Lesson 8 = Financial Analysis of Banks 233

Cost of goods sold

Gross profit

Operating expenses

Operating profit

Non-operating surplus/deficit

Profit before interest and tax

Interest

Profit before tax

Tax

Profit after tax (Net Profit)
Gross and Net Sales:

The total price of goods sold and services rendered by an enterprise, including excise duty paid on the goods
sold, is called Gross sales. Net sales are gross sales minus excise duties.

Cost of Goods Sold:

This is the sum of costs incurred for manufacturing the goods sold during the accounting period. It consists of
direct material cost, direct labour cost, and factory overheads. It is different from the cost of production, which
represents the cost of goods produced in the accounting year, not the cost of goods sold during the same period.

Gross Profit:

This is the difference between net sales and cost of goods sold. Most companies show this amount as a separate
item. Some companies, however, show all expenses at one place without making gross profit a separate item.

Operating Expenses:

These consist of general administrative expenses, selling and distribution expenses, and depreciation. Some
companies include depreciation under cost of goods sold as a manufacturing overhead rather than under operating
expenses.

Operating Profit:

This is the difference between gross profit and operating expenses. As a measure of profit, it reflects operating
performance and is not affected by non-operating gains/losses, financial leverage, and tax factor.

Operating Profit:

This is the difference between gross profit and operating expenses. As ameasure of profit, it reflects operating
performance and is not affected by non-operating gains/losses, financial leverage and the tax factor.

Non-operating Surplus: This represents gains arising from sources other than normal operations of the business.
Its major components are income from investments and gains from disposal of assets. Likewise, non-operating
deficit represents losses from activities unrelated to the normal operations of the firm.

Profit before Interest and Taxes:

This is the sum of operating profit and non-operating surplus/deficit. Referred to also as earnings before
interest and taxes (EBIT), this represents a measure of profit which is not influenced by financial leverage and the
tax factor.
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Interest:

This is the expenses incurred for borrowed funds, such as term loans, debentures, public deposits, and working
capital advances etc.

Profit before tax:

This is obtained by deducting interest from profits before interest and taxes.
Tax:

This represents the income tax payable on the taxable profit of the year.
Profit after tax:

This is the difference between the profit before tax and tax for the year.

Analysis of Funds flow/ cash flow statements

Each item in the balance sheet represents either source of funds or use of funds. All items on the liabilities side
represent the funds provided to the enterprise and all items on the assets side (except cash) represent use of
these funds.

When we compare two balance sheets of different dates, change in each item (or introduction of a new item) in
the balance sheet of later date, as compared to that item in the balance sheet of earlier date, will represent either
addition of funds or additional use of funds in the intervening period. Any increase in any item on the liabilities side
means additional funds available. Please note that additional funds are also available if there is decrease in any
item on the assets side. Similarly, any increase in any item on the assets side or decrease in any item on the
liabilities side means additional use of funds. A statement of these additional sources of funds and additional uses
of funds is called Funds flow statement for the intervening period.

If we have to prepare the cash flow statement, we start with the cash in the first balance sheet as opening
balance, add all the additional sources, excluding cash (cash is also a source of funds if it is at a reduced level in
the subsequent balance sheet), and deduct all additional uses (excluding cash), thus arriving at the closing
balance, which will be equal to the cash shown in the second balance sheet. In practice, the statement is prepared
perceiving cash as a use or source of funds.

TECHNIQUES USED IN ANALYSIS OF FINANCIAL STATEMENTS

Three methods are used for analysis of financial statements:

Funds Flow Analysis

The total sources of funds are categorized as ‘Long term’ and ‘Short term’. Similarly, the total uses are also
categorized as ‘Long term’ and ‘Short term’. If the short term sources are more than the short uses, it indicates
diversion of working capital funds and needs to be probed further. Sometimes, it may be a desirable thing e.g., in
case of companies with very high current ratio, it may be desirable to use the idle funds for creating additional
capacity. The guiding principle is that this diversion should not affect the liquidity position of the company to
unacceptable level.

Trend Analysis
Under trend analysis, methodology can be used:

(a) Theitems, for which trend is required to be seen, are arranged in horizontal form and percentage increase
(decrease) from the previous year’s fig is indicated below it. Generally, this is used to see the trends of
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sales, operating profit, PBT, PAT etc. from P& L account. Similarly, the balance sheets, arranged in
horizontal order give the trends of increase or decrease of various items.

(b) Common size statements are prepared to express the relationship of various items to one item in
percentage terms. For example, consumption of raw materials is expressed as a percentage of sales for
different years and comparison of these figures gives indication of trend of operating efficiency.

The use of common size statements can make comparisons of business enterprises of different sizes much
more meaningful since the numbers are brought to common base, i.e. per cent. Such statement allows an
analyst to compare the operating and financing characteristics of two companies of different sizes in the same
industry.

Ratio Analysis

This is the most commonly used tool for analysis of financial statements.

Aratio is comparison of two figures and can illustratively be expressed as:

Current Ratio 1.33
Debt Equity Ratio 1:2
Profitability Ratio 21.4%

Both the figures, used in calculation of a ratio, can be from either P& L account, or balance sheet or one can be
from P& L account and the other from balance sheet. Ratios help in comparison of the financial performance and
financial position of an entity with other entities, as also for comparison with its own status over the years. While
different users of financial statements are interested indifferent ratios, some of the important ratios are:

Profitability Ratios:

Operating profit margin (OPM) and Net profit margin (NPM) are calculated by dividing the figures of operating
profit (EBIT which means earnings before interest and tax) and net profit respectively by the net sales. OPM is an
indicator of the operating efficiency of the enterprise while NPM is an indication of ability to withstand the adverse
business conditions.

Liquidity Ratios:

These are Current ratio (CR) and quick ratio or acid test ratio. While CR is a ratio of total current assets to total
current liabilities, quick ratio is calculated by dividing current assets (excluding inventory) by total current liabilities.
These ratios indicate the capacity of an enterprise to meet its short term obligations.

Capital Structure Ratios:

Debt Equity Ratio (DER) is a ratio of total outside long term liability to the Net worth of an enterprise. High debt equity
ratios are an indication of high borrowings in relation to the owned funds but also affects the viability of the operation
of the enterprise, as higher borrowings mean higher costs and lower operating margins. In case of those enterprises,
which are not capital intensive (i.e. the requirement of fixed assets is low), this ratio may not indicate the correct
picture as working capital borrowings, which are not indicated by DER, may be disproportionate to the capital. To
get a better result, TOL/ TNW ratio i.e. the ratio of Total Outside Liabilities to Tangible Net Worth can be used.

Coverage Ratios:

Interest Coverage Ratio (ICR) and Debt Service Coverage Ratio (DSCR) are the important ratios under this
category. ICR is calculated by dividing EBIT (earnings before interest and tax) by total interest on long term
borrowings. DSCR s ratio of total cash flows before interest (net profit + depreciation + interest on long term
borrowings) to total repayment obligation (installment + interest on long term borrowings).
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Turnover Ratios:
Inventory Turnover Ratio:

This is one of the important ratios to measure the skills of the management of the firm. This is an indicator of how fast
or slow is the movement of inventory. It is calculated by dividing cost of goods sold by average inventory. A higher ratio
indicates faster movement of inventory. This is also used for calculating average inventory holding period.

Debtors’ Turnover Ratio: This is another important ratio to measure the efficiency of the receivables management
of the firm. It is an indicator of how fast or slow the debtors are realized. It is calculated by dividing the net credit
sales by average debtors outstanding during the year. A higher ratio indicates faster collection of debts. This is
also used for calculating average collection period.

DU PONT MODEL

The Du Pont Company of US introduced a system of financial analysis considered as one of the important tool for
financial analysis.

The Du Pont identifies that the earning power of a firm is represented by (Return on Capital Employed) ROCE.
ROCE shows the combined effect of the profit margin and the capital turn over. A change in any of these ratios
would change the company’s earning power. These two ratios are affected by many factors. Any change in these
factors would bring a change in these two ratios.

The usefulness of the Du Pont model is that it presents a picture of the overall performance of a company to
enable the management to identify the factors relating to the company’s profitability.

The two components of this ratio: profit margin and investment turnover ratio individually cannot give the overall
view because the profit margin ratio ignores the profitability of investments and the investment turnover ratio
ignores the profitability on sales.

ROCE = Turn Over x Profit Margin

Turn over = Sales/ Capital Employed

Capital Employed = Working Capital + Fixed Assets

Working Capital = Stock + Bills Receivable + Debtors + Cash

Profit Margin: Net Profit/ Sales

Net Profit = Sales — (Manufacturing costs + Selling costs + Administrative costs)
Du Pont Chart

ROCE
I I
Turnover X Profit margin
Sales/Capital Capital Net Profit/
Employed employed Sales
|
| |
Work.mg Fixed Assets Sales
Capital
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Special issues in financial analysis - Banking Industry:

Banks are financial intermediaries playing a crucial role in connecting the depositors (who save money) and the
borrowers (who need money). Banks borrow money in the form of acceptance of deposits both from retail and
wholesale customers (depositors) as well as banks and financial institutions. The funds are deployed as assets.
Bank assets can be broadly classified into (i) Loan assets (ii) Investments and (iii) Other assets (fixed assets)

In both capacity as lending banker and investing banker, a banker needs to be careful. He needs to carry out as
due diligence exercise for various reasons:

Safety and security is the concern of a lending and investing banker, since he also acts as trustee for the
depositor’s money.

While lending as well as investing, banks are exposed to many a risks.

Banks needs to balance their assets and liabilities, and also ensure proper liquidity management.

Banks should carefully handle their assets portfolio to ensure that their NPA levels remain at minimum
possible levels.

In view of the above, a banker’s financial analysis would be different from other category of persons and entities
that use the financial statements for various purposes and reasons.

FINANCIAL ANALYSIS BY BANK AS A LENDER

While considering a loan proposal, apart from the borrower’s integrity and KYC aspects, the banks are interested
in knowing the financial details of the prospective borrower. The extent of these details depends upon the type of
loan, type of borrower, purpose of the loan etc. In case of security based lending like loans against fixed deposits,
etc, these financial details may be few or may not be required at all. However, in other cases of both fund based
as well as non fund based limits, to secure the bank advances and also to manage the risks and recovery of loan
amounts, banks would be ensuring collection of all relevant financial data, and other relevant information, to
make a proper decision.

Some of the important areas are:
(1) Net Worth of the borrower:

For an individual, the excess of his assets over his liabilities is his net worth. The same thing applies to any
business entity as well but, to consider various types of loans and advances, banks should be careful to evaluate
the net worth.

(2) Viability:

Banks should assess the viability of the business unit, its operational capacity and its ability to increase it's
production with the proposed bank loans. This is one of the important considerations for a bank in credit assessment
(working capital finance and term finance). A scrutiny of the financial records of the existing activity helps bank in
assessing whether the proposed bank loan will result in a significant increase in operations.

(3) Repayment Capacity:

Depending upon the type of borrower, the repayments of the loans would be determined. In case of an individual,
the banks collects information like his income (salary, interest, dividend, etc.) as also his expenditure, including
repayments of existing borrowings, if any, to assess the surplus available for repayment of installment and interest
on bank’s loan. However, in case of a business concern, banks obtain most of the required information from its
financial statements and for other information banks collect information through their due diligence process. The
banker’s focus is normally on the following aspects:



238 PP-BL&P

(4) Assessment of Performance and Financial Position:

An analysis of the financial statements reveals the trend of growth of its business and its profitability. The review
of the financial statements reveal the composition of assets and liabilities of the company. By comparing these to
the industry trend, opinion about the management and efficiency of the enterprise is formed.

(5) Financial Health Indicators:

Financial statement analysis is an important tool in identifying direction of business of the company. Also it assists
the bank to determine the status of the financial health as well. The financial analysis helps the banker to detect
any deterioration of its financial health. This signal would enable the bank to take preventive/ corrective measures
to avoid/ minimize losses.

(6) Assessment of Credit Requirements:

Despite all best efforts, one of the difficulties banks face is to accurately assess the financial need of the borrower.
Over-financing and under-financing both are risky for the borrower and the bank. Financial statement analysis is
used by banks to assess the credit requirement to overcome this issue. Banks are also concerned with repayment
of loan interest within a reasonable time. Analysis of the financial statements of the borrower helps in assessing
the repayment schedule as also to assess credit risk, and deciding the terms and conditions of loan.

