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Editorial

The Indian Institute of Banking & Finance (IIBF) had organised 13" R. K.
Talwar Memorial Lecture in association with the State Bank of India on
16" February 2024. The lecture on the topic “The Role of Regulation in
Economic Development'' was delivered by Dr. V. Anantha Nageswaran,
Chief Economic Adviser, Government of India. The lecture was greatly
acknowledged for its content and delivery and we are publishing it as a part
of January — March, 2024 issue of Bank Quest.

Sound Credit appraisal is key to maintain standard assets in the books of

Mr. Biswa Ketan Das banks. The use of technology in credit appraisal has redefined the process

Chief Executive of managing assets of banks. There has been remarkable improvement in

”Bg’;\f’”‘z% bai the quality of assets maintained by banks as gross and net non-performing

’ assets ratios declined to 3.9 per cent and 1 per cent, respectively, by March

2023. Considering that technology has strong potential for improving the

credit appraisal process, we are bringing out January — March, 2024 issue

of Bank Quest on the theme “‘Leveraging technology for effective credit
appraisal’’.

The first article on the theme of Bank Quest is jointly written by Dr. Sachin
Sharma, Manager (Systems), State Bank of India & Mr. Mukesh Ahuja,
Assistant General Manager (Systems), State Bank of India on *““Algorithmic
Brilliance: Unveiling the Power of Al in Credit Evaluation”. This article delves
into the realm of algorithmic brilliance, exploring the transformative role of Al
in reshaping credit evaluation.

The next article on the theme of this issue is jointly authored by Dr. Kalpana
Kataria, Associate Professor, Bharati College, University of Delhi and Dr.
Abhishek Kumar Singh, Assistant Professor, Faculty of Commerce, University
of Delhi on “Effective use of Emerging technologies for Leveraging credit
appraisal in Indian Banking System”. The authors have concluded that
embracing innovative solutions in credit appraisal is imperative for financial
institutions seeking efficiency, accuracy and competitiveness.

Letters of Credit are one of the important modes of trade payments that
assures the seller of “timely defined payment” and the buyer of “defined
quality and quantity”’ of goods. The next article is written by Mr. Paritkumar
M Badodaria, Assistant General Manager, ICICI Bank Limited and
Dr. Bhavin U. Pandya, Dean, Faculty of Management and CEO, SV Innovation
Foundation, Kadi Sarva Vishwavidyalaya on ‘“Transferable Letters of Credit
as catalysts for Working Capital Optimisation, Cost Efficiency and Enhanced
Competitiveness for SME Businesses”. This article explores the features of
transferable letters of credit and concludes that transferable letters of credit
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serve as catalysts, not only optimizing working capital and ensuring cost
efficiency but also fostering enhanced competitiveness for SME businesses
in today’s dynamic business landscape.

We are also publishing an article written in Hindi by Mr. Vijay Prakash
Srivastava, Former Chief Manager, Bank of India on ‘‘Gafaur & &= <

@y # dfT &9 A g’ The article discusses role of banks towards
safeguarding environment.

This issue also features “Legal Decisions Affecting Bankers’’ by Mr. Prakhar
Galaw, Legal Executive, IFFCO Tokio General Insurance Company Limited.

In this issue, we are also carrying a summary of the Macro Research
Report (2021-22) on “‘Linkages between competitive structure and financial
stability: An empirical analysis of Indian Banks” by Dr. Ajaya Kumar Panda,
Associate Professor, Indian Institute of Management Mumbai.

In addition to above, we are also publishing Book Review of the Book,
“Banker by Chance, Leader by Choice’” written by and reviewed by Mr.
Sugata K. Datta, Former Chief General Manager, Bank of India.

| hope this issue will be appreciated by its readers for its contents and
coverage.

Suggestions for further improving the contents are welcome.

Biswa Ketan Das

January - March, 2024 The Journal of Indian Institute of Banking & Finance



= Dr.V. Anantha Nageswaran*

Mr. Dinesh Kumar Khara, Chairman, State Bank of
India, Mr. Biswa Ketan Das, CEO, Indian Institute
of Banking and Finance (lIBF), senior officials from
Reserve Bank of India, from the State Bank of India
and the banking fraternity, ladies and gentlemen, it is
doubly humbling for me to be chosen to deliver the
13" Shri. R. K. Talwar Memorial lecture.

First, it is an honour and an exercise in humility to
be able to speak about a distinguished son of India
at a lecture instituted in his honour. | have first
heard about him from Mr. Vaghul when | was briefly
associated with Krea University. He has spoken a
lot about Mr. Talwar and how he learned a lot from
him during his earlier years in banking. It is often said
that in the long run, institutions shape individuals.
But people like him were the exception to that rule.
Individuals like him shape the institutions, not only of
the institution that they headed, but they also inspire
other institutions in the process of their functioning.
It is not that they go out of the way to do this. It is
the intrinsic nature of their personality that brings
about this transformative change. | know that, in fact,
more than me, almost all of you present here would
know the signal contributions he made to the field
of banking in India with respect to the analysis of
corporate sector when it comes to banking decisions.
The initiatives he took to encourage SME financing
in the country and launched several new schemes
to support small entrepreneurs, businessmen and

13t Shri. R. K. Talwar

Memorial Lecture

The Role of Regulation in Economic
Development

farmers etc. The list is endless. So, in that sense, it
is a very important privilege and | am deeply grateful
to IIBF and State Bank of India for having chosen
me to deliver this lecture. The second reason to be
humble about is that | am following the footsteps of
very distinguished speakers, starting from Dr. Shri
Rangarajan in 2007. Therefore, | fully understand the
responsibility that rests on my shoulders as | begin to
speak on the topic that | have chosen today.

It is normally understood that regulation is a response
to market failure. | personally believe that is an
incomplete statement, even though it is not wrong.
Sometimes the very nature of markets requires the
inevitable presence of regulators and regulation. So,
regulation is not a response only to market failure.
Sometimes regulation is indeed a response or a
complement to markets themselves. It is a response
also to growth and scale.

| heard from a philosopher that progress for humans is
their innate ability to complicate simplicity. Therefore,
the very development of scale and complexity requires
regulation because as things become complex, the
inherent limitations of humans come to the fore and
it requires some amount of supervision and policing
to happen. So regulation is not just a response to
markets themselves, market failures, but also to
growth, growth in scale and complexity, because as
activities explode and become interconnected, we
need order to make it flow smoothly and take place

*Chief Economic Adviser, Government of India.

13" Shri. R.K. Talwar Memorial Lecture was delivered by Dr. V. Anantha Nageswaran, Chief Economic Adviser, Government of India on February 16", 2024 in Mumbai.
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without too much friction. The need for regulation,
therefore, arises as the economy grows in size and
with the rate of growth and with the rate of complexity.

As Mr. Khara pointed out, today we are on the cusp
of becoming the top three largest economies in the
world. Moreover, the scale of financing that we would
require to make this growth translate into a difference
in the lives of ordinary people means that regulators
have to ensure that the growth of the industry, for
that matter, any industry, serves the ultimate purpose
of making a difference to the lives of the ordinary
Indians. Apart from these, regulation is also response
to human nature. Are we good at self-policing? We
do need the MC (Master of Ceremonies) of every
event to tell us to put our phones on silent mode. At
the same time, no MC can tell us not to keep looking
at our screen every 32 seconds. It has become a part
and parcel of our daily existence and behaviour. And
humans in general are not very good at self-policing.

We need external inducements and
even disciplining devices to keep us on track with
respect to our own chosen behaviour. Therefore, we
have to usually find ways to let others hold us to our
resolutions. Whether it is on simple matters like weight
loss, smoking, alcohol consumption or something as
complex as financial sector regulation, we do need
an external agency to enforce certain things that are
desirable in our own interest.

incentives,

There is a third dimension to regulation. In general, in
the marketplace and that too, in a large country like
ours, literacy levels are still in catch-up mode. The
relative power of the sellers and producers versus the
consumers is often tilted in favour of the former i.e.
the sellers and producers. This imbalance is rectified
by having the state or the regulator take the side of
the consumer, protecting their interests and rights.
Therefore, regulation has this important consideration
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in its favour. Of course, in reality, there is the political
economy as well, which doesn’t necessarily keep the
balance between sellers and producers on one side
and the public and the regulator on the other side.
The scales are not often evenly balanced and political
economy usually tilts it in one direction or the other.

So, | believe | have spent the last few minutes
in establishing the principle that
regulation is necessary and not a necessary evil. But
then it becomes a matter of detail with respect to
execution, as always, the devil or the angel is in the
details of implementation.

successfully

If regulation is indeed inevitable, how do we get it
right? And how do we do it right? Let me break it down
into two parts- regulation in the financial sector and
regulation in the non-financial sector. In the financial
sectorin particular, given the audience that | am facing,
the importance of regulation doesn’t even have to be
established. It is a given, because at times of failure,
like, for example, what happened with the Silicon
Valley bank last year and for that matter, in previous
episodes of crisis, when the industry goes through
periods of stress and failures, public or lawmakers
usually turn to regulators and ask the question, “What
were you doing?” In fact, it is somewhat amusing and
instructive to know that the public and their elected
representatives hold the regulators sometimes more
responsible than the managements themselves for
such institutional failures. So that establishes the
necessity of regulation.

Second reason, when financial institutions fail and |
am not speaking in particular about India, but more
in the global context, they do run to the public
sector to help bail them out. And we know that, in
the global context, if not necessarily in the Indian
context, rewards to risk taking accrue to the private
employees and executives of financial institutions
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and the adverse consequences of failures usually end
up on the tax payer. So, it is often said that while the
rewards are privatised, the costs are socialised. And
given that, therefore, the moment public money gets
involved in bailing out or rescuing institutions, it goes
without saying that a Government, that is the last
resort when institutions fail, also naturally acquires
the right to regulate the industry’s conduct, so that,
such bailout situations become at least infrequent if
not absolutely unnecessary or impossible. And that
is the reason why in the financial sector we don’t talk
about need for regulation at all because the principle
or premise is established beyond doubt.

The question, therefore, that arises once we
accept this basic premise “Should regulations be
principles-based or prescriptive in nature?” It is
easy given the way the question is posed; it is easy
to plum for the former, that is, regulations should
be principles-based. But there are some dangers,
especially in finance often and |, myself have spent
nearly a couple of decades in the financial services
industry and | know that the industry can and does
run rings around principles-based regulation. It is
subject to interpretation, when regulation is largely
principles-based. Whether a principle is violated or
not is equivalent to the idea of beauty being in the
eye of the beholder. In other words, when regulation
is structured on the premise of the largely being
principles-based, it gives a lot of freedom to the
regulated entities to behave responsibly. In that
sense, freedom goes with the responsibility because
principles-based regulation gives more rights and

freedom to the regulated.

In general, in households, children get more freedom
if they can demonstrate, at the minimum, no self-
harm, isn’t it? Therefore, in the case of finance as
well, the industry can and should get more freedom

The Journal of Indian Institute of Banking & Finance

if it demonstrates not only no self-harm but also no
social harm. But, what about the regulators? What is
it that we need to enjoin upon them? Just as humans
in general are incapable of self-policing, there is a
tendency also on the part of regulators to engage
in excess policing. Both tendencies exist. | am sure
many of you have heard of the Stanford experiment.
A bunch of people on the street was picked up for an
experiment. They didn’t know each other. Some of
them were given the roles of policemen, some of them
were given the role of defendants or accused. They
were ordinary people. There was no crime that they
committed. They were participating in an experiment.
But the very idea that someone was given the label
of a policeman and someone was given the label of a
prisoner, automatically conferred on the people who
were labelled the policeman a certain right not only
to question, but also to intimidate and even go to the
extent of torturing some of the other participants in
the experiment so much that the experiment had to
be called off for physically endangering the lives of
the some participants in the experiment.

So, humans are susceptible to letting labels define
their behaviour rather than letting labels only describe
their behaviour. Because we allow labels to define
who we are, there is also a natural tendency on the
part of the regulators from time to time to engage in
excess policing. And, it is a rule of human behaviour
across centuries over time and across geographies
that where there is concentration of power, those
enjoying it usually succumb to the temptation of
exercising it too much and too often as well. But, in
our country there are very good counter examples
where regulators have taken a pre-emptive and
proactive role rather than abusing the powers vested
in them. Let us take the very recent example of the
higher risk weights that were enjoined upon the bank
for the unsecured personal loans. It is a case of
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avoiding excess regulation by taking a pre-emptive
action so that the need for regulation is actually
minimised. And, many of you, | am sure are aware of
the stellar role that the Reserve Bank of India played
before the 2007-08 financial year crisis. Very well
captured in a speech that Dr. Y V Reddy delivered in
Manchester, if | am not mistaken, in June 2008, where
many pre-emptive actions were taken, which actually
prevented regulatory failures. So, in our country we
do have good examples of where power vested in the
regulator has not often lapsed into excessive policing.
In general, principle based regulation is something in
the case of this risk weights or personal loans, if you
try to apply this example, it would have simply been
that excessive growth in unsecured personal loans
be avoided. That would have been an ideal example
of principles-based regulations. But, then who gets to
define what is excessive growth? In other words, it is
unavoidable that one has to get down to the details, so
one cannot stop at the level of principles. Therefore,
the Reserve Bank of India did the right thing; it did not
try to define what normal growth is or what excessive
growth in unsecured personal loans is. It simply
took note of human behaviour and its response to
incentives and put up guardrails in the process. Just
increase the risk weights, which is exactly what Dr.
Reddy did back then for several unsecured loans and
also with respect to the incentives for securitisation.
He made sure that the incentives for securitisation
were paid only after the securitised structures were
wound up, not when they were started. That very
simple, but important tweak, ensured that the kind of
securitised mortgages that failed in the western world
did not afflict India.

