th

27 October 2015
Jaya Mohanty
Adviser,
Deposit Insurance and Credit Guarantee Corporation,
Reserve Bank of India,
2nd Floor, Opposite to Mumbai Central Railway Station,
Mumbai-400008

Dear Sir/Madam,
Re: Comments on Report of the Committee on Differential Premium System for Banks in India
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AIWMI and CCRA Community appreciate the opportunity to comment on the Draft Guidelines on Report of
the Committee on Differential Premium System for Banks in India
Executive Summary:
We applaud Reserve Bank of India (RBI) for its attempt to implement the differential premium system for banks
linking it with the governance/risk profile of banks and reduce the moral hazard in the system.
We have endeavored to address some of your proposals below, specifically in cases where we think it would
help Banks or regulator to meet the spirit of the guidelines.
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The Association of International Wealth Management of India (AIWMI) is a not-for-profit organization and a globally recognized
membership association for finance professionals with affiliates in around 40 countries. AIWMI primarily focuses on the broad and strategic
role of developing a more robust and forward-looking training infrastructure for the financial services sector and to promote more active
industry involvement and collaboration in training and continuing education. AIWMI is offering advanced international certification programs
along with a wide variety of high-quality executive education programs. AIWMI programs combine state-of-the-art knowledge and skills with
practical experience and insights into the functioning of the financial sector. All AIWMI courses and educational events have an intense and
pragmatic curriculum. Participants are exposed to the latest developments within the financial services sector. AIWMI plays a key role in
guiding the development of the financial services sector. AIWMI works with key industry participants’ viz. the Government, the Regulators,
the Industries/Associations, the Corporate, the Media and the General Public to achieve its objectives. Besides enhancing technical
competence and professionalism in the industry, AIWMI organizes events and facilitates discussions to promote best practices in leadership
and talent development in the financial sector with an aim to become Asia’s premier center of excellence for financial education. For more
info visit www.aiwmindia.com or www.aiwm.org
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The Certified Credit Research Analyst (CCRA) is a comprehensive global education program designed to give an expert level
understanding of Banking and credit markets to fresh graduates. It integrates the fundamentals of financial analysis, credit and Loan
analysis, rating methodologies, credit strategy and structuring. It offers the tools a candidate needs to occupy key positions in the world of
finance, private banking, credit ratings and fixed income domain. The program is offered by AIWMI and NISM (National Institute of
Securities Market, A SEBI Body) in India.

Principal Office : Association of International Wealth Management of India, Regus, Level 9, Platina, Block G, Plot C - 59, Bandra-Kurla
Complex, Bandra (E) Mumbai – 400051 , India. Contact : Contact No.: +91 8097661200/ +91 8097661201, Email: ccra@aiwmindia.com

