
HERE ARE LAYERS of gover- 
nance norms forbanks.Being 
acompany, abank complies 
with thebasic corporate gov- 
ernance norms prescribed 

under the company laws. Being a listed 
company, it complieswith advanced gov- 
ernance norms required under the secu- 
rities laws. It often voluntarily adopts 
additional/higher norms arising from 
peer pressureandbest practices.It may,for 
example, adopt NSE Prime, which pre- 
scribes higherstandards of corporate gov- 
ernance for listed companies than those 
required by laws. 

Fromagovernance perspective,abank 
is different from a real sector company. 
The latter carries on business primarily 
with funds sourced from investors 
through debt and equity. The investors 
have some control over its management 

and are entitled to market-related returns. 
The former carries on business primarily 
with the funds sourced from customers 
through deposits. The customers do not 
have any say in its management, but are 
entitled to get back the full amount of 
deposits,alongwithinterest,as peragreed 
terms. Further, the operations of a bank 
have the potential to create systemic 
instability.Alisted bankis, therefore,sub- 

jecttofurthergovernancenormsinterms 
of risk management, capital adequacy, 
and prompt correctiveaction. 

Adherence to the aforesaid gover- 
nance norms, though an absolute neces- 
sity, is not sufficient fora bank. Areal sec- 
tor company, which sources resources 
from investors, has full control over the 
resources so sourced and its utilisation. 
However, a bank sources resources from 

customers, but loses control over the 
resources so sourced as soon as it places 
the same, through loans, at the disposal 
and underthe control of the borrowers.Its 
ability to return deposits to customers 
depends on the borrowers’ ability to 
deploytheloan efficientlyin the business, 
andwillingness to use the surplus gener- 
ated to repay the loan. Its health (includ- 
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ing reputation) is inextricably linked to 
thatofborrowers,which,in turn,depends 

on their governance practices. A bank 
must, therefore, worry about the gover- 
nance practices of the borrowers,while 
deciding to sanction a loan,and till the 

loan is fully repaid. 
While processing a loan proposal, a 

bankusually doesabackground checkand 
due diligence on the promoters and key 
managerial personnel of the borrower 
company. It also considers company dis- 
closures, audit report 
qualifications,and mar- 
ket reports from gate- 
keepers like credit rat- 
ing agencies and proxy 
advisoryservices.These 
provideafairideaabout 
theconductand perfor- 
mance of the borrower 
at the time of sanction 
oftheloan.Abank,how- 
ever,needs to explicitly 
consider the gover- 
nance practices(includ- 
ing  environmental, 
social and governance concerns) of the 
borrower, as required by law and even 
beyond, to have a clear understanding of 
thelikelihood of slippage in terms of con- 
duct and performance of the borrower 
during the currency of the loan and con- 
sequently,default. 

Forexample,abankmayconsiderifthe 
borrower has a sustainable business that 
will continue to generate surplus at least 
till the loan is fully repaid. The business 
mustnotlose steam eitherbecauseit isin 
the decline stage of the product cycle or it 
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Banks must keep track of 

loss of value through 

irregular transactions, 

depletion of value of 

secured assets, and 

transfer of assets by ness 

promoters, to ensure that 

the loan remains backed 

by assets 
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fails towithstand the onslaught of com- 
petition and innovation in the market- 
place. For this purpose, the bank may ask 
questions suchasif the borrowerlives too 
much in the present,which may jeopar- 
dise its future and vice versa; does it have 
a comprehensive risk management pro- 
gramme; doesit haveresilienceand adap- 
tationtotide overunforeseen contingen- 
cies; does it have visionary leadership to 
dealwith unknown unknowns and so on. 

Banks haveexperimented with differ- 
ent remedies in case of 
defaultagainstthebor- 
rower and/or its prop- 
erty. Their reliance on 
collateral and personal 
guarantees and on the 
ability of the borrower, 
represented by busi- 

potential and 
management capabil- 
ity, to recover the loan 
has not been very 
inspiring; limited, at 
best, to the liquidation 
value of the assets avail- 

ablewith the borrower.With theavailabil- 
ity ofinsolvency option,banksare explor- 
ing the possibility of resolution, whereby 
the company survives while they realise 
onaverage 175% oftheliquidation value 
towards their dues. The possibility of res- 
olution and consequently, realisations, is 
higher, if the borrower is resolvable. It is 
resolvable if the borrower has value, and 

such value is free from encumbrances, is 
visible to a discerning eye,and is easily 
realisable by anyresolution applicant.For 
example, it would be difficult to get reso- 

lution planswherethe borrowercompany 
hasfactory on the promoter’s premises.A 
bank may, therefore, consider while 

advancing a loan if the borrower and its 
businessisresolvable,shouldaneedarise. 

After a loan is sanctioned, the bank 

needs to keep a tab on the slippage of 
governance. For example, it needs to 
have amechanismto detectand prevent 
loss of value which may compromise the 
recovery of aloan.Value s siphoned off, 
transferred, or lost through irregular 
transactions (preferential transactions, 
undervalued transactions, extortionate 

transactions,and fraudulent transac- 
tions). In alandmark judgement in the 
matter of Anuj Jain Vs.Axis Banlk Ltd., the 

apex court upheld the recovery of 758 
acres of land valued over 5,300 crore, 

which was lost through irregular trans- 
actions.Till December 2022,847 appli- 
cations have been filed to clawback 2.8 
trillion allegedly lost through irregular 
transactions by companies undergoing 
insolvency process. If this value was not 
alienated, many of them probablywould 
not havegot into theinsolvency process 
in the first place. 

A bank often has guarantees from 
promoters and security interests to 
secure the loan. The promoters may 
transfer assets or the borrower may 
transferthe secured assets clandestinely, 
making the guarantee and security 
infructuous.One of the reasons forhuge 
haircutsfor creditorsin someinsolvency 
proceedingsisthe negligible value of the 
secured assets vis-a-vis theloan amount. 
Abankneeds to keep track of loss of value 
through irregular transactions, deple- 
tion of value of secured assets,and trans- 

ferofassetsby promoters,to ensurethat 
theloan remains backed by assets. 

Atab on governance of borrowers 
would alert the bank to take timely 
remedial action to manage recovery 
better. It would incentivise the bor- 
rower to have healthy governance prac- 
tices,which is a positive-sum game for 
the credit market.


