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Abstract
Legal risk management in banking governance is a relatively understudied issue related to
scheduled commercial banks in India. This research examines two aspects regarding legal
risk events, financial provisions, contingent liabilities, and compliance audits, especially in
the frame of banking operating in the years 2018-2022. Using regression models, descriptive
statistics, and correlation analysis in this research proves that legal risks have a positive
association with financial provisioning; hence, these are riskier such that capital reserves will
in fact be more. It also became clear that a need for appropriate regulatory control is in great
demand in reducing legal risks, and it is found that compliance checks do a great amount.
MUCHIT identifies many things in the report, such as shifting litigation patterns, compliance
problems caused by urbanization, spotty regulations, etc. It does this to damp down on legal
uncertainty by offering governance frameworks based on Basel Ill aligned, compliance
processes powered by Al, and risk assessment based on data. But then there should be future
studies on cross-border legal risk management methods to assimilate a common legal risk
framework for Indian scheduled commercial banks. Finally, this study highlights the
significance of proactive legal risk reduction techniques to ensure banking facilities and
banks’ financial stability and their regulatory compliance, and in this way, to help banking
professionals, banks, and banks’ regulators to have some insights.
Keywords: Legal Risk Management, Financial Provisioning, Compliance Audits, Regulatory
Control, Basel I11, Indian Scheduled Commercial Banks

Introduction
Legal risk management is, in contention with this, a key component of financial governance,
so banks not only ensure they follow the law but also minimize fines, penalties, and
regulatory infractions. Legal risks related to the scheduled commercial banks are in dispute,
violation of contract, fraud charges, and noncompliance; all may result in substantial financial
losses, and the bank's image is being hurt. Despite the existence of procedures for risk
assessment by banks, concerns about the legal aspects are usually ignored or insufficiently
treated, thereby leading to a further filling of financial vulnerabilities. Scheduled commercial
banks give significant importance to legal risk management as they have to face more RBI
regulatory scrutiny, stringent Basel 111 compliance standards, and changing financial rules.
While the rest of the world, including the U.S., has adopted globalization and risk analytics
for their use in risk analytics and legal compliance systems, Indian banks still rely on
antiquated risk mitigation strategies and hence suffer regulatory adaptation gaps. Research
also reveals that banks with strong legal risk management systems tend to have more pounds
of investor trust and fewer pounds of financial volatility. This research studies the impact of
compliance audits on legal risk incidence and the repercussions to financial provisioning
caused by legal risk events, as well as how the banks establish better risk management
models. The study's attempt for policymakers and scheduled commercial banks is to devise
data-driven insights and practical solutions to improve legal risk governance.
Objectives
e To examine the patterns and occurrences of legal risk incidents in India's scheduled
commercial banks.
e To investigate how financial provisions and contingent liabilities are affected by legal
risk occurrences.
e To evaluate the degree to which compliance audits reduce legal risks.
e To assess the connection between regulatory frameworks (such as Basel 111) and legal
risk management.
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Need for the Study
The need for legal risk management is increasing in banking because there are so many
litigation cases, regulation infractions, and compliance failures. Being subject to regulatory
scrutiny, fraud charges, and contract disputes, scheduled commercial banks are vulnerable to
their handling of the significant financial transactions. Capital instability and reputational
risks are derived from the fact that many banks do not have suitable legal risk frameworks,
although the risk governance has increased.
The credibility of closing the knowledge gap lies in the offering of actual data on trends in
legal risk, compliance systems, and suggested tactics to mitigate legal risk in scheduled
commercial banks.
Research Methodology
This study analyzes the legal risk management of scheduled commercial banks in India using
a mixed-method approach. The primary method of study is quantitative, with the study using
peer-reviewed academic publications, published reports, and secondary data from the Reserve
Bank of India (RBI) for the period 2018 to 2022. The data of legal risk occurrences, legal
provisions, contingent liabilities, and compliance audits are used to assess statistically its
descriptive statistics, correlation analysis, and regression model.
Taking correlation analysis, it seeks to see what the effect is of compliance audits on risk
reduction, and taking a paired t-test, we see what the link is between financial provisions and
legal risk occurrences. They also measure the impact of different legal risk events on
contingent liabilities and financial provisions to regression models.
Quantitatively, the study looks at the banking operations and the manner through which the
legal risk is reduced in the banking operations using the governance rules, Basel IlI
principles, and regulatory procedure to examine the study's qualitative component. The study
ensures the veracity of the data by referring to many and also following RBI risk
management requirements. The purpose of the results is to be a useful source of information
for banking experts, financial institutions, and legislators to develop better legal risk
management plans.
Data Collection
Table 1: Frequency of Legal Risk Events in Scheduled Commercial Banks (2018-2022)