Proposal and Comments
Recommendation 2
5.3 Placing reliance on international practices, IADI guidance and also the merits of retaining visible distinction
among the rating categories, the Committee recommends that number of categories for assigning premium
rates should be limited to four or five. (Paragraph 3.7)
Ideally limiting the categories have some benefits in terms of simplicity by overall; it will categorize all
banks with different weak structures in one broad category. For example, a Bank with RP of 50.1 and a
Bank with RP of 64.9 would be bundled in the same category even though the former has more
chances of getting downgraded to high risk category vs. later. Roughly 25% banks are under 65 RP
while others are above it. The smaller the Bank, the higher the risk, so the differentiation at the lower
end of spectrum wouldn’t be of much use. The analogy can be taken from Corporate Ratings where
once you are high yield or Junk or speculative grade, the risk/return analysis doesn’t change for
investors i.e. risk is high irrespective of where you belong i.e. an Investor would largely look at loans of
Rating BB or B with same eyes.
Recommendation 3
5.4 Due to qualitative inputs not being readily available and the Corporation’s own difficulties in collecting such
inputs across the entire universe of banks, the Committee came to the view that the input variables could be
designed based on the annual audited/published data of the individual banks for a large part, say, weighing up
to 90% in the overall score. Other information like conduct of a member in dealings with the Corporation,
eligibility for access to Reserve Bank’s liquidity window, regulatory penalties, adoption of IT and other soft
information may constitute remaining 10%. (Paragraph 3.8)
Sound banking is based on ethics and trust of bankers and accordingly the rating system and
supervisory techniques have significant limitation as has been proven by Basel II. Investor trust goes
down significantly based on Ethical lapses no matter how small or large they are.
The 2015 Edelman Trust barometer survey shows only 54% people trust Financial services Industry as
a whole.
http://www.edelman.com/2015-edelman-trust-barometer/
We believe the scoring to other soft aspects (like regulatory penalties, unsolved consumer issues)
should be high (between 20-25%). This is also relevant given the low levels of financial literacy as well
as prevalent mis-selling in India.
Banks today have evolved into financial supermarkets and undertake vast amount of selling third-party
products to end-consumer leading to rampant mis-selling and conflict of interest issues. Reference can
be taken from recent report on Mis-selling by Finance ministry.
http://www.finmin.nic.in/reports/Final_Report_Committee_on_Incentive_Structure.pdf
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Recommendation 8
5.9 In order to promote the sanctity of the Differential Premium System, the Committee recommends that there
should not be any forbearance for non-receipt or late receipt of model related information from a bank and any
such default should earn the bank a straight downgrade of rating by a notch and accordingly premium be
charged at the corresponding rate. (Paragraph 3.13)
While we should promote the Differential premium system and its early adoption, ideally, if the
difference in premium or overall outflow for the bank is not material, most of the member banks might
delay or not report the same. If the said bank has not reported the model related information, it would
be wrong to assume, that the risk can only go up one notch, hence all banks which doesn’t provide
model related information should be clubbed in the lowest category of RP score to avoid any regulatory
arbitrage. The message should be out loud and clear on systemic safeguards.
Recommendation 14
5.15 Though the Committee decided that rating calculation and premium reset could be an annual exercise, the
Committee was not averse to obtaining information for the model’s inputs from the banks on a half yearly basis,
to take advantage of the benefits accruing from tracking a bank’s performance in the context of a possible
unexpected deterioration in its performance, particularly in respect of the banks in the lowest or second lowest
rating category in the latest available rating and the need for consequent remedial action. (Paragraph 3.22)
We agree with the said proposal, however, the premium calculations and ratings determinations can be
based on half yearly numbers for all banks. If banks can disclose information to its investors and
regulators and if claim to have strict monitoring and control over their deposits/advances, why should
they not be able to use/disclose the same information for calculating RP on a half yearly basis. This will
also lower down the front loading of deposits/advances which typically at year end.
Recommendation 15
5.16 Committee examined the desirability of bringing in the pro-cyclicality in premium rates reset with the
intention of collecting higher premium during the periods of good performance for faster build up the Reserve
Fund, or a lower premium during periods of stress, but did not find it either feasible or desirable. (Paragraph
3.23)
The idea is good from smoothening of earning volatility but insurance is cost of doing business, which
one has to pay irrespective of good or bad times. We agree with the committee proposal.
Recommendation 16
5.17 The Committee, in the interest of transparency, recommends the key characteristics of the rating model be
published in public domain. (Paragraph 3.26)
We strongly recommend that the Key characteristics of the rating model be published in public domain
and the requirement should be made mandatory for all Banks on a regular interval basis. Higher
transparency would lead to better informed investors and also instil best practices amongst the industry.
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Recommendation 19
5.20 Introduction of Differential Premium System is a major systemic change for the insured banks. The
Committee therefore recommends that transition be managed with due care. Appropriate consultations may be
held with stakeholders like representative bodies of insured banks, supervisors, regulators and the government
and a clear transition path is laid down. (Paragraph 3.29)
We agree that it’s a systemic change and banks would require some time to adapt the same. The
committee can think of giving grace periods to banks based on risk assessments, however, special
accommodations should be avoided unless it’s a question of sustainability of the bank.
Recommendation 21
5.22 As the financial landscape and regulatory and supervisory norms are continuously evolving, Committee
recommends that all the aspects of the rating system and premium collection be reviewed periodically, at a
minimum of once in three years so that the rating system and methodology remain current and relevant.
(Paragraph 3.31)
We agree that the system needs continuous monitoring and requires revisit. We feel comfortable with
three years guideline.
Recommendation 22
5.23 While keeping the model simple but with capability of capturing all-important risks on the balance sheet of
a bank, Committee recommends a rating model adapted to CAMELS approach with following ingredients:
a.
b.
c.
d.
e.

