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INTRODUCTION

[, the Chairman of the Department Related ParlidargrStanding Committee on
Commerce, having been authorised by the Commitieesent this One Hundred and
Forty-Sixth Report on 'Impact of Banking Misappriagtion on Trade and Industry'.

2. The Committee took up the subject for detailedngination on 28 April, 2018
and the same was notifi@étie Parliamentary Bulletin Part-Il dated 1 May, 2018. As a
part of examination of the subject, the Committeasidered the subject in detail in the
two meetings wherein it heard the views of Secietanf Department of Commerce and
Department of Industrial Policy and Promotion, Miny of Commerce and Industry and
the views of representatives of Federation of Inditnambers of Commerce and Industry
(FICCI); Associated Chambers of Commerce and Imgust India (ASSOCHAM);
Confederation of Indian Industry (Cll); Federatiminindian Export Organisation (FIEO)
and Indian Banks' Association (IBA).

3.  The Committee also undertook one study visiMtembai from 9" to 11" July,
2018. The Committee, during the study visit, hagnactions with various stakeholders
wherein it heard the views of the representative€Export Promotion Councils of
industries like Gems and Jewellery, Cotton Textilespparel, Pharmaceuticals,
Engineering, Leather, Chemicals and Plastic; remtasives of DGFT, Customs, ECGC
Limited, Reserve Bank of India and public and pievaector banks, namely, Punjab
National Bank, EXIM Bank, State Bank of India, BaokIndia, Central Bank of India,
Union Bank of India, Bank of Maharashtra, IndiamBalndian Overseas Bank, Canara
Bank, HDFC, IDBI, ICICI Bank, Kotak Mahindra BanBank of Baroda, Dena Bank,
Allahabad Bank, Andhra Bank, Corporation Bank, @Gta Bank of Commerce, Punjab
& Sind Bank, UCO Bank, United Bank of India, Vijaigank and Syndicate Bank.

4, The Committee considered the draft Report amaptad the same at its meeting
held on 2¢ August, 2018.
5. The Committee expresses its sincere gratitudbddaepresentatives of both the

Departments and all the representatives of vamoganizations for placing before it their
valuable suggestions, materials and informationuireq in connection with the
examination of the subject.

New Delhi; NARESH GUJRAL
August 02, 2018 Chairman,
11 Shravana, 1940 Department Related Parliamenta

Standing Committee on Commerce
Rajya Sabha
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REPORT

INTRODUCTION

1.1 Finance is the lifeblood of a robust trade amdlstrial framework of a
nation. Banks play a vital role in facilitating &ss to finance to trade and industry
in an economy. They largely provide debt finanoe ehable their smooth
functioning and growth. The need for availabilifydebt finance on ‘time’ and at a
‘reasonable cost’ for the smooth performance ofldrand industry cannot be
overemphasised.

1.2 The country is still significantly dependentiamports. The industries carry
out lots of imports of quality inputs for their m#acturing processes as well as to
cater to the requirement of capital goods. A mgortion of such imports are
meant for exports in the form of finished goods.eféh are also imports of
consumer goods for direct sale in domestic marHeaditionally, industries have
been using different borrowing instruments for theiport requirements. These
borrowing instruments have been refined over thers/¢o remove the apparent
loopholes and customer inconveniences. These metits, for example, include
Letter of Credit (LC), revolving LCs, Letter of Uedaking, Letter of Comfort, etc.

1.3 The Committee notes that the banking sectaentgc has been victim of
misappropriation through fraud of unprecedentedmitage. The Reserve Bank of
India (RBI) being the regulator of banking sectais haken a slew of measures
which has deep ramifications for trade and industriiese measures have affected
trade finance which is likely to impinge on the qmtitiveness of trade and
industry. It is learnt that the impact has beeitegacute on labour intensive
industries. These industries also happen to hddy@ificant share in country’s
merchandise export and they have been major foeighange earners. There are
fears that tepid business on account of measukes thy the RBI shall have a
spill-over on the jobs and employment opportunitesthe people. In view of the
above, the Committee decided to examine the implastich measures/regulations
on trade and industry in the country.

DISCONTINUATION OF LETTERS OF UNDERTAKING/LETTERS O F
COMFORT

2.1 The banks assign both fund based and non faasddbcredit limits for the
purpose of trade finance. The traditional and tlestncommonly used methods of
non-fund based trade finance is a Bank Guarantea better of Credit. The
importers have also been availing Buyers Creditrsgd_etters of Undertaking
(LoUs) issued by their banker. Inasmuch as furstdrade finance is concerned,
credit instruments like working capital loan/Rug&egort Credit Loans have been



in vogue. Another way of financing the trade isthlgh assignment of receivables
I.e. factoring, which is in infancy in the country.

2.2 The RBI being mindful of the need to simplifyetprocedures related to
trade finance to bolster trade and to liberalise fibreign exchange regime has
progressively delegated more powers to Authorisedal®s (banks) for
undertaking foreign exchange related transaction&ccordingly, one of the
measures adopted on November 1, 2004 in orderamgie investment activity
and to further liberalise the procedures relatettade credit for imports, was to
grant general permission to Authorised dealersssud Guarantees/Letter of
Undertaking (LoU)/ Letter of Comfort (LoC) in favowf overseas suppliers,
banks and financial institutions up to an amoudt8D 20 million per transaction.

2.3 The RBI has, however, discontinued the praaticessuance of Letters of
Undertaking (LoUs)/ Letters of Comfort (LoCi®y Trade Credits for imports vide
Para 2 of RBI Circular No 20 dated March 13, 20P@&ra 2 reads as under:

“On a review of the extant guidelines, it has befatided to discontinue the
practice of issuance dfetters of Undertaking(LoUs) andLetters of Comfort
(LoCs) for Trade Credits for imports into India by AD Cgtey —I banks with
immediate effect. Letters of Credit and Bank Gutras for Trade Credits for
imports into India may continue to be issued subjeccompliance with the
provisions contained in Department of Banking Ratoih Master Circular No.
DBR. No. Dir. BC.11/13.03.00/2015-16 dated July2Q15 on “Guarantees and
Co-acceptances”, as amended from time to time.”

2.4 The Committee was informed that the Buyer'sdi@reas been disrupted on
account of the RBI Circular dated"™Léharch, 2018. Buyer's credit is a short term
credit available to an importer (buyer) from ovasdenders such as banks and
other such financial institution enabling the inteos to make good of the
payments in due dates against goods they have tegoduyer's credit helps local
Importers gain access to cheaper foreign fundsniagt be closer to LIBOR rates
as against local sources of funding which are noostly due to higher rates of
interest and suffers with uncertainty in terms wéikability. Buyer's credit has
several advantages for the importer. On the onel lla@ overseas exporter gets
payment on due dates, on the other hand, the iepg#ts extended date for
making an import payment as per the cash flows. iiigorter can negotiate a
better discount and use the buyer’s credit rouss/tol financing.

2.5 As per a study of India Ratings published indti Business Line (Apr 23,
2018), the total outstanding buyer’s credit of tbp 160 importers as of 31st
March 2017 was over INR 330 billion of which INR Z3billion of credit was
availed by large importers and remaining (INR 18idm) by SME importers. It



also stated that unlike large corporate, the lefelependence on buyer’s credit in
total debt of SMEs is very high.

2.6 The Committee was informed that there is aidech export credit to the
tune of 24.4% ending fiscal 17-18 and as a pergentd priority sector lending
(PSL) it was only 1.74%. The Year-On-Year declimexport credit was 29.6% in
2018. The Committee felt that such a sharp dechnexports credit along with
discontinuance of the issuance of LoU/LoC mightanagur well for the future and
will impact exports adversely. It is a matter afeg concern and deserves
immediate attention in order to avert likely disiap to trade and industry.

