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It is my pleasure to be present amongst this elite gathering this morning to discuss on the  “Emerging Paradigms in Risk Management” thoughtfully arranged by Indian Banks’ Association.  The presence of the Deputy Governor, Reserve Bank of India and a galaxy of top-level bankers will stand testimony to the importance of this briefing.  I am thankful to the Indian Banks’ Association and  to its Chief Executive Officer – Mr. H N Sinor  for conferring the title of ‘Guest of Honour’ for this intellectual gathering.

At the outset, I do not profess to be an authority on risk management   My role, as Chairperson of the Bank, requires overseeing the risk management functions and to have periodical discussions with persons entrusted with the responsibility of management of various risks on a day to day basis.

  It is said that banking is a risky business and bankers are known to take risks.  The basic business concept is embedded in the axim ‘No Risk- No Profit’.  However, the statement – Higher the Risk, Higher the Profit – may not hold good all the time.  Since risk taking is a part of the banker’s business, it will be prudent to identify or atleast try to identify and understand the risks that exist in every transaction.  Any practising banker will know, the risks, when translated into reality will straightaway hit the profit and loss account on the debit side.  There are hidden risks and risks which I call ‘looming’ risks that are waiting to happen. The difference between the holding rate and market rate of a security kept in the bank’s trading book is a looming risk.  We as bankers have experienced this risk and some of us have paid dearly from our profits.  There is, unfortunately, no provision to shift the securities from one category to another on a daily basis. 

Any risk cannot be mitigated or managed without its identification and measurement.  Risk measurement is a sophisticated task that needs modern technological tools coupled with razor-sharp minds.  A collateral taken to secure a loan is no longer considered as a good risk management technique.  The paradigm of risk management has shifted and shifted very considerably.   

    Let me give you another example.  Until a decade ago, the derivative product of option was not looked upon as an effective risk management solution.  Now, more and more Corporates and financial institutions are using this product towards risk mitigation. But before writing an option, one must know and understand what is alpha-the underlying, beta-rate of change of alpha, gamma-volatility, theta-the rate of change of gamma and so on and so forth.  These, what we call, Option Greeks, can not be measured without sophisticated technological tools, preferably embedded in a computer system. A computer system with a correct and apt application software will calculate and post a solution.  However, interpreting and analyzing the data generated by the computer system requires an application of mind.  The persons with such skills will demand, perhaps rightly, a much higher price for their services.  Further, such sophisticated systems are highly priced.  In addition to the acquisition cost, the systems have to be maintained under AMC which is a recurring cost, which may be as high as 15% to 17% of the TCO (Total Cost of Ownership).  

  Is it possible for smaller banks operating within a specified command area to acquire and maintain such high value systems?  Therefore, there exists a need for an effective but less expensive and locally developed solution to measure, monitor and mitigate risks.  The   quantitative analysis of credit risk is very complex and calls for building models based on specific experiences of risks.  This quantitative analysis calls for historical data relating to loan sanctions, disbursements, default rates and recovery rates.  It has to take into account the correlation among borrowers default probabilities.  This task cannot be done individually, especially by smaller banks but can be done collectively and easily by an  IBA sponsored body.

   We have proved to the world that our country is in the forefront continuously in development of software solutions for several industries including the Banking and Financial Industry Sector. Therefore, perhaps under the initiative of Indian Banks’ Association, it is possible to develop the required Risk Management tools tailor-made for our banks which can be within the reach of smaller banks. 

     Mitsubishi Tokyo Financial Group, in their Annual Report 2005 have detailed the risk management system adopted by them as a group. It has stated that their holding company seeks to raise group wide risk awareness, improve the group’s risk management framework and eliminate specific concentrations of risk. In India, we can follow this example with a slight modification substituting  “Group wide” with “Bank wide” and the body constituted  by IBA can oversee the bank wide risk awareness, improve bank wide risk management framework and suggest ways and means to eliminate specific concentrations of risks.

     The study and analysis of risk will not only result in finding a suitable solution to mitigate but that will also induce risk based pricing. In fact it should be a driver in credit decisions. But the galaxy of bankers assembled here will have no hesitation in concurring with me that pricing of credit is based on market realities.  It is time that the bankers realize the importance of risk based pricing and do what all they can to create market conditions which are conducive to risk based pricing.  

     Very often risk management solutions in many of the banks, tilt towards regulatory compliance rather than on what they are meant for. The ability of a bank, especially of it’s top management, lies in identifying an appropriate risk measurement and management solution which strikes a balance between regulatory compliance and risk based decision making and credit pricing. 