In other words, if you are taking chances, take
precautions. Unsecured personal lending is obviously
a risky enterprise, which is what banks are meant
to do. But, what the RBI did with respect to raising
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the risk weights is that if you are taking chances,
as you must, take precautions in such a way that
losses do not hurt you, nor the society. This is an
example of the right proportion of the principles and
prescriptive regulations. Can this balance be struck
in all aspects of financial regulation? Of course, there
is a feeling that it remains a work-in-progress at best
and at worst; there is a tendency to micromanage.
That is the public perception. Can the temptation to
be prescriptive be resisted in areas where the risk
of self-harm and social harm is trivial? Regulators
must ponder about that question. Can we, therefore,
choose between these two modes of regulation
depending on the assessment of where the social
harm is? That would be a guiding principle from a
regulatory standpoint as well.

This is where | believe the honourable Finance
Minister’s announcement in the budget for FY24,
presented last year about a zero-based review of
regulations, becomes relevant. The kind of regulatory
spring-cleaning is also necessary. It is important to
clear the regulatory deadwood, both in terms of rules
and practices, just as we do in our homes. Once in a
while, you need to take a look at the inventory that you
might have accumulated in terms of various circulars,
notes, etc. and make sure that they remain relevant
or redundant to the times that keep moving on.

But, having said that, let us spare a thought for
the regulators. They start with a handicap, in the
battle for hearts and minds. It is easy to cast them
as bullies by default, since they have authority and
wield power. And there are certain things that they
cannot speak up in public. Because, if they speak
up it would tantamount to shouting, “fire” in a
crowded theatre. So, therefore, regulators start with
a handicap in the battle for the hearts and minds of
the public. And, also for the public servants as well.

The Journal of Indian Institute of Banking & Finance



It is easy for those who are pulled up by regulators or
penalised or punished by them to cast themselves as
underdogs. And, it is important that when we analyse
and evaluate the actions of the regulators, we must
keep this imbalance of public perception and power
between the regulator and regulated in mind; when
we easily cast doubts on the necessity of some of the
actions that regulators take.

Let me now turn to the non-financial sector, where
the scale in fact, should be more tilted towards the
side of the principles-based rather than prescriptive
regulation.

Just to reiterate, in the case of financial sector, | am
not in favour of the belief that one should always
be focussed on principles-based regulation. It is a
judicious mix of the two that is required. But, when
it comes to non-financial sector, it is more likely that
we should err on the side of the principles-based
regulation rather than prescriptive regulations, since
systemic harms from the practices of regulated
entities are relatively less likely than in the case of the
financial system. Actions taken in the financial system
by the market participants have the risk of infecting
the entire economy. In fact, it is the big difference
between the financial sector and the non-financial
sector. In the financial sector, if one institution fails,
the entire system becomes fragile. In the non-financial
sector, if one institution goes down, it actually
strengthens the rest of the institutions that are still
alive. The contagion effect is usually missing, soitis a
welcome thing for the remaining market participants;
whereas, in the financial sector, as one institution
fails, the public starts questioning on the health and
the practices of the other financial institutions. That
is what makes the case for regulations in financial
sectors to be different from the regulations for the
non-financial sector.

The Journal of Indian Institute of Banking & Finance

But, unfortunately in our country, right now, as
we speak, regulations even in the non-financial
sector, seem to be erring more on the side of being
prescriptive than principles-based. And,
therefore, that makes compliance costs very high
for businesses, especially Micro, Small and Medium
enterprises. Much has been done in the last decade
to improve the situation by the focus given to the ease
of doing business, decriminalisation of laws, rules
and regulations, self-certifications, etc. but much
remains to be done. The burden of compliance falls
disproportionately on those who are least equipped
to comply with them — low-income individuals, sole-
proprietors, micro and small businesses.

rather

| have personally done a case study, five years ago,
on a women'’s collective based in Thiruvannamalai,
down south in Tamil Nadu. That particular women’s
enterprise having a turnover of about two crores, not
more than that, comes under Drugs and Cosmetics
rules, Drugs and Cosmetics Act rather and | had an
opportunity to go through it in detail. The Drugs and
Cosmetics Act prescribes the square feet, the space
that the businesses need to dedicate for receiving
inventory, the raw material inventory, the space that
needs to be allotted for finished goods inventory
etc. Now, that is a decision that the entrepreneur
has to make, the amount of space they allocate for
raw material storage, for finished goods storage,
depending on rental cost, depending on their sales
volumes etc. and production capacity. The legislation
need not have to get into such details, prescribing
floor space for businesses. Therefore, in a micro and
small enterprise where the management bandwidth is
usually very small, it is disproportionately allocated or
dedicated towards compliance rather than business
development or human resource management, etc.
So in that sense, there is a lot of work that remains to
be done in the country, both at the national level and
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at the subnational level, for regulations to become
more principles-based rather than prescriptive,

especially when it comes to the non-financial sector.

Also, | would love to leave one more question for
the regulatory framework. When it comes to the
non-financial sector, it ought to be a function of the
objectives and the national economic goals that we
wish to pursue. The question in front of regulators
is this - Is the goal, given the state of development
of the country, given the state of per capita income
of around $2,500 as we aspire to go towards middle
income status, where it is somewhere between $5000
to $11,000, therefore, given this, should the objective
function of regulators be- one of the following two
- Should it be maximizing economic activity subject
to zero non-compliance or minimizing the non-
compliance with rules and regulations subject to
maximum facilitation of economic activity? These are
two different objective functions. One cannot at the
same time optimize both, just as you cannot minimize
both type one and type two errors. And you have to
choose. In quality control, you know what to choose.
If you are a very consumer-oriented company, you
will obviously err on the side of ensuring that you
would not mind one good quality product unit being
set aside, but you would not want even a single
defective product to reach the consumer. It is like
in jurisprudence saying that we may let some guilty
people escape the rule of law, but we will never
convict an innocent person. So, there is a choice that
is being made there.

Similarly, when it comes to regulation and compliance,
we have to make a choice. Do we want to ensure
that not a single person escapes the rule of law?
But in the process, we will not mind putting to harm
and inconvenience other innocent businesses and
people? Or do we choose the alternative, which is,
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that | will ensure that 90% of the population, which
is largely compliant and law abiding, to be able to
pursue their economic activity unhindered and |
will not mind letting five or ten escape the rule of
law because | am more focused on ensuring that
economic activity proceeds unhindered. What is the
trade-off? | think that trade-off, that question, has not
been fully grappled with or addressed in the context
of the regulatory framework that this country needs
to have, because both cannot be done at the same
time. Governments across the country, not at the
national level, but also at the subnational level, must
make this choice.

Until now, in the first 75 years of independence or
more, we have tilted towards the first objective
function, which is we maximize economic activity,
but only subject to zero non-compliance, which also
gives rise to lot of other adverse consequences such
as rent-seeking, etc. But given the country’s growth
and development aspirations, there is a case to be
made for the second objective function to be chosen,
which is that we minimize non-compliance, but
subject to maximum facilitation of economic activity.

Once this objective function is set and articulated,
then it has to be reflected in the governance of
regulatory institutions. That means it has to be
reflected in the policies made, decisions taken
and implemented as well. It means there has to be
accountability for governance and that boils down to
how public servants are evaluated and appraised for
their own compliance with this objective function.

In other words, the regulation of state administration
and governance becomes an important task in itself.
If this framework is not in place and not followed,
then the state will be failing to regulate itself and
naturally, it will not be able to regulate non-state
actors effectively, as a consequence.

The Journal of Indian Institute of Banking & Finance



In the final analysis, if the state and its organs can-
not regulate themselves, then they can-not regulate
the economy efficiently and effectively. Last, but not
the least, related to state capacity for regulation, is
the question of state capability. How well trained
and capable are our regulators with respect to
microeconomics - the theory of firm, price-setting
behaviour, theory of competition, etc. What are the
microeconomic foundations in our undergraduate
courses and in the various foundation courses in Lal
Bahadur Shastri National Academy of Administration?
Of course, this opens up another strand of discussion
with respect to regulatory environment in the country
- on the need for specialists versus generalists and
the length of tenure that civil servants need to have
to acquire specialization skills, not just be generalists.
Because the economy, as it grows in complexity,
we need to ask ourselves fundamental questions
as to whether the current structure has served us
reasonably well. After all, we were an economy of
$300 billion in 1993 and today we are a $3.4 trillion
economy, poised to become $3.7 trillion by the end
of March 2024. So we have grown more than twelve
times in dollar terms, despite rupee depreciating
almost 3% every year on average. So we have done
very well.

And in fact, many of you will say, or may be thinking
as | speak, we might have become a $3 trillion
economy, but China that started out at the same time
has become an $18 trillion economy. | would simply
like you to go back to your computers back home
in the evening and divide the nominal GDP by the
amount of debt that both the economies carry and
figure out what is the per unit of GDP for one unit of
debt that India has, compared to China, for example.
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And, by that metric we have done quite well. So the
point is, the structure that we have today has served
us quite well, by and large.

But it is always necessary, essential and desirable to
ask the question, whether this structure should be
evaluated, examined and reviewed for its suitability
for the kind of economy that we will likely have going
forward with the invasion of artificial intelligence,
other forms of technology and climate considerations
coming in the way of our economic development
and growth aspirations? What is the right mix of
generalists and specialists, both in the administrative
functions and in the regulatory functions? | know that
this is a different topic for a different occasion, but
the concept of the role of regulators in economic
development is that, while, as | laid out at the very
beginning, regulation is necessary and desirable,
ultimately the regulatory structure, its functioning,
performance and effectiveness also have to be
periodically reviewed for it to remain contemporary,
purposeful, if it were to not lose sight of the ultimate
goal for a developing country. And that is that the
living standards and aspirations must continuously
make progress and that future generations should
feel that not only do they have a life, which is better
than their preceding generations, but also their own
future generations will have a life better than what
they have.

| hope | have left some thoughts with you to ponder
about and once again, | thank IIBF and State Bank of
India for giving me this opportunity to join a galaxy of
very extraordinary personalities who have delivered
this lecture and for me to be able to share my thoughts
with all of you. Thank you very much.

v
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= Dr. Sachin Sharma*

Introduction

In the intricate web of financial transactions that
define our modern economy, credit evaluation stands
as a cornerstone, shaping the flow of capital and
determining the viability of countless ventures. The
significance of credit assessment in the financial
sector cannot be overstated; it serves as the bedrock
upon which lending decisions are made, influencing
the allocation of resources, the growth of businesses
and the stability of financial institutions.

Traditionally, credit evaluation has relied heavily

on manual processes, where financial experts
meticulously scrutinize an applicant’s financial history,
collateral and other pertinent factors to gauge their
creditworthiness. While this approach has served its
purpose over the years, it is not without its limitations.
Manual credit appraisal is inherently time-consuming,
prone to human error and often constrained by the

limited scope of available data.

Moreover, the challenges faced in manual credit
assessment are exacerbated by the ever-evolving
landscape. As financial
products become more diverse and transactions more

nature of the financial

complex, the traditional methods of credit evaluation
struggle to keep pace, leading to inefficiencies,
inaccuracies and missed opportunities.

However, amidst these challenges, a beacon of
promise emerges in the form of Artificial Intelligence

Algorithmic Brilliance:
Unveiling the Power of
Al in Credit Evaluation

= Mukesh Ahuja**

(Al). With its unparalleled capacity for data processing,
pattern recognition and predictive analytics, Al holds
the potential to revolutionize credit assessment as
we know it. By harnessing the power of machine
learning algorithms, Al promises to streamline the
credit evaluation process, enhance decision-making
accuracy and unlock new dimensions of insight into
borrowers’ creditworthiness.

In this paper, we delve into the realm of algorithmic
brilliance, exploring the transformative role of Al
in reshaping credit evaluation. We examine the
principles underlying Al-driven credit assessment,
highlight its advantages over traditional methods and
discuss the implications of its widespread adoption
in the financial sector. Through a comprehensive
analysis of case studies, research findings and
industry trends, we seek to unravel the potential of Al
in unlocking new frontiers of efficiency, reliability and
fairness in credit appraisal.

The Evolution of Credit Appraisal

Historical Context

The practice of credit appraisal has deep historical
roots in India, dating back to ancient times when
merchants and traders engaged in complex financial
transactions across the Indian subcontinent. In the
early Vedic period, lending was governed by principles
outlined inthe Dharmashastra texts, which emphasized
ethical conduct and fairness in financial dealings.

*Manager (Systems), State Bank of India.
**Assistant General Manager (Systems), State Bank of India.
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As India’s economy evolved, so too did its methods
of credit appraisal. During the Mughal era, the hundi
system emerged as a popular form of informal credit,
allowing merchants to conduct long-distance trade
without the need for physical currency. The hundi
system relied on a network of trusted agents who
facilitated transactions based on mutual trust and
reputation.

In colonial India, the British East India Company
introduced modern banking practices, laying the
groundwork for the formal banking sector that would
emerge in the 19th and 20th centuries. With the
establishment of Reserve Bank of India (RBI) in 1935,
India began to develop a more robust framework for
financial regulation and supervision.

Limitations of Traditional Methods

Despite its historical significance, traditional methods
of credit appraisal in India are not immune to
limitations. One of the primary challenges faced by
lenders is the vast diversity of the Indian population,
with its myriad languages, cultures and socio-
economic backgrounds. This diversity can make it
difficult to standardize credit appraisal processes and
assess the creditworthiness of borrowers accurately.

Moreover, traditional credit appraisal methods
in India often rely heavily on collateral, such as
property or gold, as a means of mitigating risk.
While collateral-based lending has its advantages, it
can also exclude large segments of the population
who may lack access to valuable assets. This
exclusionary approach can perpetuate inequality
and limit economic opportunities for marginalized

communities.

Furthermore, traditional credit appraisal methods may
struggle to adapt to the unique challenges posed by
India’s informal economy, where a significant portion
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of economic activity occurs outside the formal
banking sector. In rural areas, for example, farmers
and small businesses may rely on informal lending
networks known as chit funds or self-help groups
for access to credit. These informal arrangements
often operate outside the purview of traditional credit
appraisal methods, making it difficult for formal
lenders to assess the creditworthiness of borrowers
accurately.