2.7 In response to the Committee’s concern ovellikiedy disruption to trade
and industry on account of discontinuation of issmea of LoUs/LoCs, the
Department of Financial Services has stated thstodtinuation of issuance of
Letters of Undertaking (LoUs)/ Letters of ComfortoCs) does not mean
discontinuation of trade credit as a means of Tradence. Trade Credits,
including Buyer’s credit can be availed of as anfasf clean credit, apart from
availing Bank Guarantee for Trade Credit, subjeatxtant trade credit guidelines
and RBI circulars. It has been further stated #sabefore, Letters of Credit (LC)
and Bank Guarantee continue as forms of Trade E@aBxisting LoUs/LoCs
(Letters of Understanding / Letters of Comfortsusd prior to the RBI Circular
dated 13.03.2018, discontinuing LoUs/LoCs, may alsotinue till their original
validity, although no roll-over is permitted.

2.8 The Committee held interactions with FIEO, Chams of Commerce,
Export Promotion Councils, Industry Associationdc. eto understand the
disruption, if any, caused to the trade and ingustr the context of the ban
imposed by the RBI on issuance of LoUs/LoCs. Amsamy of submissions made
by some of these bodies are given hereunder:

Federation of Indian Export Organisation (FIEO)

2.9 FIEO has submitted that the LoU/ LoC facilitsoyided foreign currency
loans at LIBOR + 1% and 3% forward premium. Fone year it works out to
around 5.6% to 6% (LIBOR 1 year being 2.6% as de)dar a borrower whereas
with L/C the cost will range from 8.5% to 9% ( withterest equalization ) and
without equalization 11 to 12 %; a differential 2f5% to 3% which could impact
an SME adversely. Besides this, LoC /LoU wasga from non-fund based
facility which was 50% of lending whereas the liacbeing provided now will be

under fund limits reducing availability of fundsyliidity further .



Confederation of Indian Industry (CII)

2.10 CIl has stated that currently importers caly arse Letters of Credit and

bank guarantees for imports. The ban on LoUs ar@slimas dried up the cheaper
foreign currency loans which were available at LBBGQ 2.0 %. The cost of

alternate rupee loan is in double digits. This maseased the cost of funding
imports.

2.11 It has been submitted that LoUs & LoCs wemtically the only route to

access cheap foreign credit for SMEs as other nméiing are more complex that
would need a highly professional fund managememhiewhich they cannot

afford.

2.12 CIlI has suggested that LoU or similar instratador import of Machinery
& Equipment should be allowed so that the expansibindian Industry is not
hampered.

The Federation of Indian Chambers of Commerce & Indistry (FICCI)

2.13 FICCI has submitted that there has been a@tdmgact on trade finance,
especially for SMEs on account of the RBI's decisto discontinue Letters of
Undertaking (LoUs) and Letter of Comfort (LoCs) farde credits for imports into
India. It has been stated that the ban has crd@mpeidity pressure and higher
funding cost for SMEs. The impact has been lardgellyby SMEs dependent on
import of inputs, including sectors like gems & glery, electronic equipment,
auto ancillaries, etc.

2.14 Data on bank credit also shows that MSMEsquéarly in manufacturing
sector are feeling constrained on account of lidndagailability of credit. FICCI
has pointed out that several companies had bedacinutilizing LoU to access
cheap foreign financing. The foreign funds thatevearlier accessible at 2.5% per
annum under LoU mechanism can now be availed dnipwards of 10% post the
curbs on LoUs.

The Associated Chambers of Commerce (ASSOCHAM)

2.15 ASSOCHAM has submitted that the measure titate these instruments
iIs harsh on honest borrowers, who have been fatigwhe system ardently
through the years. It has further stated that e cd complete termination of such
instruments, the industry along with bankers mayeha devise new methods to
borrow. Apart from that, the termination of suastruments shall also impact the
industry in terms of capital inadequacy and inoeaagurn-around time.



Chemical Exports Promotion Council (Chemexcil)

2.16 Chemexcil has stated that the move by RBI isgodtinue issuance of
LoUs/LoCs has created an adverse impact on theimgpdapital requirements of
MSMEs. It has started affecting exports as a teduhck of affordable funds and
reduced working capital cycle. It was informed timalustry, particularly MSMEs,
whose working capital is based as per their traggecwill now require higher
working capital or else they will suffer irreparadbsses. The Committee notes
that the manufacturers, particularly MSMEs usedjdb total credit of more than
270 days under LoUs/LoCs which helped them to #ase working capital cycle.
It is noted that the funds under LoU/LoC were alai@ at 3-4 per cent interest.
Instead of low interest funds, now MSMEs have tbzet Bank funds which are
available at 11-14 per cent interest. It has beasphasised that the discontinuation
of LoUs/LoCs is a double whammy since the indusiag already been facing a
huge stress on the working capital requirement ocoant of delay in IGST
refunds.

Council for Leather Exports (CLE)

2.17 Council for Leather Exports (CLE) has subrdittkat the exporters in the
leather sector import capital goods, raw matenald other critical inputs required
for making value added products, as per the demandsspecifications of the
overseas buyer. Many such exporters had beenraydiie facility of Letters of

Undertaking (LoUs)/ Letters of Comfort (LoCs) forafle Credits for imports into
India. Sudden stoppage of this facility has notyaffected their working capital
but will jeopardize their production schedule inuie, leading to cancellation of
export orders.

2.18 CLE has requested for postponement of thesidecito discontinue the
practice of issuance of Letter of Undertaking (LyUstter of Comfort (LoCs) for
Trade Credits for imports into India, for a perioat least 6-7 months, so as to
give time to the exporters/importers to make adpasits in their business plan
accordingly. It will help the sector immensely imnsolidating and further
expanding the export growth from Indian leathet@ein the coming years.

Engineering Export Promotion Council (EEPC INDIA)

2.19 Engineering Export Promotion Council (EEPC INDhas submitted that
businesses which availed LoUs/LoCs against impartuthents are facing
difficulty due to this sudden change. The codirtdnce under LoUs/LoCs is very
low as it comprises of LIBOR plus one to two bgsmnts. Due to the restriction
on issue of LoUs/LoCs, the cost of funds is goipgsubstantially at minimum



bank lending rate (BLR), making it unviable to gawut trade due to thin
operating margins.

2.20 It has been further stated that the businesgdigsave to shift to instruments
like letters of credit or bank guarantees, whichldancrease their borrowing costs
by about 0.5 to 1 per cent, thus impacting margiifas will be particularly
detrimental for MSMESs as there will be an increigsthe cost of production since
imports will now become expensive and in turn thstof inputs will go up. It was
pointed out that MSME units are already strugglimyd to become globally
competitive and are facing stiff competition frohreir global counter parts. Any
increase in cost of production and cost of capmadl definitely impact them
adversely affecting their competitiveness.

2.21 EEPC INDIA has further submitted that this mamtiated by Government
and RBI would have adverse impact on employmenatmost of the engineering
SMEs are labour intensive and operate on low mangot only are exports of
these industries in the doldrums, industrial prdodmc data also shows tepid
growth in these sectors. Most of them are alreadyduble due to delay in GST
refund and blockage of working capital. The moweliscontinue LoUs will have
cascading impact on their revenue growth.

Pharmaceuticals Export Promotion Council (Pharmexdi

2.22 Pharmexcil has stated that banning of buyaedit by the RBI has led to
choking of working capital of many of the genuimelacompliant business houses.
The issue is so serious in some of the small basiaed merchant exporters that
they are forced to go for either unviable fundingian at high cost or let go the
business for want of fund though they may haveithedits which cannot be used
in the wake of above restrictions.

2.23 It was further submitted that while Pharmextipport that the regulator
should take strict action against defaulter andséhwho do not comply with
policy/ guidelines, but any restrictive action torle such practices should not have
an adverse effect on genuine business houses.