     The Basel Committee on Banking Supervision – under Bank for International Settlements- more often referred to as the Basel Committee, had  released the revised Capital Adequacy framework in June 1999 followed by additional proposals for consultations during January 2001 and April 2003. The Basle Committee followed it up three quantitative impact studies. These studies called for the likely impact on the capital  structures of banks and financial institutions and the systems most suited for banks for measurement of risks and the National Regulator's perspective on these systems.  Based on the feed back received, Basel Committee released the revised framework in November 2005.  However, our regulator, RBI, have issued draft guidelines during February 2005.  These developments contributed towards creating awareness on different types of risks that exist in a bank’s trading book and in banking book. 

 The Pillar- 1 of Basle II accord deals extensively with credit risk, market risk and operational risk and prescribes three different methods or approaches for measuring these risks so as to correctly calculate their impact on the bank’s capital. These methods are somewhat simpler to start with but go into sophistication, tech-savvy towards more advanced approaches. In fact, it is the most significant change in the banking regulatory environment in a generation. Many bankers the world over have gone on record and stated that Basel II will benefit larger, more sophisticated banks much more than the smaller banks.  It is possible that it may provide an extra catalyst for merger and acquisitions in the banking industry. At the same time, larger banks with numerous subsidiaries catering to specific sections of their peripheral business will have to de-conglomerate. Several examples already exist in the banking industry the world over in support of this statement. I will sight a few examples to drive home this point. ABN AMRO Bank had sold their Asian equity business to Macquarie Bank. Citibank has hived of their Smith Barney Asset Management subsidiary. UBS' one of the largest Swiss banks' has sold their SBC Wealth and Asset Management business to Julius Baer. Deutsche Bank AG, Germany has already reduced their stakes in Daimler Chrysler the manufacturer of the world known Mercedes Benz cars and other engineering goods. 

It is also stated that under the new Accord ‘the larger the bank, the larger the opportunities’. It was stated in the explanatory notes to the Accord that it was the Committee’s intention to leave the total amount of capital within the (banking) system unchanged, however the feedback on  the third quantitative impact study ( QIS 3) implies that there is  scope for a lot of redistribution of capital among the various bank groups.  The word redistribution will definitely include shifting of capital from the banking industry to other non-banking activities by strategic placements.  

      I had stated earlier that risk calculating models require extensive data. The data, which is current, accurate and clean.  This is not an easy task but a challenging task. Clean and correct data is required to calculate the Probability of Default (PD) and Loss Given Default (LGD) in credit risk measurement and mitigation.  This data is  critical for measurement of operational risk as bank graduates to more advanced approaches. 

      While analyzing operational risk management under the Basel II accord, one may realise that there is over-lapping of regulatory requirements. For a bank in India with a subsidiary for home loans and a subsidiary for say, Custodial Services, will be regulated by a number of regulators including RBI, Deposit Insurance Corporation, SEBI, National Housing Bank. Therefore, IBA may initiate the required steps to minimize and consolidate different regulatory requirements under a single regulator.

 Data collecting, data cleansing, data collating, data storing and data warehousing are huge tasks waiting to be undertaken by the banks in our country. Invariably, these data are protected by various legislations. The cost involved in this operation will be heavy to very heavy especially for small and medium sized banks. Willing banks can contribute, pool and build up resources for setting up a data corporation which may collect, clean and transmit bank wise data in a secured environment.

 There is an urgent need for trained and experienced personnel in the Indian banking industry for effective data collection, building models and for effective risk measurement and management.  In many banks, it may not be possible to meet the requirements of risk management specialists from within.  No doubt, external consultants may associate themselves' of course' for a price with a bank for establishing risk based measurement and management solutions.

  Banking is dynamic industry, Banks have to grow in the present competitive environment to retain it’s existing market share. Growth in business will yield to growth in data. Growth has to be supplemented by risk based credit decisions and also by risk based pricing. Banks have to be put under risk based internal audit especially when risk based supervision is undertaken by the regulator.  These challenges cannot be met by all the banks within the existing resources.  Therefore, a time has come to establish a  Risk Management Institute for the bankers', by the bankers and of the bankers. I hope that this elite gathering will discuss on this suggestion.

 Finally, Basel II is here and will stay until Basel III arrives. In accordance with the guidelines of our Regulator, parallel run of this capital adequacy framework has already commenced from 1st April 2006 so that the implementation of the new Accord is carried out by 31st March 2007.  Bankers will be putting themselves into great risk if they do not adopt adequate, appropriate and cost effective risk measurement and management systems. This message has to be spread across effectively amongst all practising bankers at all levels. 

      I congratulate the IBA and IBS for organizing this meeting. The deliberations will certainly help both the Indian banking fraternity and the Indian Banks' Association to understand and appreciate the key issues facing the Indian banks in the areas of risk measurement, risk management and risk mitigation.  I once again thank the Indian Banks' Association for giving me this opportunity to share a few of my thoughts on the topical issues with you on this Friday morning in this garden city of Bangalore. 

Thank You. 
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