(7) Cross Verification:

The statements of stocks and book debts, as on the date of the balance sheet, submitted by the borrower, for calculation
of drawing power in the cash credit account, are cross checked with the figures given in the balance sheet.

BANKERS AS INVESTOR

As per bank’s investment policy and guidelines of the regulator, banks invest in securities under SLR and Non
SLR investment categories.

These investments are made by banks for the following reasons:
(1) To comply with SLR requirements
(2) To optimally deploy surplus funds
(3) To manage the gap between assets and liabilities (mismatch)
(4) To diversify risks
While investing funds in Non-SLR securities, the following need to be taken into account:
1. They should adhere to exposure limits and counter-party limits.

2. The financial statements of banks and corporate clients, where the funds would be invested, need to be
properly analyzed.

3. Like a lending banker, the investing banker also needs to verify all the important parameters to cover
various risks.

4. If the investments are in market related instruments, banks also need to do a proper analysis of the
market risks and their impact

5. Banks should ensure that all such investments are properly valued by practicing the mark-to-market
concept.

6. Apart from trend ratio and other analysis, banks should also carry out PESTEL analysis (Political,
Economic, Social, Technological, Environmental and Legal) and impact of the PESTEL factors on their
investments.
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To protect the interests of the bank, while investing, careful assessment of the company’s performance
and stock markets, also needs to be carried out.

LESSON ROUND UP

The main source of Financial analysis is the financial statements viz., the balance sheet, profit and loss
account, cash flow and funds flow statements.

The balance sheet depicts the position of its assets and liabilities as on a particular date, while P&L
account is prepared for an accounting period and states the position of income, expenses and the
profit/loss.

Different methods of analysis are used on the basis of comparison of two successive balance sheets.
We can calculate the flow of funds in the intervening period.

The credit and investment decisions are applicable for future needs of an enterprise, for which usually
projected financial statements are also prepared and analyzed.

These are based on actual statements for the past period and anticipated performance in the future.

Analysis of financial statements helps banks in knowing the financial health, performance and viability
of an enterprise, and in assessing its credit requirements.

Some of the important methods used in analysis are trend and ratio analysis.

The trend analysis shows how the business of an enterprise is growing while the ratio analysis depicts
the most critical financial parameters at a glance. Thus, the key ratios like OPM, debt/equity ratio,
current ratio, DSCR, debtors’ turnover ratio assist an investor and a lender to get a reasonable
understanding about the financial health and the performance of an enterprise. However, for a final
decision, a more detailed analysis is hecessary.

While the format for balance sheet and P&L account are prescribed, for meaningful analysis,
rearrangement of these statements into various groups can be done according to the requirement of
the analyst.

Du Pont model highlights that the earning power of a firm is represented by Return on Capital Employed
(ROCE). ROCE shows the combined effect of the profit margin and the capital turn over. Any change
in any of the factors affects the company’s earning power.

Banks as lender and investor, carryout financial analysis. While analyzing the company’s performance
based on the financial statements, banks should also be careful to give due attention to other factors
apart from the financial statements.

SELF TEST QUESTIONS

1.

State whether the following statements are ‘True’ or ‘False’

(a) Term loan installment due within one year, is classified under current assets.

(b) The motor cars ready for delivery of an automobile company, is classified as current assets.
(c) Off balance sheet items also needs to be included in the financial analysis of an enterprise.
(d) Debt: Equity ratio (DER) is a ratio of total outside liability to the net worth of an enterprise.

(e) Du Pont model is used by banks to assess a company’s current ratio.
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(f) Banker can analyze the financial statements as a lender and an investor.
2. Select the correct alternative.

A. The financial statements of a company for financial analysis are used by:
(i) Bankers (ii) Investors (iii) Credit Rating Agencies (iv) Government
(a) i only (b) both i and iii (c) i, i, iii, iv (d) ii, iii, iv

B. ldentify the exception to the method of ratio analysis. ratios can be expressed as
(a) numbers (b) percentage (c) statements (d) ratios

C. DuPont analysis include the following items, except one. Identify the exception
(a) ROCE (b) Fixed Assets (c) Sales (d) Goodwill

D. Which of the following statement is incorrect?
(a) Current ratio measures the short term solvency of a firm
(b) Trend Analysis is the best method to predict the future earnings of a firm
(c) PAT indicates the net profit of a company
(d) Working Capital finance can also include bills finance

3. How can an investor do the financial analysis of a bank? Explain in detail. What are the advantages and
disadvantages of financial analysis?

Discuss the role of a banker as lender and as investor
Briefly highlight the features of working capital finance

Critically examine “Du Pont analysis” in banking companies.

N o o &

Write a short note on

Banker as a lender

Banker as an investor

Reserves and Surplus

Off balance sheet items

Trend Analysis

Liquidity Ratios
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LEARNING OBJECTIVES

To start a business, an entrepreneur depending
upon the type and nature of business, requires
large amount of investment in the form of capital.
As discussed in some other chapters, the capital
base of an enterprise should be strong to add
stability to the business unit. Therefore, the
capital is an important composition of a business
unit in determining its financial status.

At the end of the chapter the reader would be
able to:

— Appreciate the role played by Primary and
Secondary Markets in the formation of capital

— Understand the significance of Intermediary
Financial Institutional contribution for flow of
capital

— Know the role of different Primary market
facilitators
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I
ROLE OF FINANCIAL SYSTEM

Afinancial system consists of a structure in an economy, which mobilizes the capital from various surplus sources
(investors) and distributes them to the needy segment of the economy. The financial system comprises of various
intermediaries who play crucial roles in sourcing out the funds from one segment (surplus segment) and deploying
such funds to another segment (needy segment). Some of the intermediaries are banks, financial institutions,
mutual funds, etc.

Broadly financial market can be classified as under:

Financial
Market

Money Debt Capital Forex
Market Market Market Market

The promoters of a business can raise the funds for investing in business, through many ways like borrowing
from banks and financial institutions, invest their own money and also raise funds by inviting public to invest in the
form of shares ,debentures etc.

CAPITAL MARKET

Capital Market is a market where investors/ buyers, and issuers of securities/ sellers engage in issue/subscription/
trade of financial securities like shares, bonds etc. This market helps in channelizing surplus funds from savers to
the institutions in an organized manner, which then invests them into productive use. This market mostly deals in
long term securities

It consists of two types viz., Primary market and Secondary market.

@ + = f/la pli:a:
arke

Primary Market

In this market, securities (shares, debentures, bonds etc) are offered to the public for subscription with a view
to raise capital fund. The public issues are to be handled as per the guidelines of the regulator of Capital
market, i.e., the Securities Exchange Board of India (SEBI) and applicable legal framework like the Companies
Act. There are number of facilitators (intermediaries) in the primary market like merchant bankers and others,
who through their services facilitate the public issue at different stages, to enable the investors to decide and
invest in a company.
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Initial
Public Offer
Further Private
Public Offer

In the primary market, issues are classified into public, rights or preferential issues (also known as private
placements). The public and rights issues involve a detailed procedure, whereas in case of private placements or
preferential issues, the procedures are relatively simpler.

Public issues can be classified into Initial Public Offerings (IPOs) and Further/Follow-on Public Offerings (FPOs).
When an unlisted company makes either a fresh issue of shares or an offer for sale of its existing shares or both
for the first time to the public, it is called IPO. On the other hand, a company which is already a listed company,
either makes a fresh issue of securities to the public or an offer for sale to the public through an offer document,
it is known as FPO.

Rights Issue (RI) is one, when a listed company proposes to issue fresh securities to its existing shareholders as
on arecord date. The rights issue is normally offered in a particular ratio to the number of shares already held by
the shareholders.

A private placement is an issue of shares or of convertible securities by a company, to a select group of persons
under the provisions of Section 81 of Indian Companies Act, 1956, which is neither a public issue nor a rights
issue. This is a faster way for a company to raise capital.

An example of private placements is a Qualified Institutional Placement (QIP). It is a private placement of equity
shares or securities convertible into equity shares, by a listed company to Qualified Institutional Buyers (QIB)
only.

SEBI has laid down eligibility norms for entities accessing the primary market through public issues. As per
SEBI’s guidelines, different facilitators provide service to ensure that the primary market issues are handled as
per laid down laws and procedures.

Various aspects of the Primary Market issues

A merchant banker is the main facilitator for public issues. The issuer company makes detailed disclosures as
per the SEBI Disclosure and Investor Protection (DIP) guidelines in its offer document while offering it for
subscription. The merchant bankers are the specialized intermediaries who have to ensure after proper due
diligence that all required disclosure and investor protection guidelines are complied with, at the time of submission
of draft offer documents to SEBI. If a merchant banker fails to ensure compliance, the merchant banker would be
penalized by SEBI in term of SEBI (Merchant Bankers) Regulations. The draft offer document filed by the merchant
banker is also placed on the website for public comments. SEBI’s officials at various levels check the details and
ensure that all necessary material information is disclosed in the draft offer documents.

Offer Document

In case of public issue, an offer document is called as prospectus. It is called as offer for sale and Letter of Offer
in case of a rights issue. These offer documents need to be filed with Registrar of Companies (ROC) another
facilitator. These offer documents also need to be filed with the concerned stock exchanges.
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Red Herring Prospectus (RHP):

It is a prospectus which does not have details of share price or number of shares being offered or the amount of
issue. If the price is not indicated, then the number of shares and the upper and lower price bands are disclosed.
In the case of book building issues, it is a process of price discovery. In such a situation the price would not be
determined until the bidding process is completed. Only on completion of the bidding process, the details of the
final price are included in the offer document. Thereafter, the offer document is filed with ROC which is called a
prospectus.

An offer document is an important document highlighting all the relevant information to assist an investor to make
his/her investment decision about the company.

Pricing of the Issue:

As per SEBI’s guidelines the price for an issue is to be determined by the issuing company in consultation with the
lead merchant banker. Either of the two prices (a) fixed price or (b) floor price or a price band (final price is
determined based on the market forces)

Book Building:

Itis a process undertaken by the company based on the demand for the securities to be issued. The price for the
proposed issue of securities is fixed based on the bids received for the number of securities (shares) offered for
subscription by the issuing company. It is an opportunity for the market to discover the price for securities. As per
the guidelines of SEBI, in the book building process, certain portion of issue are allocated for Retail Individual
Investors, Non Institutional Investors and Qualified Institutional Buyers. Retail investor is an investor who applies
or bids for securities (shares) of or for a value not more than Rs. 2,00,000.

Important facilitators in the primary market issues are:
(a) Merchant Bankers to the issue or Book Running Lead Managers (BRLM)
(b) Syndicate Members
(c) Registrars to the issue
(d) Bankers to the issue
(e) Underwriters to the issue
(f) Auditors to the company
(g) Solicitors

Merchant
Bankers

Stock Registrars
Brokers the issue

Bankers to
the issue
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Merchant Banker/Book Running Lead Manager (BRLM):

A merchant banker needs to be registered with SEBI in accordance with the SEBI (Merchant Bankers) Regulations
1992 to act as a BRLM for an issue. In the pre-issue process, the Lead Manager (LM) takes up the due diligence
of company’s operations/ management/ business plans/ legal etc. Other activities of the LM include drafting and
design of Offer documents, Prospectus, statutory advertisements and memorandum containing salient features
of the Prospectus. The BRLMs ensure compliance with stipulated requirements and completion of prescribed
formalities with the Stock Exchanges, RoC and SEBI including finalization of Prospectus and RoC filing. Appointment
of other intermediaries viz., Registrar(s), Printers, Advertising Agency and Bankers to the Offer is also included in
the pre-issue processes. The LM also draws up the various marketing strategies for the issue. The post issue
activities including management of escrow accounts, coordinate non-institutional allocation, intimation of allocation
and dispatch of refunds to bidders etc are performed by the LM. The post Offer activities for the Offer will involve
essential follow-up steps, which include the finalization of trading and dealing of instruments and dispatch of
certificates and demat of delivery of shares, with the various agencies connected with the work such as the
Registrar(s) to the Offer and Bankers to the Offer and the bank handling refund business.

A merchant banker is required to do the necessary due diligence in case of QIP mechanism.

Secondary Market

Once the securities are issued in the primary market and/or listed in the Stock Exchange, these can be traded in
a market called the Secondary Market. Secondary market is a platform for the investors to buy and sell the
securities.