The Plastics Export Promotion Council (Plexcouncil)

2.24 Plexcouncil has averred that the industrnagnig cash crunch due to non-
availability of buyer’s credit from bank. The baasresulted in increase in cost of
finance while short-term and stand-by finance hasished. The Council has
further insisted that buyers’ credit is an impottawol of evaluation of

commercial/pricing negotiations for the exporteAdsence of such tool is making



the commercial negotiations with the foreign as Iwdbmestic clients
unfavourable. It has been requested to resumediiey f buyers’ credit for better
standing of the company in the competitive market.

Gems and Jewellery Export Promotion Council (GJEPC)

2.25 GJEPC has submitted that LoUs/LoCs have nen Ipart of the working
capital component for procuring raw material in Gems, Jewellery and Diamond
(GJD) sector. Non funded limits by way of Standbttdr of Credit (SBLC) are
being used for purchase of gold from nominated Agenand authorized dealers.

2.26 It was submitted that the banks have stantgolementing tighter credit
norms for the GJD industry and have also made tbeegs for sanctioning loans
quite rigid as they demote exposures to the ingusthere has been a huge
increase in Finance costs either by way of withdngveoncessions or increase in
interest rates. These concessions were providdtebpanks to the customers for
many years. It was also pointed out that Banksraisting for higher collateral
now which is a big hindrance for an industry predwted by small and medium
enterprises. Earlier, the demand for collateraé waite low and the stock &
receivables were considered adequate for gettimaniees.

2.27 It was regretted that though the entire sqmovides direct and indirect jobs
to more than 30 million people yet they are nowkkmb down as bandits for the
fraud committed by one particular branch of ondipalar Bank by flouting the
laid guidelines of the RBI and Government of India.

Apparel Export Promotion Council (AEPC)

2.28 AEPC has submitted that the apparel industyorts lot of things and
buyer’s credit facility is being used by importefideir fund planning is done
accordingly. However, the sudden decision to wadlad that facility, due to
banking misappropriations, puts everything to adséll. It was informed that the
working capital limits are at stake as these atleeeinot getting renewed or if
renewed, then, it is being done with a lot of ctiodality by the banks. The
demand for collateral has gone up very high.

2.29 The Council has stated that banking chargesefporters has been
increasing which is an additional burden of costegporters. These new banking
charges are an attempt by the Banks to make g@iditisses. Exporters have to
pay charges for nearly every services offered leyoidinks. This is causing undue
hardships to the sector which already competes hom margin with their
competitors in the world market.



Cotton Textile Export Promotion Council

2.30 The Council has informed that due to tightgnof foreign exchange
transaction, exporters are facing problems in tesfnsxports. Import and export
transaction have to go through centralized cle@aystem which takes two days
for clearance. The delay causes loss of interedt lases the advantage of
exchange rate. It was submitted that the centdlgstem should be made faster
and documents should be cleared at the bank btenehitself.

2.31 In view of the above submissions, it is ampglgar that after the
discontinuation of issuance of LoUs/LoCs, therelieen a decline in trade finance
as well as rise in the cost of credit. It is febtieat such a development will hobble
the performance of our trade and industry. The Citeennotes that though the
exports figure as of now does not show a downwkae ss a result of the ban on
LoUs/LoCs yet it is not too far in time when thdeet of the ban on LoUs/LoCs
will reflect in terms of decline in exports. The i@mittee, however, has been
informed that there has been a slight dip in diasnioade.

2.32 The Committee finds that the immediate caguait account of the ban on
LoUs/LoCs has been the ability of importers to seca low interest short term
credit in foreign currency. The curb on LoUs selyemmpacts their liquidity and
raises the funding costs. The Department of Coroeneias shared an analysis
carried out by FIEO which shows that the cost efldrfor industry has increased:

For industry: *Commercial paper April 2018
Commercial Paper Issued by Companies (At face yalue

Fortnight Ended | Amount outstanding During the Fortnight
(Rs. Billion) Amount issued Rate of Interest
(Rs. Billion) (Per Cent)
April 15, 2018 4,331.8 729.9 6.04-11.88
April 30, 2018 4,476.9 567.7 6.35-12.31
Source RBI

*Commercial paper is an unsecured form of promigsmte that pays a fixed rate of interest. It isi¢qlly issued
by large banks or corporations to cover short-teeoeivables and meet short-term financial obligetjosuch as
funding for a new project

2.33 Even the banks during interaction with the @uttee have unanimously
agreed that the impact of discontinuation of LoWLan the cost of credit is to the
extent of 2 to 2per cent which is substantial in absolute termsiamauch costlier
than the LC products or the funded limits made lalée by the Indian banks as a
substitute to the LoUs and LoCs.



2.34 Besides the considerable increase in the obsfunds for domestic
exporters/importers, the Committee notes with comdhat as for the LoUs
already issued, a "risk premium" has already be¢msfor any Indian paper. The
Committee was informed that foreign lenders hawuced credit exposures for
short term dollar loans to local counterparts. Adowly, foreign lenders have
become reluctant to accept the guarantees from tbeal counterparts. Banks
such as, Citigroup Inc., Deutsche Bank AG, Standandrtered Plc and HSBC
Holdings Plc are declining/reducing exposure te¢hteansactions, used by smaller
companies to access short-term dollar fundingwak informed that the premium
on Indian paper has shot up by 10-50 bps. LoU-baked-term loans are coming
in at a premium of 10-30 basis points, and in scases it has gone up to even 50
bps. Similarly in case of Supplier's credit, thésea marginal hike in the interest
loaded by the Supplier. But since the LoUs wereadsagainst all types of imports
such as Import Bills under Collection, Direct Imfgodone by the Importer apart
from the FLC bills, its prohibition has led to dease of finance for such imports.
It has also put the competitiveness of the locairmsses vis-a-vis traders from
other countries under strain. Further in the afshmof the fraud, the overseas
financial lenders are keenly monitoring the aspesteh as Regulatory
Compliances, KYC details and detailed verificatofrunderlying transactions.

2.35 The embargo on issuance of LoUs has causeartsnpills getting pending

for payments and clearance of import consignmeat® lyot stalled. It has been
submitted that companies have already started @emsg cutting down on their

raw material sourcing due to increased costs aisdnifi have an impact on their
overall turnover.

2.36 Moreover, after the discontinuation of LoU/L,dBe importers will have to
convert their rupee loans into foreign currencyrake payments to their foreign
suppliers. This will cause a spurt on the spot alenof the dollar in currency
market. There is all likelihood that the spurtlvwdad to high conversion cost
causing hardship to the importers. On the othed htne Banks have the ability to
raise foreign currency from overseas at a veryomase rate due to their credit
worthiness and capital adequacy. The banks coa#$ pn the benefit of low
interest rate raised by them through LoUs/LoCs. Nthe importers are left to
fend themselves.The Committee expresses its deep concern on the peat
situation when the rupee is weak, the rise in spalemand will prove to be
onerous on importers. It recommends that RBI may dke measures to enter
into bilateral currency swap agreements with majortrade partners to meet
spot demand and buy back exporters’ receivables. Tawill enable the smooth
currency movement in the market and further it will not impact the forex
reserves.



2.37 The Committee enquired about the accessibdityother trade finance
instruments and it was informed that getting Isttef credit (LC) is a time-
consuming process as various rules need to be @mpy the beneficiary and
verified by the bank. A lot of documentation is weqd which results in
consumption of huge resources of the applicant.s&@ hastruments involve a
commission fee along with a so called acceptaneggehwhich is not the case
with LoUs as they only involve a guarantee feehe Committee recommends
that necessary interventions may be made to streamé and simplify the
procedure in processing of LCs. The Committee alsdesires that maximum
concessions may be offered on LC charges especiatyMSMEs.