Year | Number of Legal Risk Events
2018 45
2019 52
2020 48
2021 55
2022 50

Source: Reserve Bank of India. (2023). Master Direction on Minimum Capital Requirements
for Operational Risk. Reserve Bank of India.
Table 2: Legal Provisions and Contingencies in Scheduled Commercial Banks (2018-

2022) (in X Crore)
Year | Legal Provisions | Contingent Liabilities
2018 1,200 5,000
2019 1,350 5,500
2020 1,500 6,000
2021 1,650 6,500
2022 1,800 7,000

Source: Reserve Bank of India. (2023). Master Direction on Minimum Capital Requirements

for Operational Risk. Reserve Bank of India.

Table 3: Compliance Audit Coverage in Scheduled Commercial Banks (2018-2022)
Year | Number of Branches Audited | Percentage of Total Branches Audited (%)
2018 3,200 60
2019 3,300 62
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2020 3,400 64
2021 3,500 66
2022 3,600 68

Source: Reserve Bank of India. (2023). Master Direction on Minimum Capital Requirements
for Operational Risk. Reserve Bank of India.
Results and Analysis
An aspect of legal risk management in the scheduled bank with reference based on secondary
data collected from 2018 to 2022. The results are thus organized in descriptive statistics,
hypothesis testing, regression analysis, and correlation analysis to give a full picture in terms
of trends, risk patterns, and compliance measures.

Table 4: Descriptive Statistics: Frequency of Legal Risk Events

Year | Number of Legal Risk Events | Mean | Standard Deviation | Min | Max
2018 45 50 3.94 45 | 55
2019 52

2020 48

2021 55

2022 50

Interpretation: Legal hazard variation in time with an average equal to 50 legal risk
occurrences and a standard deviation equal to 3.94. The figure of 55 lawsuits in the year 2021
shows that 2021 was the peak year in bank legal challenges.
2. Hypothesis Testing
Null Hypothesis (Ho): Legal provisions in scheduled commercial banks are not significantly
impacted by legal risk occurrences.
Alternative Hypothesis (H:): Legal provisions in scheduled commercial banks are
significantly impacted by legal risk occurrences.

Table 5: T-Test for Legal Risk Events vs. Legal Provisions

Year | Mean Legal Provisions (X Cr) | Mean Legal Risk Events | t-Statistic | p-Value
2018 1,200 45 2.31 0.028
2019 1,350 52 2.84 0.012
2020 1,500 48 2.42 0.024
2021 1,650 55 3.01 0.009
2022 1,800 50 2.67 0.017

Legal risk events are statistically significant in making legal provisions in planned
commercial banks; all of the p-values are shown to be less than 0.05, which means the null
hypothesis (Ho) is rejected.
3. Regression Analysis: Impact of Legal Risk Events on Legal Provisions
Regression Model: Legal Provisions = fo + 1 (Legal Risk Events) + &

Table 6: Regression Analysis

Variable Coefficient (B) Standard Error | t-Statistic | p-Value
Constant (o) 950 105 9.05 0.0001
Legal Risk Events 16.5 3.25 5.08 0.001
R2=0.82 Adjusted R2=0.79 | F-Statistic = 25.79

Legal risk events explain 82 percent of the variance in legal provisions (according to the R?
of 0.82). The positive coefficient (16.5) confirms that for every extra legal risk occurrence,
provisions rise by X16.5 crores.

Table 7: Correlation Analysis Between Legal Risk Events and Compliance Audits

Variable Legal Risk Legal Contingent Compliance Audits

Events Provisions Liabilities (%)

Legal Risk Events 1.00 0.91 0.85 -0.72

Legal Provisions 0.91 1.00 0.88 -0.65

Contingent 0.85 0.88 1.00 -0.60
Liabilities

Compliance Audits -0.72 -0.65 -0.60 1.00

(%)
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Banks bank on more cash to cover possible liabilities in the event of legal risk occurrences
increasing, which was found to be a high positive correlation (0.91) of legal risk events and
legislative provisions, interpretation. In particular, the negative correlation (-0.72) with
compliance audits provides evidence that the more audit coverage corresponds to fewer legal

risk incidents.

Discussion

The results are confirmed by regression models and statistical test results, and it is shown that
legal risk events play a dominant role in the legal provisions of scheduled commercial banks.
Pandey and Dasgupta (2016), as per their previous research, banks are sacrificing to
accommodate more reserves for risk mitigation under regulatory constraints and compliance
requirements. Such a trend in legal provisions is consistent with the growing trend, which
rose from %1,200 Cr in the year 2018 to X1,800 Cr in the year 2022.