Instruments — Capital Market
Equity Shares:

The equity holder, popularly known as share holder is the part owner of the company. Depending upon the pattern
of the share holding, the equity holder is entitled for dividends, and voting rights as members of the company.
These shares can be obtained either through the Initial Public Offering (IPOs), Further/Follow-on Public Offering
(FPOs) (primary markets) and can also be bought in the stock markets after the stocks are listed (Secondary
markets)

Rights issue (RIs):

When a listed company wants to raise funds from the markets, one option available to the corporate is to arrange
to issue additional/fresh stocks (shares/debentures) to the existing stock holders, known as Rights Issue. Rights
Issues are offered to the existing shareholders whose names appear on a record date and in a particular ratio to
the number of securities held by the shareholder.

Preference Shares:

The investors who hold the preference shares enjoy the following: (a) entitled for fixed dividend over other equity
share holders. (b) In case of surplus, preference is given in distribution of income, over r equity share holders (c)
In case of liquidation, their claims would rank above the equity share holders but only after the company’s creditors,
bond and debenture holders.. However, the preference share holders do not have the right to vote. .

Debentures:

One of the options available for an investor is to invest in a company’s debentures. A debenture holder enjoys a
fixed rate of interest payable every half year/year, on a fixed date. The principal amount is repayable on the date
of redemption. Debenture holders are creditors of the company.

Bonds:

Abond is issued in the form of a negotiable certificate/ documents against indebtedness.
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Bonds

Government Corporate
Bonds Bonds

Bonds can be classified differently as per their characteristics, viz as coupon, zero coupon, and convertible and
non-convertible etc.

Coupon Bonds:

When an investor invests in a bond, he gets his return on investment, based on the coupon rate (interest at a pre
fixed rate).

Zero Coupon Bonds:

Abond which is issued at a discount and repaid at a face value is called a Zero Coupon Bond. No periodic interest
is payable. The investor on the date of Redemption gets the face value of the bond and the difference between
the face value and the issue price, is the return on investment for the investor.

Convertible Bonds:

The investor gets an option to convert the bond into equity at a fixed conversion price.
Non-convertible Bonds:

The investor does not have the option to convert the bond into equity.

Commercial Paper (CP):

Commercial papers are issued by companies with high credit ratings, in the form of promissory notes, at discount
but repayable at par, to their holder at maturity. Commercial papers are money market instruments and issued as
per the guidelines of the Reserve Bank of India.

Certificate of Deposit (CD):

A certificate of deposit (which is also a money market instrument) is issued by a bank. It is issued at discount to
be redeemable at par on the maturity date. The minimum investment is Rs100,000. It is issued for a minimum
period of 7 days up to a maximum period of one year. It is issued in the form of usance promissory note. The CDs
can be traded in the market from the date of issue. The CDs are issued as per the guidelines of the Reserve Bank
of India.

MUTUAL FUNDS

Mutual Funds play a key role as a financial intermediary in the financial services sector. A mutual fund pools
money from investors and invests in Stocks, Debt and other financial securities. SEBI Regulations 1993 defines
a mutual fund as: “ a fund established in the form of a trust by a sponsor to raise monies by the trustees through
the sale of units to the public, under one of more schemes, for investing in securities in accordance with these
regulations”

Role of Mutual Funds in the Capital Market:

Mutual funds assist investors to have access to the capital markets through various schemes (as explained
below). Mutual funds through their network across the country and also as financial advisors to their clients help
the investors to invest in different schemes. To bring in uniformity as per SEBI’s directives it is mandatory for any
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entity/person who markets/sells mutual fund products, to clear the required examinations conducted by the
Association of Mutual Funds in India (AMFI)

Mutual Funds are classified into two broad categories based on the basis of execution. (i) Open ended and (ii)
Close ended.

Apart from the above classification, mutual funds can also be classified into :

Mutual Funds

Income Funds Growth Funds Balance Funds Gift Funds
| I
| | | |
Money Fund Tax Saving Other
Market Funds Funds Funds Funds

Open ended funds:

This is one of the popular mutual fund scheme. In this case, the size of the fund and the period of the fund is not
pre fixed. The investors are free to buy and sell any number of units at any point of time.The main objective of the
fund is income generation. The investors have the freedom of free entry and exit to/from an open ended fund.
The units are not listed on the stock market, however the mutual fund would buy the units based on the Net Asset
Value (NAV) of the units. Advantage to the investor is that the investor gets quick cash when he sells the units to
the mutual fund on any working day.

Close ended funds:

Unlike the open ended funds, the corpus (total amount to be collected) and the duration are predetermined in this
scheme. These are available for a parrticular period, and the investors can buy the units at the face value.

Other important features are:
(i) The objective of the fund is capital appreication
(ii) The units under this scheme are traded in stock exchanges

(iii) Atthe time of redemption, the total funds collected under a close ended scheme would be liquidated and
the proceeds are distributed among the unit holders.

Income Funds:

The objective of this fund scheme is to distribute income to the investors, regularly. The fund managers through
their investment strategy, aim to provide a return better than the bank’s fixed deposit interest .

Growth Funds:

For long term investors, one of the suitable option is growth funds. The fund managers aim to achieve capital
appreciation through this fund. Regular income, is not distributed under this fund, like income funds.

Balanced Funds:

The features of the balanced funds are the combination of both income and growth funds. The special feature is
that this fund aims at distribution of regular income and capital appreciation. The fund managers try to achieve
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this by balancing the investments between high growth equity shares as well as fixed income securities like debt
instruments (T Bills, GOI Sec, etc.)

Money Market Funds:

An open ended scheme which exclusively invest in Money Market instruments like Certificate of Deposits,
Commercial Papers,T.Bills and similar instruments, which are higly liquid and safe instruments. .

Tax Savings Schemes:

As part of tax planning, investors and income tax payers can investin this fund. Depending upon the tax concession
based on the provisions of the Income Tax Act, the investments under this fund attracts lot of investments especially
during the period of January,February and March every year.

Other Popular funds:
Index Funds:

In view of the economic growth. the growing investment opportunities and to diversify risks, index funds are
floated by mutual funds. Depending upon the market conditions, investment managers invest in specific index
funds.

Fund of Funds:

When a mutual fund invests in their other funds or funds of other mutual funds, such investment is called fund of
funds.

Sectoral Funds:

Investments are made in different sector wise industries like Pharma Companies, Banking, Automobile Companies
etc., Depending upon the investment manager’s investment strategy, the amounts are invested in different sectoral
funds to gain the advantages of stock market movements.

Net Asset Value (NAV):

Mutual funds are required to declare the NAV for different schemes at regular intervals on their web sites. NAV is
the net asset value of a particular fund, and the mutual funds calculate NAV on daily basis. The funds are bought
and sold at the NAV, after the initial issue. NAV reflects the market conditions and may go up and down depending
upon various factors. The redemption of units is based on the NAV of the particular scheme.

Foreign Institutional Investors (Fll):

As per SEBI (FIl) Regulations 1995, Foreign Institutional investor means an institution established or incorporated
outside India which proposes to make investments in India in securities.

Foreign Institutional Investors need to be registered with SEBI to invest in the Indian equity and debt market..

CAPITAL MARKET — OTHER INTERESTING FEATURES

Stock Exchange

A stock exchange is a platform which provides services through stock brokers, to the investors/traders to buy/sell
stocks, bonds and other securities. Trade on an exchange can be done only by its members, called stock brokers.
The stock exchanges are regulated by the capital market regulator (SEBI).

The stock exchanges also provide clearing facilities for settlement of payments and delivery of securities.

Depository- Depository is an institution or a kind of organization which holds securities with it in which trading is
done like shares, debentures, derivatives, commodities etc. There are two depositories in India: a) National
Securities Depository Limited (NSDL) b) Central Depository Services Limited (CDSL)
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Depository Participant (DP) - ADP is an agent of the depository (NSDL/CDSL). It is an intermediary between the
depository and the investor. ADP can offer depository related services only after obtaining a certificate of registration
from SEBI.

De-mat accounts:

De-mat accounts are maintained in an electronic form. Dematerialization is the conversion of physical/ paper
securities into the electronic form. The de-mat account is opened with a depository participant (e.g., a bank or a
broker) who has an account with either Central Depository Services Limited (CDSL) or with National Securities
Depository Limited (NSDL)

Stock brokers: These entities are members of stock exchange and are also required to be registered with the
SEBI and be guided by the directives of SEBI. Stock brokers act as intermediaries between the buyer and the
seller of stocks and other securities

Qualified Institutional Buyers (QIBs)

QIB are those institutional investors who are generally perceived to possess expertise and the financial muscle to
evaluate and invest in the capital markets. They are covered by clause 2.2.2B (v) of SEBI (DIP) guidelines.. Some
examples of QIBs are:

(i) Scheduled commercial banks ii. Mutual funds iii. Foreign institutional investors registered with SEBI iv. Venture
capital funds registered with SEBI v. public financial institutions as defined under Indian Companies Act, 1956. vi.
State Industrial Development Corporations vii Insurance Companies registered with Insurance Regulatory and
Development Authority (IRDA)

Foreign Direct Investment (FDI)

It refers to Cross-border investment made by a resident in one economy with the objective of establishing a
lasting interest in an enterprise.

According to IMF and OECD definitions, the acquisition of at least ten per cent of the ordinary shares or voting
power in a public or private enterprise by non-resident investors makes it eligible to be categorized as FDI.
However, in India there is no such official guideline for FDI, though Fll is defined in SEBI regulations:

To support the economic growth of a nation, on account of inadequate domestic capital, flow of foreign capital is
encouraged through the channel- Foreign Direct Investment. Apart from the capital funds, the FDI also brings
with it, other benefits like technical knowhow, business expertise and knowledge and other advantages.

FIPB: Functions:
The main functions of Foreign Investment Promotion Board are:

(a) Expedite clearance process, (b) periodically review implementation of cleared proposals, (c) Review general
and sectoral policy guidelines, (d) undertake investment promotion activities.

LESSON ROUND UP

— Capital market plays a crucial role in the economic development of the nation by assisting in the capital
formation through primary and secondary market activities.

— Capital market which consist of many intermediaries (facilitators) like merchant bankers, bankers to
the issue, stock brokers, and others, ensures that market participants are guided by the regulator
SEBI’s guidelines and directives.

— Many instruments (equity, debt, bonds) are traded in the secondary market. Mutual funds are very
active through their net work, to attract investors to invest in their various schemes.
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— Apart from the domestic players, Flls also play an active role in the market movements. Foreign Direct
Investment (FDI) is a window through which direct capital is flowing into the economy.

SELF TEST QUESTIONS

1. State whether the following statements are ‘True’ or ‘False’

SEBI is the regulator of Capital market as well as mutual funds

Red Herring Prospectus (RHP) is issued by a mutual fund at the time of floating a new fund

Bankers to the issues is an important facilitator in the secondary market

Fund of funds is a scheme in which a mutual fund can invest in other mutual funds

Foreign Institutional Investors can invest in capital markets
2. Choose the correct alternative:
A. Which of the following statement is correct?
(a) All Qualified Institutional Buyers are Flls
(b) Merchant Bankers need not register themselves with the SEBI
(c) Commercial Papers are issued by companies with high credit ratings.
(d) Certificate of deposit is not a short term investment
B. Identify the instrument which is not issued at discount.
(a) Commercial Paper
(b) Units of Mutual Fund
(c) Certificate of Deposit
(d) Zero coupon bonds
C. As regards capital market operations, who is not an intermediary?
(a) Merchant Bankers
(b) SEBI
(c) Mutual Funds
(d) Depositories
D. Which of the following statement is correct?
(a) Initial Public Offer is a term associated with the Capital Market
(b) NFOQO is a term not associated with Mutual Funds
(c) Commercial Paper is issued at Par
(d) A merchant banker should register with RBI
What role does financial system plays in an economy? Explain
Describe various types of bonds available in the financial market.

What do you mean by mutual funds? Explain the role of mutual funds in the financial market.