2.38 The Committee further notes that no banksgx@tate Bank of India (SBI)
have come up with an alternate instrument whichdcte as cost effective and
accessible to the importers as LoUs/Lodfie Committee welcomes that State
Bank of India has developed a new reimbursement pouct with systemic and
compensatory controls which is being extended presty to the AAA and AA
rated large corporate customers and will graduallyover a period of 6 months
be extended to the SME borrowers as well. The Comitee recommends that
SBI must ensure that SME borrowers are not left outfor want of desired
credit ratings and hopes that other banks shall ats come up products which
can provide convenience similar to LoUs/LoCs.

2.39 The Committee enquired about the reasons/f@sibe RBI to discontinue
issuance of LoU/LoC and the likely impact of suclmaasure on the trade and
industry of the country. The RBI has informed thabsequent to their interaction
on 5" March, 2018 with the Foreign Exchange Dealers gission of India
(FEDAI) it was advised to the RBI that there wa#ther a standard format for
LoUs/LoCs nor a standard protocol like the one gibsed by the ICC in respect of
LCs/Documentary Credit (viz., Uniform Customs anmadiices for Documentary
Credits). In the interest of the stability of th@nking system and to strengthen the
existing mechanisms, it was decided to discontiisseance of LoUs/LoCs for
trade credit with effect from March 13, 2018. TRBI has stated that since LCs
and Bank Guarantees, which are standardized aathattonally used instrument
of trade credit, are readily available to the ingdcommunity through the banking
system and are also subject to well-recognised siofrthe ICC, it is expected that
the needs of the industry would be catered to aatetyu

2.40 The RBI has further stated that due to thatdgzfraud recently reported by
the Punjab National Bank, related to misuse of Ldbis Department of Financial
Services, Ministry of Finance requested on MarcB®,8 the RBI to consider the
need to continue LoUs, especially since an optika Letter of Credit (LC),
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governed by a set of rules issued by Internati@t@mber of Commerce (ICC),
Paris was already available for supporting inteomat trade.

2.41 The Committee is not convinced with the justificabn proffered by the
RBI for discontinuing issuance of LoUs/loCs. The @Gmmittee notes that the
RBI has stated that it was advised by FEDAI to disentinue LoUs/LoCs as
there was neither a standard format for LoUs/LoCs or a standard protocol
like the one prescribed by the ICC in respect of L&/Documentary Credit
(viz., Uniform Customs and Practices for Documentay Credits).

2.42 During its interaction with the representatives of both public and

private sector banks, many of whom being FEDAI memeérs, the Committee
was told that LoUs/ LoCs has been an effective insiment for raising short

term credit in foreign currency. All the banks, including FEDAI PSB

members, have unanimously accepted that the LoUs/oCs were not flawed
instruments. Instead, these were means of raisintheaper finance for trade.
They informed that LoUs and LoCs which were made aailable were within

the sanctioned LC limits of the various borrowers. These were unique to
India though the same is not approved under the UCPC. The fraud was
localized to only one bank, one branch and was comtted and perpetuated

by one family. It is significant that the other bankers have not suffered any
loss under the LOUs and LOCs issued by them. Thedihmittee notes that in
line with the RBI instructions most of the banks hae reduced their exposures
under the LOUs and LOCs by more than 75 per cent.

2.43 The Committee stronglyfeels that the RBI has perhaps not held enough
consultations before deciding to discontinue issuae of LoU/ LoC. The
Committee notes that the RBI has in a response tdhvé comments sought by
the Department of Financial Services about the impa of discontinuation of
LoUs/ LoCs on credit cost for short term foreign curency loan has stated that
there is no comparative reporting to RBI of quantumor cost of trade finance
through LoUs/ LoCs vis-a-visother available avenues of raising short-term
foreign currency finance. If this be the case, the the Committee is
constrained to say that the RBI should have done me scrutiny before
proceeding with the decision to ban LoUs/ LoCs. Tdn Committee is of the
view that the discontinuation of issuance of LoUsLoCs is a knee-jerk
reaction by the RBI to the recent frauds. It is aypical case of throwing baby
along with the bath water and it must be stopped. fie Committee, therefore,
recommends that LoU/ LoC should be restored at thearliest albeit with
proper safeguards.
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BANKING MISAPPROPRIATION AND NON PERFORMING ASSETS (NPAs)

3.1 The Committee notes that the frauds and misgpiation in the banking
sector has impinged on the capital base of thedané it has contributed to rising
Non Performing Assets (NPAs). The regulations/messtaken by the RBI and
the Government of India to tackle the problem ofANfhave made the banks act
with extra caution. The Committee notices that eliscontinuation of issuance
of LoUs/LoCs is the immediate fall-out of bankingisappropriation having
adverse impact on the cost competitiveness of 'mtliade and industry, the larger
effect is noticed in the shift by banks towardsam of stringent measures while
offering its credit products. The Committee noteat the extra cautionary
approach of the banks is proving burdensome fatetrand industry, especially
MSME sector.

3.2 The Reserve Bank of India has informed the Citeenthat NPAs arising in
the banking system on account of frauds and wilefault, as reported by the
banks, as on March 31, 2018 was Rs.29,734 cromvimg 277 borrowers and
Rs.11,914 crore involving 445 borrowers respecdfivellThese amounts include
defaults in the accounts with exposures of onlydRsore and above.

3.3 The banks are required to maintain adequateigiwas, as per the RBI
norms, in their balance sheet to cover the expelteses arising from Non-
Performing Assets (NPAS) in their books. The baals® need to bolster their
lending capacity by raising adequate risk capigald robust risk management
systems should also be put in place to identify suesg monitor and control the
range of risks involved in each loan transactiofhis, coupled with capacity
building within the banks, through necessary suplgradation for proper risk
assessment, pricing of loans, formulation of loamenants and follow through
when an agreed covenant is being violated, adegexr-specific knowledge
and understanding of business models, etc., valll ® a robust banking system
that would be able to adequately support the re@i@my.

3.4 The Committee noted the results of the suceedsSICCI-IBA bi-annual
Survey of Bankers where it has been stated thdtsbare turning risk averse to
corporate sector credit. Almost in all rounds afvey, the respondent banks have
reported tightening of credit standards for largeporations. There is greater
Insistence on collaterals and various documentgredit. An analysis of survey
findings also shows that banks are increasinglytisgi their credit portfolio
towards retail sector. Earlier, the average coimgoti@ retail ratio in total credit of
banks stood at 62:38 in early 2016, which currestiands at around 56:44 as per
latest rounds of survey.
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3.5 The Committee was also informed during its ghtions with various
stakeholders of trade and industry that there fisaa psychosis amongst bankers,
who have turned wary of taking loan decisions asilyeas in the past. The
Committee notes that loan approvals are gettingyeel and even release of funds
to approved loans take more time than usual. Ithsses submitted that the risk
appetite of banks have lowered significantly, whichurn has had an impact on
the overall credit disbursements and fresh investsiey the private sector.

3.6 The Committee found that new credit norms hawen introduced where
credit limit will not be increased further for bowers as business expands
perforce making them to plough back their profisgelinto business and be self
sustaining rather than borrow more from the Bark®ugh increasing credit
limits. The Committee finds such a situation isaaise of concern for trade and
industry.

3.7 During its deliberations with industry and wabflodies, the Committee
noticed that difficulty in availing of loans by M384 has been a general refrain.
The Committee was informed that banks have becdrmegent in their lending
policies to MSMEs. Banks ask for credit report frahird party agencies like
CRISIL, ICRA, CARE, etc. when a firm applies foedit of Rs. 5 crore and more.
This requirement of obtaining ratings report hasulted in incurring of additional
costs to the industry. Further, the rating hasalaliy of only one year. Generally
proprietorship firms are rated low and if the compaas suffered from any fire or
an accident then their rating is even poorer. ad been submitted that most of
these credit agencies go by Archaic Rules and hidleeunderstanding of the day-
to-day functioning of a business. Further, thengaagencies upload the credit
rating report on their website which can be viewadlicly by exporter's buyer as
well as importers.

