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Dear Niveshaks,
We are glad to present to you the July edition of your monthly magazine
Niveshak. This month the cover story focuses on the topic ‘Risk
Management in Clearing Corporations’ which entails the various
safeguards that the Clearing Houses have to incorporate as per the SEBI
guidelines including Margin while also explaining the provisions for early
pay-ins and what transpires in case of shortfalls in margin.
‘The Month That Was’ gives to you a brief summary of the happenings in
the financial world in the previous month. IMF has issued fresh warnings
regarding he slow down I the world economy due to the eminent threat of
the trade war. Also of note is the news of Reliance Jio leaping ahead of
Bharti Airtel to become the second biggest telecom operator in the country,

EY’s investigation into former CCD
chairman’s last letter. ‘The Article of
the Month’ written by Amritavarshini
M R of XIMB titled ‘Banking System
Outlook – India’ and the ‘FinGyan’
section was contributed by Sankar
Prudhvi of IIM Shillong titled ‘The
Future of Bank Risk Management’.
As every month, the section on NIF
brings to you the latest standing of
the Niveshak Investment Fund. The
FinFails section this month talks
about the ‘Samba Effect’ which led
to a huge drop in the value of
Brazilian Real and its subsequent
effects.
In the FinView section we put forth
the views of Mr. Vaibhav Jain on
topics ranging from slowdown in
auto sector to world economy. The
‘Classroom’ section educates the
viewers about the various trading
strategies and finally the Book
Review section presents our views
on the book ‘Investment Biker’.
We wish you, our readers, a happy
reading experience.
Stay Invested,
Team Niveshak
All images, design and artwork are copyright of
IIM Shillong Finance Club
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THE MONTH
THAT WAS

the Korean carmaker will have its
widest SUV product line-up in India
after the launch. The Kona will
potentially be the first electric sports
utility vehicle to be launched in India.
The Kona EV model one that will come
to India will be the 39.2 kWh battery
pack which would offer close to 300
km per charge, There is a higher rated
64 kWh battery for the Korean Market.
The Kona EV is likely to be priced in
the ₹22 lakh to ₹25 lakh range

IMF issues fresh warning, says
trade war risks weighing on global
economy
With prolonged trade uncertainty, it’s
weighing on business sentiment
everywhere in the world, which then
has
implications
for
global
demand,” IMF Chief Economist Gita
Gopinath said at a press conference
Wednesday. “We welcome the trade
truce between the US and China that
came toward the end of June at the G20 meetings, and we would hope that
the world would continue to work
cooperatively to not only not trigger
these trade tensions but also to
address the issues with the multilateral
trading system

Image Credits: AutoCar India

Europe, China might be playing a
'big currency manipulation game
European Central Bank policy makers
aren’t yet ready to rush into additional
monetary stimulus at the July 25
meeting, according to euro-area
central-bank officials familiar with the
matter. Still, the Governing Council
members may tweak its policy
language this month to signal more
stimulus is imminent, they said earlier
this week.

CCD crisis: Ernst & Young to
investigate VG Siddhartha's last
letter
After a meeting that lasted over six
hours, the board of Coffee Day
Enterprises (CDEL) in a filing to the
stock exchanges informed that the
company had appointed Ernst and
Young LLP (EY) to investigate into the
circumstances that led to the
statements made in the purported
letter of its former Chairman, late VG
Siddhartha dated 27 July 2019.

Hyundai to launch a new electric
Vehicle in the Indian Market
The Hyundai Kona Electric is all set to
be launched in India on July 9. With this

EY will also scrutinise the books of
accounts of CDEL and its subsidiaries.
The company also announced that it
[6]
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had appointed Malavika Hegde (VG
Siddhartha's wife) as an additional
member of the executive committee.
The company's statement further said
as a duty to all stakeholders and to
provide a strategic direction "It was
decided by the Board to appoint a
person of eminence or a reputed firm
as strategic corporate advisor/s to the
Board".

Image Credits: TheTechy

Reliance Jio outpaces Airtel to
become No. 2 telco by users in May
Reliance Jio has surpassed Bharti
Airtel to reach and become the second
largest telco in terms of subscribers.
As per the data released in May by the
telecom regulator, Jio which is owned
by Mukesh Ambani had nearly 323
million customers as compared to
Sunil Mittal-led Airtel’s 320.38 million.

Although, Kumar Mangalam Birla-led
Vodafone Idea, continues to be the
market leader with 387.55 million.
However, Bharti Airtel had the
maximum active subscriber base - at
99.86 per cent, or 320 million users,
whereas just over 86 per cent, or 33.3
million, of Voda Idea's user base was
active, and it was 83 per cent, or just
over 268 million, for Reliance Jio

[7]

NIF PERFORMACE EVALUATION
As on July 31, 2019
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As on 31th July 2017
Performance of Niveshak
Investment Fund since
Inception

Sensex Scaled values

Portfolio Scaled Values
Value Scaled to 100

Total Investment Value: 10, 00,000
Current Portfolio Value: 16,88,237.25
Change in Portfolio Value: -11.28%
Change in Sensex: -5.56%

Risk Measures:
Standard Deviation NIF: 35.35
Standard Deviation Sensex: 20.02
Sharpe Ratio: 2.55 (Sensex: 3.55)
Cash Remaining: 37,788

Comments on the Equity market and NIF’s Performance:
This month was ridden by low downers through and through. Out of the 25
Stocks in our portfolio , only three have managed to gain , rest 22 stocks have
lost with as much as 27.8% in a month. The reason for this lowly investment
sentiment is being attributed towards weak corporate earnings and pressure
created due to continuous selling by foreign portfolio investors. Aggressive Fed
rate cuts as well as crude oil prices could be weighing in on the overall
sentiment globally.
Further with the super rich tax , the selling pressure has been a constant on
equities. In addition to this , the shadow banking sector is still struggling with a
significant liquidity crunch. All of these factors combined has muted the overall
Indian market sentiments as is reflected in the portfolio.