Understanding Al in Credit Evaluation

Definition and Explanation of Artificial Intelligence
(Al)

Artificial Intelligence (Al) refers to the simulation of
human intelligence processes by computer systems.
In the context of credit evaluation, Al algorithms are
designed to analyze large volumes of data, identify
patterns and make predictions about borrowers’
creditworthiness. These algorithms can perform
tasks such as risk assessment, fraud detection, and
credit scoring with a level of accuracy and efficiency
that surpasses traditional methods.

Al in credit evaluation encompasses a range of
technologies and techniques, including machine
learning, deep learning, natural language processing
and predictive analytics. These technologies enable
lenders to leverage vast amounts of data to make
more informed lending decisions, streamline the
credit evaluation process and reduce the risk of
default.

Types of Al Technologies

Machine Learning: Machine learning is a subset of
Al that focuses on developing algorithms capable
of learning from data and making predictions or
decisions based on that data. In credit evaluation,
machine
borrower’s data to identify patterns and trends

learning algorithms analyze historical
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associated with creditworthiness. These algorithms
can be trained on vast datasets containing information
such as credit history, income, employment status
and demographic factors to predict the likelihood of
loan repayment and assess the risk of default.

Deep Learning: Deep learning is a subset of machine
learning that uses artificial neural networks to model
complex patterns and relationships in data. Deep
learning algorithms are particularly well-suited for
tasks such as image recognition, speech recognition
and natural language processing. In the context
of credit deep learning algorithms
can analyze unstructured data sources such as
social media profiles, online transactions and text
documents to extract meaningful insights about

evaluation,

borrowers’ creditworthiness.

Natural Language Processing (NLP): Natural
Language Processing is a branch of Al that focuses
on enabling computers to understand, interpret and
generate human language. In credit evaluation, NLP
algorithms can analyze textual data from sources
such as loan applications, financial statements and
customer’s reviews to extract relevant information
and assess borrowers’ credit risk. NLP techniques
can also be used to automate the processing of loan
documents, streamline the underwriting process and

improve the accuracy of credit decisions.

Related Literature

Brown and Garcia (2023) proposed a novel approach
for credit risk assessment utilizing ensemble learning
techniques. The study by Brown and Garcia (2023)
demonstrates the effectiveness of ensemble learning
in improving predictive accuracy for credit risk
assessment.

According to Brown and Garcia (2023), ensemble
learning methods offer a promising framework
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for enhancing credit scoring systems’ robustness
and reliability. In their research, Brown and Garcia
(2023) provide valuable insights into the application
of ensemble learning techniques in credit risk
management.

Johnson and Lee (2021) explored the application of
reinforcement learning in credit scoring, offering new
perspectives on credit risk assessment. According
to Johnson and Lee (2021), reinforcement learning
techniques show promise in optimizing credit
scoring models and improving decision-making
processes. The study by Johnson and Lee (2021)
highlights the potential of reinforcement learning to
adapt credit scoring systems to evolving financial
landscapes. Johnson and Lee (2021) provide insights
into the challenges and opportunities of integrating
reinforcement learning into credit evaluation
processes.

Patel and Brown (2021) examined the challenges
and opportunities of applying artificial intelligence in
credit evaluation, shedding light on its implications
for financial institutions. According to Patel and
Brown (2021), the integration of Al in credit evaluation
presents both opportunities for efficiency gains
and challenges related to data privacy and model
interpretability. The study by Patel and Brown (2021)
underscores the importance of addressing ethical
and regulatory considerations in the adoption of Al
technologies for credit evaluation.

Patel and Brown (2021) provided recommendations
for mitigating risks and maximizing the benefits of Al
adoption in credit evaluation processes.

Smithand Johnson(2020) conductedacomprehensive
review of artificial intelligence techniques for credit
risk assessment, synthesizing existing literature and
identifying emerging trends. According to Smith and
Johnson (2020), artificial intelligence offers innovative
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solutions for improving the accuracy and efficiency
of credit risk assessment models. The study by
Smith and Johnson (2020) highlights the potential
of Al techniques, such as machine learning and
deep learning to enhance credit scoring systems’
performance. Smith and Johnson (2020) provide
insights into the practical implications and future
directions of employing Al in credit risk assessment.

Garcia and Lee (2019) conducted a comparative
study of machine learning models for credit scoring,
evaluated their performance and applicability in
real-world scenarios. According to Garcia and
Lee (2019), machine learning models demonstrate
superior predictive accuracy compared to traditional
credit scoring methods, offering potential benefits
for financial institutions. The study by Garcia and
Lee (2019) provides insights into the strengths and
weaknesses of different machine learning techniques
in credit scoring applications. Garcia and Lee (2019)
offer recommendations for optimizing machine
learning models for credit scoring and mitigating
potential risks associated with their implementation.

Wong and Smith (2019) presented a comparative
analysis of machine learning techniques for credit
risk assessment, evaluating their performance and
scalability in large-scale datasets. According to Wong
and Smith (2019), machine learning techniques, such
as decision trees and support vector machines,
show promising results in predicting credit risk and
improving decision-making processes. The study by
Wong and Smith (2019) highlights the importance
of feature engineering and model selection in
optimizing machine learning models for credit risk
assessment. Wong and Smith (2019) provide insights
into the practical considerations and challenges of
implementing machine learning techniques in credit
risk management systems.
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Li and Zeng (2019) provided an overview of deep
learning techniques for credit scoring, discussing
their potential applications and future directions in the
field. According to Li and Zeng (2019), deep learning
models, such as neural networks and recurrent
neural networks, offer advantages in capturing
complex patterns and improving predictive accuracy
for credit risk assessment. The study by Li and Zeng
(2019) explores the challenges and opportunities
of implementing deep learning techniques in credit
scoring systems, including data pre-processing and
model interpretability. Li and Zeng (2019) proposed
research directions for advancing deep learning
applications in credit scoring, such as model

explainability and regulatory compliance.

Khan and Chen (2018) conducted a survey on deep
learning approaches for credit risk assessment,
reviewing existing literature and summarizing key
findings in the field. According to Khan and Chen
(2018), deep learning techniques, such as convolutional
neural networks and recurrent neural networks, offer
promising results in modeling complex relationships
and improving predictive accuracy for credit risk
assessment. The study by Khan and Chen (2018)
provides insights into the strengths and limitations of
deep learning approaches in credit risk assessment,
including data availability and computational
Khan and Chen (2018) propose
recommendations for research directions

complexity.
future
and practical considerations for implementing deep
learning models in credit scoring systems.

Wei and Ming (2018) presented an enhanced credit
scoring model using deep learning techniques,
demonstrating improvements in predictive accuracy
and robustness compared to traditional methods.
According to Wei and Ming (2018), deep learning

models, such as deep belief networks and auto
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encoders, offer advantages in capturing non-linear
relationships and detecting hidden patterns in credit
data. The study by Wei and Ming (2018) evaluates
the performance of deep learning models in credit
scoring applications and provides insights into feature
selection and model optimization strategies. Wei and
Ming (2018) discussed the potential applications of
deep learning techniques in credit risk management
and propose future research directions for advancing
the field.

Ali and Khan (2018) conducted a survey on the
application of artificial intelligence techniques in credit
scoring, synthesizing existing literature and identifying
trends and challenges in the field. According to Ali
and Khan (2018), artificial intelligence techniques,
such as machine learning and expert systems, offer
advantages in improving predictive accuracy and
automating decision-making processes for credit
evaluation. The study by Ali and Khan (2018) provides
insights into the practical considerations and ethical
implications of employing Al techniques in credit
scoring systems. Ali and Khan (2018) proposed
recommendations for addressing challenges and
maximizing the benefits of Al adoption in credit
evaluation processes.

Wang and Kim (2017) conducted a comparative study
of machine learning algorithms for predicting credit
default, evaluating their performance and applicability
in credit risk assessment. According to Wang and Kim
(2017), machine learning algorithms, such as logistic
regression and random forest, demonstrate varying
degrees of effectiveness in predicting credit default
events and identifying high-risk borrowers. The study
by Wang and Kim (2017) highlights the importance
of model interpretability and data quality in credit
risk assessment and provides insights into feature
selection and model validation techniques. Wang and
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Kim (2017) discuss the implications of their findings for
financial institutions and propose recommendations
for improving credit risk assessment models.

Rodriguez and Lopez (2016) presented a credit scoring
model using genetic algorithms and neural networks,
demonstrating improvements in predictive accuracy
and robustness compared to traditional methods.
According to Rodriguez and Lopez (2016), genetic
algorithms offer advantages in feature selection
and model optimization, while neural networks
excel in capturing complex patterns and non-linear
relationships in credit data. The study by Rodriguez
and Lopez (2016) evaluates the performance of the
proposed credit scoring model and provides insights
into the practical considerations and challenges of
implementing genetic algorithms and neural networks
in credit risk assessment. Rodriguez and Lopez (2016)
discuss the potential applications of their approach in
credit risk management and propose future research
directions for enhancing credit scoring models.

The Algorithmic Brilliance Unveiled

Specific Al Algorithms Employed in Credit
Evaluation

In the realm of credit evaluation, a myriad
of Al algorithms are deployed to assess the

creditworthiness of borrowers and mitigate
lending risks. These algorithms leverage advanced
computational techniques to analyze vast datasets,
identify intricate patterns and make predictions with
a level of precision and efficiency that surpasses
traditional methods. Some of the key Al algorithms

employed in credit evaluation include:

Decision Trees: Decision trees are a popular machine
learning technique used in credit evaluation to model
the decision-making process. These algorithms
partition the dataset into smaller subsets based
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on the values of input features, creating a tree-like
structure of decision nodes. By recursively splitting
the data based on the most informative features,
decision trees can effectively classify borrowers into
different risk categories and inform lending decisions.

Neural Networks: Neural networks are a class of
deep learning algorithms inspired by the structure
and function of the human brain. These algorithms
consist of interconnected nodes (neurons) organized
into layers, each layer processing and transforming
the input data to produce output predictions. In credit
evaluation, neural networks can analyze complex
patterns and relationships in borrower data, such
as credit history, income and employment status, to
predict the likelihood of loan repayment and assess
the risk of default.

Support Vector Machines (SVM): Support Vector
Machines are a powerful machine learning technique
used in credit evaluation to classify borrowers into
different risk categories. SVM algorithms work by
finding the optimal hyperplane that separates the
data into distinct classes, maximizing the margin
between the classes. By identifying the most relevant
features and optimizing the decision boundary, SVMs
can effectively distinguish between low-risk and high-
risk borrowers and facilitate more accurate lending
decisions.

Efficient Analysis of Vast Datasets

One of the primary advantages of Al algorithms in
credit evaluation is their ability to analyze vast datasets
and extract meaningful insights more efficiently than
traditional methods. These algorithms can process
large volumes of data from diverse sources, including
credit reports, financial statements and transaction
histories, in a fraction of the time, which would
take time for human evaluators to review the same
information manually.
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Moreover, Al algorithms excel at identifying complex
patterns and relationships in data that may not be
apparent to human analysts. By leveraging advanced
statistical techniques and computational power, these
algorithms can uncover subtle correlations and trends
that are indicative of borrowers’ creditworthiness.
This enables lenders to make more informed lending
decisions, reduce the risk of default and optimize
their loan portfolios for maximum profitability.

In essence, the algorithmic brilliance of Al in credit
evaluation lies in its ability to leverage advanced
computational techniques to analyze vast datasets,
identify intricate patterns and make predictions with
a level of accuracy and efficiency that surpasses
traditional methods.

Components Backed by Al for Credit
Evaluation

Machine Learning Models: Machine learning
algorithms are employed to analyze historical credit
data and learn patterns that indicate creditworthiness
or risk. These models can include supervised learning
techniques like logistic regression, decision trees,

random forests and neural networks.

Predictive Analytics: Al-driven predictive analytics
can forecast the likelihood of default or delinquency
based on various factors such as credit history,
employment status and demographic
information. Predictive models can help lenders
assess risk and make informed decisions.

income,

Natural Language Processing (NLP): NLP
techniques enable the analysis of unstructured data,
such as text from loan applications, customer reviews,
and social media, to extract valuable insights. NLP
can help automate document processing, sentiment
analysis and fraud detection.

Alternative Data Sources: Al algorithms can
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leverage alternative data sources beyond traditional
credit bureau data, such as social media activity,
utility payments and smartphone usage patterns.
Incorporating alternative data can provide a
more comprehensive view of an individual’s
creditworthiness, especially for individuals with

limited credit history.

Fraud Detection: Al-powered fraud detection
systems use advanced anomaly detection algorithms
to identify suspicious activities and potential
fraudulent transactions in real-time. These systems
analyze large volumes of transaction data to detect
patterns indicative of fraudulent behavior and

minimize financial losses for lenders.

Explainable Al (XAl): XAl techniques aim to enhance
transparency and interpretability of Al models by
providing explanations for the decisions made by the
algorithms. In credit evaluation, XAl can help lenders
understand the factors influencing credit decisions
and comply with regulatory requirements.

Robotic Process Automation (RPA): RPA automates
repetitive and rule-based tasks in credit evaluation
processes, such as data entry, document verification
and compliance checks. By reducing manual effort
and errors, RPA improves operational efficiency and
accelerates decision-making.

ScalableInfrastructure: Al-powered creditevaluation
systems require robust and scalable infrastructure to
handle large volumes of data, complex algorithms
and real-time processing. Cloud computing platforms
and distributed computing frameworks facilitate the
deployment and management of Al applications at

scale.
Behavioural Analytics: Behavioural analytics
involves analysing customer behaviour and

transaction patterns to assess credit risk and identify
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potential opportunities. Al algorithms can analyse
vast amounts of transactional data to detect patterns
indicative of creditworthiness, such as responsible
spending habits, timely bill payments and stable
financial behaviour. Behavioural analytics can also
help to identify early warning signs of financial
distress or default, allowing lenders to proactively
manage risk and tailor personalized credit offerings
to individual customers. By leveraging behavioural
analytics, lenders can gain deeper insights into
customer preferences and behaviours, leading to
more accurate credit assessments and improved
is about

decision-making processes. Figure 1

components backed by Al for credit evaluation.