3.8 The Committee notes that bank finance is coming tthe ‘AAA’ or ‘AA’
rated firms. The banks also extend concession todhle firms. The Committee
is of the view that introduction of credit rating system has deprived a large
part of MSME sector from easy access to bank finamc Moreover, the credit
rating agencies assess every firm with the same fEawithout taking into
account the characteristic, nature and size of thenit. The Committee notes
that instead of strengthening their internal risk gppraisal mechanism, the
banks have assigned their responsibility to third prty agencies. The
Committee is of the considered view that the bankswust be alive to their
responsibility. The prudence expected of the bankshould not be used as an
alibi to kill entrepreneurship. Moreover, the industry has already been reeling
under the burden of high interest loan, drying up ¢ finances on account of
failure to secure ‘AAA’ or ‘AA’ ratings will prove disastrous for trade and
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industry. The Committee recommends that due weightge to local vagaries
specific to the industry must be taken into considation by the credit rating

agencies while awarding ratings to the firms. The @mmittee desires that
SEBI must be engaged to take necessary action inighregard. Further, the
banks must also strengthen their credit appraisalrameworks so that they can
undertake in-house risk appraisals of a project ira professional manner.

3.9 The Committee further notes that apart frontdicreatings, banks are also
insisting for higher collateral and the companiethwollateral levels of 15-25%
are now being asked to cough up security of 35-@ich is almost a 100%
increase. The Committee finds the situation worrisome. Apart from the
increase in the cost of credit, the trade and indusy has also been burdened
with the demand for higher collateral by the banks. The Committee strongly
feels that such a situation will adversely impacthte competitiveness of our
trade and industry. While the industry world over are getting low interest
loan, Indian trade and industry is saddled with exgnsive bank finance. This
will result in lower revenue growth and lower profit margins. The Committee
feels that meeting very high stringent and unrealisc requirement of collateral
security will not be possible for many companies ahmay lead to diversion of
funds to build collaterals. The Committee is of theconsidered opinion that
margin and/or collateral requirements for issuance of LCs or Bank
guarantees by the banks must be prescribed by theBR, especially for MSME
sector. The requirement of higher collaterals is &ig hurdle for the industry.
Higher margin money and collateral requirements arenot the solution. It will
be better if credit appraisal is based on track reord of the exporter. Status
Holder Certification of the DGFT and the credit cowers taken by the exporters
(such as, say, from ECGC) are also better ways t@sess credit risk.

3.10 The Committee notes that ECGC'’s capital baseihcreased to Rs.2000
crore to enable it for better underwriting of risksvered so they have more
leverage to extend the credit faciliticBhe Committee notes that though the
bankers are insisting on ECGC policy, yet they ar@ot reducing the value of
the collateral. The Committee is of the view thathe collateral requirement
must be reduced in cases where the credit cover hbeen taken from ECGC.

It desires that the Government must take necessargction in this regard as
high collateral requirement stymie the expansion amh growth of trade and
industry.

3.11 The Committee was also informed that the n&i¥ guidelines (Circular
dated February 12, 2018) define even 1 day de#susign of incipient stress. The

Committee finds the guideline to be too taxing.serely, businesses, especially
MSME sector as well as engineering and construcemtor are finding it difficult
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to get payments on time. In these circumstancgmidg 1-day default as a sign
of incipient stress is too onerous a conditionlfalian industry. The Committee
recommends that such guideline must be reviewed @n urgent basis. This is
entirely misleading in case of E&C companies, sincever 75 per cent of their
turnover comes from Government Contracts where paymnts are prone to
delays. It is therefore recommended that Governmesthonour the payment
terms of contracts and ensure timely payments.

OTHER ISSUES

I Closure of open items under Export Data Processinglanagement
System

4.1 During the deliberations with the EPCs and #tigu associations, the
Committee was apprised about the problems beingdfédy exporters on account
of Export Data Processing and Monitoring SystemBRES). The Committee

notes that the RBI, in order to automate the podégegularisation of exporter
has provided AD (Authorized Dealers) banks accessipdated list of caution
listed exporters through EDPMS. The criteria laidwd for cautioning/de-

cautioning of exporters in EDPMS are as under:

1.  Any shipping bill open for more than 2 years putpaters in caution list.
Date of shipment will be considered for the estioratof the realisation
period.

2.  Once associated bills are realised, extensiondalisation is granted, and
Exporter will be put in caution list even before tlermination of two years,
based on AD bank process and recommendations. Awgree notice of
ED/CBI/DRI or any adverse media news can resuibhatusion of name in
caution list.

3. Reserve Bank might caution/ de-caution the expeueder the guidance of
AD banks.

4.2 The Committee notes that exporters are ofteral@ed even where export
proceeds have been received and banks have naiedpitte EDPMS or in cases
of Sanctioned country payments under OFAC, wheeehbilinks are reluctant to
handle documents. The Committee is quite concetmexte that there are more
than 4 lakh exporters whose accounts have not bpdated despite receipt of
export proceeds. The timeline set for updatinggb#®MS has been extended till
30" September, 2018The Committee understands that the banks are making
best efforts to settle/ close the export accountshere export proceeds have
been realized. However, there is likelihood thathe timeline fixed for the
purpose may not be adequate. The Committee recommds that the RBI take
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stock of the situation and extend the timeline beyw 30" September, 2018 if
needed, so that the exporters are not put to any shdvantage.

4.3 The Committee was also informed that majorityhe items which are not
settled/ closed are those of promotional suppliéth wwo commercial value.
However, since the EDPMS open items are taken fsbmpping bill data from
custom’s records where all shipping bills appeateurthe same i.e. commercial as
well as promotional supplies. This has led todbtconfusion and banks have
taken extreme steps (though as per RBI's directiee)stop handing export
documents even when the pendency in EDPMS was onlyaccount of
promotional supplies The Committee recommends that Customs should g
about necessary modification in the Shipping bille as to avoid such difficulty
being faced by the exporters for their promotional supplies with no
commercial value.

4.4 The Committee is also of the view that the banks shild be empowered
to take judicious decision and handle documents dheir genuine client after
due care and verification of pendency. The Commite also recommends that
RBI must exempt those delay in payments which havarisen on account of
non-availability of currency (US Dollar) in the importing countries while
preparing the Caution List. There have been expeences when the exporters
have failed to realise their exports from countriedike Nigeria and Angola due
to shortage of USD in those countries a few yearga.

i Business with embargo countries

4.5 The Committee notes that many banks are nallingrbusiness transactions
pertaining to countries like Iran, Syria, North léar Sudan, etc. which have been
put under sanctions by the USA or UN.

4.6 It was informed that sanctions that the embak@gs not apply to exports of
pharmaceuticals and food products to such countrielwever, many banks
refuses to handle such transactions and only gtdwic sector banks handle such
transactions as per their policy and compliancdejirnes. However, the process of
compliance clearance is so long that it createsflalisruption in business. Often
there is delay in clearance which leads to LC gxp#lso, there is a long delay in
lodgement of documents leading to consignment regcllestination before
documents reaching to customer’s bank which resaliscurring of substantial
amount of demurrage by the customer. Many timesda exchange remittance is
received in advance against export orders intceporters' account with a FIRC
issued by the banks and thereafter exports haen talace. However, eBRC are
not issued by banks stating that these are emluanguries.
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4.7 The Committee was also informed that subsequeetiie advocacy of the
Government of India to promote exports through IKSute (i.e. via Bandar
Abbas sea port in Iran), many of the Pharmaceuagpbrters have exported to
CIS countries like Tajikistan, Azerbaijan, Kazaldrstetc. via Iran by sea and
thereafter by road. Despite the fact that the GiGntries do not fall within the
purview of US/UN Sanctions but since the exportgehtaken place via Iran, the
Banks refuse to handle their documents.