NIVESHAK INVESTMENT FUND
NIF Sectoral Weights

INDIVIDUAL STOCK WEIGHT
AND
MONTHLY PERFORMANCE
Monthly Performance
Portfolio Weight
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TOP GAINERS FOR THE MONTH
• COLPAL (5.24%)
• Avenue Super Mart (3.95%)
• Guj Flourochem (0.97%)
TOP LOSERS FOR THE MONTH
• Nelco (-27.8%)
• Ppap automotive (-26.10%)
• NOCIL (-23.93%)
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Banking System
Outlook – India
- Amritavarshini M R,
XIM Bhubaneshwar
Rating Hypotheses:
16 commercial banks in India are
rated, which together account for
around 75% of deposits in the system.
Among them, 10 are public sector
banks
with
weaker
standalone
fundamentals than most private sector
banks. The public sector banks have
Baseline Credit Assessments (BCAs)
of ba1-b2, which averages ba2, and
their long-term foreign currency bank
deposit ratings range from Baa2 to
Ba2. In the year ended March 2019
(fiscal 2019), the Reserve Bank of
India (RBI) changed the categorization
of IDBI Bank Limited (IDBI, Ba2
positive, b2) to a private sector bank
from a public sector bank. The central
bank made the change after
government-owned Life Insurance
Corporation of India Limited (LIC)
acquired a majority stake in the bank.
Key indicators for a few banks in India

[10]

Operating environment will be
stable but economic slowdown will
pose challenges
The operating environment will be
stable but challenging as India's
economic growth will remain weaker
than in prior years at a time when
banks are recovering from NPLs.
Despite stability in the country's macro
fundamentals, such as the balance of
payments and inflation, stress in the
NBFI sector will continue to constrain
economic growth. It is expected that
India’s real GDP growth will stabilize
at 6.8% in fiscal 2020 and accelerate
modestly to 7.2% in the following year.
India's real GDP growth weakened
substantially to 6.8% in fiscal 2019
from an average of 7.4% for the
previous five years. Growth weakened
more profoundly to 5.8% on a year-onyear basis in the quarter to March
2019 from 6.6% in the previous quarter.
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Stress among NBFIs will continue to
keep economic growth in check
The economic slowdown is in part due
to a tightening of financing conditions
that resulted from liquidity stress at
NBFIs. While banks remain the main
source of credit to the Indian economy,
in the past four to five years, NBFIs
have become increasingly important
providers of credit, accounting for
nearly 20% of total loans in fiscal
2019. Total loans at NBFIs expanded
at an average annual rate of 17%
during fiscal 2013-19, compared with
11% for banks.
In particular, NBFIs are significant
lenders to households. Liquidity
constraints at NBFIs in the aftermath of
a September 2018 default by large
nonbank lender Infrastructure Leasing
& Financial Services Ltd (IL&FS),
which has resulted in a significant
tightening of liquidity in short-term
capital markets in India, have
hampered their lending capacity and
curbed growth in overall credit supply
in the system.
Capital investment will revive as
capacity utilization improves
On the other hand, private sector
investment will revive, supporting
economic
growth,
although
the
benefits of new investment will take
time to materialize. Gross fixed capital
formation has been tepid as Indian
corporates have been focusing on
deleveraging. In addition, fiscal
constraints of the government have led
to a slowdown in new infrastructure
projects by the government. Lower side
[11]

side interest rates will give some
support to growth. Also, gradual
decline in interest rates will provide
some boost to economic growth. The
Reserve Bank of India (RBI) has cut
its policy rate by 75 basis points to
5.75% since January 2019 as inflation
has stayed well within the central
bank's target range.
Consequently,
government
bond
yields have dropped significantly.
However, so far, central bank rate cuts
have not translated into strong credit
growth because banks' strong pricing
power has prevented lower rates from
trickling down to borrowers, and banks
are averse to the risk of extending
new loans to corporate groups.
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Stress in NBFI sector & economic
slowdown can hamper asset quality
improvements
The formation of new NPLs in the
nonfinancial corporate borrowers will
further hamper, helped by improved
financial health of corporates and
recoveries from legacy problem loans.
In addition, the moderation of growth
that could lead to the creation of new
NPLs in the retail and SME segment.
Expectation is that asset weighted
average NPL ratio for rated public
sector banks to fall to about 9% in the
next 12-18 months from 11.5% at the
end of March 2019 and 14.3% a year
earlier.
Similarly, the average NPL ratio for
rated private sector banks fell to 3.9%
at the end of March 2019 from 4.6% a
year earlier, led by declines at
corporate-focused
private
sector
banks, such as ICICI Bank Limited
(ICICI, Baa3 stable, ba1) & Axis Bank
Ltd (AXIS, Baa3 stable, ba1). Stress
among NBFIs is a risk to asset quality.
However, stress among NBFIs, if it
persists for a prolonged period, will
hurt asset quality because banks have
large direct exposures to the sector.