© o »~ @

Discuss in brief about the different types of funds offered by mutual funds
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7. Highlight the features of primary and secondary markets.
8. Write short notes on following:

(a) Stock exchanges

(b) Qualified Institutional Buyers

(c) Treasury Bills

(d) Bonds

(e) Red Herring Prospectus
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LEARNING OBJECTIVES

Banking activity crossing national borders is
called as international banking. In today’s ever
changing competitive world, the growth of
economies depends upon a country’s linkage
with different nations and the opportunities to
create more international trade and financial
activities. In this regard, the role played by banks
across the globe with more and more
international networking assumes importance.

After reading this unit the reader would be able
to:

— Appreciate the important role of International
Banking in Global Economic Development

— Analyze the various stages of evolution of
International Banking

— Understand the implications of legal and
regulatory framework

— Assess therisks associated with International
Banking

— Understand the support of technology in
international banking
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I
INTERNATIONAL BANKING OVERVIEW

International markets, offer opportunities to the traders and corporate and multinational companies, to expand
their business, across different parts of the globe. International investors explore more investment avenues for
their investments. The international markets in the financial sector offers a wide range of opportunities for expansion
of trade and financial activities across the borders of nations.

“International Banking” can be defined as a sub-set of commercial banking transactions and activity having a
cross-border and/or cross currency element. Multinational banking refers to the location and ownership of banking
facilities in a large number of countries and geographic regions. International banking comprises a range of
transactions that can be distinguished from purely domestic operations by (a) the currency of denomination of the
transaction, (b) the residence of the bank customer and (c) the location of the booking office.

International Banking — features:

— Expansion: International Banking assists traders to expand their business and trade activities beyond
the boundaries of a nation. Economic growth and conducive climate for carrying out the business activities
in new nations are the factors because of which many enterprises are looking beyond the borders of their
own nations for their business growth. Competitive advantages in respect of price, demand and supply
factors, future growth opportunities, cost of production and operating costs, etc., are some of the other
important factors for expansion of international trade and finance. In view of this, the presence of banks
across the nations have led to the growth of international banking.

— Legal and Regulatory framework: Flexible legal and regulatory framework encourages traders and
investors to enter into the international markets. Quick approval to set up business, less complicated
compliance requirements and stable political situations help many new players to enter into a number of
nations to expand their activities Also, due to lesser tax rates or no taxes to be payable, certain tax
havens play important roles as off shore banking centers which encourages many international banking
units to open their branches in such off shore centers.

— Cost of Capital: The operating efficiency of an enterprise depends upon the average cost of capital.
Many companies enter into new emerging markets to take advantages of the lower cost of capital in such
markets. Banks as a financial intermediary play an important role as source of funds.

Banks through their professional skills take advantage of the arbitrage opportunity in different international
markets and increase their profits.

— Current account and Capital account transactions: Banks play crucial role in export and import trade.
By providing different types of financial and non financial support, banks help enterprises, corporate
customers and individuals doing business in different countries, by extending trade finance and investment
opportunities. Banks also facilitate movement of funds (inward and outward remittances) through their
network and correspondent banking arrangements.

— Risks: Different risks paved ways for diversification, thereby global investors look for alternative
destinations to invest their savings with twin objectives of safety of funds and better returns. In view of
their presence in different time zones, international banks also face various risks.

Evolution of International Banking

International monetary system has seen many changes over centuries. Initially the barter system was used as a
medium of exchange to settle receipts and payments, on account of economic activities.. Different items like
precious stones, gold, paper, etc., have been used as currency. Two important events which took place in
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international financial markets during the last century (20" century) are: evolution of the Gold Standard System,
Fixed and Floating exchange rate system.

Gold Standard System:

This system was used till the First World War. The gold standard system was based on the value of gold and
subject to the value of gold held by the government/monetary authority. Over the years, different types of gold
standards were practiced. There were gold specie, gold bullion standards and gold exchange system.

Gold Specie Standard:
Under this system actual gold coins and/or coins with fixed contents of gold were in circulation.

This system worked subject to certain conditions like: (i) the governments declare that the gold was the currency
for exchange goods and services (i) value of gold coin was same as value of gold content in it (iii) gold could be
freely exported and imported

Gold Bullion Standard:

This system was introduced by USA. Under this system the monetary authorities held stock of gold. Currency in
circulation was a paper currency. The currency was pegged to gold, and was unconditionally convertible to gold,
on demand. The gold quantity per currency note was fixed by the issuing governments.

Gold Exchange Standard:

Under this system, as promised by the monetary authorities, currency was exchangeable for another currency at
a particular ratio. Another currency, with which it was pegged, was called as reserve currency. In view of their
dominance in the international markets, US Dollar or British Pound was used as reserve currency by many
nations. These reserve currencies in turn, were convertible to real gold as in the case of gold bullion standard.

Gold Standard System — Important features:
— Monetary authority/Government was allowed to issue currency only against sufficient quantity of gold.

— Exchange rates were based on the ratios of gold quantity held against each currency; therefore gold
parity was not subject to frequent changes. In view of the above, this system ensured fixed exchange
rates.

— Limitations - The monetary authority/governments were to remain ready to convert unlimited amount of
paper currency to gold at any time.

— The issuance of the currency was subject to the condition that the issuing authorities should hold exact
quantity of gold in reserve, and in case the quantity decreases, the authorities should reduce the notes in
circulation.

— Many nations faced difficulties in maintenance of gold parity (ratio) due to various reasons including
political and unforeseen circumstance like war, natural calamities, etc.

— In view of the shortage of supply of gold, it became difficult to continue the system.
Gold Standard - Reasons for failure:

— On account of World War |, the United Kingdom stopped using the gold specie system and replaced it
with the bullion standard.

— The bullion standard lasted until 1931. The United Kingdom stopped using the gold bullion standard also
as it felt that large amounts of gold was being transferred to other nations.
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On account of great depression nations like Australia, Canada etc had withdrawn from the gold standard
due to monetary issues.

In US, the gold standard came to an end in 1933, when President Roosevelt prohibited owning of gold
privately, except for gold jewellery.

World Wars led to the situation for more demand for financial support to meet war expenses. This led to
a situation which forced monetary authorities/governments to print more currency notes without adequate
support of gold available in the respective treasuries of monetary authorities/governments.

Added to these issues, many countries faced problems of low GDP, higher inflationary pressures, and
decline in the value of the currencies.

Bretton Woods Conference

The first half of the 20" century witnessed many issues, such as, the First World War, 1929 Wall Street crash, the
great depression, the Second World War and most importantly, the failure of the Gold Standard System. Many
nations across the globe faced financial crisis, and this led to the policy makers to address these international
financial issues. After the Second World War, in 1944, 44 Allied nations met at Bretton Woods, in New Hampshire
of the USA. The Bretton Woods Conference has thus become an important milestone in the international banking

system.

The main objectives of the new monetary order were:

— To establish an international monetary system with stable exchange rates

— To eliminate existing exchange controls

— To aim to bring convertibility of all currencies

The Bretton Woods Conference, created a new system popularly called as “Bretton Woods System”

Bretton Woods System paved the way for the formation of three important multilateral International institutions

viz., —

— International Monetary Fund (IMF)

— International Bank for Reconstruction and Development (IBRD) — popularly known as “World Bank”

— International Trade Organization

Bretton Woods Systems — Important Aspects:

(i)

(iv)

The United States of America (USA) took the responsibility to convert the US Dollar into gold at a fixed
parity of US$ 35 per ounce of gold (1 troy ounce = 31.10 grams) ii. Other member countries of IMF,
agreed to maintain their currencies at specific parities (ratio) against US Dollar. There was a variance of
1% (plus or minus) allowed in the parity iii. In case the exchange rate of the member countries exceeds
the 1% threshold limit, then the monetary authorities should take necessary steps to restore the situation.
In case the market was buying dollars heavily, the authorities should arrange to sell dollars in order to
maintain the parity.

To manage the parity level, member banks were allowed to borrow from IMF in the form of Special
Drawing Rights (SDRs)

International Monetary Fund (IMF)

It was created in 1945 and presently has 188 members. Its Objectives are:
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(a) to promote international monetary cooperation,
(b) to strive for stable exchange rates
(c) to facilitate the balanced growth of international trade and creation of employment opportunities

(d) to assist in establishment of a multilateral payment system e. to assist member countries in case of
balance of payments crisis

Bank for International Settlement (BIS)

BIS offers a wide range of financial services specifically designed to assist the central banks and the other official
monetary institutions in management of their foreign exchange reserves. It is headquartered at Basel and has
140 customers including various international financial institutions who currently make use of these services. It
provides Asset Management services in sovereign securities or high grade assets. It also extends short term
credits to central banks, usually on a collateralized basis. It does not provide services to private individuals or
private entities/corporate...

— Since 1930, the BIS have the legal form of a corporation. Its Board of Directors consists of 19 members
out of which the Governors of central banks of Belgium, France, Germany, Italy, UK and US Fed chairman
are the ex-officio members.

— The objective of BIS as per its Article :: “The objects of the bank are to promote the cooperation of central
banks and to provide additional facilities for international financial operations, and to act as trustee or an
agent in regard to international financial settlements entrusted to it under agreements with the parties
concerned’.

One of the important roles played by BIS was to create a Standing Committee of Bank Supervisors to address
various international issues including international payment problems which arose on account of Herstatt crisis.
Further, Banks across the globe have been advised by BIS to follow the systems and procedures in respect of
capital adequacy norms, loan loss provisioning etc:

Herstatt Crisis: In the early stages of the floating exchange rate regime, the risk of default by the counter party
in a spot foreign exchange transaction was highlighted by the Herstatt crisis. In this case, Deutsche (German)
marks, were sold to Herstatt on 24" June 1974, by a number of banks on spot basis, the settlement of dollars was
due on 26" June1974. On the date of settlement the German marks were debited to the respective bank’s
account and the funds were deposited in Landes-Central Bank the clearing house of Bundesbank, and in turn
credited to Herstatt. Before the settlement in dollars was made to the respective counterparty banks, Bankhaus
Herstatt was officially declared bankrupt around 4.00 pm on 26" June, 1974. This happened after the market
closed in Germany but while foreign exchange was being traded in New York. By closing Herstatt before dollar
settlements for the day, the Bundesbank exposed a risk (inter-bank credit risk) involved in spot foreign exchange
transactions. This was one of the important cases in International Banking Scenario which highlighted the
importance of the credit risk among banks.

Basle Concordat (1974) Highlighting the need for better supervision, guidelines were framed and approved by
the Central Bank Governors of the Group of Ten in December 1975, and is called as “Basle Concordat”. This is
considered as an important milestone of international banks’ supervisory cooperation’. The group of ten countries
consist of Belgium, Canada, France, Germany, ltaly, Japan, the Netherlands, Sweden, the United Kingdom and
the United States, Switzerland was also included as part of the group.

Basle Concordat (1974) — Important features:
(a) The supervision of foreign banking establishments is the joint responsibility of parent and host authorities

(b) The supervision of liquidity is the primary responsibility of the host authorities
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(c) The supervision of solvency is essentially a matter for the parent authority in the case of foreign branches
and in case of foreign subsidiaries the responsibility rest with the host authority

Revised Basle Concordat (1983)

In 1983, a revised version of the Basle Concordat was introduced. Effective cooperation between host and parent
authorities is a central precondition for the supervision of banks’ international operations. The supervision of
banks’ foreign establishments is considered from three aspects viz: solvency, liquidity and foreign exchange
operations and position.

Solvency: The allocation of responsibilities for the supervision of solvency of banks foreign establishment between
host and parent authorities will depend upon the type of establishment. For branches, their solvency is
indistinguishable from that of the parent bank. For subsidiaries, thesupervision of solvency is a joint responsibility
of both host and parent authorities. For joint ventures, the supervision of solvency should normally for practical
reasons, be primarily the responsibility of the authorities in the country of incorporation.

Liquidity: The host authority is responsible for monitoring the liquidity of the foreign banks

Establishment in its country; the parent authority has responsibility for monitoring the liquidity of the banking
group as a whole. For subsidiaries, primary responsibility for supervising liquidity should rest with the host authority.

Foreign Exchange Operations and Position: There should be a joint responsibility of parent and host authorities.
Host authorities should be able to monitor the foreign exchange exposure of foreign establishments in their
territories. They also need to be informed of the status of supervision undertaken by the parent authorities on
these establishments.

Basle Capital Accord (1988): A committee of central banks of G10 countries was formed to stabilize the
international banking system and regulate them as well. This is called as Basle Committee on Banking Supervision
(BCBS). The Basle committee published a set of minimal capital requirements for Banks and this is called as the
1988 Basel Accord, which was enforced by law in G10 nations in 1992.