4.8 The Committee expresses its concern over the difiitties being faced by
pharma exporters to embargo countries. It was infoned that banks are
bound by international agreements while dealing wh such transactions. The
Committee is of the view that there needs to be dear policy for exports to
sanctioned/ embargo countries. It is surprising tat the exporters were never
stopped while exporting to these countries nor werdghey advised to the
contrary by any Public Notice or Circular, then why are the banks refusing to
handle such transactions and issue eBRC. The Comrae feels that there is
big potential for Indian pharmaceutical industry to grow their business in
embargo countries and therefore, banks should be wgn clear guideline to
enable smooth handling of business with such coumsss. Further, the refusal
to handle export transaction carried through Iran to CIS countries is also
disconcerting. The Committee recommends the Departemt to take
immediate action to address the concerns.

iii.  Insistence of Banks to take ECGC insurance paty mandatorily.

4.9 The Committee was informed by Pharmexcil titar ahe present episode of
fraud/ misappropriation, ECGC has asked all the B&hks to ascertain with their
clients that in-case the exporters which have aenbe exported under DA/DP
terms to take mandatory ECGC policy. It has beebnsiied by them that

exporters of APl used in Pharma Industry are waylon thin margins of around
2% margin. The banks already seek collateral e taf 50% to 150% on the
credit extended. It was stated that impositioncompulsory export cover by
ECGC in the absence of cheap credit instruments LikU/ LoC shall prove

onerous for the industrifthe Committee desires that insistence on ECGC cover
in spite of heavy collateral taken by the banks maype revisited and necessary

relief may be provided to the exporters.

Ilv.  Substantial delay in issue of e-BRCs leading telay in export incentive
realisation

4.10 This is a serious issue particularly in caspublic sector banks where it is
observed that the Committee was informed that afealisation of export
proceeds, the public sector banks takes lot of tordose the invoice and issue e-

17



BRC. Many a time the delay is more than 12 momntimch in turn delays
realisation of export incentives. It was submittedt in the normal course, after
receipt of fund, the e-BRC should be issued in & ways' time. However, it is
observed that due to either shortage of staff asrdéchnical reasons, the issue of
e-BRCs are held upThe Committee recommends that the glitches being ¢ad

in issue of e-BRC may be addressed urgently.

V. Credibility Report of international Suppliers

4.11 The Committee was informed that banks insist dredibility report of
international suppliers before extending creditf hbs been submitted that
obtaining the credibility report of internationalppliers is a major hindrance in the
free flow of the business. Also, obtaining repseems impractical when the
amount involved in the business is small. It takeminimum of 5 to 7 days to
obtain the credibility report and in a competites@vironment it is difficult to retain
supplier for such duration.

4.12 In view of the above, the Committee feels that theris a need to simplify
the process of obtaining credibility report and redice the amount of time
involved in the process for better functioning of he business. Further, the
need to call for credibility report of international supplier if shipment is not
under advance payment basis may be revisited.

vi.  Constraints for MSMEs under Prompt Corrective Action

4.13 The Committee observes that a set of ruleg Ihaen put in place by the
RBI under Prompt Corrective Action (PCA) framewdokassess, monitor and take
corrective action on banks which are weak and texlbl'hese are necessary steps
to resolve the mounting NPAs and are primarily aina¢ improving the overall
health of the banking sector. In April 2017, RegseBank of India tightened the
rules under the PCA framework and the revised fraonk came into effect on 1st
April 2017. Subsequently, RBI has put 11 publicteedanks under Prompt
Corrective Action (PCA) which has significantly efted the lending process in
these banks. The Committee notes that for indgstwbo were customers of these
banks are now moving to new banks, and the pradfeas®ving is painful and time
consuming. More importantly, since a significanttpaf the financing needs of
MSME were serviced through the Public sector baMSME are caught in this
churn and struggling to meet their financial neeflse Committee is of the
opinion that RBI may consider exempting bank creditto MSMEs from the
purview of PCA restrictions. Similar arrangement for differential treatment

for MSMEs has also been envisaged in the recent anmment of the
Insolvency & Bankruptcy Code as the sector was puto disproportionate
pressure.
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vii.  Export Credit cover by Export Credit Guarantee Corporation (ECGC)

4.14 The issue of delays in deciding claims by EG@E been flagged before the
Committee. It has been stated that while the bdektare an account as NPA on
the 90th day, the ECGC takes years to decide cldirhas been pointed that apart
from delay, ECGC also dithers in paying claim. sThapproach is affecting the
exporters, especially small exporters.

4.15 The Gems and Jewellery EPC have stated thadsase under Whole
Turnover Policy (WTP) of the ECGC is no more auagato their industry since
2014. 1t was submitted that there is a need tcstaia the same since premium of
the individual policy is many times greater than FWVTMoreover the directive is
unclear as to which party has to bear the premiomirfdividual policy unlike
WTP which clearly mentions that premium for prepshént is to borne by the
customer and post shipment is to be borne by thksha

4.16 The Committee appreciates the constraints of the EGC which has
stopped extending WTP to the Gems and Jewellery dec since claim to
premium ratio of this sector is adverse. The Comniee, nonetheless, notes
that the banks seek higher collateral from the gemsand jewellery sector
which is predominantly comprises of SMEs since thewre not getting cover
from ECGC. In view of the hardships faced by the gms and jewellery sector
which otherwise is one of the largest foreign excinge earners and employer,
the Committee feels that the ECGC must find some wato reinstate WTP for
this sector. The Committee learnt that the ECGC hee proposed to the
Government of India to extend cover for Gems, Jewldry and Diamond sector
under NEIA Trust. The Committee recommends the Gogrnment to give
sympathetic consideration to the proposal of the EGC.

4.17 The Committee also notes that 294 claims of valud Bs.219 crores are
pending with the ECGC. It recommends the ECGC to eitle the claims
expeditiously. Further, the ECGC must also frameimeline for settlement of
claims. It must ensure that industry does not suffr on account of delays by
the ECGC.

CONCLUSION

5.1 In the absence of deep domestic bond markeéiarinndustry is primarily
dependent on bank credit for its financial needss Tependence increases more
for smaller enterprise as they are short on regsuand expertise in tapping the
alternative sources of funding such as equity ssbend issuance and overseas
borrowing. Thus, a robust banking sectorsise qua norfor vibrant trade and
industry. However, the banking sector has sufferedtback on account of frauds
and misappropriation by some unscrupulous elements.
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5.2 Misappropriation manifested in frauds and Witfafaults have a significant
share in building up of the non-performing assdtshe banks. The RBI has
pushed for better prudence and regulations in #rkibhg sector in view of the
misappropriation committed on banksThe Committee welcomes such
interventions. However, it has been noticed thathe prudence has often been
interpreted as overwhelming caution by the banks ath regulations sometimes

borders on stifling of trade and industry.

5.3 The Committee notes that RBI has responded he banking
misappropriation committed through fraud relatedLtd) at one branch of the
Punjab National Bank by discontinuing the practafeissuance of Letters of
Undertaking (LoUs) and Letters of Comfort (LoCs) frade Credits for imports
into India. The Committee is of the considered opinion that deontinuation of
the practice of issuance of LoU/LoC for trade credi by the RBI was a
knee-jerk reaction. The Committee feels that the Bl got unnerved with the
PNB fraud and it hastened the decision to ban LoU/&C without much
thought and consideration. It is significant to noe that none of the
stakeholders representing trade and industry incluchg banks with whom the
Committee held deliberations have suggested that L@LoC was a flawed
trade document. Everyone has been unanimous thatoU/LoC was a widely
accepted bank instrument globally. Its efficacy as source of cost-effective
short term credit of foreign currency for importers was unmatched. Its
preference by the foreign supplier in comparison td.C is also well-recorded.
Moreover, RBI has itself promoted it after thorough verification more than a
decade ago. The Committee notes that there is ala unanimity that the ban
of LoU/LoC has resulted in rise in the cost of creitl by 2 to 2/9%. This will
certainly affect the cost competitiveness of coungis trade and industry and
have a cascading effect on jobs. The loss of jolsssomething the country can
ill-afford.