Tight liquidity is hurting business at
NBFIs, forcing them to slow loan
growth
to
maintain
liquidity.
Highlighting these difficulties, in
addition to IL&FS, Dewan Housing
Finance Limited, another large NBFI,
has defaulted in the past year. The
defaults have created new impaired
loans for banks and other lenders to
these companies, and raised concern
[12]

among investors about prospects for
other NBFIs. Economic slowdown also
poses risks to asset quality in some
retail loan segments. Economic
slowdown also poses risks to asset
quality in some retail loan segments

In addition, the economic slowdown
poses risks to asset quality in some
retail loan segments, such as home
loans and loans against property
(LAP), which have grown rapidly in the
past few years. Both banks and NBFIs
have been aggressively increasing
retail lending, at an annual rate of
more than 20% in the past two years.
As a result of the rapid growth,
delinquencies are already increasing in
the home loans and LAP segments,
which have been the subject of the
stiffest competition among banks and
NBFIs.
Weaker
macroeconomic
conditions add to risks for these
segments because earning capacity of
most borrowers, especially SMEs and
individuals in semi-urban and rural
areas, is linked to economic activity.

Delinquencies are rising in some retail
loans segments, slow NPL resolution
can hinder asset quality improvements.
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Slow progress in the resolution of large
NPLs
can
limit
asset
quality
improvements. The largest NPLs
constitute a significant share of total
NPLs. Insolvency proceedings have
been initiated for almost all of these
large accounts under the Insolvency
and Bankruptcy Code (IBC). Banks
have ample loan loss coverage for
accounts referred to the insolvency
process, which will cushion the impact
of haircuts on banks' profitability.
However, while some large loans have
been resolved over the past year, but
the resolution process has been slow.
For instance, two years after the
resolution process for 12 large NPLs
was initiated under an RBI directive,
only five cases have been resolved so
far due to legal and operational issues.
Improving loan loss coverage will help
banks take haircuts in the ongoing
NPL resolution process At the same
time, banks' loan loss coverage for
NPLs has improved significantly in the
past year, and this will provide a
greater buffer against unexpected
risks. Still, banks need to continuously
beef up their loan loss buffers as
haircuts in the resolution process will
progressively increase as more difficult
NPLs come up for resolution,
particularly those from the power
sector. Despite improvements, Indian
banks' provisioning coverage remains
much weaker than that of global peers.
External capital will strengthen the
capital ratios
Recapitalization
drive
from
the
government will help public sector banks
[13]

maintain their capital ratios at current
levels, even though their internal
capital generation will lag asset
growth. Also, as their credit profiles
improve, some of them will be able to
raise capital from the equity market,
which will help augment their
capitalization further. Private sector
banks will remain well capitalized
because their profitability is strong.
Also, some rated private sector banks
are in the process of raising new
capital from the equity market as their
asset growth outstrips internal capital
generation. For fiscal 2020, the
government has earmarked INR700
billion to infuse into the public sector
banks. This follows a government
recapitalization of the banks totalling
INR 2.1 trillion in fiscal 2018-19. The
capital support helped significantly
improve the solvency of the banks
despite substantial losses due to high
credit costs. With capital infusions
planned for fiscal 2020, public sector
banks will be able to meet final capital
requirements under Basel III.
By the end of March 2020, Indian
banks are required to maintain
Common Equity Tier 1 (CET1) ratios
of at least 8%, Tier 1 ratios of at least
9.5% and total capital adequacy ratios
of at least 11.5%, up 0.625 percentage
point from the current level. These
requirements
include
a
capital
conservation buffer of 2.5%, in
addition to regulatory minimums. Also,
we estimate that the fresh capital will
enable public sector banks to grow
loans by around 13%-15% in FY 2020,
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compared with about 10% in fiscal
2019, and boost loan loss coverage by
4 percentage points-5 percentage
points to about 65%.

Capitalization will severely deteriorate
under stressed conditions
A scenario analysis conducted to
gauge the solvency of banks under
both a base case and a low-probability,
highly stressed scenario that is roughly
equivalent to a 1-in-25-year event. The
base case is based on Moody's current
macroeconomic
forecasts.
The
stressed scenario is designed to be
globally comparable and is based on a
common approach to derive loan and
securities losses, as well as stressed
income. It includes a set of
assumptions regarding loan and asset
growth and income haircuts, among
other variables and how these factors
will affect capital.
These capital estimates do not factor
in any external capital that banks may
raise, including planned government
capital injections into public sector
banks. This result is driven by NPLs rising
[14]