The main objective of the Basel Accord was to reinforce the capital base of the world’s major banks, which were
being eroded due to severe competition among the banks. This is also recognized as Basel I.

As per 1988 Accord, banks were advised to maintain capital equal to a minimum 8% of a basket of assets
measured based on the basis of their risk. Banks were advised to maintain two tiers of capital viz., Tier | consisting
of shareholders’ equity and retained earnings, and Tier Il covering additional internal and external resources
available to the bank (example — Undisclosed reserves; Asset revaluation reserves, General provisions/general
loan loss reserves, Hybrid (debt/equity) capital instruments and Subordinated debt.

The twin objectives of Basel | were:
(a) to ensure an adequate level of capital in the international banking system and

(b) to create a more level playing field in the competitive environment.

BASEL Il

In January 2001, the Basel Committee on Banking Supervision issued a new proposal for a Basel Capital Accord
to replace the 1988 Accord. The New Basel Capital Accord focused on, three pillars viz.

— Pillar I - Minimum capital requirement
— Pillar Il - Supervisory review

— Pillar lll - Market discipline
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Pillar I - Minimum capital requirement: The Committee on Banking Supervision recommended the target
standard ratio of capital to Risk Weighted Assets should be at least 8% (of which the core capital element would
be at least 4%). The minimum capital adequacy ratio of 8% was prescribed taking into account the credit risk.
However, in India the Reserve Bank of India has prescribed the minimum capital adequacy ratio of 9% of Risk
Weighted Assets.

Pillar Il - Supervisory review: The Supervisory review should be carried out in the following manner.

Banks should have a process for assessing their overall capital adequacy

Supervisors should review banks’ assessments

Banks are expected to operate above minimum

Supervisor’s intervention if capital is not sufficient
Pillar lll: Market Discipline
1. Role of the market in evaluating the adequacy of bank capital
2. Streamlined catalogue of disclosure requirements
3. Close coordination with International Accounting Standards Board
4

. in principle, disclosure of data on semiannual basis

LEGAL AND REGULATORY FRAME WORK

The legal framework that deals with various aspects of forex management in India is the Foreign Exchange
Management Act, 1999 (FEMA 1999) which was implemented on 1%t of June, 2000. FEMA, 1999 replaced the
Foreign Exchange Regulation Act, 1973 (FERA 1973)

FEMA, 1999 — salient features:
1. FEMA 1999 was enacted as part of liberalization process

2. The main objective of FEMAis to consolidate and amend the law relating to foreign exchange to facilitate
external trade and payments and also to develop foreign exchange markets in India.

There are certain distinctions in the features of FERA and FEMA. They are:

FOREIGN EXCHANGE REGULATION ACT 1973

FOREIGN EXCHANGE MANAGEMENT ACT 1999

To conserve foreign exchange and to prevent its
misuse

To facilitate external trade and payments and also to
develop foreign exchange markets in India

Violation of FERA was a criminal offence

Violation of FEMA is a civil offence

Offences under FERA were not compoundable

Offences under FEMA are compoundable

While many restrictions were part of FERA in respect
of transfer of funds

Almost all current account transactions are free except
afew

FERA was draconian criminal law

FEMA is a civil law

FEMA extends to whole of India. It also has some extra territorial jurisdiction i.e., it applies to all branches, offices
and agencies outside India owned and controlled by a person resident in India. The provisions of FEMA are also
applicable to any contravention committed outside India by any person.

Reserve Bank of India has overall control over the foreign exchange transactions; however, the enforcement of
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FEMA has been entrusted to the “Directorate of Enforcement’ formed for this purpose

FEMA — Important aspects:

FEMA allows free flow of transactions on current account subject to certain reasonable restrictions
FEMA has control over realization of export proceeds

FEMA allows RBI to have control over capital account transactions

FEMA provides for dealing in foreign exchange through ‘Authorised Persons’ like authorized dealer/money changer/
off-shore banking unit;

Legal Issues in International Banking Transactions

Legal issues associated with international banking transactions arise due to involvement of more than one law/ s
of different countries. Due to various reasons, even in a simple two party loan agreement a number of different
legal systems may be involved, for example an independent currency may be used for the transaction, but the
loan is guaranteed by a third party based in another country. Under such circumstances, more than one law would
be used.

In such a situation, the court would consider such cases, which contains a foreign element, principles of private
international law, or conflict of laws, come into operation. The objects of private international law are:

1. to ascertain whether a court has jurisdiction to determine the case
2. to identify which system of law the court will apply to the determine fact of the case
3. to determine whether the court will recognize or enforce a judgment obtained in a foreign court

It is of the utmost importance that the legal aspects of any international banking transactions are made as
predictable as possible. This question of predictability does not normally pose a significant problem in purely
domestic banking transactions, since the rights and obligations of the various parties will normally be determined
by the local systems of law under which they contract. However, this will not necessarily be the case in international
banking and it will therefore be crucial to structure the transaction documentation within a competent legal
framework. The most effective way in which this can be achieved is by selecting both (i) the system of law which
governs the substantive aspects of the transaction, and (ii) the court which will have jurisdiction to resolve any
dispute that may arise.

In view of the above, the international banks sometimes, face difficulties while handling the syndicated loans,
depending upon the number of banks and countries involved.

SYNDICATED CREDIT — IMPORTANT FEATURES

The syndicated credit is a loan offered by a group of banks to a borrower. The lenders give loan/s against a
common loan document specifying the terms and conditions as agreed to between the lenders (who have formed
the syndicate) and the borrower. Usually, the syndicated credit is in the form of euro currency or denominated in
US$. Generally, these credits are designed based on the floating interest rates.

Parties to a syndicated loan agreement and their role:

(a) Following are generally, the parties to International Syndicated Loan (other than the borrower, guarantor
and the group of lenders): i) Arranger or Mandated Lead Arranger ii) Book Runner iii) Agent iv) Security
Trustee.

(b) (i) The arranger is responsible for advising the borrower as to the type of facilities required and then
negotiating the broad terms and conditions for those facilities. ii) Book Runner invites Banks to join the
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syndicate and keep a record of how much debt each of the potential syndicate members wants to take.
(i) Agent: one bank from the syndicate is appointed as Agent of lenders and acts as- Point of contact
(between the borrower and the lenders) - monitors compliance of terms of the facility by the borrower-
acts as a postman and record keeper- (borrower usually gives notice to the Agent) — the borrower makes
all payments to the Agent who passes on these monies to syndicate members as per their share. iv)
Security Trustee —He holds the security on trust for the benefit of all lenders.

In case of international loan agreements, banks and clients would incorporate an express choice of law clause
within the terms of the contract documents. In case, if express choice is not mentioned, the contract would be
governed by the system of law with which the transaction has its closest and most real connection. Another
important aspect for the banks is to identify and determine

— the enforcement in the borrower’s own jurisdiction, and/or
— in such jurisdictions where the borrower’s assets are situated
The important aspects of the international loan agreement/s are:

— Clarity: The various terms and conditions are clearly mentioned. The borrower’s status, incorporation,
financial projections and other important aspects are clearly indicated

— Clearance/s: The loan agreement should specify the various clearances which are to be obtained by the
borrower from government and regulatory authorities in the country, before any draw-down is allowed

— Condition/s: (i)The loan agreement should specify the procedure for the drawdown of the loan, the
commitment period, method of draw down etc., (ii) Repayment schedule should be clearly indicated, and
the pre payment option should also be clearly incorporated in the agreement

— Commitment fee/s: The loan agreement should clearly specify the commitment fees, front-end fees
and interest payable (floating or fixed) indication of interest rate as LIBOR + 75 basis points etc.,

— Confirmation: The loan agreement should confirm the methodology of the application of LIBOR. Generally
the agent bank would find out the offered rates of a group of “reference banks” on a rollover day and the
average is the applicable LIBOR.

— Cross-Default, Jurisdiction and Sovereign Immunity: Certain important clauses, if properly vetted
would assist the lender in case of recovery.

Jurisdiction: The loan agreement should specify the place (jurisdiction) whose laws are applicable to the
interpretation of the rights and obligations under it.

Cross-default: Cross-default clause allows the lenders the right to accelerate recovery of the loan in the event of
default by the borrower or the guarantor/s under any other loan agreement

Sovereign immunity: An express waiver of sovereign immunity, is obtained from the borrower or guarantor as
the case may be

INTERNATIONAL LAWS - APPLICATION IN INTERNATIONAL BANKING SCENARIO

— Choice of Laws: In case of cross border transactions, it is important to determine which law should
govern the international banking transaction/s. Hence, it is imperative to choose a particular law which
would protect the rights and obligations of the parties involved.

— Proper Law: The selection of choice of legal clause is very important to ensure that a proper law is
selected, to protect the rights and obligations of the parties concerned. For example, the typical clause
which would be incorporated in the agreements would be like this: ‘This agreement shall be governed,
continued and interpreted in accordance with the law of (the name of the country).
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This indicates that the parties concerned have agreed to a particular law, if there is any dispute in the
future, to protect their rights and obligations.

— Recognition and enforcement of judgments: This is another important aspect which deals with enforcement
of judgments rendered by foreign courts or awards of foreign arbitrations.

In view of the past experience London (English) and New York Laws are preferred since both have a well developed
legal framework, covering the commercial jurisprudence which is very well integrated with the international banking
system.

Language: An important factor which influences the selection of law is the language in which the International
financial market deals and financial terms are used. English is preferred as an international language; therefore
there is a preference for either English Law or New York Law.

The selection of the court which would have primary jurisdiction over any dispute is also influenced
By the following reasons:
(a) Speedy and effective judicial remedies in case of any breach of international agreements
(b) Recognition and enforcement of the judgments by the courts in other countries
Legal Issues - Trade Disputes:
The international trade and finance have certain peculiar aspects, some of which are given below:
— Buyers and sellers, investors, lenders, borrowers rarely meet each other

— Onaccount of locations at different time zones, long distances(proximity), culture, political setup, languages,
currency, systems and procedures, legal frame work, interpretations etc., invariably international
commercial and financial markets face lot of differences and issues in dealing with different types of
clients/ banks.

— The international trade takes place basically with the support of relevant documents and legal papers.
Some of the important documents used are: Letters of Credit, Guarantees, Bills of Exchanges, Trade
and loan agreements and other supporting commercial (Commercial Invoice) transportation (Bills of
Lading), risk covering (Insurance Policy) and regulatory documents.

— The International Chamber of Commerce (ICC) Paris, publishes the UCPDC (Uniform Customs and
Practices for Documentary Credits) and international trade related guidelines. In view of this, the honorable
courts generally recognize these guidelines and refrain from giving verdicts in respect of trade disputes
and the concerned parties are advised to be governed by ICC publications relevant to various transactions.
International Chamber of Commerce (ICC) provides a conciliation/arbitration platform for settlement of
international trade disputes. Besides this, Singapore International Arbitration Center has also of late,
become a widely acceptable center for arbitration of disputes in international trade.

Derivative Transactions: Derivative is a financial instrument which derives its value from the value of underlying
entities such as an asset, index or interest rate. It has no intrinsic value in itself. Derivative transactions include a
variety of financial contracts including structured debt obligations and deposits, swaps, futures, options, caps,
floors, collars, Forwards and various combinations of these...Different types of derivative instruments are used
as risk management tools to hedge various risks like credit risk, interest rate risk, foreign exchange risk, etc.,

Standardization of Legal Documents:

As regards the derivative transactions, one of the important concerns for the international market players is the
enforceability, which presents the greatest legal risk.

To mitigate the Legal Risk, some of the important standardized legal documents used in international banking
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system are:

Master Agreements (Documentation)

International Swap and Derivatives Association Master Agreement (ISDA)

International Currency Options Master Agreement (ICOM)

International Foreign Exchange Master Agreement (IFEMA)

ISDA Master Agreement is a comprehensive, omnibus document covering various derivatives Transactions/
deals.

