When the supervisor slept

N

PNB, ICICI could have averted malpractices if banking
system had a mechanism that sounded timely red alerts

TLA PATNAIK

THE MATTER PERTAINING to the IOCIBank's
CEO Chanda Kochhar goes beyond the ques-
tionof propriety. It follows closeon the heels
of the Punjab National Bank-Nirav Modi
fraudcase While the first case occurred ina
government-owned bank, the second inci-
dent brought focus onto a private bank. In
hoth cases, investigative agencies like the CBI
and the ED have stepped in. The common
missing factor is the bank supervisor.

Banking is a non-transparent business,
Depositors do not know how their money is
being invested, Loans are normally given on
the basis of the bank management’s judge-
ment. The managementassesses the health
of acompany and its business plans and on
thebasis ofthat, decides whether to give the
company a loan or not. Bank depositors, the
ones whose money is being lent out, donot
have information about the company.
Regulation and supervision of banks have
theobjective of protecting bank consumers,
reducing the risk of bank failure and limit-
ing the systemic risk arising from the bank's
operations to the financial systemasa whole.
The supervisor examines the books of abank
with these objectives in mind. The supervi-
soris not, and should not be, involved ineach
loandecision. However, the principles based
onwhichloansare given, the integrityofthe
management, thebank's audit system, its IT
systems and its risk assessment models do
come under the bank regulator’s purview.

Speed is critical in ensuring that regula-
tionmeetsitsobjectives. The pertinentques-
tionis: Does the supervisor catch loans get-
ting stressed and becoming non-performing
intime for the top managers or the board to
be held responsible for their incompetence
orcomplicity?

Evidence does not seem to suggest that
banking supervision in India has, so far, been
timely. In an eadier article {'Extend and pre-
tend,' IE, October 31, 2017), I argued that the
REI has failed to spot stressed assets in ime
and created a huge burden for the tax payer.
Thebanking supervisor had allowed banksto
hide bad news and permitted them to con-
tinue ever-greening loans; this led to rising

There is a parallel between
the ICICI and the PNB case.
In the PNB (and other
public sector banks) there
was a lack of integration
between the CBS and the
SWIFT system through
which money was
transferred abroad for Nirav
Modi. The bank supervisor
appeared to have been
inadequately apprised of the
magnitude of the damage
that this lacuna could bring
upon the bank. Itdid not
promptly see the problem
when it occurred and that
allowed the beneficiaries to
milk the system for many
years before they were
brought to book. In the
[CICI case, recognition of
the Videocon loan as a bad
asset took a long time. Both
cases appear to have festered
for many years before the
CBI or the ED stepped in.
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NPAs. In December 2017, gross NPAs in the
Indian banking sector stood at Rs 8.4 lakh
crore. This crisis alone brought arecapitalisa-
tion bill of Rs 211 trillionto the taxpayer. The
NPA figuresand the recapitalisation needed
are likely to grow.

The PNB-Nirav Modi case and the ICICI
conflictof interest case sugeest further weak-
nesses in bank supervision. The PNB fraud
will cost more than Rs 14,000 crore. If the
lack of integration between the CBS {Core
Banking Solution) and SWIFT {Society for
Worldwide Interbank Financial
Telecommunication) allowed PNB officials
to cheat, there could be more suchsuch cses
hiding in other banks.

The ICICI case revolves around a loan
given to Videocon from whose promoteran
immediate family member of Kochhar may
have benefited. The CEO was partof the com-
mittee that made the decision to give the
loan. The loan was one in which there could
have been a possible conflict of interest. It
subsequently turned into anon-performing
one. This does raisequestions about the peo-
ple involved and their ethics. But the episode
also shows in poor light the systems which
are meant to ensure that possible conflicts
ofinterestare brought to the attention of the
banking supervisor.

Animportant element ofthe story is the
speed withwhicha malpractice iscaughtby
the banking supervisors. Again, there isa par-
allel between the ICICI and the PNB case. In
the PNB{ and other public sector banks) there
was a lack of integration between the CBS
and the SWIFT systern through which money
was transferred abroad for Nirav Modi. The
bank supervisor appeared to have been in-
adequately apprised of the magnitude of the
damage that this lacuna could bring upon
the bank. It did not promptly see the prob-
lem when it occurred and that allowed the
beneficiaries to milk the system for many
years before they were brought to book. In
the ICICI case, recognition of the Videocon
loan as a bad asset took a long time. Both
casesappear to have festered for many years
before the CBl or the ED stepped in. What

steps did the RBI take in the two years since
the allegations were made?

In the IC1A case, the bank involved isdes-
ignated by the RBI as a Systemically
Important Bank. This means that if the bank
gets into trouble, the entire financial system
of the country could be jeopardised. Thisalso
means that this bank would have received
heightened supervision by the banking reg-
ulator. Risk-based supervision implies that
the RBI has a special framework for
Systemically Important Banks and supervi-
sors watchthebank more carefully. In many
jurisdictions, dedicated supervisory teams
are assigned toeach systemically important
financialfirm,

The common thread in these cases is
banking regulation and supervision. One key
question is whether the oversight system for
regulation and supervision of banks is ade-
quate. Does the supervisor have red alerts
going of when there are possible conflicts of
interest? Is there arisk-based system of su-
pervision in place? This is similar tothe PNB
fraud where the question was: Does the su-
pervisor have red alerts gning of for banks
where the Core Banking and the SWIFT sys-
tems do nottalk to eachother? The RBI knew
that this created risks and officials spoke
about it in seminars, but what matters is
whether banks in which there isno integra-
tion face greater supervisory scrutiny?

The immediate effect of the IQCI case will
beto put an end to thedemand for privatisa-
tion of public sector banks. That is not a bad
outcome because to see the problem of the
bad performance of Indian banks as one re-
lated only to public ownership of banksis a
partial view. While ownership is a very im-
portant reason for the ills of Indian banking,
thelack of adequate regulation and supervi-
sion are equally important. We first need to
develop our regulatory and supervisory ca-
pability before privatising public sector
banks or unleashinga large number of small
banks onto the system.
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