to about 20.2% of gross loans from 9%
at the end of fiscal 2019, and credit
costs amounting to 6.3% of gross
loans, which will result in a net income
ratio of -4.0% in fiscal 2021. Preprovision income will decline by 91%
during the two-year period due to
decreases in both net interest and noninterest income, providing more limited
loss absorption. Public sector banks
will fare far worse than private sector
banks under this scenario. Public
sector banks' capital ratio will drop
16.6 percentage points to -8.4% from
8.2%, while private sector banks'
capital ratio will decline 6.1 percentage
points to 6.2% from 12.3%. The
deviation is owed to differences in the
riskiness of portfolios and the
composition of PPI.
Funding and liquidity will remain
strong
Funding and liquidity will be stable,
continuing to be a key credit strength
for Indian banks. Indian banks are
largely deposit funded, and a large
proportion of their deposits are current
account and savings account (CASA)
deposits, which are a stable, low-cost
source of funding. Furthermore, the
funding profiles of public sector banks
have been very resilient against
significant solvency risks, underpinned
by large shares of CASA deposits and
retail deposits in their deposit mixes.
Government support for PSU banks
will remain strong
We expect government support will
remain very high for PSU banks, while
for private sector government will weigh
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their systemic importance prior to any
policy initiative. A failure by even one
PSU bank can significantly weaken
confidence in other public sector banks
given that public sector banks
collectively account for about 65% of
banking system deposits.
The expectation of government
support is also based on the various
measures the government has taken
including the fund infusion exercise in
weak public sector banks irrespective
of their size, as well as explicit
government
comments
on
its
commitment to continuing to support
banks. Furthermore, in August 2018,
the Financial Resolution and Deposit

[15]

Insurance (FRDI) Bill was withdrawn
due to issues that some provisions in
the bill could indicate a weakening of
government
support
for
bank
depositors. The government is also
actively pursuing consolidation in the
banking system, which we view as
credit positive for the sector because it
will create a more stable industry
structure in the long run. In fiscal 2019,
the government completed a merger of
the second largest public sector bank,
BOB, with Dena Bank and Vijaya
Bank. Additionally, the government
recently transferred the regulatory
authority over the HFCs to the RBI
from the National Housing Bank

COVER STORY
RISK
MANAGEMENT IN
CLEARING
CORPORATION
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A comprehensive Risk Management
framework is the backbone of the
Clearing Agency/Corporation/house. A
clearing corporation/house provides
settlement
guarantee
i.e.,
the
settlement of securities and funds will
take place even if there is a failure by
a broker to fulfill their obligation. In
order to safeguard against such
failures, the clearing agency is
required to carry out the following risk
management measures as specified
by SEBI through its various circulars.
Risk
Management
framework
applicable in the trading segment
consists of the following subfactors.
Margin
Margining is a process by which a
clearing corporation computes the
potential loss that can occur to the
open positions (both buy and sell) held
by the members. Based on the
computation, the clearing agency will
ensure that the liquid assets deposited
by members is sufficient to cover the
potential loss. The clearing corporation
computes and collects three kinds of
margins namely:

❑ Value at Risk Margin (VaR) to
cover potential losses for 99% of
the days
❑ Mark to Market Loss Margin: Mark
to market losses on outstanding
settlement obligations of the
member
❑ Extreme loss margin: Margins to
cover the loss in situations that lie
outside the computation of the VaR
margin
Securities that are listed on stock
exchange for less than 180 days, the
trading frequency and the impact cost
is calculated with the help of complete
trading history of the security. The
trading frequency and impact cost
shall be calculated on the 15th of each
month on a rolling basis and the
categorization shall be revised based
on the new value. For the first month,
till the time of monthly review, a newly
listed stock shall be categorized in that
group where the market capitalization
of the newly listed stock exceeds or
equals the market capitalization of 80
percent of the stocks in that particular
group.
In case of any shortfall in margin, the
terminals of the broker shall be
immediately deactivated. In case of
pay‐in shortfall, trading facility of the
trading member shall be withdrawn
and security pay‐out would be
withheld if:
❑ shortfall is in excess of the base
minimum capital (BMC),
❑ If amount of shortage exceeds 20
percent of the BMC but less than
the BMC on six occasions within a

[17]
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period of three months.

and made accessible to the clients
and the Stock Exchanges.

Upon recovery of the complete
shortages, the member shall be
permitted to trade subject to his
providing a deposit equivalent to his
cumulative funds shortage as the
'funds shortage collateral' for a period
of ten rolling settlements which shall
not be usable for margin liabilities. The
exchange may levy a penal interest of
not less than 0.07 percent per day on
the pay‐in shortage of the member.
Margins from the Client
Brokers/Trading Members should
have a prudent risk management
system to protect themselves against
the default made by their clients.
Margins constitute an important
element of risk management systems
and are required to be well documented

[18]