INTERNATIONAL BANKING OPERATIONS MANAGEMENT

International banking is one of the important constituents of the international financial sector. Since 1973 it has
acquired new characteristics and dimensions. The number of participants, which at the beginning of the period
were mainly American banks, has considerably widened to include German, UK, Japanese, French, Italian and
now Asian banks branches and subsidiaries. In view of the large scale expansion of international banking, with
more cross border transactions, international banks have to face many issues like

Cross border risks

International legal and regulatory framework

Money laundering activities

Volatile international markets due to various factors including PESTEL factors

All these issues put more and more pressures on the operations of international banks across the nations. This
has called for a collective effort to manage these issues, by strengthening the operational activities of international
banks.

Some of the important features of Operations Management are:
Expansion of business: International banks are linked together in various ways;
(i) Correspondent banks
(i) Foreign branches
(iii) Foreign subsidiaries and affiliates
(iv) Off shore Banking Units

(i) Correspondent banks: An informal linkage between banks in different countries is set up when banks maintain
correspondent accounts with each other. Large banks have correspondent relationships with banks in almost
every country in which they do not have an office of their own. The purpose of maintaining foreign correspondents
is to facilitate international payments and collections for customers. Correspondent banking allows banks to help
their clients in their business abroad. This relationship is primarily for settling customer payments, but it can also
be extended to providing limited credit for each other’s customers and to setting up contacts between local
business people and the clients of the correspondent banks. Correspondent banking relationship is especially
useful in issuing / confirming L/Cs, Guarantees, and Bid Bonds etc.

(ii) Foreign branches: \When banks open their branches in another country/countries they are designated as
“Foreign Branches”. Foreign branches are subject to both Host country banking rules and the rules at home. The
books of a foreign branch are incorporated in those of the parent bank, although the foreign branch will also
maintain separate books for revealing separate performance, for tax purposes, for local authorities. Generally,
these foreign branches are equipped with latest technology, and on account of competitive advantages they can
offer better customer service, as well as innovative products to their clients.
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(iii) Foreign Subsidiaries and Affiliates: A foreign subsidiary is a locally incorporated bank that happens to be
owned either completely or partially by a foreign parent. Foreign subsidiaries do all types of banking, and it may
be very difficult to distinguish them from an ordinary locally owned bank.

Foreign subsidiaries are controlled by foreign owners, even if the foreign ownership is partial. Foreign affiliates
are similar to subsidiaries in being locally incorporated, but they are joint ventures, and no individual foreign
owner has control (even though a group of foreign owners might have control).

(iv) Off Shore Banking Unit (OBU): International banking handles its operations through many channels, as
explained above. However off shore banking is having certain special features over others. An off shore bank is
a bank located outside the country of residence of the depositor. These OBUs are generally located in a low tax
jurisdiction or tax haven that provides tax and legal advantages.

Important features of offshore banks:

(a) Offshore banks provide access to politically and economically stable jurisdictions. This helps residents of
many nations which are politically not very stable to make use of offshore banking units located in other
centers, who can offer better avenues for their investments.

(b) Higher interest rates for deposits: In most of the offshore centers, banks have freedom to offer their own
interest rates without any restrictions. In view of the lower cost of operations and other competitive
advantages, off shore banks can offer higher rates to their depositors.

(c) Most of the offshore banks are located in tax havens, there by either lower taxes needs to be paid or no
tax is applicable.

(d) In most off shore banking centers, banks get exemption from reserve requirements, hence costs are
lower

(e) One of the issues faced by off shore banking units, in view of lesser regulatory controls, is that these units
are used as a vehicle for money laundering activities Offshore Banking in India — salient features: In India
offshore banking units have been permitted to be setup in Special Economic Zones (SEZs).

Article 10 of the Foreign Exchange Management Act, 1999 allows Reserve Bank of India to delegate powers to
offshore banking units to deal in foreign exchange.

SEZs are treated as a foreign territory for the purpose of trade operations and duties/tariffs to encourage exports
OBUs would be considered as foreign branches of Indian banks located in India.

These OBUs would be exempt from reserve requirements and provide access to SEZ units and SEZ developers
to international finances at international rates.

OBUs would be offering wholesale banking services

By setting up different types of outlets and links like correspondent banks, foreign branches, foreign subsidiaries
and affiliates, off shore banking units International banks manage their operations across various financial markets
operating in different time zones. International banks operational efficiency would depend upon (i) effective
international risk management system (ii) good corporate governance practices (iii) keeping pace with the changed
environment by offering innovative cost effective products and services (iv) taking advantage of the technological
revolutions.

RISK MANAGEMENT IN INTERNATIONAL BANKING

While risks are integral part of our lives, and are applicable to domestic trade and investment arena also, as far
as international banking activities are concerned, these banks are exposed to additional risks on account of
various factors. The important factors are:
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Cross Border Risk: The cross border risks arise on account of trade and investment activities between
two or more countries. This is one of the major risks the international banks face. This type of risk is also
called as country risk

Currency Risk: When an international trade and/or financial transaction take place, it would result in a
currency deal. In view of the additional deal (involvement of foreign currency) a new risk arises called
currency risk. Two or more than two currencies (in case of cross rates) are involved, and due to the
market fluctuations the exchange rate (price) of the currencies results in a risk called “foreign exchange
rate risk” as well

Risks

Credit Liquidity Market Operational

Foreign Interest Price

In addition to the above, the other risks associated with international banking are given below:

Credit Risk: In today's complicated international financial markets, the credit risk arises on account of non-
performance of obligations by counterparty in respect of On balance sheet items as well as off-balance sheet
contracts such as forward contracts, interest rate swaps and currency swaps and counterparty risk in the inter-
bank market. These have necessitated prescribing maximum exposure limits for individual counterparties for
fund and non-fund exposures.

Mitigation of Credit Risk: To manage various risks, banks have formulated Risk Management policies duly
approved by their board. Some of the risk mitigation practices are mentioned below:

Banks have setup experienced credit management team to ensure better credit appraisal
To restrict exposures, credit limits are setup both for at individual and group wise levels

Investments are subject to bank’s Investment Policy guidelines. Bank’s investment policy is formulated
as per the Regulator’s directives

In view of the uncertainties associated with the non performance in case of off balance sheet items like
letters of credit, guarantees, derivative products like forward exchange contracts, futures, interest rate
swaps, options, etc., a full credit appraisal needs to be carried out before limits for non funded credit lines
are granted to the clients

Adequate financial and/or physical assets should be obtained as collateral security. On an ongoing basis
valuation of such collateral security should be carried out based on the market prices (this procedure is
called as market to market practice) to assess the present value

Exposure limits should be put in place covering counterparty, industry, country, and business group,
currency for on and off balance sheet items.
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Operational Risks:

Operational risks can arise due to

Non-compliance with laid-down procedures and authorizations for dealing, settlement and custody;
Fraudulent practices involving deals and settlements;

Legal risks due to inadequate definitions and coverage of covenants and responsibilities of the bank and
counterparty in contracts and agreements.

Information Technology, which drives the markets, should be given importance in managing the risks,
especially the operational risks. The quality of software, hardware and the up gradation of IT support
system are very crucial for ensuring quick and correct transfer of financial transactions and funds across
the international markets. Hence importance needs to be given to handle this particular segment to
ensure better control is exercised in disaster control management with an effective and tested backup
system.

Human Resource Management needs to be given proper attention to reduce the impact of operational
risks through human errors and systems failure. Good and effective training would help the banks to
have better results and lesser operational risks.

Non compliance of legal and/or regulatory frame work, due to inadequate definitions and coverage of
covenants and responsibilities of the bank and counterparty in contracts (especially in case of international
loan agreements, derivative agreements, etc.).

Frauds, insufficient internal control systems: Operational risks can be reduced if banks have a clear cut
and effective internal control and audit systems. Banks Treasury functions should be demarcated clearly
into (i) Front Office (ii) Mid Office (iii) Back Office, to have better control system. The internal control
system should be effective in the sense quite a few activities should be subject to online (concurrent)
audit, and risk evaluation should be an integral part of an effective internal control system.

Money laundering: International banks main concern is to manage the money laundering activities. In
view of the fast changing and increasing usage of technology, funds can be transferred from one end to
the other part of the world quickly. Unless banks are geared up with a better control system to manage
the money laundering it would create lot of operational risks for banks. To ensure better control system,
banks should ensure that clear KYC policies are strictly followed at all levels, especially at the entry level
of a financial transaction.

Adherence to systems and procedures:

Traders, dealers and other bank employees should strictly follow the guidelines, and ensure

(i)

The limits (single borrower limit, group wise limit, counter party limit, country limits, overnight and day
light limit, stop loss limit, gap limit etc.) are respected and they operate within the limits. (ii) All activities,
operations are as per approved policies, systems and procedures and with proper approvals,
authorizations. (iii) A proper reporting system should be in place for better management review and
control and risk identification. To this end the Management Information System should not only be accurate,
but also user friendly. (iv) There should be proper co-ordination between different divisions of the banks
for a better result. (v) A fair Performance Appraisal System is one of the key factors and this aspect
needs to be given proper weights. (vi) Big ticket deals, transactions and legal documentation should be
properly designed and vetted to protect the banks, especially in one-off transactions and structured
deals. (vii) International banking is part of the international markets, which operate on 24 x 7 Basis, in
different time zones covering various international centers. Hence banks should give importance to market
volatility due to different reasons like PESTEL factors, technical and fundamental factors, and an ongoing



Lesson 10 = International Banking Management 269

review is very important in managing various risks by taking proper and pro active actions. (viii) With
Basel Il norms around the corner, banks in international markets need to put in place an effective and
efficient risk management system, to identify various types of risks and manage them.

FOREX MARKETS — FEATURES/ ISSUES

Foreign Exchange Markets (forex markets) play a very crucial role in international trade and financial sector.
Salient features of Forex markets and their implications on international banking operations:

— Forex markets operate on 24x7 basis and therefore provide greater opportunity to the international banking
system to handle the current account and capital account transactions

— These markets have become a driving force for vibrant global economies.

— In view of various PESTEL factors, forex markets are sensitive to the volatility, which results in the
movements of exchange rates/ interest rates, and are also exposed to various kinds of risks

‘ Hong
Kong

Singapore

The forex markets invariably operate on 24x7 basis, in different time zones (as shown in the diagram)

However, it is not that all markets are active simultaneously. On account of geographical distribution of forex
centers (as shown in the above diagram) starting with Japan (Tokyo), Hongkong, Singapore, India (Mumbai),
Middle East (Baharin), Europe (Germany), UK (London), USA (Newyork) Canada (Toronto),Australia (Sydney),
different markets operate in different time zones. In view of this peculiarity it is all the more difficult to perceive,
predict and forecast about the market movements (exchange and interest rates as well as prices)

Some of the important factors that influence market movements are as below:
Foreign Exchange Rates — Fundamental Factors:
— Balance of Payments - Surplus leads to a stronger currency, while a deficit weakens a currency

— Economic Growth Rate - Rise in value of imports leads to fall in the currency
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— Fiscal Policy - Lower taxes can lead to higher economic growth rate.

— Monetary Policy — The way a central bank attempts to influence and control interest rates and money
supply.

— Interest Rates - High interest rate attracts overseas capital and appreciates currency in the short term, in
the longer term, however, high interest rates slows the economic growth, thus weakening the currency.

Foreign Exchange Rates — Technical Factors:

— Government Controls

— This can lead to an unrealistic value of currency resulting in violent exchange rate movements.
Speculation:

— Speculative forces can have a major effect on exchange rates.
Example:

— There are expectations that a currency will be devalued.

— Speculator will start selling the currency in preparation for buying it back later at a cheaper rate, hence
selling pressure from speculators extends to other market participants.

— This activity creates liquidity in the Foreign Exchange Market.

SPECIAL ISSUES: TECHNOLOGY AND INTERNATIONAL BANKING

Technological revolution has changed the style of functioning of many economies. New developments in
communications technology are playing a key role in the international banking. Innovations in electronic equipment
permitted the processing and transmission of information, the confirmation of transactions, and transfer of funds,
in quick turnaround time. These innovations have assisted international banks to expand their operations and
also offer value added services to their clients. In short, the technological revolutions have integrated the banks
across the borders.

Financial institutions, and many international commercial banks, have been able to take advantage of the changed
environment. These institutions and banks equipped with the latest technology have taken the lead to exploit the
enhanced opportunities. They are quick in accessing higher-quality information about foreign financial systems.
They are better placed to introduce new communications technologies, thereby reducing their costs of cross-
border financial transactions.