Figure 1: Components Backed by Al for Credit

Evaluation
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Advantages of Al in Credit Appraisal

Benefits of Using Al in Credit Evaluation

Artificial Intelligence (Al) has ushered a new era of
credit evaluation, offering a myriad of advantages
over traditional methods. These benefits encompass
speed, accuracy, adaptability, and enhanced risk
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management, revolutionizing the way financial
institutions assess creditworthiness and make
lending decisions.

Speed and Efficiency: One of the most significant
advantages of Al in credit appraisal is its unparalleled
speed and efficiency. Al algorithms can analyze vast
amounts of borrower data in real-time, processing
information from multiple sources simultaneously.
This rapid analysis accelerates the credit evaluation
process, allowing lenders to make faster lending
decisions and respond to borrower’s
promptly. Additionally, Al-powered
streamlines administrative tasks such as document

inquiries
automation

processing and verification, further reducing the time
and resources required for loan processing.

Accuracy and Predictive Power: Al algorithms
excel at identifying patterns and relationships in data,
enabling them to make more accurate predictions
about borrowers’ creditworthiness. By analyzing
historical borrower’s data and identifying key risk
factors, Al algorithms can generate credit scores
and risk assessments with a level of precision that
surpasses traditional methods. This enhanced
predictive power enables lenders to assess credit risk
more accurately, identify potential defaults and tailor

loan terms to individual borrowers’ risk profiles.

Adaptability and Flexibility: Al algorithms are
inherently adaptable, capable of learning and evolving
over time to accommodate changing market conditions
and emerging trends. Unlike static
systems, Al models can adapt to new information

rule-based

and adjust their predictions accordingly, ensuring that
lending decisions remain relevant and up-to-date.
This adaptability is particularly valuable in dynamic
economic environments, where traditional credit
appraisal methods may struggle to keep pace with

evolving borrower’s behaviour and market dynamics.
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Enhanced Risk Management and Decision-
Making Processes: Al-powered credit appraisal
enables financial institutions to enhance their risk
management strategies and optimize their lending
portfolios. By leveraging advanced analytics and
predictive modeling techniques, Al algorithms can
identify potential risks and opportunities, enabling
lenders to mitigate risks, identify profitable lending
opportunities and optimize their loan portfolios for
maximum profitability. Additionally, Al-powered
decision support systems provide lenders with
actionable insights and recommendations,
empowering them to make informed lending decisions

based on data-driven analysis and risk assessment.

In essence, the advantages of Al in credit appraisal
are manifold, offering financial institutions a powerful
toolset for accelerating loan processing, improving
decision-making accuracy and enhancing risk
management strategies.

Real-world Applications and Case Studies

Examples of Successful Al Implementations in
Credit Appraisal

Al-driven credit appraisal has gained widespread
adoption in the banking and financial industry,
revolutionizing the way lenders assess
creditworthiness of borrowers and make lending
decisions. Several prominent examples illustrate the

real-world applications of Al in credit evaluation:

ZestFinance: ZestFinance is a fintech company that
specializes in using machine learning algorithms to
assess credit risk. By analyzing thousands of data
points, including unconventional data sources such
as social media activity and online shopping behavior,
ZestFinance generates more accurate credit scores
for borrowers that may be overlooked by traditional
credit scoring models. This approach has enabled
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lenders to expand access to credit for underserved
populations and reduce the risk of default.

LendingClub: LendingClub is a peer-to-peer lending
platform that leverages Al algorithms to match
borrowers with investors based on their credit
risk profiles. Using machine learning techniques,
LendingClub analyzes borrower’s data to assess
creditworthiness and assign interest rates, enabling
investors to make informed decisions about which
loans to fund. This Al-driven approach has helped
LendingClub streamline the lending process, reduce

the cost of borrowing, and improve investor’s returns.

Case Studies
Outcomes

Highlighting  Improved
JP Morgan Chase: JP Morgan Chase, one of the
largest banks in the United States, implemented Al
algorithms to improve credit risk assessment and
loan underwriting processes. By leveraging machine
learning techniques, JP Morgan Chase was able to
analyze borrower’s data more efficiently, identify
high-risk loans and make more informed lending
decisions. As a result, the bank reported a significant
reduction in loan defaults and improved overall credit
quality.

Capital One: Capital One, a leading financial services
company, implemented Al-powered chatbots to
streamline the loan application process and improve
customer’s experience. By using Natural Language
(NLP) Capital

chatbots can interact with customers in real-time,

Processing algorithms, One’s
answer questions about loan products and provide
personalized recommendations based on individual
financial needs. This Al-driven approach has helped
Capital One increase customer satisfaction, reduce

loan processing times and enhance overall efficiency.
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Addressing Concerns and Challenges

Potential Concerns Related to Al in Credit
Appraisal

While Al offers numerous advantages in credit
appraisal, its adoption also raises legitimate concerns
regarding fairness, bias and interpretability. Some of
the key concerns include:

Bias: Al algorithms may inadvertently perpetuate

biases present in historical data, leading to
discriminatory outcomes for certain demographic
groups. For example, if historical lending decisions
were biased against minority borrowers, Al algorithms
trained on this data may perpetuate those biases,

leading to unequal treatment in credit evaluation.

Interpretability: Many Al algorithms, particularly
those based on complex deep learning techniques,
are often viewed as “black boxes” that provide
little insight into how decisions are made. This
lack of interpretability can undermine trust and
accountability, making it difficult for stakeholders to
understand and challenge the outcomes of Al-driven
credit appraisal.

Strategies and Best Practices to Address
Challenges

Addressing these concerns requires a concerted
effort to ensure responsible Al use and mitigate
potential risks. Some strategies and best practices
include:

Data Governance and Transparency: Establishing
robust data governance frameworks ensures the
quality, fairness and transparency of data used to
train Al algorithms. This includes identifying and
mitigating biases in training data, documenting data
sources and preprocessing steps, and providing
transparency into the decision-making process.
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Fairness and Bias Mitigation: Incorporating fairness-
aware algorithms and bias mitigation techniques
into Al models may reduce the risk of discriminatory
outcomes. This may involve implementing fairness
constraints, such as demographic parity or equalized
odds, during the model training process and regularly
monitoring model performance for bias and fairness
violations.

Interpretability and Explainability: Developing Al
modelsthat prioritize interpretability and explainability,
allows stakeholders to understand and validate the
reasons behind credit decisions. Techniques such
as model-agnostic explanations, feature importance
analysis, and surrogate models can help shed light
on the factors influencing credit evaluation outcomes
and enhance trust in Al-driven decision-making.

Human Oversight and Accountability: Maintaining
human oversight and accountability throughout
the credit appraisal process ensures that Al-
driven decisions align with ethical and regulatory
standards. This may involve establishing clear lines
of responsibility, implementing robust audit trails,
and providing mechanisms for recourse and redress
in cases of algorithmic error or bias.

By proactively addressing concerns related to bias,
interpretability and accountability, stakeholders can
harness the transformative potential of Al in credit
appraisal while ensuring that its benefits are realized
in a fair, transparent and responsible manner.

The Future Landscape

Emerging Trends and Technologies

The future of Al in credit evaluation is poised for
continued innovation and evolution, driven by
emerging trends and technologies that promise to
reshape the landscape of financial services. Some of
the key trends and technologies that could shape the
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future of Al in credit appraisal include:

Explainable Al: As concerns around interpretability
and transparency continue to grow, there s
increasing emphasis on developing Al models that
are more explainable and interpretable. Explainable Al
techniques aim to shed light on the decision-making
process of Al algorithms, providing stakeholders
with insights into how credit decisions are made
and enabling them to identify and address potential

biases or errors.

Ethical Al: With growing awareness of the ethical
implications of Al-driven decision-making, there is
a growing emphasis on developing Al models that
prioritize fairness, accountability, and transparency.
Ethical Al frameworks aim to ensure that Al algorithms
are deployed in a manner that aligns with ethical
and regulatory standards, safeguarding against
discriminatory outcomes and promoting responsible
Al use in credit appraisal.

is a
that
enables training Al models across multiple devices

Federated Learning: Federated Ilearning
decentralized machine learning approach
or data sources without exchanging raw data. In the
context of credit appraisal, federated learning could
enable financial institutions to collaboratively train
Al models using decentralized data sources while
preserving data privacy and security.

Advancements, Regulatory Considerations
and Industry Collaborations

The future of Al in credit evaluation will be shaped
not only by technological advancements but also by
regulatory considerations and industry collaborations.
Some key factors to consider include:

Regulatory Frameworks: As Al adoption in credit
appraisal grows, regulatory authorities will play a
crucial role in establishing guidelines and standards to
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ensure the responsible and ethical use of Al in financial
services. Regulatory frameworks may encompass
requirements related to data privacy, transparency,
fairness, and accountability, providing a regulatory
roadmap for financial institutions to navigate the
evolving landscape of Al in credit evaluation.

Industry  Collaborations:  Collaboration and
knowledge-sharing among industry stakeholders,
including financial institutions, fintech companies,
regulatory authorities and academic institutions will
be essential for driving innovation and addressing
common challenges in Al-driven credit appraisal.
Industry collaborations can foster the development
of best practices, standards and frameworks for
responsible Al use, promoting transparency, fairness,
and accountability in credit evaluation.

Research and Development: Continued investment
in research and development will be critical for
advancing the capabilities of Al in credit appraisal
and unlocking new opportunities for innovation.
Research efforts may focus on developing novel Al
algorithms, improving data quality and accessibility
and addressing key challenges related to bias,
fairness and interpretability in credit evaluation.

As the financial services industry continues to embrace
Al technologies to enhance credit appraisal processes,
the future landscape holds immense promise for
innovation, collaboration, and responsible Al use.

Conclusion

In this article, we have explored the transformative
potential of Artificial Intelligence (Al) in reshaping the
landscape of credit evaluation in the banking and
financial industry. By leveraging advanced algorithms
and data analytics techniques, Al has emerged as
a powerful tool for streamlining credit appraisal
processes, enhancing decision-making accuracy and
mitigating lending risks.
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Throughout our discussion, we have highlighted
several key points:

Evolution of Credit Appraisal: We discussed the
historical context of credit appraisal and its evolution
over time, from manual processes to Al-driven
algorithms capable of analyzing vast datasets and
making predictions with unparalleled accuracy.

Advantages of Al: We explored the numerous

advantages of Al in credit appraisal, including

speed, accuracy, adaptability, and enhanced
risk management. Al algorithms enable financial
institutions to process loan applications more
efficiently, identify creditworthy borrowers and

optimize lending portfolios for maximum profitability.

Real-world Applications and Case Studies: We
provided examples of successful Al implementations
in credit appraisal, showcasing how leading financial
institutions have leveraged Al algorithms to improve
outcomes and efficiencies. Case studies highlighted the
tangible benefits of Al-driven credit evaluation, including
reduced defaults, improved customer satisfaction, and
enhanced decision-making processes.

We
acknowledged potential concerns related to Al in

Addressing Concerns and Challenges:

credit appraisal, such as bias and interpretability
and discussed strategies and best practices to
address these challenges. By promoting fairness,
transparency and accountability, stakeholders can
ensure responsible Al use and mitigate potential risks.

Looking ahead, the future of Al in credit evaluation
holds immense promise for innovation, collaboration,
and responsible Al use. Emerging trends and
technologies, such as explainable Al, ethical Al,
and federated learning, offer new opportunities to
enhance the fairness, transparency and effectiveness

of credit appraisal processes.
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As financial institutions continue to embrace Al
technologies to enhance credit evaluation processes,
it is essential to prioritize ethical considerations,
regulatory compliance and industry collaboration.
By working together to develop best practices,
standards and frameworks for responsible Al use,
stakeholders can harness the full potential of Al to
drive positive outcomes and shape the future of
banking and finance.

In conclusion, Al has emerged as a transformative
force in reshaping the credit evaluation landscape,
offering unparalleled opportunities for innovation,
efficiency and risk management. With a forward-
looking perspective and a commitment to responsible
Al use, the future of banking and finance holds
immense promise for continued growth, prosperity
and advancement.
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Abstract

Lending is no longer limited to investigation of the
assets side of the balance sheet. Credit Appraisal, risk
analysis and lending decisions should be considered
while keeping in mind the broad framework of
corporate banking strategy. The objectives of the
study are to explore the concept of credit appraisal and
to explain the ways to use the technology for effective
credit appraisal and also to study the challenges and
limitations of use of technology in credit appraisal. To
embrace the technological advancements effectively
in credit appraisal, a strategic and holistic approach
is required. Financial institutions that invest in data
quality, advanced analytics, cybersecurity, financial
inclusion, regulatory compliance and human-machine
collaboration position themselves to thrive in a rapidly
evolving financial landscape. With the application
of these strategies, institutions can harness the full
potential of technology to enhance credit appraisal
processes and stay competitive in the dynamic
financial industry.

Introduction

In our fast-paced digital age, every bank and financial
institution is looking for growth in market. For
this purpose, they are to adopt a healthy portfolio
consisting a balanced approach towards investment
and lending. The lending to various customers attracts
risk. To estimate and minimise the risk and defaulting
customers, banks and financial institutions used

Effective use of Emerging
technologies for Leveraging credit
'y appraisal in
Indian Banking System

= Dr. Abhishek Kumar Singh**

to analyse the salary records in case of individual
customers, whereas, in case of companies, Profit
and Loss Statement and Balance sheet, especially,
assets of the companies are considered before
sanctioning the loan. The credit in itself is exposed to
risk and it might happen that disbursed loan amount
is not be returned by the borrower. To combat this,
banks and financial institutions have to adopt credit
appraisal system in an effective manner.