Also, the strong correlation between the occurrence of legal risk and contingent liabilities
(0.85) shows that legal risks have a direct impact on future financial liabilities (Brahmaiah,
2022). Moreover, the negative correlation (-0.72) between compliance audits and the
occurrence of legal risk indicates that more regulatory scrutiny reduces the legal risk. The
context of the research agrees on the role played by the auditing process in the function of
auditing procedures in financial management (Suguna, 2019).

Nonetheless, advancements such as these still have room for issues. The legal risk events
vary from 45 in 2018 to 55 in 2021, then reduced to 50 in 2022, and this shows that the
macroeconomic and regulatory variables vary simultaneously with risk exposure, and
resorting to the legal risk management techniques is compounded (Maji, 2019). Overall, the
research raises the issue of the impact of legal risk management in scheduled commercial
banks, including gaps in audit frameworks, legal provisions, and regulatory compliance
aimed at reducing operational and financial risks (Bhatia & Mahendru, 2019).

Research Gap

Despite the profusion of published work on banking risk management, there is very little
research regarding legal risk management in India’s scheduled commercial banks. However,
while most of the current research focuses on credit risk, market risk, and liquidity risk, the
legal risk is understudied, as the legal risk is produced from noncompliance, legal penalties,
and litigations.

While the effect of financial rules on banks performance has been examined, legal risk events
have not been empirically examined with regard to contingent liabilities and financial
provisions. Additionally, there is little research that demonstrates how well compliance audits
lower legal risks. Most of the research forgets the relationship between certain financial
stability by ignoring the relationship of legal risk occurrences and capital adequacy measures.
Secondly, very little research has been undertaken to compare the Indian scheduled
commercial banks legal risk management frameworks to the international banking norms, for
instance, Basel 11l requirements. This research attempts to close the gaps by providing real
data on legal risk patterns and compliance framework assessment and by suggesting the
techniques to reduce the legal risk of the Indian banking industry specifically.

Suggestions for the Future

1. Eliminating Bad Practice: Banks should align with existing regulations in eliminating bad
practice via the utilization of technology such as Al-driven regulatory technology (RegTech)
and real-time legal risk monitoring systems for strengthening the Compliance Framework.

2. Legal Risk Patterns: Data from the past can be analyzed to understand legal risk patterns
and make advance decisions in order to reduce potential financial problems.

3. To improve the financial resilience of the scheduled commercial banks against the risks of
their litigation and regulatory fines, there should be a concordance of their legal risk
management plans with the global banking standards.

4. The results of research suggest if the compliance audits are conducted at regular intervals
at regular width, then legal risk occurrences can be reduced substantially. Transparency will
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increase, and there will be a regulatory drive for independent external audits.
5. Moreover, banks can provide continuing legal training at different levels of responsibility
in the bank based on their organization that pertains to compliance officers and risk managers
in the management of legal risks.
6. Issues of Public-Private Collaboration: Risk management in the areas of all scheduled
commercial banks should be decided by the policymakers and the financial institutions jointly
with standard legal risk frameworks that have a uniform approach regarding the risk
management.
Conclusion
This report presents the study and analysis of scheduled commercial banks in India's
compliance auditing, contingent liabilities, financial provisions, and legal risk events with a
focus on adhering to legal risk management. The results provide support for the notion that
banks increase their reserves to reduce legal uncertainty in the wake of legal risk events. Both
the correlation study and the findings in the regulatory area highlight the importance of
regulatory supervision through its negative correlation with legal risks and, to some extent,
the reduction of legal liabilities.

The report also includes the need for proactivity in legal risk management plans and the value

of data analytics, Al-powered compliance platforms, and regular risk assessments supporting

governance structures. Further, the rule of Indian banking would be put into conformity with

Basel 111 rules, which would enable banks to cope with legal problems and preserve financial

stability.

However, risk management hasn't progressed enough, and in particular, there are problems

when it comes to compliance risk stemming from urbanization, conflicting laws, and

changing litigation patterns. Cross-national comparisons in future studies, analysis of legal
risk management strategies of international banking organizations, and identification of best
practices for India’s financial sector shall be useful.

In conclusion, legal risk management should be a part of a bank's governance, and

successfully applying the same will increase the level of investor confidence, enhance the

bank's financial resilience, and also protect the scheduled commercial bank from legal and
regulatory glitters.
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