However, the quantum of these
margins, the form and mode of
collection are left to the discretion of
the members.
Provision of early pay‐in
Necessary systems are required to be
put in place by clearing corporations to
enable early pay‐in of funds by the
trading members. When members
make the early pay‐in of funds, the
outstanding position is not be
considered for computing the margin
obligations.
Using all the above mentioned and
other
evolving
risk
mitigation
strategies are adopted by clearing
agency
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THE SAMBA EFFECT
What was the Samba Effect?
The Samba Effect was the nearly 35%
drop in the value of the Brazilian Real
that occurred in 1999. The effect was
caused by the 1997 Asian financial
crisis which led Brazil to increase
interest rates and to institute spending
cuts and tax increases in an attempt to
maintain the value of its currency.
These measures failed to produce the
intended effect and the Brazilian
government floated its currency against
the US Dollar, which led to the dramatic
decrease in its value.
Why it mattered?
Around that time, Brazil was considered
the locomotive that drove all Latin
American economies, still in itself a
largely untapped market with a
population of around 350 million.
Hence, when the Brazilian economy
sneezed, the Latin America caught the
cold; when the Latin America caught
the cold, the US would reach for the
medicine, and if and when the US fell
sick, well..
The devaluation of its currency by the
Brazilian
government
in
1999
precipitated fears that the ongoing eco-

nomic crisis around that time in Asia
would spread to South America, as
many South American countries were
heavily dependent on industrial
exports from Brazil.
A little bit of History
In 1994, Plano Real, a set of
measures to stabilize the Brazilian
economy were instituted by the
government to keep in check the
inflationary expectations by pegging
the real to the US dollar. Inflation was
brought down to single digit annual
figures, but not fast enough to avoid
substantial
real
exchange rate
appreciation during the transition
phase of the Plano Real. This
appreciation meant that Brazilian
goods were now more expensive
relative to goods from other countries,
which contributed to large current
account deficits.
However, no shortage of foreign
currency ensued because of the
financial
community's
renewed
interest in Brazilian markets as
inflation rates stabilized and memories
of the debt crisis of the 1980s crisis
faded. The Real Plan successfully
[19]
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eliminated inflation, after many failed
attempts to control it. The maintenance
of large current account deficits via
financial account surpluses became
problematic as investors became more
risk averse to emerging market
exposure as a consequence of
the Asian Financial crisis in 1997 and
the Russian Bond default in August
1998.
After
crafting
a
fiscal
adjustment program and pledging
progress on structural reform, Brazil
received a $41.5 billion IMF-led
international support program in
November 1998.
In January 1999, the Brazilian Central
Bank announced that the real would no
longer be pegged to the US dollar. This
devaluation helped moderate the
downturn in economic growth in 1999
that investors had expressed concerns
about over the summer of 1998.
Brazil’s debt-to-GDP ratio of 48% for
1999 beat the IMF target and helped
reassure investors that Brazil will
maintain tight fiscal and monetary policy

even with a floating currency. The
economy grew 4.4% in 2000, but
problems in Argentina in 2001, and
growing concerns that the presidential
candidate considered most likely to
win, leftist Luis Inacio Lula Da Silva,
would default on the debt, triggered a
confidence crisis that caused the
economy to decelerate. Poverty was
down to near 16%.

In 2002, Luis Inacio Lula Da
Silva won the presidential elections
and was re-elected in 2006. During
his government, the economy began
to grow more rapidly. In 2004 Brazil
saw a promising growth of 5.7% in
GDP, following 2005 with a 3.2%
growth, 2006 with a 4.0%, 2007 with a
6.1% and 2008 with a 5.1% growth.
Due the 2008–10 world financial
crisis, Brazil's economy was expected
to slow down in 2009 between a
decline of −0.5% and a growth of
0.0%. In reality economic growth
continued at a high rate with
economic growth hitting 7.5% in 2010

[20]
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cases, the risk was not appropriately
determined or was ignored. Even the
financial crisis of 2008 due to
Mortgage-Backed Security took place
as the investment banks issued Credit
Default Swap in excess & poor-quality
asset-backed that. So, an investor
who was investing money and buying
- Sankar Prudhvi, IIM Shillong
CDS were being fooled by the bankers
as the people at investment banks did
not conduct proper due diligence.
“Rule No.1: Never lose money
“Rule No.2: Never forget Rule No.1”
Famous Dollar Scam
Even the Dollar scam of the US was in
This rule was stated by one of the the Fed pumps in extra money to
most significant investors Mr. Warren boost the economy is doing more
Buffet. The most considerable risk harm to the society as it brings more
which people fear is of losing their people under the debt. Every year the
money while investment. The reason government increases its expenditure
this happens as people are unable to to widen economy. The government
assess their risk-taking ability, and takes a loan from the central bank or
most investors are risk-averse, or they the World Bank, thereby coming under
take extra risk blindly without debt obligation. Due to the Money
conducting a proper analysis. People Multiplier effect, $1 printed by the Fed
tend to follow other investor’s path and creates $10 worth of money
follow them by executing investment considering Money multiplier as 10.
by looking at other investors. It is a
myth that what works for others will This means the physical currency in
also work for them. It is not at all circulation is $1 only, but cash in
necessary that what has worked for circulation in the economy is $10. This
others will work for them too.
means if all person wants to pay off
their debt than it is practically
Negligence of Investment Banks to impossible as there isn’t much money
Asses Risk
created, but it is in the virtual form.
Investment bankers launch various Debt is nothing, but we became the
instruments in the financial markets, slave of another person who has lent
and there is an incentive as it brings money to us. The money which we
business to their company. In this, earn we pay them in the form of
they forget that they have a interest to the lender, signifying the
responsibility towards society. If we fact that we are working hard to pay
see the previous downturn of the off the debt and not to become
economy, we will find that in most of the
wealthy but to reduce the debt burden.