Credit Appraisal

Credit appraisal is the process of evaluating the
creditworthiness of a borrower or a potential
borrower. It involves assessment of various factors,
such as financial statements, payment history,
purchasing power and other factors. To determine
the risk associated with lending funds to an individual
or a company (FasterCapital, 2023). The goal of
credit appraisal is to determine whether to accept
or reject a loan proposal and to set appropriate loan
limits, terms and conditions. Different methods and
tools are used in credit appraisal, including traditional
credit-risk analysis data, profiling customer behaviour

and utilizing blockchain technology.

The use of credit assessment methods and systems
that
information and social circle information can improve

incorporate  personalised credit control

the accuracy and reliability of credit evaluation results
(Varathan, Kalyanasundaram, & Tamilenthi, 2012).

*Associate Professor, Bharati College, University of Delhi.
** Assistant Professor, Faculty of Commerce, University of Delhi.
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The goal of credit analysis is to assign a risk rating to
both the borrower and the proposed lending facility
(Sharma & Kalra, 2015). The risk rating is calculated
by estimating the borrower’s probability of default at
a given confidence level over the life of the facility, as
well as the amount of loss suffered by the lender in the
event of default. As previously stated, credit appraisal
is concerned with three major issues: the problem of
adverse selection, the measurement of exposure to
risk and the assessment of default risk. The traditional
approach to credit analysis entails examining the
five C’s i.e. Character, Capacity, Capital, Collateral
and Conditions and calculating a credit score based
on a predefined weighted matrix, i.e. Credit risk is
measured using three key components: probability
of default, exposure at default and loss given default
(Srivastava, 2019). Credit appraisal, an important risk
management tool for banks and financial institutions,
allowing them to accurately estimate defaults in
loan applicants and make informed decisions in the
lending process (Abdoli, Akbari, & Shahrabi, 2023).
Traditional approaches to credit appraisal primarily
use financial statement analysis techniques to assess
the creditworthiness of potential borrowers. However,
such analysis falls short of providing a 360-degree
view of the potential borrower, necessitating the
implementation of more accurate, incisive and
comprehensive methods (Srivastava, 2019). This
leads to realise the importance of innovative ways
to use technology in effective and efficient credit
appraisal.

The Role of Technology in Credit Appraisals

Effective credit appraisal can be achieved through
the use of technology. Technology in credit rating
systems, such as the proposed cross matrix
system, provide valuable information for managing

technology credit funds (Lee & Kim, A Study on
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the Effective Combining Technology and Credit
Appraisal Information in the Innovation Financing
Market, 2017). Additionally, the application of
intelligent technologies, such as big data and artificial
intelligence algorithms, can improve risk control and
enhance credit risk management in commercial
banks (Moon, Kim, & Sohn, 2011). Machine and deep
learning models can also be utilized to predict loan
default probability and improve decision making in
lending institutions (Wang, Jin, & Li, 2023, March).
These models can help identify important features
for loan default prediction and assess the stability
of binary classifiers (Addo, Guegan, & Hassani,
2018). The use of technology in credit appraisal
can be categorised into four categories: Automated
Data Collection, Machine Learning and Artificial
Intelligence, Streamlining Processes with Digital
Documentation and Enhancing Accuracy.

Automated Data Collection for Credit

Assessment

Automated data collection for credit assessment
is also a crucial area of research. Several studies
have proposed various methods to automatically
search and construct credit scoring models based
on credit data (Yang et al., 2021). These methods
aim to improve the performance of computerized
credit assessments, which are currently not perfect
(Hayashi, 2016). Artificial intelligence (Al) techniques
have shown promising results in predicting credit
ratings, but there is still room forimprovement (Wang &
Ku, 2021). Automated classification methods, trained
on datasets representing companies with known
credibility, have been used to perform credit rating
assessments (Hajek & Michalak, 2013). Additionally,
the use of automated tools, such as the R package
autoRasch, can optimize the analysis of credit data
and perform Rasch analysis in a semi-automated way
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(Wijayanto et al., 2023). These approaches contribute
to the automation and accuracy of credit assessment
processes (Figure 1), enhancing the reliability of credit
assessments in various industries.

Figure 1: Automated Data Collection for
Credit Assessment

Integration with Digitised Data Data Validation
Financial System Document Aggregation and Cleansing

Source: Authors’ study

Machine Learning and Artificial Intelligence
in Credit Appraisals

Machine learning and Artificial Intelligence (Al)
have a strong influence on credit risk assessments
(Mehndiratta et al., 2023) by using various data
sources and allowing lenders to analyse credit risk
and assess the behaviour of customers (Mhlanga,
2021) as shown in Figure 2. Machine learning models,
such as collaborative classifiers and neural networks,
outperform traditional models in credit scoring (Tyagi,
2022). In Machine learning, the most popular term is
“feature selection techniques”. These technologies
offer more precise predictions and help financial
institutions in evaluating the credit risk (Medina,
2023). By using different feature selection techniques
and machine learning classifiers, accuracy and
performance of credit scoring prediction models
can be improved (Trivedi, 2020). Machine learning
algorithms are used to estimate the type of credit
risk associated with a credit applicant and compare
different scenarios using balancing methods, feature
selection technique and predictive algorithms (Faletti,
2023; Tripathi et al., 2021).

The positive impact of Al-based credit analysis on
macroeconomic growth emphasized along with
discussion on role of artificial intelligence in credit
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analysis improvement and financial inclusion and
credit access for traditionally underserved borrowers
on a micro scale through identification of potential
biases as well as ethical, legal and regulatory
issues with Al-based credit analysis processes.
(Sadok, Sakka, & El Maknouzi, 2022). Additionally,
explainability techniques like LIME and SHAP are
used to measure and explain the decisions made by
machine learning-based credit scoring models. The
transformative potential of Artificial Intelligence (Al)
within the banking sector has ushered in an era of
unprecedented efficiency, innovation and customer-
centric services. Yet, this remarkable progress has
not been without its ethical challenges and potential
biases (Valavan, 2023).

Figure 2: Machine Learning and Artificial
Intelligence in Credit Appraisal

Credit Risk

Assessment

Fraud Detection

Loan pricing
and Terms

Predictive
Analysis

Source: Authors’ study

Streamlining Credit Appraisal Processes with
Digital Documentation

Digital document analysis is a system used for
evaluating an appraisal theme in credit appraisal and
it is considered as more competent and safer for
environment (Figure 3). It involves revising documents
to extract appropriate data and features and it involves
no physical use of paper which also leads to no loss
or misplace of the information. The accuracy of the
analysis is crucial, as an inappropriate selection can
lead to failure of the entire process (Cook, 2006). This
will also help the credit appraiser to track the changes
& upgradation and there would be more transparency

The Journal of Indian Institute of Banking & Finance



and accountability on both the sides. In this way, digital
documentation tool helps in protecting the sensitive
information through encryption, limited access and
authentication of user. With the use of digital tools,
credit appraisal process can be efficiently improved
with less chances of manual errors. As a result of
which, there would be faster turnaround times, better
customer experiences and a more environmentally
sustainable credit appraisal process for financial
institutions (FasterCapital, 2023).

Figure 3: Streamlining Credit Appraisal
processes with Digital Documentation

Paperless Work

Enchanced Data Accessibility
Version Control and Audit Trails

Improved Document Security

Integration with Workflow Management Systems

Source: Authors’ study

Enhancing Accuracy with Technology

Enhancing credit appraisal data accuracy with
technology can be achieved through various
methods. One approach is to utilize technology
to collect and analyse information of applicants
to create an effective credit appraisal system (Lee
& Kim, 2017). By using blockchain technology,
the transactions can be made more secure and
transparent by reducing the risk of fraud and
enhancing the integrity of financial data. Additionally,
data mining techniques (Liu & Zhang, 2021, April),
specifically, data transformation techniques, can
play a crucial role in increasing the accuracy of
credit card screening predictive models (Suebsing &
Vajiramedhin, 2013). Furthermore, accessing other
databases and incorporating alternative data, such
as email usage and psychometric variables, can
improve the predictive accuracy of credit risk models
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for individuals with insufficient credit history (Patent,
2014). By combining these approaches, financial
institutions can enhance the accuracy of credit
appraisal system and make better lending decisions
(Figure 4).

Figure 4: Enhancing Accuracy with

Technology
Alternative Bl e Customization
Data Sources Data Updates anq )
Personalisation
Source: Authors’ study

Using Big Data Analytics for Risk Assessment
in Credit Appraisals

Machine
Learning
Algorithms

Big data analytics has transformed credit evaluations
by providing financial institutions with a powerful
tool for more accurate risk assessment and informed
lending decisions (Halkarnikar et al., 2023). The Big
datainformation source could be borrower’s purchase
history, social media history even browsing history
can help the financial institutions to recommend the
personalised product. The same information can
be provided by E-commerce companies. Big data
analytics enables a holistic evaluation of credit risk by
uncovering nuanced patterns and improved decision-
making through comprehensive risk profiling,
identification of hidden correlations, real-time
monitoring, predictive analytics and fraud detection
(Figure 5). The ability to analyse large datasets from
multiple sources ensures more accurate credit risk
assessment, refining risk models and facilitating
precise credit decisions. Real-time monitoring and
predictive analytics enable financial institutions to
address potential risks more proactively, minimizing
losses and mitigating the impact of credit defaults.
While leveraging the power of big data analytics
provides significant benefits,
prioritise high-quality data.

institutions must
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Figure: 5 Using Big Data Analytics for Risk
Assessment

Comprehensive lidentifying Hiddenll ~ Real - Time Predictive Fraud
Risk Profiling Correlations Monitoring Analytics Detection

Source: Authors’ study

Ensuring Data Security and Privacy in
Technology-driven Credit Appraisals

In this digital intelligence era, it is very crucial to
ensure data security and privacy in technology-driven
credit appraisals. Several studies have proposed
novel credit evaluation systems based on blockchain
technology to address these concerns.
systems incorporate modules (Figure 6) such as data

These

encryption, access control, secure computation and
model storage to protect data privacy and ensure
authenticity (Qiao et al., 2022). With the use of certain
mathematical and encryption techniques, at the
time of sharing data will remain safe and will help in
protection of privacy and preventing any potential
data leaks (Qiao et al., 2022, December). Additionally,
the proposed systems allow for secure data sharing
and privacy protection in multiparty computing,
ensuring that final statistical results can be obtained
without exposing raw data (Yang et al., 2022). The
integration of distributed ledgers, access control,
security aggregation and model storage modules
in Hyperledger Fabric Blockchain Technology
based systems further enhances data privacy and
collaborative computation (Yang et al., 2022). These
approaches optimise data privacy by sharing data
models instead of revealing actual data, ensuring
secure storage and sharing of credit information
(Yang et al., 2022).
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Figure 6: Ensuring Data Security and Privacy
in Technology-Driven Credit Appraisal

Data Access Vendor
Encryption Controls Management,

Source: Authors’ study

Challenges and Limitations of Technology in
Credit Appraisal

Though technology offers several benefits, its
application in credit appraisal comes with its some
set of challenges and limitations as shown in Figure 7.

Compliance’
with Data
Protection

Regulations,

Regular
Security
Audits

Employee
Training and
Awareness,

Figure 7: Challenges and Limitations of
Technology in Credit Appraisal

Data Accuracy
and Reliability

Source: Authors’ study

Vulnerability

to Fraud and

Cybersecurity
Threats

Limited Adoption
in Emerging
Markets

Lack of
Explanation and
Transparency

Human Element
and Ethical
Concerns

Dynamic
Regulatory
Environment

The effectiveness of Credit appraisal using emerging
technologies is dependent on data accuracy,
emphasizing that automated tools and machine
learning models are as reliable as the data on which
they are trained. Over-reliance on automation may
result in the omission of contextual factors considered
by human analysts while using traditional methods.
The lack of explanation and transparency in advanced
machine learning models may create difficulties for
stakeholders and may raise concerns about fairness
and bias. The widespread use of technology in
financial institutions creates vulnerabilities to frauds
and cybersecurity threats, necessitating stringent
safeguards to protect sensitive data and maintain
customers’trust. While developed economies embrace
advanced technologies quickly, emerging markets
face challenges in infrastructure, connectivity and
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digital literacy, potentially excluding some segments
of the population from formal credit systems.

The changing regulatory environment necessitates
adaptability in technology-driven credit appraisal
systems. Changes in regulations, creates uncertainty
and necessitate frequent updates. In decision-
making, automated systems may lack the human-
touch and empathy, raising ethical concerns about
potentially impersonal or biased outcomes. Striking
a balance between technological innovation and
human-touch is critical for developing a robust,
accurate, transparent and ethical credit appraisal
system. To shape the future of credit assessments,
financial institutions must navigate these challenges
responsibly.

Strategies to Embrace

Advancements

Technological

Strategies to embrace technological advancements
in credit appraisal include leveraging Big Data
Analysis (BDA) and Artificial Intelligence (Al) (Berrada,
Barramou, & Alami, 2022, February; Sadok, Sakka,
& ElI Maknouzi, 2022). These technologies offer
various applications for the banking industry, such
as supports in segmentation, customised service,
customer relationship management, fraud detection
(Bazarbash, 2019).
Machine Learning (ML) methods, including supervised

and credit risk assessment
and unsupervised learning, as well as deep learning
with artificial neural networks, have shown promising
results in credit risk assessment (Reis & Quintino,
2023). FinTech lending, which utilises ML-based
credit assessment, has the potential to enhance
financial inclusion and outperform traditional credit
scoring by leveraging non-traditional data sources
and forecasting prospects (Berrada,
Barramou, & Alami, 2022, February).

income

It is critical to prioritise data accuracy and timely
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updates, with robust integration systems facilitating
seamless data flow across internal and external
sources. Using advanced analytics and Machine
Learning, especially, predictive modelling, improves
credit risk assessment precision, allowing for
faster decision-making and identifying subtle
risk factors. Transparency in algorithmic models
is critical for fostering stakeholders’ trust and
addressing fairness concerns. Cybersecurity and
fraud detection algorithms protect sensitive financial
data, instilling customers’ trust. Financial inclusion
via mobile banking and digital platforms with user-
friendly interfaces expands market reach and
improves customers’ experience. Regular regulatory
compliance monitoring reduces legal risks, protects
institutional reputation and ensures the long-term
viability of technology-driven credit processes.
Human-machine collaboration results in holistic
credit assessments that are adaptable to changing
regulatory requirements by combining automated
efficiency with human judgement. A harmonious
combination of technology and human-touch
contributes towards implementing informed lending
decisions that take both quantitative and qualitative

factors into account.