Capital Adequacy and quality of its composition (weight 25%),
Asset Quality (weight 25%),
Profitability (weight 20%)
Liquidity (weight 20%), and
Other information (weight 10%) (Paragraph 4.9)
We recommend an equal weight to all five factors in the CAMEL approach.
Sound banking is based on ethics and trust of bankers and accordingly the rating system and supervisory
techniques have significant limitation as has been proven by Basel II. Investor trust goes down significantly
based on Ethical lapses no matter how small or large they are.
The 2015 Edelman Trust barometer survey shows only 54% people trust Financial services Industry as a
whole (http://www.edelman.com/2015-edelman-trust-barometer/ ).
We believe the scoring to other soft aspects (like regulatory penalties, unsolved consumer issues) should
be high (between 20-25%).
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Recommendation 23
5.24 The Committee recommends capturing risks through various sub-ingredients incorporated in the model so
as to exhibit a higher objectivity. (Paragraph 4.12)
Recommendation 24
5.25 The Committee recommends transparent rules for assigning Reward Points (RPs) for each sub-ingredient.
(Paragraph 4.13)
The proposal to award zero reward points for say GNPA >8% or NNPA>2.7% seems too liberal and
weak. It would defeat the whole purpose of safeguarding the system. The scale should be lowered
down so say 4-5% GNPA or 1.9-2% NNPA to be more appropriate. The remaining scale may be
adjusted accordingly. Ideally if some cases, higher the NPA’s the reward points should be negative, but
since we only have 3-4 scales for premiums, it might not make much difference.
Recommendation 27
5.28 Keeping in view the earlier recommendation that restricting the number of risk categories to 4 or 5, the
Committee recommends classification of banks in 4 risk categories as under:
i.
ii.
iii.
iv.

Low Risk (LR) banks - banks with total RPs 80 and above;
Moderate Risk (MoR) banks - banks with total RPs 65 and above but below 80;
Medium Risk (MeR) banks - banks with total RPs 50 and above but below 65;
High Risk (HR) banks - banks with total RPs below 50; (Paragraph 4.20)
Ideally limiting the categories for RP might have some benefits in terms of simplicity but it will end up
categorizing all banks with different weak structures in one broad category. For example, a Bank with
RP of 50.1 and a Bank with RP of 64.9 would be bundled in the same category even though the former
has more chances of getting downgraded to high risk category vs. later. Roughly 25% banks are under
65 RP while others are above it.
The smaller the bank, the higher will be the risk, so the differentiation at the lower end of spectrum
wouldn’t be of much of incentive for the bank to maintain. The analogy can be taken from Corporate
Ratings where once you are high yield or Junk or speculative grade, the risk is high irrespective of
where you belong i.e. an Investor would largely look at loans of Rating CCC or C with same eyes.
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Closing Remarks
RBI has taken an important step in formulating the Differential Premium System for Banks in India and mapping
it with risk profile for banks.
CCRA global community and AIWMI appreciate the kind opportunity to comment on these proposed changes.
We hope that RBI finds the comments useful in analysing/deciding the proposals/framework.
We would be very keen to engage further with RBI via in person meetings or otherwise to present our views.
If you have any further questions or seek clarification, please do not hesitate to contact Biharilal Deora at +91
99308 37335 or Biharilal@aiwmindia.com or Biharilal.deora@gmail.com
Sincerely yours,

Biharilal Deora CFA, FCA, CFP, CIWM, CIPM
Principal Advisor – AIWMI
CCRA Global Community
India
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