The Future of
Bank Risk
Management

[21]
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People take on debt to expand their
business, to get a tax benefit, and to
enjoy a higher standard of living. But
they are unable to see the risk which
they are carrying with themselves
because if the economy is stable or at
a boom, everyone would be able to
pay off their debt. But, that is not the
situation always economy goes
through the business cycle.

recover the money form the lenders.
This SPVs created to have a separate
legal entity from the bank, and they
cannot claim money from the bank if
the pool of assets does not pay the
money. This process is known as
securitization. Going to the future, this
will play an essential role if banks
want to sell off their old assets and
issue new loans.

Economies have to face a downturn or
slowdown of their business leading to
people defaulting on their existing
loans also the debtor is unable to
recover their money would be unable
to pay off its debt leading to a spillover
effect in the market and shattering the
normal functioning of the economy.
Most banks are facing the problem in
the form of higher NPAs and being
unable to meet the Basel norms of
Capital adequacy of Tier-I and Tier-II
capital. The bank must effectively
manage risk by striking proper balance
between asset and liability. Most of the
banks are unable to match their asset
& liability, i.e., they finance their longterm asset with short term liabilities.

Banks need to solve the problems of
NPAs by conducting a higher level of
due diligence while lending. Moreover,
they must recognize their credit as
bad as soon as the circumstances
have changed, and they should not
carry forward it because this will hide
the true profitability of the banks.
Banks need to protect themselves
from fraudulent practices of the
individuals who willfully default and
then run away from the country to
defend themselves. Bankers should
tie the assets of such defaulters within
30 days so that they can recover the
loan faster. The bank needs to
formulate better implementation of
bankruptcy code where they reduce
the time lag for asset restructuring and
selling of asset of the bankrupt
companies. Indian public sector banks
are in the global scanner for their nonperforming assets and bad debts.
Estimates by the government suggest
that the gross value of NPAs in Indian
PSUs is Rs.8,40,958 crore, which is
over $122 billion.

Generally, a bank should finance its
long-term asset with long term liability
and short-term asset with short term
liability because even 0.1% movement
in interest rates creates a massive
impact on the bank's balance sheet. In
the US Special Purpose Vehicles or
SPVs are present, which helps the
banks to clean their balance sheet so
that it can provide loan to other
borrowers. SPVs purchase loan assets
from banks at a haircut price & tend to
[22]

Three Lines of Defense
The model has been accepted as a
best practice by banking regulators in
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recent times. In these, there is an
oversight by operational management,
internal governance, and independent
internal audit. The first defense is a
function formed by core teams who are
responsible for the identification and
management of risk. The second
defense supports the first defense and
provides policies, governance, and
procedures
to
ensure
risk
management is according to the
internal controls. The third defense
provides independent assurance. The
roles and responsibilities frequently are
not clearly defined across the three
lines of defense, thus leading to
ambiguity.
Moreover,
inadequate
training leads to a lack of skill sets
required to function effectively.
The Tightening Regulations and its
Side Effects
While the regulatory supervision for the
banks has been increasing towards
micro-managing them, the risk is also
realigning itself. The Global Shadow
Banking Report of the Financial
Stability Board (FSB) is pointing out at
the back-door links of the banks with
the notorious shadow banking, to
escape from the clingy hands of the
regulators.
With
the
shadow
increasing, the risk management
spectrum for these banking activities is
left to space, which eventually is going
to have a butterfly effect on the formal
banking sector. As a precursory
practice, the banks in their interest
must monitor their inter-dependencies
with the shadow banking institutions
continuously to save themselves from
the blackhole.
[23]

Technology – Creator and Destroyer
The universe of technology is still
expanding to newer horizons creating
value to the business and enhancing
customer experiences. With the
technologies evolving, the associated
threats and risks are also changing.
The
malware
attacks,
the
ransomware, data breaches, security
and privacy attacks, bugs in the
banking ERP solutions, DDOS
attacks, etc. that is heard so far is just
the twinkling of the unexplored star.
More surprises are expected with the
increasing vulnerabilities and threats
that are overlooked, citing the
budgetary constraints.
And the solution is all within the
technology space again. Big data is
the big brother. The huge chunk of
customers data that’s out there is
unexplored, which is the new fuel for
banks to leverage. The Artificial
Intelligence and Machine Learning,
which is being tried and tested
cautiously have already disrupted the
analytics space giving a boost to
continuous security monitoring.
The Internet of Things (IoT), which is
the most spoken in the manufacturing
& warehousing sectors, will eventually
find its space in the banking sector.
The promises and effects of the
technologies like blockchain, machine
learning, AI, etc., are in the exploratory
phase and expect that their ill effects
are going to be catastrophic if not in
the right hands. Smart and intelligent
cyber attackers will no longer let us
cite any excuse for that matter. The
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question to be answered here is, are
the security and risk management
aspects
of
these
technologies
considered while they are now being
prototyped for implementations? The
key is to learn the lessons before they
are being taught.
While the regulatory aspects to govern
and monitor the technology security
and risk aspects are equally rather
slowly evolving, a more significant
responsibility vest with the Banks to
stay ahead of times in protecting their
critical assets from any risks.