5.4 The Committee strongly feels that the RBI should hae engaged more in
consultations with stakeholders on the matter befe resorting to

discontinuation of LoU/LoC. It is of the considere opinion that LoU/LoC

should be restored at the earliest albeit with propr safeguards. Its restoration
assumes more significance in the face of the fadtat the content of imports is
over 20% of India’s total exports. In present timeswhen the currency is
witnessing high depreciation, it is imperative thatthe cost of credit for
imports must be minimal. The ban on LoU/LoC takesaway the benefit of
cheap source of funds availed by the importers. Ctg imports shall lead to

higher costs of production and erode the competiverss of the domestically
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produced goods. The loss of competitiveness takasay the gains that might
have accrued to export on account of rupee depredian.

5.5 The Committee also feels that discontinuation of LId/LoC as a response
to the fraud and misappropriation has set in a cordgion of conservatism in
banking sector. The banks have become very stringein their operation and
credit exposures. The caution has inadvertently nde banks becoming
inaccessible to MSME sector. The Committee is coamed that such an
approach has the dangers of making banking serviceditist and subservient
to a few large corporates leaving out the vast majity of MSME units which
are not able to measure to the standards and parartexs laid down by
external credit rating agencies for getting ‘AAA’ o ‘AA’ ratings. The MSME
units are getting burdened with high cost of loan Wwich is further
accompanied with the demand of unreasonably high dateral by the banks.
The Committee is constrained to state that such aapproach also crowds out
innovative, high risk, growth segments, which is nogood for the economy in
the long run. It recommends the Government to sethings right and take
necessary measures in all earnest for the purpose.

*k*
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RECOMMENDATIONS/ OBSERVATIONS - AT A GLANCE

DISCONTINUATION OF LETTERS OF UNDERTAKING/LETTERS O F
COMFORT

1.

The Committee expresses its deep concern on the peat situation when
the rupee is weak, the rise in spot demand will pre to be onerous on
importers. It recommends that RBI may take measure to enter into
bilateral currency swap agreements with major tradepartners to meet
spot demand and buy back exporters’ receivables. T will enable the
smooth currency movement in the market and furthent will not impact
the forex reserves(Para 2.36)

The Committee recommends that necessary interveois may be made
to streamline and simplify the procedure in procesag of LCs. The
Committee also desires that maximum concessions méde offered on
LC charges especially to MSMEs(Para 2.37)

The Committee welcomes that State Bank of India hageveloped a new
reimbursement product with systemic and compensatgrcontrols which

Is being extended presently to the AAA and AA ratedarge corporate

customers and will gradually over a period of 6 moths be extended to
the SME borrowers as well. The Committee recommend$at SBI must

ensure that SME borrowers are not left out for wantof desired credit

ratings and hopes that other banks shall also comegp products which

can provide convenience similar to LoUs/LoCqPara 2.38)

The Committee is not convinced with the justificatbn proffered by the
RBI for discontinuing issuance of LoUs/loCs. The @Gmmittee notes that
the RBI has stated that it was advised by FEDAI todiscontinue
LoUs/LoCs as there was neither a standard format foLoUs/LoCs nor a
standard protocol like the one prescribed by the IC in respect of
LCs/Documentary Credit (viz., Uniform Customs and Pactices for
Documentary Credits). (Para 2.41)

During its interaction with the representatives of both public and
private sector banks, many of whom being FEDAI memérs, the
Committee was told that LoUs/ LoCs has been an effeve instrument
for raising short term credit in foreign currency. All the banks,
including FEDAI PSB members, have unanimously accepd that the
LoUs/ LoCs were not flawed instruments. Instead,nese were means of
raising cheaper finance for trade. They informed hat LoUs and LoCs
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which were made available were within the sanctiorteLC limits of the
various borrowers. These were unique to India thogh the same is not
approved under the UCPDC. The fraud was localizetb only one bank,
one branch and was committed and perpetuated by onfamily. It is
significant that the other bankers have not sufferd any loss under the
LOUs and LOCs issued by them. The Committee notekat in line with
the RBI instructions most of the banks have reducedheir exposures
under the LOUs and LOCs by more than 75 per cent(Para 2.42)

The Committee stronglyfeels that the RBI has perhaps not held enough
consultations before deciding to discontinue issuae of LoU/ LoC. The
Committee notes that the RBI has in a response thié comments sought
by the Department of Financial Services about the mpact of
discontinuation of LoUs/ LoCs on credit cost for shrt term foreign
currency loan has stated that there is no comparate reporting to RBI
of quantum or cost of trade finance through LoUs/ loCs vis-a-visother
available avenues of raising short-term foreign cuency finance. If this
be the case, then the Committee is constrained t@ys that the RBI
should have done more scrutiny before proceeding thi the decision to
ban LoUs/ LoCs. The Committee is of the view thahe discontinuation
of issuance of LoUs/ LoCs is a knee-jerk reactionybthe RBI to the
recent frauds. It is a typical case of throwing bhy along with the bath
water and it must be stopped. The Committee, therefe, recommends
that LoU/ LoC should be restored at the earliest ddeit with proper
safeguards.(Para 2.43)

BANKING MISAPPROPRIATION AND NON PERFORMING ASSETS
(NPAS)

7.

The Committee notes that bank finance is coming tthe ‘AAA’ or ‘AA’
rated firms. The banks also extend concession to éke firms. The
Committee is of the view that introduction of credi rating system has
deprived a large part of MSME sector from easy acas to bank finance.
Moreover, the credit rating agencies assess everyn with the same
scale without taking into account the characterist, nature and size of
the unit. The Committee notes that instead of stragthening their
internal risk appraisal mechanism, the banks have ssigned their
responsibility to third party agencies. The Commitee is of the
considered view that the banks must be alive to tiveresponsibility. The
prudence expected of the banks should not be used an alibi to Kkill
entrepreneurship. Moreover, the industry has alreagt been reeling
under the burden of high interest loan, drying up & finances on account
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10.

of failure to secure ‘AAA’ or ‘AA’ ratings will pro ve disastrous for
trade and industry. The Committee recommends that de weightage to
local vagaries specific to the industry must be tadn into consideration
by the credit rating agencies while awarding rating to the firms. The
Committee desires that SEBI must be engaged to takeecessary action
in this regard. Further, the banks must also strenthen their credit

appraisal frameworks so that they can undertake imouse risk
appraisals of a project in a professional manner(Para 3.8)

The Committee finds the situation worrisome. Apartfrom the increase
in the cost of credit, the trade and industry has lao been burdened with
the demand for higher collateral by the banks. The&€ommittee strongly
feels that such a situation will adversely impacthte competitiveness of
our trade and industry. While the industry world over are getting low
interest loan, Indian trade and industry is saddledwith expensive bank
finance. This will result in lower revenue growth ad lower profit
margins. The Committee feels that meeting very hig stringent and
unrealistic requirement of collateral security will not be possible for
many companies and may lead to diversion of fund®tbuild collaterals.
The Committee is of the considered opinion that mayin and/or
collateral requirements for issuance of LCs or Bankguarantees by the
banks must be prescribed by the RBI, especially foMSME sector. The
requirement of higher collaterals is a big hurdle ér the industry.
Higher margin money and collateral requirements arenot the solution.
It will be better if credit appraisal is based on tack record of the
exporter. Status Holder Certification of the DGFT and the credit
covers taken by the exporters (such as, say, fromdsC) are also better
ways to assess credit riskPara 3.9)

The Committee notes that though the bankers are imsting on ECGC
policy, yet they are not reducing the value of thecollateral. The
Committee is of the view that the collateral requiement must be
reduced in cases where the credit cover has beerkém from ECGC. |t
desires that the Government must take necessary @&m in this regard
as high collateral requirement stymie the expansioand growth of trade
and industry. (Para 3.10)

The Committee recommends that such guideline mustebreviewed on
an urgent basis. This is entirely misleading in e of E&C companies,
since over 75 per cent of their turnover comes fromGovernment
Contracts where payments are prone to delays. It istherefore
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recommended that Governments honour the payment tems of
contracts and ensure timely paymentgPara 3.11)

OTHER ISSUES

11.