Conclusion

As technological advancements continue to reshape

the financial landscape, embracing innovative

solutions in credit appraisal is imperative for
financial institutions seeking efficiency, accuracy
and competitiveness.  Effectively = embracing
technological advancements in credit appraisal
requires a strategic and holistic approach. Financial
institutions that invest in data quality, advanced
analytics, transparency, cybersecurity, financial
inclusion, regulatory compliance and human-machine

collaboration position themselves to thrive in a rapidly
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evolving financial landscape. By implementing these
strategies, institutions can harness the full potential of
technology to enhance robustness of credit appraisal
processes and stay competitive in the dynamic ever-
changing financial industry.
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Abstract

In commercial transaction (International and domestic),
letters of credit are widely accepted as instruments of
payment. A key reason for its wide acceptance is that
it assures the seller of “timely defined payment” and
the buyer of “defined quality and quantity” of goods
if discrepant free presentation is made at counters of
issuing bank. This attribute makes Letters of Credit a
widely accepted payment instrument in international
trade as it meets the needs of both buyer and seller.
Under letters of credit, however, the payment is due
to the seller once the presentation made by seller is
accepted by issuing bank. This implies that the seller
receives funds post-presentation and must utilize these
funds or working capital finance to meet obligations
under the letter of credit. Hence, seller will require
funds for procurement, production and dispatching.
This necessitates the use of own fund by seller to fulfil
his obligation under letter of credit. The requirement of
such funds is often termed as working capital finance.
The working capital finance is often fulfilled by various
facilities like Supplier Financing, Suppliers Credit,
Inventory Financing, Invoice Financing (Factoring and
Discounting) or Working capital loans through overdraft
or cash credits from bank and NBFCs. However, these
working capital facilities often demands for Securities
or Collateral from seller which assures lender that, in

Transferable Letters of Credit
as catalysts for Working Capital
Optimisation, Cost Efficiency and
Enhanced Competitiveness for SME
Businesses

= Dr. Bhavin U Pandya**

the event of default, they can recover their funds by
liquidating these assets. Such Securities or Collateral
often includes tangible assets such as residential,
commercial or industrial real estate, inventory, or
equipment of the borrower. The need for collateral and
securities often constrains the accessibility of working
capital, limiting their financial flexibility and potentially
hindering their growth opportunities. Fortunately,
this stated challenge of liquidity deployment through
working capital by seller can be addressed through
Under

Transferable letters of credit, the first beneficiary(seller)

the use of “Transferable letters of credit”.

transfers part or full amount of credit to subsequent
beneficiaries (Seller’'s supplier). This transferability
feature ensures that portion of obligation that is
transferred does not require the utilization of the
seller’s liquidity or funds. Consequently, this process
leads to the elimination or reduction of the seller’s
working capital requirements. As a result, sellers can
minimize or entirely eradicate the use of their own funds
or working capital finance to fulfil their obligations by
leveraging the use of Transferable Letters of Credit. This
utilization helps sellers in reducing interest costs and
mitigating administrative and legal charges associated
with collateral mortgages. This characteristic of
transferable letter of credit to reduce or eliminate
the use of working finance provides cost efficiency
and enhance competitiveness to small, medium and

*Assistant General Manager, ICICI Bank Limited.

**Dean, Faculty of Management and CEO, S V Innovation Foundation, Kadi Sarva Vishwavidyalaya.
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large enterprises. This often positions it as a widely
accepted method of payment in both domestic and

international market.

Introduction

A Transferable Letter of Credit functions as a financial
tool employed in international trade transactions,
facilitating the transfer of its terms from the initial
beneficiary (the first seller) to one or more secondary
Within  this
arrangement, the initial beneficiary, who might not be

beneficiaries (subsequent sellers).
the ultimate supplier ofthe goods, possessesthe ability
to transfer the credit, either in whole or part, to others
within the supply chain. Subsequently, secondary
beneficiaries can present relevant documents and
access funds based on the value of the goods or
services they contribute. The transferability’s terms
and conditions are explicitly delineated in the original
Letter of Credit, requiring approval from the issuing
bank for any transfer. This instrument offers flexibility
in complex trade scenarios, enabling various entities
within the supply chain to participate in a regulated
manner. In simple terms, it clarifies that a transferable
letter of credit is a type of letter of credit in which
the issuing bank authorises the beneficiary bank to
transfer all or a portion of the letter of credit’s value
to a second beneficiary at the first beneficiary’s
request. However, it can only be transferable only if
it is stated to be ‘Transferable’ in the original letter
of credit. It should be noted that all Letters of Credit
are not transferable. The letters of credit in which
issuing bank has specified that this Letter of credit is
transferable can only be transferred.

The use of Transferable Letters of Credit adheres
to international guidelines such as the Uniform
Customs and Practice for Documentary Credits

34 January - March, 2024

(UCP600) set forth by the International Chamber of
Commerce (ICC). This regulatory framework not only
aids in risk mitigation but also facilitates smoother
transactions across global markets. Article 38 of
UCP 600 outlines the rules and procedures for the
operation of transferable letters of credit, providing
comprehensive details for each step in the process.

It is important to highlight that when transferring
Letters of Credit,
follow specific guidelines governing this financial

the transferring bank must

transaction. Adhering to these guidelines is crucial
for a smooth and compliant transfer process. The key
guidelines include:

1) Limit on Aggregate Value: The transferring bank
is bound by the condition that the total value of all
transferred letters of credit must not surpass the
value specified in the parent Letter of Credit. This
constraint ensures that the financial commitments

exceed

do not the originally established

parameters, maintaining financial integrity.

2) Partial Shipments and Multiple Beneficiaries:
Transfer to more than one beneficiaries is
permissible only if the original Letter of Credit
explicitly allows partial shipments. This condition
offers flexibility in cases where multiple entities
contribute to the fulfilment of a single letter
of credit, aligning with the diverse nature of
international trade scenarios.

3) Single Transfer Allowance: A critical limitation
is imposed on the transferring bank, allowing
the Letter of Credit to be transferred only once.
Hence, in Transferable letters of Credit, second
beneficiary has no right to transfer to the third
beneficiary. This restriction ensures that the
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transferability feature is employed judiciously and
mitigates the potential complexities that could

arise from multiple transfers.

However, in the process of transfer of credit, there
will be some logical accepted changes in the terms
and conditions of the original letter of credit which are
permitted by transferring banks. These exceptional
conditions in which change can be made are listed
below where any one or all of which may be reduced
or curtailed.

1) The amount of the credit.
2) Any unit price stated therein.
3) The expiry date.

4) The latest shipment date or given period for

shipment.
5) The period for the presentation of documents.

In summary, a Transferable Letter of Credit plays
a dynamic role in commercial trade by enabling the
smooth transfer of credit terms from the original
beneficiary to secondary beneficiaries. This setup
fostersflexible involvement in the supply chain, allowing
various entities to participate in a regulated manner.
Following guidelines during the credit transfer, which
include limits on total value, allowances for partial
shipments and a single transfer restriction, highlights
the importance of maintaining financial integrity and
responsible use of the transferability feature. While
allowing for reasonable changes, these outlined
conditions create a balanced framework, ensuring
a seamless and compliant transfer process in the
complex landscape of commercial trade, benefiting

both buyers and sellers.
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Working Capital Optimisation
Transferable Letter of Credit

through

The utilization of transferable letters of credit act as
a catalyst for businesses. It catalyses working capital
through a binary mechanism. Under this, binary
mechanism acts as a catalyst for working capital
through two ways. Firstly, it serves as the financial
guarantee to suppliers, ensuring a stable and reliable
partnership. Secondly, they contribute additional
working capital, bolstering the business’s financial
capacity beyond its regular working capital limits. In
essence, the binary roles facilitated by transferable
letters of credit are integral for enhanced financial
stability and operational flexibility in commercial
transactions. The binary roles facilitated by transferable
letters of credit can be summarized as follows.

1) Providing supplementary working capital:
The transferable Letter of Credit acts as a
financial instrument that not only assures
payment but also unlocks financing options
based on the creditworthiness of the original
buyer. Essentially, it acts as a valuable form
of collateral, extending beyond its primary
purpose of ensuring payment. This financial
instrument gains significance in accessing
additional funding opportunities. The issuing
bank evaluates the creditworthiness of
the original buyer, paving the way for the
transferable Letter of Credit to serve as
security. This enables the seller to access
extra credit beyond their existing working
capital limit. Financial institutions recognize
the credibility of the transferable Letter of
Credit and treat it as collateral, similar to
traditional forms of collateral. Consequently,
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2)

businesses can access supplementary
funding linked to the transferable Letter of
Credit, often termed as transactional limits,
which function as supplementary facilities
beyond conventional working capital, which
is in addition to the standard working capital
facilities. These credit facilities are different
from traditional setups so they eliminate
the need for adhering to drawing power
calculations. In short, this approach not only
reduces dependence on internal working
but
supplementary funding to optimizes financial

capital also strategically provides

resources.

Serving financial security to seller’s
The

assumes

avoid advances:
of Credit
a crucial role as a security measure for

supplier to
transferable Letter

the seller’s supplier, offering a means to
circumvent the necessity for the seller to
provide advances directly from their working
capital. This is especially significant in
cross-border transactions, where significant
financial resources are frequently needed
for the procurement or production of goods
before the actual payment is received from
the buyer. By utilizing the transferable Letter
of Credit as security, the seller can forge a
financial arrangement with their supplier that
mitigates the need for upfront payments or
advances. The Transferable Letter of Credit,
assurance of payment upon compliance with
the specified terms, provides the supplier
with confidence and financial security. In
turn, this empowers the seller to establish

January - March, 2024

more favourable terms with their suppliers,
fostering smoother and more efficient trade
relationships. As a result, the transferable
Letter of Credit acts as a valuable financial
tool, financial

promoting liquidity and

efficiency.

In summary, the use of transferable letters
of credit provides supplementary funding to
optimize the financial resources and financial
security for sellers and their suppliers. Such
streamlined approach not only enhances
efficiency in trade but also strengthens
financial resilience in the dynamic landscape

of commerce.

Cost Efficiency in Working Capital through
Transferable Letter of credit

The use of transferable letters of credit brings about

cost-effectiveness in working capital management

through several crucial avenues. Let us delve into

each of these four factors in detail to better understand

how they collectively contribute to the effectiveness of

working capital management.

1)

Enhancing working capital: Transferable
letters of credit play a pivotal role in
enhancing cash flow management for
businesses. In the standard calculation
of working capital facilities, the lender
determines the borrower’s drawing power
based on periodic assessments using
provided stock statements.
typically
utilizing funds beyond

Borrowers,

however, are restricted from
this calculated
drawing power. Unlike traditional methods,

getting funds through negotiated bills using
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2)

atransferable letter of credit does not involve
the usual drawing power calculations. These
funds go beyond the borrower’s existing
working capital, providing more flexibility
in financial operations. It is important to
note that drawing power calculations don’t
apply because the funds from negotiated
bills under transferable letters of credit
are considered separately as transaction
limits. This independence from existing
adds

helping them manage cash flow better and

limits flexibility for businesses,
seize opportunities without conventional

restrictions.

Lower Interest cost for working capital:
Transferable Letter of credit or letter of credit
have unique combination of traits, whereby,
it serves as an unsecured method of funding
at the borrower’s end and a secured method
of funding at the lender’s end, making it a
more cost-effective option compared to
unsecured funding methods like overdrafts.
It serves as an unsecured method of funding
at the borrower’s end because much like
unsecured overdrafts they are not obligated
to provide any collateral through mortgage
or pledges to the lender. It serves as secured
method of funding atthelender’send because
Transferable letter of credit have inherent
characteristics of definite undertaking from
the issuing bank which offers full security to
sender. Such unique combination of traits
positions transferable letters of credit as
both an unsecured method of funding at
the borrower’s end and a secured method
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3)

of funding at the lender’s end, which results
into lower Interest cost option compared
to traditional unsecured funding methods
like overdrafts. Additionally, funding raised
through negotiation of accepted bills under
transferable letters of credit involves dealing
with foreign currency. The prevailing interest
rates for such foreign currency funding are
consistently lower compared to domestic
rates. This translates to a significant reduction
in borrowing costs for the borrower. Hence,
leverage on these characteristics provides
lower interest rates for working capital and
allows businesses to access the necessary
funds more cost-effectively at lower interest
cost.

Lower expenses for working capital:
Raising funds under transferable letters
of credit offers distinct advantages by
eliminating the need for any mortgage or
pledge, thus, eradicating associated costs
linked to security creation. Moreover, the
funds acquired through transferable letters
of credit are transactional in nature, sparing
borrowers from additional expenses such
as processing fees or renewal charges.
Moreover, these funds are raised in foreign
currency through bill negotiation hence, can
be used for import payments without need
for currency conversion. This approach
eliminates the requirement for currency
conversion atthe borrower’slevel, resultingin
substantial savings, as expenses associated
with currency conversion are often significant

in absolute terms. Hence, leverage on these
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characteristics reduces expenses and save
costs to provide efficiencies in lowering the

expenses associated with working capital.

4) Enhancing Cash Flow Management: The

use of transferable letters of credit presents

a valuable solution for businesses by
eliminating the need to provide advances to
suppliers, thereby, significantly improving
cash flow management. This feature allows
businesses to optimize their financial
resources more effectively and ensures
a smoother flow of funds within their
operations. Additionally, the negotiation of
bills under transferable letters of credit goes
beyond the confines of existing working
capital facilities. This means that businesses
can access additional funding beyond their
established limits, offering greater flexibility
in addressing financial needs and capitalizing
on strategic opportunities. In essence, the
adoption of transferable letters of credit
not only enhances cash flow by removing
the requirement for supplier advances but
also provides an avenue for supplement
funding, reinforcing financial resilience for

businesses.