[24]

End of the Day, it’s Money that Decides
The processes, technologies, or for
that matter, any decisions that are
evaluated are to be talked in monetary
terms. All good things spoken without
required budgetary allocations is a
sheer waste of resources. Banks
should accordingly have a wellstructured laid out strategy for all its
risk
management
plans
with
established priorities that are flexible
in including the evolving trends and
proper resource allocations. Only such
a long-term approach would make the
sailor see the light of tomorrow
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His previous stint was with Investment
Banking at Deutsche Bank. He is an
alumnus of IIM Indore and is a CFA
Charterholder.
His views should not be construed
as views of Edelweiss and regarded
as his independent views.
Q-1) In the third bi-monthly
monetary policy RBI has not only
cut the policy rate by 35 basis point
but
changed
its
stance
to
accommodative as well but banks
are still not transmitting rate cut in
lending. How do you estimate the
impact of same on credit growth
cycle in the Indian economy?
The transmission has actually been
asymmetric - swift in up-cycle and
languid
in
down-cycle.
Poor
transmission has been a lingering issue
[25]

ever since the RBI embarked on an
easing cycle in January 2015. For
example, the 2010–12 tightening cycle
saw a near-complete pass-through (to
lending rates). The same thing
happened with the rate hikes in 2018.
However, during the easing cycle of
2014–16, which marked a 175bps cut
in the repo rate, banks passed through
barely 70bps. The reason for the
asymmetric transmission is that the
liquidity stance did not shift along with
the monetary stance. While the
monetary stance has moved from
tightening to easing, the liquidity
stance
remained
tight,
thereby
facilitating transmission during the
tightening phase, but hindering it
during the easing phase. This poor
transmission is also the result of the
stretched Credit - Deposit ratio, which
in turn followed from twin supply
shocks - the BoP deterioration seen
through much of 2018 (the RBI
drained reserves) and rapid growth in
currency in circulation (currency
leakage from the banking system).
However, with recent rate cut of 35
bps, significant capital inflows on the
BoP front & the RBI’s ramp-up of Gsec purchases, credit-deposit ratio has
turned the corner & is now easing.
Thus, I think, conditions are falling in
place for an enhanced transmission of
monetary
policy
going
ahead.
Accordingly, lending rates should
move lower over the coming few months.

Q-2) There is a recessionary phase
going on for the auto industry with
increasing unemployment number &
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slower sales. How far the ripple
effect will be expected to go on and
its impact on allied industries?
As stated above, to revive confidence
and spur demand, the RBI must
correct the conditions of tight liquidity
towards which it has taken the step. If
lending rates ease and fall fast
enough, and liquidity expands, ratesensitive/cyclicals – autos, real estate
– should see demand traction. This
will also positively impact allied
industries like auto ancillaries, which
have been beaten down due to dried
liquidity from NBFCs. Moreover, if RBI
intervenes to keep INR undervalued
also, it would aid tradable sectors as
well
as
–
labour
intensive
manufacturing & equally importantly
and often overlooked, farm sector—
both of which have been suffering
from a semi-slump for a while now.
Q-3) Given the recent slide seen in
stock market across many sectors,
which sectors in your opinion can
be safer bets for retail investors?
Currently, I would stick to the quality
names irrespective of the sectors.
Money has been flowing into the top
few stocks which are considered
governance-wise strong. Broadly, I
would start putting my bets on
selected mid-cap stocks now as they
are relatively much undervalued.
Sector-wise, I believe top private
banks to outperform smaller ones, and
NBFCs, which would still take some
time to get back on track and so will
be the consumption sector. However,
for a longer-term perspective, I would
stick to infrastructure & related sectors
[26]

like construction, cement,
ceramics and plastics.

paints,

Q-4) The RBI governor recently said
that low-interest rates in the
advanced economies are leading to
excessive leverage in the emerging
economies and that world economy
is moving into an uncertain phase.
Your views on the same.
This isn’t new. The interest rates in the
developed economies have been
continuously low for many decades &
thus the smart money has flown into
major developing nations, with India
as one of the important destinations.
These developing countries need to
keep attracting the foreign flows, more
in the form of FDI than FII. This can be
maintained
mainly
through
the
government policies towards the
foreign investors. Moreover, the
government needs to ensure that the
country doesn’t take excessive
leverage and should have stringent
measures towards disallowing their
economies to move towards a high
debt to GDP ratio. India has done
considerably well on this front.
I don’t think the world economy is
moving towards an uncertain phase.
In the current process, many once
considered strong economies might
lag behind and developing economies
might emerge as future destinations,
especially Asian countries.
Q-5) CCD was in news due to many
reasons from its founder's death,
pressure from PE firm or tax
authorities. What is your advice to
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future managers about balancing
values & ethics towards stakeholders
and performance pressure?
If you read the founder’s letter closely,
he had mentioned there had been
transactions he concealed from his
management, lenders, PE and even
his family. Respecting the departed
soul, I think strong ethics towards
transparency & corporate governance
are need of the hour. These are the
basics tenets of running a successful
business over a long haul, but
unfortunately, this has been lacking in

[27]

the
Indian
corporate
houses.
Regarding the performance pressure,
if the transparency exists, there are
various methods by which a dignified
change of hands of business can be
possible, like IBC through NCLT. A
private equity firm understands the
risk they take when investing – not all
businesses where they invest will be
successful. The transparency and
timely and honest tax payment would
also keep the authorities at bay.
Great ethics make great businesses..

