberthat it
is not enough to reform public sector banks.
The problem of hiding NPAs is also present
in private sector banks. Thefailuresof bank-
ing regulationmust be addressed and checks
and balances created.
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