In summary, transferable letters of credit
save the cost by providing extra working
capital, interest costs,

lowering cutting

overall working capital expenses and
improving the flow of funds in business
operations. Hence, they provide complete
and cost-effective financial solution with

benefits of managing working capital.
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Enhanced Competitiveness
Transferable Letter of credit

through

Business can enhance their competitiveness through
the strategic utilization of transferable letters of
credit. In employing this financial instrument, sellers
are alleviated from the need to provide advances
for supplies, thereby, strengthening their ability to
manage cash flows effectively. This advantage not
only enhances financial stability but also positions
the firm competitively against counterparts not
leveraging similar financial tools. Moreover, the use
of transferable Letter of Credit results in a significant
reduction in the cost of working capital. This reduction,
in turn, bestows financial competitiveness, giving
the business a distinctive edge over competitors.
Concurrently, the utilization of Transferable Letter
of Credit enables businesses to curtail expenses
associated with drawing working capital, amplifying
their competitive advantage. The flexibility of this
financial mechanism further supplements working
capital, empowering Small and Medium Enterprises
(SMEs) to meet operational demands seamlessly. In
essence, the adoption of Transferable Letter of Credit
becomes a pivotal strategy for SMEs, enhancing their
financial robustness and competitive positioning in the
market.

Conclusion

In conclusion, the exploration of “Transferable Letters
of Credit as Catalysts for Working Capital Optimization,
Cost Efficiency and Enhanced Competitiveness for
SME Businesses” has shed light on the multifaceted
benefits of leveraging this financial instrument. The
introduction provided a comprehensive understanding
of transferable letters of credit and their operational
sections delved

mechanisms. The subsequent
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into the pivotal roles they play in working capital in the market, enabling them to navigate challenges
optimization, offering supplementary funds and  with agility.

streamlining financial resources. The examination of . ) .
- In essence, this article affirms that transferable letters
cost efficiency underscored how transferable letters of
) , . of credit serve as catalysts, not only optimizing working
credit not only reduce interest costs but also eliminate
. . - . . ital and ensurin t efficien t also fosterin
expenses associated with traditional security creation, capital and ensuring cost efficiency but also fostering

presenting a more economical option for SMEs. enhanced competitiveness for SME businesses in

Moreover, the enhanced competitiveness stemming  t©day’s dynamic business landscape.

from these financial tools positions SMEs favourably Q
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Appellant(s)

= Prakhar Galaw*

: M Suresh Kumar Reddy
Vs.

Respondent(s) : Canara Bank and others

Court

: Supreme Court

Bench Strength : 2

Bench :Abhay S Oka and Rajesh S
Bindal, JJ
Citation : 2023 (8) SCC 387

Relevant Provision of Law

Insolvency and Bankruptcy Code, 2016

a.
b.
c.
d.

e.

S. 3(11) — Debt

S. 3 (8) — Corporate Debtor
S. 3 (12) - Default

S. 3 (7) - Financial Creditor

S. 7 —Initiation of Corporate Insolvency Resolution
Process by Financial Creditor

Brief Facts of the Case

1.

The appellant, who is the suspended Director
of corporate debtor M/s. Kranthi Edifice Pvt.
which availed credit facilities from respondent
bank erstwhile Syndicate Bank amounting to
Rs. 74,52,87,564 in secured draft facility and bank
guarantee amounting to Rs. 19,16,20,100.

The appellant, defaulted in the payment of the
debt due to the bank. Following which a demand

Legal Decisions Affecting Bankers

notice under section 13 (2) of the SARFAESI Act,
2002 was issued by the bank which was duly
acknowledged by the appellant to the extent of
Rs. 63,36,61,897.

. The appellant after receipt of the demand notice

made numerous efforts towards one-time
settlement with the respondent but the same was
not considered by the bank.

. The respondent proceeded towards invocation

of bank guarantee and directed the appellant
to handover demand drafts issued in favor
of appellant corporate debtor by the State
Government of Telangana for a tender awarded
by the Government.

. The respondent bank, also filed an application

under section 7 of the Insolvency and Bankruptcy
Code (IBC), 2016 which was admitted by
the National Company Law Tribunal (NCLT),
Hyderabad and declared moratorium against the
respondent.

. The appellant against the said admission and

action of respondent bank moved to the High
Court (HC) of Telangana which only provided
interim protection against coercive steps taken by
the respondent bank and made observations “that
NCLT ought not have admitted application under
IBC”.

. The appellant against the admission of petition

under section 7 of the IBC, moved to the National
Company Law Appellate Tribunal (NCLAT). The

*Legal Executive, IFFCO Tokio General Insurance Company Limited.
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said appeal was dismissed by the NCLAT.

8. The appellant against the said order of the NCLAT
had preferred an appeal in the Supreme Court.

Contention of the Appellant and Respondent

a. The counsel appearing on behalf of the appellant
contended that numerous efforts were made by
the corporate debtor for settlement of debt but the
same was never seriously considered by the bank.

b. It was further contended by the counsel that the
NCLT ought not have admitted the petition of
respondent under section 7 of the IBC in the light
of judgement of the Supreme Court in Axis bank
vs Vidarbha Industries Power Ltd'. In which
it was held that obligation of the NCLT under
section 7 of the IBC when debt and default has
been established is discretionary in nature and not
mandatory.

c. It was also contended that the respondent bank
did not extended bank guarantee in favor of the
appellant even after the directions of the State
Government which forced the appellant to cause
the default. Also, the respondent had violated
interim protection granted by the HC of Telangana
in terms of no coercive actions against the
corporate debtor.

d. The counsel appearing on behalf of the respondent
bank contended that facts and circumstances
in Axis bank vs Vidarbha Industries Power Ltd.
was different and the same cannot be treated as
binding precedent as has been emphasized in the
review of the said judgement. And the law as laid
down in E. S. Krishnamurthy vs Bharath Hi-
Tech Builders Pvt. Ltd.? with regards to section 7
of the IBC still holds good.

Findings and Observations of Supreme Court

The Supreme Court in the instant case analysed
section 7 of the IBC, 2016 in the light of three important
judgements ith regards to initiation of Corporate

Insolvency Resolution Process by financial debtor.
Firstly, it analysed the scope of section 7 of the IBC,
2016 in the light of its judgement in Innoventive
Industries Ltd. vs ICICI Bank,® in which it was held
that under section 7 when the debt has become due
to the financial creditor, the financial creditor can
file an application under section 7 of the IBC. After
which, the NCLT is bound to decide about the default
within 14 days. After the default has been established
the corporate debtor under section 7(5) can dispute
the default or dispute the debt itself. Once the default
is established as per section 7(5), the NCLT is bound
to admit application and communicate the order as
per section 7(7) to the corporate debtor and financial
creditor. The ruling of Innoventive industries case has
been discussed and upheld in E. S. Krishnamurthy
case.

In the case of Vidarbha Industries vs Axis bank, it
was held that obligation of NCLT with regards to
admission or rejection of application under section
7 is discretionary in nature. Aggrieved by the said
judgement, Axis bank had filed a review petition
on the ground that the Court had overlooked the
precedent set in Innoventive and E. S. Krishnamurthy
case and the same was disposed by the Court. And
the court emphasized its dictum in para 90 wherein
it was observed that “judgements and observations
in a judgement are not to be read as provisions of
statute. Judicial utterances and/or pronouncements
are in setting of the facts of a particular case”.

The court after careful perusal of facts at hand and law
laid down in previous cases came to finding that the
tribunal had acted outside the scope of section 7(5) of
the IBC. As, it afforded the appellant and respondent
numerous opportunities of settlement even when
the default was established. As per the Code and
previous precedents, there could only be two courses
after establishment of default that is either admission
or rejection of application on technical grounds. It
cannot compel the parties to settle the dispute. The

12023 (7) SCC 321
22022 (3) SCC 161
%2018 (1) SCC 407
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court also clarified the dictum of Vidarbha Industries in each case facts and circumstances might differ,
regarding the obligation of NCLT under section 7(5). It pyt generally the court should not travel beyond the
held that obligation to admit or dismiss the application
under section 7 should be discharged in judicious
manner and the discretion cannot be exercised
arbitrarily or capriciously. It was also observed that QL

four corners of the Code and apply the Code in letter

and spirit.

| Bank Quest included in UGC CARE List of Journals |

The University Grants Commission (UGC) had established a “Cell for Journals
Analysis” at the Centre for Publication Ethics (CPE), Savitribai Phule Pune
University (SPPU) to create and maintain the UGC-CARE (UGC - Consortium
for Academic and Research Ethics). [IBF’s Quarterly Journal, Bank Quest has
been included in UGC CARE list of Journals.

lIBF entered into MoU with FPSB for Certified Financial Planner certification program

FPSB India, the Indian subsidiary of Financial Planning Standards Board Ltd., the global standards-
setting body for the financial planning profession and owner of the international “Certified Financial
Planner” (CFP) certification program, has entered into a strategic Memorandum of Understanding
(MoU) with 1IBF. Under this significant partnership, candidates who have successfully attained
the CAIIB qualification from IIBF will be exempted from passing the first three modules of CFP
Certification and become eligible to enrol in FPSB India’s Integrated Financial Planning module
through the Fast Track Pathway. To qualify for this pathway, candidates must also have a valid
three-year experience in banking and financial services.

In addition to the above exemption provision, FPSB India will extend special discount on the total
course fees, examination fees, and other applicable fees to eligible CAIIB candidates who apply
for the Certified Financial Planner (CFP) certification under the Fast Track pathway.
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Summary of Macro-Research Report, (2021-2022)

Linkages between competitive structure and financial stability:
An empirical analysis of Indian Banks
By:

Dr. Ajaya Kumar Panda, Associate Professor, Indian Institute of Management Mumbai.

~

J

The scope of the study has two main dimensions
(1) structure and (2) strength. In the first objective,
the study aims to analyse in current era, in what
type of environment Indian banking sector is
operating. Are they operating in a competitive
environment ensuring a fair price and optimum
productivity or the sector is monopoly under the
shed of regulation and Government? Secondly,
within the market structure what is their financial
stability, what are the determinants of their
financial stability, what extent the determinants
of market structure are responsible to maintain
financial stability are some of the questions that
needs to be answered.

Although, earlier studies try to answer whether
deregulation induced competition should lead
to efficiency and better performance in banking
industry. But there is no indemnity that efficiency
and comitative structure can assure financial
stability. The potential of asset liquidity is the
root cause of the financial turmoil and failure of
banking structure across the globe (DeYoung
and Jang, 2016). Although, we have encountered
some international experience integrating liquidity
risk and credit risk with financial stress of the
banks but integrating the structure of banking
sector with respect to consolidation of market
power with financial stability through liquidity
risk and credit risk management has hardly been
addressed. Hence, in the second objective, the
study aims to analyse how financial stability of

banks is explained by liquidity risk, credit risk
and key factors that determines consolidation of
market power of Indian banking sector.

The present study is expected to contribute the
existing literature in several ways. Firstly, it tries
to empirically investigate the structure of Indian
banking sector and the factors that helps in
achieving consolidation of market power in Indian
banking sector. Secondly, the attempt to integrate
the degree of banking structure consolidation with
financial stability is a huge research gap that the
study has attempted to answer. Thirdly, the use
of advanced econometrics models on latest data
adds to the credibility of the study and robustness
to its estimates.

The study uses annual data of Indian commercial
banks over from 2009 to 2022 and the data is
collected from subscribed sources of Centre for
Monitoring Indian Economy (CMIE), the handbook
of statistics on Indian economy.

The data is divided into 4 samples. Sample 1
contains 12 Public Sector Banks, Sample 2
contains 21 Private Sector Banks, Sample 3
contains 33 both Public Sector and Private Sector
banks and finally, Sample 4 contains 115 banks
including Public Sector, Private Sector and some
other banks whose data are available in CMIE
database.

Since the data of Indian banks are highly
heterogeneous, the study has used Generalised
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LeastSquare (GLS) estimatesto fitthe model. Since
the implications of the study are model based,
we have taken enough precaution for selection
of appropriate econometric model and required
amount of pre-estimation and post estimation test
has been undertaken. To ensure robust estimates,
the GLS estimates are compared with estimates
of Panel Correlated Standard Error (PCSE) model.

The study conclude that price of capital measured
as ratio of bank’s capital asset over total fixed
asset is negatively impacting revenue of public
sector banks, private sector banks as well as
combining both public and private sector banks.
On the contrary, it is positively impacting revenue
at sector level. By decoding this variable, it is
understood that increase in bank’s net worth over
total asset may decrease bank revenue.

Employee cost is positively impacting revenue
of banks at all levels. We may imply that Indian
banking sector can absorb an increased
employee expense without impacting revenue.
Hence, banks may look of more investment to
increase employee productivity through training
and capacity development.

Price of fund is negatively impacting revenue of
public sector banks, but it is weakly significant.
However, in case of private sector banks as
well as for both public sector and private sector
banks, it has positive impact on revenue. Hence,
an increase in interest expense over total loanable
fund can boost revenue of Indian public sector
and private sector banks. But as a sector (by
considering all banks), increase in interest
expense has adverse effect on revenue. Here,
policy makers and bankers may note that public
sector and private sector banks may afford an
increase in interest expense.

Among the bank specific variables, risk asset is
positively impacting bank revenue for private
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sector banks and combination of public and private
sector banks. Provision has a positive impact on
generating revenue. Interestingly, it is negatively
impacting revenue of public sector banks. Since
provisions are scaled with total asset base, policy
makers may note that differential asset base may
dilute the impact of provisions over revenue.

Branch concentration is considered to be another
parameter where bank’s decision to increase
number of branches. The study observed that
except public sector banks, branch concentration
is positively impacting revenue of private sector
banks, combining private and public sector banks
as well as for the sector itself.