12.

13.

14.

Closure of open items under Export Data Processinglanagement
System

The Committee understands that the banks are makindpest efforts to
settle/ close the export accounts where export preeds have been
realized. However, there is likelihood that the tneline fixed for the
purpose may not be adequate. The Committee recommas that the
RBI take stock of the situation and extend the timéne beyond 3¢’
September, 2018 if needed, so that the exporterseanot put to any
disadvantage. (Para 4.2)

The Committee recommends that Customs should bringabout
necessary modification in the Shipping bill so asotavoid such difficulty
being faced by the exporters for their promotionalsupplies with no
commercial value. (Para 4.3)

The Committee is also of the view that the bankdsuld be empowered
to take judicious decision and handle documents dheir genuine client
after due care and verification of pendency. The Quomittee also
recommends that RBI must exempt those delay in payemts which have
arisen on account of non-availability of currency S Dollar) in the
importing countries while preparing the Caution List. There have been
experiences when the exporters have failed to reaé their exports from
countries like Nigeria and Angola due to shortage foUSD in those
countries a few years agaPara 4.4)

Business with embargo countries

The Committee expresses its concern over the diftitties being faced by
pharma exporters to embargo countries. It was infomed that banks
are bound by international agreements while dealingwith such
transactions. The Committee is of the view that tire needs to be a
clear policy for exports to sanctioned/ embargo couries. It is
surprising that the exporters were never stopped wke exporting to
these countries nor were they advised to the contna by any Public
Notice or Circular, then why are the banks refusingto handle such
transactions and issue eBRC. The Committee feels ahthere is big
potential for Indian pharmaceutical industry to grow their business in
embargo countries and therefore, banks should begn clear guideline
to enable smooth handling of business with such cotries. Further, the

25



15.

16.

17.

Vi.

18.

Vil.
19.

refusal to handle export transaction carried throudh Iran to CIS
countries is also disconcerting. The Committee reoomends the
Department to take immediate action to address theoncerns.(Para 4.8)

Insistence of Banks to take ECGC insurance policy andatorily.

The Committee desires that insistence on ECGC covar spite of heavy
collateral taken by the banks may be revisited antiecessary relief may
be provided to the exporters(Para 4.9)

Substantial delay in issue of e-BRCs leading telay in export incentive
realisation

The Committee recommends that the glitches being ¢ad in issue of e-
BRC may be addressed urgently(Para 4.10)

Credibility Report of international Suppliers

In view of the above, the Committee feels that theris a need to simplify
the process of obtaining credibility report and redice the amount of
time involved in the process for better functioningof the business.
Further, the need to call for credibility report of international supplier
if shipment is not under advance payment basis maye revisited.
(Para 4.12)

Constraints for MSMEs under Prompt Corrective Action

The Committee is of the opinion that RBI may considr exempting bank
credit to MSMEs from the purview of PCA restrictions. Similar
arrangement for differential treatment for MSMEs has also been
envisaged in the recent amendment of the Insolvend§ Bankruptcy

Code as the sector was put to disproportionate preare. (Para 4.13)

Export Credit cover by Export Credit Guarantee Corporation (ECGC)

The Committee appreciates the constraints of the EGC which has
stopped extending WTP to the Gems and Jewellery dec since claim to
premium ratio of this sector is adverse. The Comniiee, nonetheless,
notes that the banks seek higher collateral from th gems and jewellery
sector which is predominantly comprises of SMEs soe they are not
getting cover from ECGC. In view of the hardshipsaced by the gems
and jewellery sector which otherwise is one of theéargest foreign

exchange earners and employer, the Committee feetlsat the ECGC

must find some way to reinstate WTP for this sector The Committee
learnt that the ECGC have proposed to the Governmenof India to
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20.

extend cover for Gems, Jewellery and Diamond sectonnder NEIA
Trust. The Committee recommends the Government togive
sympathetic consideration to the proposal of the EGC. (Para 4.16)

The Committee also notes that 294 claims of valué¢ Bs.219 crores are
pending with the ECGC. It recommends the ECGC toedttle the claims
expeditiously. Further, the ECGC must also frame imeline for

settlement of claims. It must ensure that industrydoes not suffer on
account of delays by the ECGC(Para 4.17)

CONCLUSION

21.

22.

23.

The Committee welcomes such interventions. Howeveit has been
noticed that the prudence has often been interpretkas overwhelming
caution by the banks and regulations sometimes boedls on stifling of
trade and industry. (Para 5.2)

The Committee is of the considered opinion that deontinuation of the
practice of issuance of LoU/LoC for trade credit bythe RBI was a knee-
jerk reaction. The Committee feels that the RBI gbunnerved with the
PNB fraud and it hastened the decision to ban LoU/&C without much
thought and consideration. It is significant to née that none of the
stakeholders representing trade and industry incluthg banks with
whom the Committee held deliberations have suggestehat LOU/LoC
was a flawed trade document. Everyone has been ummous that
LoU/LoC was a widely accepted bank instrument glohdy. Its efficacy
as a source of cost-effective short term credit dbreign currency for
importers was unmatched. Its preference by the foign supplier in
comparison to LC is also well-recorded. Moreover, Bl has itself
promoted it after thorough verification more than a decade ago. The
Committee notes that there is also a unanimity thathe ban of LoU/LoC
has resulted in rise in the cost of credit by 2 t8%%. This will certainly
affect the cost competitiveness of country’s tradand industry and have
a cascading effect on jobs. The loss of jobs is seting the country can
ill-afford. (Para 5.3)

The Committee strongly feels that the RBI should hae engaged more in
consultations with stakeholders on the matter befa resorting to
discontinuation of LoU/LoC. It is of the considerel opinion that
LoU/LoC should be restored at the earliest albeit wh proper
safeguards. Its restoration assumes more significaa in the face of the
fact that the content of imports is over 20% of Inda’s total exports. In
present times when the currency is witnessing highepreciation, it is
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24.

imperative that the cost of credit for imports mustbe minimal. The ban
on LoU/LoC takes away the benefit of cheap sourcd @unds availed by
the importers. Costly imports shall lead to highercosts of production
and erode the competiveness of the domestically mhoced goods. The
loss of competitiveness takes away the gains thaight have accrued to
export on account of rupee depreciation.(Para 5.4)

The Committee also feels that discontinuation of Lld/LoC as a response
to the fraud and misappropriation has set in a cordgion of

conservatism in banking sector. The banks have beme very stringent
in their operation and credit exposures. The cautin has inadvertently

made banks becoming inaccessible to MSME sector.h& Committee is
concerned that such an approach has the dangers ofaking banking

services elitist and subservient to a few large cporates leaving out the
vast majority of MSME units which are not able to neasure to the
standards and parameters laid down by external crad rating agencies
for getting ‘AAA’ or ‘AA’ ratings. The MSME units are getting

burdened with high cost of loan which is further acompanied with the

demand of unreasonably high collateral by the banks The Committee
IS constrained to state that such an approach alsmowds out innovative,

high risk, growth segments, which is not good forhte economy in the
long run. It recommends the Government to set thigs right and take

necessary measures in all earnest for the purpoqg®ara 5.5)

*k%x
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