Some of the technology support that has contributed significantly the growth of international banking are:

1. Clearing House Interbank Payment System (CHIPS): Introduction of CHIPS (Same Day Settlement by
the has changed dramatically the clearing and settlement system in USA. Eventually international banking
system started to make use of the technological development to introduce similar systems such as
CHAPS,CHATS, RTGS,NEFT not only for quicker clearing of cheques but also for instant funds transfers.
The revolution in communications technology that was taking place at the same time, enabled US banks
to manage their liquidity position comfortably.

2. Technological innovations helped banks to setup effective clearing house interbank payment system
wherein the Central Bank could play the role of an exchange to absorb credit risks. This assisted banks
to mitigate credit risks subject to certain terms and conditions in interbank payment system on account of
international payments arising out of Forex and Money Market operations.

3. SWIFT: Two networks collectively owned by the banks that use them dominate international payments.
The Society for Worldwide Inter-bank Financial Telecommunications (SWIFT) provides the
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international lines used for such interbank advice, while the Clearing House Interbank Payment
System (CHIPS) is the system in operation in New York. They are connected by a system called
“Gateway”. SWIFT a co-operative for a standardized automated international funds transfer
information system between banks.

GLOBALIZATION AND INTERNATIONAL BANKING: IMPORTANT ASPECTS

1. Integration of global economies created more opportunities for expansion of trade and financial investments.
In view of this, banks as an important segment of international banking system and financial markets started their
expansion through different channels like correspondent banking, foreign branches, off shore banking units to
play active role in today’s globalized environment. Globalization of trade, commerce, deregulation and free
movement of capital across borders has speeded up the growth of international banking.

2. International markets operate virtually on 24 x7 basis, on account of their geographical locations. This special
feature not only increases opportunities but also created cross border risks as well. Hence risks especially cross
border risks, are unique features of international banking operations in a globalized environment.

3. International legal frame work and regulatory compliance is another important aspect which make the operations
of international banks more complicated and difficult as well. Globalization and the advent of new technologies
have changed the perception of managing business in international centers.

4. International Accounting Standards — On account of globalization, many economies have introduced deregulations
and reforms. In view of these changes there is a requirement for the convergence of local financial reporting
standards with International Accounting Standards (IAS) in order to have transparency in their operations. This
would assist economies to attract investments from global investors. The business entities, especially banks are
exposed to the changed globalized environment, and therefore required to comply with the International Financial
Reporting Standards (IFRS). IFRS are standards and implementations adopted by the International Accounting
Standards Board (IASB).

5. Bank for International Settlement (BIS) — Recognizing the importance of better controls and financial discipline
among the international banks, the BIS, which acts as the world’s central bank for central banks, has been
playing a very active role in guiding and regulating the international banking system in the globalized environment.
Basle norms have suggested measures for strengthening capital structure of banks by means of capital adequacy
ratios and other measures like prudential norms. BIS addresses the issues relating to risk management and
corporate governance practices of banks as well.

6. Technological innovations — Technological innovations have integrated many international financial centers
and helps banks in their liquidity management and quick funds transfers. At the same time the technology revolutions
have created room for operational risks as well. Banks, especially international banks face challenges to handle
the money laundering activities and frauds on account of hacking into their technology.

7. International Financial Markets — Globalization has increased opportunities for international investors to tap
different international markets, arbitrage deals, and diversification of their investments. In view of globalization
international banks face many risks. International banks have launched many innovative financial instruments
to handle these risks in the form of financial derivatives like forward exchange contracts, futures, options,
swaps etc., International banks are able to have access to funds from different cross border centers, thereby
they are able to offer External Commercial Borrowing facilities to their clients, as well as designing of loan
syndications.

FINANCIAL INNOVATIONS IN INTERNATIONAL BANKING

Over the years and decades international banking has been part of many innovations. According to the changed
environment on account of more and more cross border operations banks have to handle many risks. To mitigate
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such risks many innovative financial instruments and products have been introduced. Broadly such products can
be termed as “derivatives”.

Swaps

Futures N7 Options

Forward Financial Forward
Exchange [ o € Rate
Derivatives
Contract Agreements

Forward Exchange Contract: Foreign Exchange Rate Risk: This arises due to market movements and on
account of market forces (demand and supply). The foreign exchange rate risk can be mitigated by using a
forward exchange contract. By predetermining the exchange rate well in advance, the counterparties peg the
price (exchange rate) and thereby mitigate the exchange rate risk.

Forward Rate Agreement (FRA): An FRA is an agreement between the bank and a customer to pay or receive
the difference (called settlement money) between an agreed fixed rate (FRA rate) and the interest rate which is
expected to prevail on a stipulated future date (the fixing date) based on a notional amount for an agreed period
(the contract period). In short, in this type of a contract the interest rate is fixed now for a future period. The basic
purpose of the FRA is to hedge the interest rate risk. For example, if a borrower decides to avail of an External
Commercial Borrowing (ECB) for a period of six months, at LIBOR rate, after 3 months, the borrower can buy an
FRA whereby he can fix the interest rate for the loan.

Interest Rate Swap (IRS): An Interest Rate Swap is another example of a derivative, and is used to mitigate the
interest rate risk. It is a financial transaction in which two counterparties agree to exchange streams of cash flows
during the contract period. One party agrees to pay a fixed interest rate on a notional principal amount and the
counter party agrees to pay a floating interest rate on the same notional amount. IRS is used as a hedging tool to
mitigate the interest rate risks.

In International Banking System, Interest Rate Swaps are used to manage the asset liability mis-match as part of
their Asset Liability Management. IRS is also helpful for the banks to structure their asset and liability to hedge the
gap risk (mismatch) based on their respective cash flows.

Currency Swap: It is an agreement between two counter parties to exchange obligations in different currencies
at various stages of the contract period- At the start, during the tenure and at the end of the transaction. At the
beginning the initial principal amount is exchanged (it is not obligatory) periodic interest payments (either fixed or
floating) are exchanged throughout the tenor of the contract. The principal amount is exchanged invariably at the
end, at the exchange rate decided at the start of the transaction (contract). In view of the market volatility and to
hedge exchange rate risks, the counterparties opt for currency swap, to enable them to reduce their funding costs
in international markets.

Options: Another popular derivative instrument used in international banking arena, is a contract between the
bank and its customers in which the customer has the right to buy/ sell a specified amount of an underlying asset
at fixed price within a specific period of time, but has no obligation to actually buy or sell. In this type of contract,
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the customer has to pay specified amount upfront to the counterparty which is known as premium. This is in
contrast of the forward contract in which both parties have as binding contract.

In international forex markets, this type of facility is generally offered to customers to enable them to book Forward
Contracts in Cross Currencies at a target rate or price. This facility helps the customer to take advantage of the
currency movements in late European market, New York market and early Asian market.

Different Type of Credit Derivatives:

The credit derivatives are designed to separate and then transfer the credit risk of non-payment or partial
payment by a corporate or sovereign borrower, by transferring it to an entity other than the lender or debt
holder. This synthetic securitization process has become increasingly popular over the last decade with the
simpler version of these structures being known as synthetic collateralized debt obligations (CDOs), credit
linked notes (CLNSs), single tranche CDOs etc. which are funded credit derivative products. There are unfunded
credit derivative products also like Total Return Swaps, Portfolio Credit default Swaps, Credit spread options
etc.

Pricing of these products is not easy due to complexity in monitoring the market price of the underlying credit
obligations. Risks involving credit derivatives are a concern among the regulators of financial markets.

Concurrent Audit and Internal Control:

As required by the RBI, the banks operating in India have a concurrent audit of all forex transactions. Auditors are
required to give daily and monthly reports covering:

Compliance with approved open position limit

Compliance with overnight exposure limits

Compliance with aggregate and individual gap limits

Compliance with value at risk norms

LESSON ROUND UP

— Post 1970s, the International banking has been dominated, by a number of trends. Global integration of
financial markets is being driven by the worldwide opportunities, on one hand, for international investors
to look into different lucrative international financial markets and on the other hand, for lower cost of
funds for international banks.

— Meeting these objectives has been facilitated by improved communications, the erosion of barriers to
capital flows, and the modernization of key national financial systems and the gradual liberalization of
international trade in services.

— The effect of globalization is to give participants in financial markets a wide range of viable alternatives.
The market places strict demands on participating financial institutions — staffing, facilities, market
intelligence and research and changing regulatory requirements, all involving significant costs.

— Foremost among the global trends in the world’s financial industry, are consolidation and
convergence. These deals encompass financially driven mergers within domestic markets designed
to cut costs, more strategic cross-border deals as banks with large shares in their own domestic
markets, seek to expand across in other countries and a growing number of deals between banks
and insurance companies. Banks want to merge to gain economic scale or enter new geographic
markets.

— The Financial institutions are under increasing pressure to strategically reposition them in a marketplace
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where the competitive landscape has been redefined. Banks are forced to identify new ways, to increase
efficiency, enter into developing markets, provide new products, shed unprofitable operations and
capitalize on new opportunities.

SELF TEST QUESTIONS

1. State whether the following statements are ‘True’ or ‘False’
(a) International markets operate on different time zones
(b) Credit risk is also called as settlement risk
(c) Bank for International Settlements is a banker for IMF
(d) Off shore banking unit is one of the international banking channels
(e) Basel Norms Il specified 4 pillars for international banks
(f) Derivative is an example of on balance sheet item
(g9) Interest rate risk can be mitigated by interest rate swap
2. Choose the correct alternative.
A. ICOM is term associated with
(a) International Business Management Course
(b) International Commercial Terms
(c) International Loan Agreements
(d) International Monetary Fund’s Loan Scheme
B. Basle Il recognized which of the following risks
(i) Credit risk
(i) Operational risk
(iii) Market risk
(a) (i) only
(b) (i) and (iii)
(c) (i) (i) and (iii)
(d) (i) only
C. As regards international finance, identify the exception
(a) International Bank for Reconstruction and Development
(b) International Monetary Fund
(c) Bank for International Settlements
(d) International Chamber of Commerce
D. ldentify the correct statement
(a) As regards floating exchange rate system, the exchange rates are based on market forces

(b) As regards fixed exchange rate system, the exchange rates are based on market forces
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(c) As regards forex markets T+2 settlement is a term associated with the forward deals
(d) As regards forex market exchange rate risk is not an example of market risk
3. Explain the evolution of International Banking system.
4. Write short note on:
(a) Bank for International Settlement (BIS)
(b) Bretton Woods Conference

(c) International Monetary Fund (IMF)

5. Explain the risk management in banking.
6. How has globalisation affected international banking. Explain critically.
7. Highlight the important aspects of FEMA,1999
8. Describe in brief the importance What are the three pillars advocated by Basel || norms
9. What are the reasons for volatility in international financial markets?
10. How would you define risk?

11. Briefly highlight the features of Credit and Operational risks.
12. Write short notes on:

(a) Interest Rate Swap

(b) Globalisation

(c) Forward Exchange Contract
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LEARNING OBJECTIVES

The 20" century withessed many changes to the
International Trade, Banking and Finance on
account of new revolution in the Information and
Communication Technology. Banks across
nations have been moving to the e -commerce
and e-banking environment. On account of these
changes banks are able to provide more flexible
banking options for their clients, by offering many
innovative products and services through ATMs,
Credit and Debit Cards, Internet Baking ,Core
Banking Solutions etc., While quicker and faster
services like convenient banking, any where
banking, 24 x7 virtual banking are offered,
coupled with quick remittance and funds
transfers, on the other hand banks are also
exposed to the cyber crimes, on account of more
usage of computers and IT enabled services.
Further, in view of cross border transactions, if
proper control is not exercised, banks can be
used as channels for money laundering as well.

At the end of the chapter the reader would be
able to;

— Understand the significance of the E banking
in today’s fast changing business environment

— Appreciate the innovations by banks, on
account of revolutions in information and
communication technology

— Be cautious in recognizing cyber crimes and
frauds and can be pro active to handle such
risks

— Look forward to the future scenario of E
commerce. E banking and other technological
innovations
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I
INTRODUCTION

Over the years, especially in the later part of the 20" century, the Indian Banking Sector has undergone fast
growth and with the advent of technological changes, Indian banks are adopting to the new environment. The two
successive Committees on Computerization (Rangarajan Committees) were responsible for bank computerization
in India. Over the years led by the initiatives of the Reserve Bank of India, banks in India have witnessed lot of
changes into their banking operations duly supported by IT and communication revolution.