Credit risk is impacting the revenue positively
across all the category of banks. Hence, increasing
interest income is all time positive indicator for
banking sector. All the banks must focus on
maximising interest income to boost their revenue.

The impact of liquidity risk is negative on revenue
of public sector and in most of the cases it is
observed as insignificant as well as with very
minimal impact. Hence, the public sector banks
should focus more on total loan component as
compared to other banks.

With respect to market structure, the public sector
banks represent characteristics of monopolistic
competition, the private sector banks exclusively
as an entity operates in monopolistic competition.
Since it is closer to unit, we may say it as closer
to perfect competition and finally, the market
structure of all banks including public, private and
all the other banks is closer to monopoly.

Further, the study finds that the market structure
of both private and public sector banks closer to
monopolistic competition. Since it is closer to unit,
we may say it as closer to perfect competition
also.
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After clustering public and private sector
banks from lower quantile to higher quantiles
of distribution of revenue, the H statistics is
ascending from lower quantile to higher quantiles.
High revenue of public and private sector banks
i.e. banks with 90% and above quantile of
revenue are operated in competitive market with
H coefficient 0.995 (closer to one), followed by
banks with 75% quantile of revenue.

Public and private sector banks with revenue
from median to bottom 10% quantile are having
H coefficient around 0.6, hence, considered
to be operating in monopolistic competitive
environment.

The study also cluster banks from lower quantile
to higher quantiles of distribution of revenue, the
H statistics is descending from lower quantile to
higher quantiles. The top 10% banks i.e. banks
with 90% quantile of revenue are having the H
coefficient of 0.265, followed H coefficients of
0.269, 0.363, 0.450 and 0.527 by banks with 75%,
50%, 25% and 10% quantile of revenue.

Among the banking parameters, price of capital
and employee cost (i.e. price of labour) is
positively and significantly impacting revenue of
banks from all the quantiles of profitability. Price
of fund, branch concentration and liquidity risk
is having insignificant and quite minimal impact
on bank revenue. Risky asset is also appearing
insignificant in the findings of quantile regression.

Secondly, the present study attempted to explore
how financial stability of banks is being explained
by liquidity risk, credit risk and by key factors that
determines consolidation of market power. The
study observed that except public sector banks,
increasing price of capital is positively impacting
banks financial stability. That means, public sector
banks should not focus more on accumulating
capital assets further. Increasing employee cost
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is also hampering financial stability of both public
sector and private sector banks. However, it does
not have any implication at sector level.

Price of capital is negatively impacting both
revenue and financial stability of public sector
banks. Hence, policy makers should notice that
further increase of capital asset is not going to
boost either revenue or stability of public sector
banks. However, price of capital is negatively
impacting revenue of private sector banks and
combining all private and public sector banks but
impacting negatively to financial stability. Hence,
bankers from private sector banks can take a note
that although capital asset contributes to enhance
revenue but hampers financial stability. However,
at sector level, it carries a positive impact.

Similarly, the study finds a mixed response of
Price of labour i.e. employee cost on revenue and
financial stability of banks. The study finds positive
impact of increase in employee cost on revenue,
whereas, negative impact on financial stability.
Although at sector level, it has a positive impact,
but public and private sector banker should notice
that although increase in employee cost increases
revenue but carries an inverse impact on financial
stability.

Price of fund, it is negatively impacting both
revenue and stability of public sector banks, but
for private sector banks, like employee cost,
it is impacting revenue positively, but financial
stability negatively. Among firm specific variables,
risk asset is negatively impacting both revenue
and stability of public sector banks, whereas,
private sector banks are boosting their revenue
and stability. Policy makers and bankers should
notice that increasing provision over total asset is
creating value for private sector banks by boosting
revenue and stability.

Interestingly, except public sector banks, branch
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concentration is increasing value by increasing
revenue and stability. Bankers should note
that private sector banks should focus more on
increased number of branches for more value
creation.

The study concluded that credit risk has a
significant positive impact on both revenue
and financial stability of banks of all categories.
Bankers should note that increase in interest
income is all time good indicator to increase banks
revenue and stability for both public and private

sector banks. On the contrary, banks experience
mixed response for the impact of liquidity risk.
Liquidity risk impacts public sector banks revenue
negatively, whereas, financial stability positively.
However, for private sector banks, although
liquidity risk impacts revenue positively, but
it impacts their stability adversely. Hence, the
bankers of private sector banks should monitor it
accordingly.

v

BANK QUEST THEMES

2
S8
4

The themes for “Bank Quest” are identified as:
1. April = June, 2024: Risk Management in Banks — Beyond Regulations

July — September, 2024: Emerging trends in International Trade and Banking
October — December, 2024: Emerging opportunities for savings and investments

January — March, 2025: Cyber Risk Management
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Name of the Book: Banker by Chance, Leader by Choice
Author: Mr. Shiv B. Singh, Executive Director, Indian Bank.
Publisher: Rupa Publications

pages: 1 82
Price: Rs. 595/-

Reviewed by: Mr. Sugata K. Datta, Former Chief General Manager,
Bank of India.

Regional Rural Banks (RRBS) were set up in1975,asa fallout of the process of Nationa\isat'ron of
Banks that first took place in 1969. Fourteen of the largest panks in the country weré nationalised
pecause it was felt by the Government that resources mobilized bY panks were not being
channeled into sectors that required institutional finance, like the rural population, agriculture, the
poor and the small enterprises. RRBs were visualized as the abridged versions of nationalised
panks, i-e- giving thrust to the unserved sectors, penetrat'rng deep into the Indian countryside,
with a complement of human assets whose pay was more or less on par with that preva\ent in
the Government sector. Although this was the vision at the peginning and many RRBs started
functioning and growing, they soon started to chalk up signiﬂcant losses. In order to rediscover
themselves, their functions and employee penefits evolved into aping those of the nationalised
panks that sponsored them and they started to lose their initial focus on the rural/weak/down
trodden sectors that were intended to be their area of operations.

What followed was a series of restructuring and amalgamation of the RRBs, over a period of 15
years and their number was reduced from a high of 196 to just 43, as of March 2022. The story of
RRBs can, therefore, form an excellent subject of a Case Study, on how niche sector small banks,
with focus on rural areas, can get affected in @ country which is making large strides in economic
development and what solutions aré available to them for making mid-course corrections.

The subject of the book under review, «Banker bY Chance, Leader by Choice” written by Mr.
Shiv B. Singh, is precisely this. Added to this, is the fact that following nationalisation of banks in
1969 and 1980, nationalised banks expanded explosively, poth in business as well in pranches.
Resultantly, the requirement for staff of all cadres shot up and this drew many bright youngsters
who were well educated and who suddenly found an attractive employment avenue in
nat'rona\ised banks. Employment that promised good remunerations, good social status and good
opportunities for them to develop and rise in the bank and in future, even lead the panks. Hence,
many such youth became «Bankers by Chance”.

Mr. Shiv Singh’s story, that unravels in the book follows the above pattern, with one difference.
With RRBs in the fray, an Officer did not have to wait till he or she climbed the entire corporate
ladder to lead a bank. Nationa\'rsed pbanks deputed Officers, in their Senior Management Grades,
to RRBs as the CEO (Chairman) of the RRB. While one may argue that, after all, an RRBis a small
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of the IT platforms.

energizing and activation from

BOOK REVIEW

Even if the organisation is small, respons

Among the various learning lessons that
use for aspiring leaders is, «Never to play

the only real assets areé human beings- Ash

human res

entity and pecoming Chairman of an RRB is N0 big deal, being a Chairman (CEO) is being a CEO.
ibilities and duties of the Chairman closely resonate with
those of a large pank. The Chairman of an RRB has to lead its Board of Directors, strategise the
Bank’'s growth and development and resolve all problems that come up to his or her level. Over

Hence, Mr. Singh’s experience as Chairman of an RRB was one of the opportunities to learn and
flourish. His ability to capturé in great detail, the various steps, strategies and avenues he chose
to lead the Bank, will be of interest t0 young Officers (especially in nationalised panks), who look
to develop their own careers. The book spells out how, 2 young lad from humble rural background
and sound academic base could enter oné of the leading panks of the country, risé in its echelons,
pe rewarded for his performance by posting in the Bank’s office in USA and then move on to lead
one of the largest RRBs in the country - in difficult times and turn it around.

The first two chapters of the book traces the early upbringing and education of Mr. Singh and his
experiences in his parent pank (which was the sponsor of the RRB where he was deputed |ater)

as he rose from @ Junior Management Officer in Scaleltoa Deputy General Manager in Scale V1.

he describes, probabiy one which would be of critical
with the system” as sometimes 2 person fiddling with
panking systems cannot predict the total adverse impact it can have in the l1ong run. The third
chapter deals with Mr. Singh’s deputation as Chairman of the RRB, one of the largest in the

country and pasic details of the roles and administrative structure of an RRB.

Chapter 4 «Restructuring for Success” describes the organizationai responses that had to be
developed prior to and immediately after the amalgamation of two RRBs that led to formation of
the RRB under discussion, on 1t April 201

newly formed bank, integration of various policies, integration of human resources and integration

The next Chapter «Building Blocks of Business” deals at length with the Human Resources aspect
of the RRBs and what steps were taken o improve this aspect and thereby, raise the level of
motivation and dedication of the staff of the Bank. After all, @ Bank is inthe services industry where
as been appropriately prought out «hyman resources
are the active factors of production, whereas, all others aré passive factors of production, requiring
ources.” The chapter covers areas Of recruitment,
promotions, ransfers, training, incentives and finally, pensions.

Chapter 6, «\alue of Change” dwells on aspects of Trade Unionism in the bank. It enumerates
the reasons why the effectiveness of Trade Unions is on the decline in Banks, but recognizes the
importance of Trade Unions as “they can play a very constructive role in individual, organ
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and above that, the Chairman has to interact with the Government, Regulators, Law Enforcing

9. These included steps like identity and visibility of the

izational
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and institutional development if they follow healthy traditions of trade unionism and maintain an
arm’s length from the management......”. The flash point of trade union activity is often related to
transfers and piacements and in this chapter, Mr. Singh elaborates how he was able {o overcome
the hurdles, especially after the amalgamation in April 0019. Earlier, in 2018, the RRB set up
a platform for participative management, “Manthan” and joint prainstorming with Trade Union
|eaders led to improvement in business parameters which have been tabulated in this section.

Chapter 7, «|_aws of sustained Growth” describes measures taken to improve the performance
of the Bank. Growth, to be meaningful, needs to sustainable, which means that growth should
continue overa period of time, without depending overly on external factors. Example areé available,
where in the panking sector, periods of rapid growth have been succeeded by periods of high
NPAs and serious protitabiiity issues. The tenure of Mr. Singh, at the RRB, commenced with
the aftermath of the demonetization of 2016 and his tenure wWas accompanied by the rampage
of COVID-19 from 2020 to early 2022. The Bank was categorised as “RRB in Focus” in March
2017, but it was able to comé out of the category during the coming year. The RRB launched its
proprietary strategy called «pryavart Star Mission” with the noble objective of doubling the income
of 1,25,000 rural families by 2020.

However, the mega—amaigamation that took place on 1st April 2019, again pushed the Bank into
Prompt Corrective Action (PCA) and “RRB N Focus” category in 201 9-2020. Challenges to growth

wer

One of the steps taken, which was quite an example of lateral thinking, was the setting up of a
Treasury Department in the RRB in 2019. Post amalgamation, the RRB had 2 palance sheet size
of about Rs. 50,000 crore, and the opportunity was seen (and seized) to efficiently manage the
funds of the pank. Setting uP of a Treasury vertical necessitated establishing a Risk Management
vertical, as well, and on poth counts the Bank was a first mover in the RRB sector. Mr. Singh’s
first-hand experience and expertise in Treasury of the sponsor pank both in India and overseas
was, thus, adequately leveraged for the penefit of the RRB.

Chapter 8 “In Pursuit of a Fantastic Future” goes 10 the steps needed for going peyond developing
growth. They are strategies to beé adopted t0 counter forces that drag @ pank back Non-Performing
Assets (NPAs) and also strategies to rationalize various products, policies and procedures that
had arisen as & result of the Bank emerging from multiple amalgamations in the past.

NPA management, recovery and reduction is described in the Chapter and various strategies that
were adopted areé enumerated. They can form & checklist for any bank plagued by high NPAs.

The other aspect dealt with in the chapter is about streamlining the policies and procedures of the
Bank. The lineage of this RRB consisted of 13 individual RRBs that were merged and amaigamated
pbetween 2006 and 2019. Accordinglys practicaiiy all aspects of the RRB were complexly hybrid
_including the products, policies and procedures. It was, therefore, necessary to pring all things

e, therefore, in pientifui.
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In the final Chapter «Reflections on an Eventful Journey”, Mr. Sing

contains details of the host of challenges and op

to common platforms by rationalizing the divergent products, policies and procedures. This

Leader by Choice” to readers who areé «Bankers by Chance”, can serve as a handy guide.

mammoth task was undertaken by formation Of various coordination forums, across the entities
concerned, in order to complete the exercise by April 2019, when the newly ama\gamated bank

The next Chapter; «Branding it Right” focusses on measures that were taken to improve the visibility
of the Bank and how to dispel any wrong impression that the customers and other stakeholders of
RRBs may have about such Banks. The general impression of RRBs being meant “only financing
agriculture and related activities in rural areas” had to be removed and it was necessary to build
an image that these were empowered financial institutions which were instrumental in inclusive

Measures taken by Mr. Singh aré detailed in this Chapter include interactions with media, inviting
dignitaries to bank functions, interactions with society and participation in inter-industry and

h sums up the qualities he
has been able to develop by leading the Bank and the learnings he has taken away from his

mu\tifaceted experience. The qualities, as enumerated in this section, required for becoming “A

In conclusion, the Book is one which any progressive—minded Officerina Bank, especially Officers
in the Junior and Middle Management Grade in nationalised panks, should seek out. The book

portunities that CEOs of such Banks can face
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and the strategies that have been spelt will be useful to the readers for taking up leadership roles.
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