CLASSROOM
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TRADING STRATEGY
Momentum Strategy
Momentum
Strategy
looks
into
historical data of a set of stocks and
tries to predict the future. In this, there
is an observation period of 12 months
and trading period of 6 months. It is
assumed that the stocks which have
given a higher return on a risk-adjusted
basis will continue to provide so and
the stocks which have given negative
return will fall and underperform in the
future. There is no intraday trading
allowed in the strategy, and the investor
should hold the strategy for a full six
months to unleash the potential of the
strategy. Stocks can also be traded in a
group, also known as basket trading.
The shares in a particular basket have
the same characteristics. Therefore,
they can be clubbed together.
Value Investing
Value
investing
focus
on
the
fundamentals side of the company. An
investor can invest for short term or a
long term period. When an investor
invests for a longer duration, it looks
into various factors and analyze the
company based on those and then
make a decision whether to buy or sell
the stock. When an investor invests for
a shorter duration, it uses technical
analysis & other strategies to gain from
trade. One such approach is Value
investing, which looks at book to
market (B/M) ratio to analyze a stock.
Usually, a stock’s market price is much
higher than its book value as it is
calculated based on the historical cost
of the asset while market value depicts
current market value of its assets.

Book Value of a company = Total
Assets – Total outside Liabilities
Or in other words, Book value of the
company
is
the
value
of
shareholder’s fund.
The higher the ratio, the more
undervalued is the company. If the
ratio is above 1, this means that the
book value of the company is more
than the market price of the
company. Generally, these situations
are scarce, but this might arise if the
company is going under liquidation
and investors are pessimistic that
they won’t be able to recover the
book value of the asset.
Accrual Investing
Accrual investing talk about the cash
flows of the company. A company
having a lower percentage of
accruals in its balance sheet is
placed in a much better position than
a company with a high percentage of
accruals in its balance sheet. The
thumb rule states that a company
values a $1 much more than $1 at a
later period due to the time value of
money, and there is also the risk of
uncertainty. In this module, we
understood how lower accruals in the
company’s balance sheet gave
higher returns. Also, if there are too
many accruals, there is a risk that it
might not be realized if the economy
goes through depression or the other
company or business is facing a
downturn
[28]
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INVESTMENT BIKER
Around the world with Jim Rogers

The best learning happens through
experience, this book tells us exactly
that. Investment Biker is the story of Jim
Rogers’s journey around the world which
he started in 1989, with his girlfriend,
Tabitha. He began his journey from
Ireland, went on to Europe and then to
Asian countries. There were multiple
obstacles and challenges throughout his
journey, with extreme weather conditions,
critical political situations etc., but he was
determined to finish his adventure. This
book might sound as a travelogue at first,
but the important part is the insights that
Jim shares in the book, for instance the
impact of a country’s cultural, politicaleconomic and geographical factors have
on its people, society and markets.
A very important aspect of value
investing is to understand the logical flow
of multiple events and come up with an
investment theory. It essentially means
connecting the dots and understanding
which companies have competitive
advantage, given the current scenario.

Jim very clearly explains the reasons
behind various historical events which
took place in these countries and how
these events might impact the future.
One particular analysis, for instance,
was comparing the official currency
rates with the black market rates. A
stark difference between the two
rates indicates that there is some
problem in the country. In such a
scenario, he suggests that instead of
finding cheaper rates and hunting for
black markets, one should ideally wait
and watch, the black marketers will
themselves find their clients.
Jim’s investing strategy is simple yet
beneficial. He suggests that once the
strong economies are identified, one
should invest in its blue chip
companies like large successful
banks, media houses, restaurants
etc. This should be done only if one is
perfectly satisfied about the countries’
economic and political situation.
Traveling around the world helped
Jim understand these nuances,
hence his investments have always
been successful.
Jim has been credited with the title of
“father of Austrian stock market” for
the immense role he played in
streamlining and reviving the Austrian
market. For someone interested in
strategizing
his/her
investment
through experience, Jim is the best
role model

[29]

Fin.

ANNOUNCEMENTS
ALL ARE INVITED
Team Niveshak invites articles from participants from all B-Schools across India. We
are looking for original articles related to finance and economics. Participants can
also contribute puzzles and jokes related to finance and economics. References
should be cited wherever necessary. The best article will be featured as ”Article Of
The Month” and would be awarded cash prize of Rs. 2000/- along with a
certificate.

Instructions:
• Send in your articles before 31st August, 2019 to niveshak.iims@gmail.com
• The subject line of the mail must be ”Article For Niveshak_<Title>”
• Do mention your name and institute name along with the article
• Please ensure that the article has a word count between 1500—2000
• Format: Microsoft Word; Font: Times New Roman; Size: 12; Line Spacing: 1.5
• Please DO NOT send PDF Files and stick to the format
• Number of authors is limited to 2 for each article
• Mention your mail id/blog if you want readers to contact you for further discussion
• Also certain entries which could not make the cut to the magazine will get
featured on our website.

SUBSCRIBE
Get your own copy delivered to your inbox
Drop a mail at niveshak.iims@gmail.com
Thanks,
TeamNiveshak