Some important areas where the IT plays important roles are:
Funds Transfer mechanism: ECS, EFT, RTGS, NEFT
Clearing House operations: MICR, CTS

Innovative on line e- banking services: Tele banking, Mobile banking, SMS banking, Credit/ Debit Cards, ATMs,
Internet banking, Core Banking Solutions, etc.

IT and Communication Systems — Important features

The integration of computers and communication techniques has opened opportunities for banks to provide
various innovative and customer friendly products/services and also to redesign their internal control systems.

The data communication network systems play an important role in interface and interconnectivity of banks. With
the fast changing technological supported world, banks in India have come a long way. Over the years different
methods have been used to transmit data from computer to computer. The data is transmitted by means of data
communication media like terrestrial cables, microwave and satellites.

Communication Networks in Banking System

As per the recommendations of the Saraf Committee, the Reserve Bank of India has set up a country wide data
communication network for banks linking major centers of the country, known as INFINET (Indian Financial
Network) and this network uses satellite communication with very small aperture terminals (VSATs) as earth
stations.

VSAT network is a single closed user group network for the exclusive use of banks and other financial institutions.
The VSATs are owned by individual banks and the RBI. The hub is owned by the RBI and the Institute for
Development and Research in Banking Technology (IDRBT). Satellite services based on VSAT technology can
establish reliable links to all sites. The central hub monitors and controls the flow of network traffic.

Internet

The internet is a global network of networks. Computers with internet links can allow users to exchange data,
information, messages, files, etc, with other computers across the globe through internet connectivity.
Internet Access Services

Some of the important services available on internet are: E-mail: Most popular and widely used application.
Messages can be sent and received to/from any place in very quick time. It is user friendly and cost effective as
well.

World Wide Web (WWW)

This facility collates internet related resources and makes available the information. The access to this site
assists user to source out a large variety of information.

Banks uses internet and web sites (banks’ own web sites) to market their products and services. These platforms
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also allow banks to offer online banking facilities and can be used for posting their financial results and information
to customers.
SWIFT

Society for Worldwide Inter-bank Financial Telecommunications (SWIFT) is a co-operative non-profit making
organization established under Belgian law with its head quarters at Brussels. SWIFT is wholly owned by its
member banks. SWIFT is a paperless message transmission system.

SWIFT - important features:

Operates on 24x7 basis throughout the year

All messages are transmitted to any part of the world immediately

Message formats are standardized

Information is confidential and is protected against unauthorized disclosure

SWIFT assumes financial responsibility for the accuracy and timely delivery

SWIFT and banks:
— SWIFT has become an integral part of banking system. SWIFT assist member banks
— SWIFT transmit authenticated financial and non financial messages

— SWIFT with its well-standardized and structured message formats have been offering a reliable system
of message transmission

— Banks use SWIFT platform to for transmission of financial and non financial messages covering
international finance (settlement of forex deals), international trade (advising of LCs, amendments to
LCs etc,)

AUTOMATED CLEARING SYSTEMS

Clearing House Inter-bank Payment System (CHIPS)

This is a clearing system run by New York clearing house. The financial transactions such as — foreign and
domestic trade services, international loans, syndicated loans, foreign exchange trade settlements, are carried
out through CHIPS. The CHIPS have a direct interface with the SWIFT system.

Clearing House Automated Payment System (CHAPS)

CHAPS is an automated system set up in UK which ensures immediate settlement of payments.

Clearing House Automated Transfer System (CHATS)

CHATS provide the inter-bank transfer facilities in Hong Kong. CHATS provide same day inter-bank settlement,
instant order confirmation and enquiry facilities. The integrity of message transmission is carried out through
authentication and encryption techniques.

ELECTRONIC FUND MANAGEMENT

Banking operations over the years and decades have witnessed many changes and have been adopting from
time to time new innovations. The technological revolution especially in the Information and Technology front
has changed the functioning of banks. In today’s globalized competitive business environment banks are trying
to have the competitive edge by using the latest technology to cut down turnaround time, cut costs and increase
efficiency. “e Banking” through many innovative products and services has revolutionized banking operations.
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Electronic Fund Management

ECS RTGS
NEFT CBS
ATMs CTs

IT revolution has paved way for banks to implement different systems to handle funds management in banks.
This methodology is collectively recognized as Electronic Fund Management.

Electronic Clearing System (ECS)

One of the earliest electronic forms of funds transfer is the Electronic Clearing System. ECS is a retail funds
transfer system to effect payments (utility bills, dividends, interest, etc) ECS helps corporates, government
departments, public sector undertakings, utility service providers to receive and/or pay bulk payments. ECS is
divided into ECS (credit) and ECS (debit)

ECS - important aspects/ features

On receipt of the required mandate, the funds (payments/ receipts) can be handled by a bank through ECS.
ECS (debit) is generally used by utility companies like electricity companies, telephone companies and other to
receive the bill payments directly from bank accounts of their clients. Instead of payment of utility bills by
means of cash or cheque payments, an individual or a company can make payment through ECS. In case the
company has the facility of payment through ECS, the client can give a mandate to the company to receive the
utility bill amount from his bank account directly. The utility company (service provider) based on the ECS
mandate given by the client, would advise the client’s bank to debit the bill amount to the client’s account on the
due date (or on a any date before the due date as per the client’s request) and transfer the amount to the
company’s own bank account. Similarly, ECS (Credit) can facilitate payment to various clients like dividend
warrants, maturity values of Annuities.

Real Time Gross Settlement (RTGS)

One of the important IT revolutions in Indian Banking Scenario was the implementation of the Real Time Gross
Settlement (RTGS) system by the Reserve Bank of India. With the changing scenario from manual environment
to electronic mode, banks started to use faster, safer and efficient methods to transfer funds.

In this regard, two important and popular electronic funds transfer systems are Real Time Gross System (RTGS)
and National Electronic Funds Transfer System (NEFT)

RTGS is an electronic payment system, where payment instructions are processed on a ‘continuous’ or ‘REAL
TIME’ basis and settled on a ‘GROSS'’ or ‘individual’ basis without netting the debits against credits. In India,
RBI introduced this system and the system is functioning well. The payments so effected are ‘final’ and
‘irrevocable’. The settlement is done in the books of the central bank (RBI). The RTGS system allows transfer
of funds across banks on a real time (immediate) basis. Each participant bank needs to open a dedicated
settlement account for putting through its RTGS transactions. Not only does it allow transfer of funds, it also
reduces the credit risk. Both customers and banks can transfer funds monies the same day at regular intervals
within the banking hours.
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RTGS: Special features:
(a) Real Time Gross Settlement helps banks to settle interbank and forex settlements
(b) It also helps banks in handling big ticket funds transfers

(c) Since RTGS itis routed through RBI platform, the credit risk is minimized (this is one of the main advantages
in settlement of funds)

(d) Unlike in case of cheque clearance, the drawer of the cheque cannot enjoy the float time (the date of
issuance of cheque and the date on which it is received in inward clearing and debited by his banker)
However, in the case of RTGS, the remitter’s account is debited first and then only the funds are transferred

(e) Ifallrelevant details such as the beneficiary’s name, account number, IFSC code of the receiving branch,
name of the beneficiary bank, etc., are correctly furnished it would assist the remitting bank to effect the
transfer quickly

(f) Asthe name RTGS suggests, the transfer mechanism works on real time and, therefore, the beneficiary
branch/bank should receive the funds immediately. The beneficiary’s branch/bank should give credit to
the beneficiary’s account immediately or latest within 2 hours of receiving the funds transfer message.

However, in case the funds cannot be credited for any reason, such funds should be returned to the originating
branch within two hours. In such a situation, as soon as the money is returned, the remitting bank should reverse
the original debit entry in the client’s (remitter’s) account. This system is applicable between banks/branches who
are on Core Banking Solutions (CBS)

National Electronic Funds Transfer (NEFT)

NEFT is a system similar to RTGS with certain differences. RTGS handles big ticket transactions, whereas NEFT
handles smaller size transactions. Most branches are using this facility to transfer funds in an efficient manner.
Once the applicant for the transfer of funds furnishes full and correct details (correct account details means
correct name of the beneficiary, the correct account number, the branch and bank of the beneficiary, and the
correct IFS code, etc.) funds can be transferred to the beneficiary’s account by the remitting bank. Transfer of
funds through NEFT is safe, quick. It reduces the paper work and is cost effective.

NEFT is an innovative electronic media for effecting transfer of funds. Special features of NEFT are:

1. NEFT is a funds transfer system which enables a customer of a bank to transfer funds to another customer
of another bank having account with any participating bank

2. NEFT allows both intra and inter-bank funds transfer within a city and across cities

3. Since itisinthe form of e transfer, without any physical movement of instruments, funds can be transferred
quickly

4. The beneficiary customer gets funds in his account on the same day or at the earliest on the next day
depending upon the time of settlement

5. Both the originating and destination bank branches should be on NEFT platform

6. The correct details of IFSC, beneficiary’s name, account numbers, etc., should be furnished to the
originating bank.

7. The originating bank branch can keep track of the status of the NEFT transaction.

8. In case for any reason the destination branch is not able to afford credit to the beneficiary’s account,
destination branch/bank have to return the funds to the originating bank within two hours of completion
of the batch through which the transaction was processed
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9. ltis not only easy method of transfer of funds, but also enables the remitters to have user friendly and
cost effective transfer of funds

Indian Financial System Code (IFSC)

IFSC is an alpha-numeric code that identifies a bank-branch participating in the RTGS/NEFT system. IFSC has
11 digit code and the first four alpha characters represents the bank, the 5" code is 0 (zero), which is reserved for
future use and the last six digits are numeric characters represents the branch. Correct IFSC code is essential for
identifying the beneficiary’s branch and bank as destination for funds transfers. E.g. Syndicate Bank Cuffe Parade
Branch, Mumbai- SYNB0005087

Automated Teller Machines (ATMs)

ATMs are used as a channel for cash management of individual customers. ATMs can be accessed by ATM card,
debit or credit cards. To have access the customer (the card holder) needs to use his Personal Identification
Number (PIN) issued by his/her banker and access password. ATMs generally used for cash deposit and
withdrawals, they can also be used for payment of utility bills, funds transfer thereby ATMs serve as a channel for
electronic funds management. Requests for new cheque book and statement of accounts can also be given
through ATMs.

White Label ATMs- RBI has vide notifications dated 20" June, 2012, permitted non-banking entities to set up or
start ATMs which are called White Label ATMs (WLA). From such ATMs customers of any bank will be able to
withdraw money, takeout statement, change PIN etc. These WLAs will not display logo of any bank. However,
WLA operator has been permitted to display advertisements, and offer value added services as per regulations in
force. While WLA operator is entitled to receive a fee from the banks for use of ATM resources by their customers,
WLASs are not permitted to charge Bank customers directly for use of WLA.

Internet Banking

Internet banking one of the popular e-banking modes has changed the banking operations and offer virtual
banking services to the clients on 24 x 7 basis. It is also called as convenient banking, since the customer
(account holder) can have access to his bank account from anywhere at any time, through the bank’s web site.
The customer is allowed online access to account details and payment and funds transfer facilities. Net banking
services of a bank can be accessed through a Personal Identification Number (PIN) and access password as in
the case of ATMs. In net banking the advantage for the bank customer is that funds can be transferred from the
client’s bank account to another account with the same bank or another bank through NEFT/RTGS. Another
method of funds transfer facility is online payment of taxes. Bank customer can pay various taxes like income tax,
service tax, etc.; Net banking can be used as a channel by the customer to pay the utility bills (electricity bills,
telephone bills, etc) on line. Customers can make use of net banking to pay the insurance premiums and similar
other payments.

Core Banking Solutions (CBS)

Core Banking Solutions has helped banks to offer better customer service. It has also reduced the time and
increased the efficiency. The Core Banking Solutions mainly work on the support of effective communication and
good information technology. It is on account of merger of communication technology and information technology
which enables the banks to offer core banking needs of the clients.

Core Banking Solutions are computer based banking applications (software) which works on a platform. The
computer software handles the different functions of the bank like, recording of transactions, updating the balances
in the accounts based on the type of transactions, calculate interests and application of interest, charges etc.,
The software is installed in the branches and the computer systems are interconnected with a main computer
server though communication lines (telephones, satellite, internet, fibre optical)



