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REPORT OF THE COMMITTEE ON BANKING SECTOR REFORMS
— A SUMMARY

Refom of the Indan banking secor is
now under way following the
recommendations ofthe Committee on
Financial System(CFS)whichreportedin
1991. Mearmhie, major changes have taken
place inthe domestic economic and
institutionalscene, coincidingwiththe
movementtowardsglobalintegrationof
financal senvices. These devdopmens  have
reinforcedtheimportanceofbuildinga
song  ad efident frencdl sysem

2 The second generaion  of refom  could
be convenienty looked a in tms of three
broad  intervelbied ssues () Adons  that
need to be taken to strengthen the
foundations ofthe banking system;

0 Reed D ts searing prooeolres,
upgradingtechnologyandhumanresource
devdopment, @ Strucual dages n the
system. Thesewould coveraspects of

i I 'Si'”. forel SUPERE

Measuresto Strengthen the Banking
System

CapitalAdequacy

3. The Commitee suggests that pending
theemergenceofmarketsinindiawhere
marketriskscanbecovered,itwouldbe
ke o acocount maket risks N addiion
D te ced Hs

4, TheCommitteerecommendsthatin
the net tree yeas the entre  potiolo of

Govemment  securiies shoud be marked to
marketandthisscheduleofadjustment
shouldbeannouncedattheearliest. At
presentGovernmentandotherapproved

sequriies ae st 1 azeo ik weght
t woud be appropriate  that there should
be a5per cent weight for maket risk for
Govemment and approved  securities.

5.TheriskweightforaGovernment
guaranteedadvanceshouldbethesameas
forotheradvances. Toensurethatbanks
do nat suddenly face dificulies n meeling
the captal adequacy requirement, the new
prescription onfisk weght for Govemment
guaranteed advances should be made
prospective from the time the new

presaioion B put n poce

6. Thereisanadditional capital
requirementofSpercentoftheforeign
exchangeopenpositionlimit. Suchrisks
shoud beinegaed o te caouaion o
risksweighted assets. The Committee
recommends that the foreign  exchange open
poston  limits  shoud cary a 100 per cent
ik wegt

7. The Commitee beleves that it woud
beappropriatetogobeyondtheearlier
normsandsetnewand highernormsfor
capital adequacy. The Committee
accordinglyrecommendsthattheminimum
Ccgpid O sk assets o beinoeased D
10 per cent fom s present level of 8 per
cent It would be appropriate  to phase the
increase aswasdone onthe previous
occasion. Accordingly,the Committee

*The Committeechairedby ShriM.NarasimhamsubmitteditsreportonApril22,1998.
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recommendsthatanintermediateminimum

taget of 9per cet be acheved by te year
2000 and the rato of 10 per cent by 2002
TheRBlIshouldalsohavetheauthorityto

reise tis futher in resped of indvidual
banks f n s judgement the situaion wih
reped © ther sk poke  waras  sudh an
increase. Theissueofindividualbanks’

shatfals in the CRAReeds b be addessed
in much the sameway that the discpine of
resenve requirements is nowappied, vz .,
of - uniformity across weak and strong  banks.

8 In repet o pbic sedr banks, the
addiional captel requremet wl hae D
comefromeitherthe Governmentorthe
market. Withthe manydemandsonthe
budget and the continuing  imperatve  need
for fd  consdidaion, Subsaiion 0 bark
cpid  fnds cama be regaded  as a priody
cdam on budgetary resources.  Those banks
which ae h aposion t© aess te capa
maket a homeor aboad shoud, therefor,
beencouragedtodoso.

AssetQuality, NPAsandDirectedCredit

9.TheCommitteerecommendsthatan
st be dassed asdoid F t BN te
substandard  category for 18 months in the
it instance and everualy for 12 months
adloss f t hes been so identiied but not
witten  off.  These noms, which shoud be
regardedastheminimum, maybebrought
ino force in aphased manner.

10.TheCommitteehasnotedthatNPA
figures do not indude advances covered by
Govemmentguaranteeswhichhavetumed
stickyandwhichintheabsenceofsuch
guaranteeswouldhavebeenclassifiedas
NPAs. The Commitee s of te view that for
the puposes of evaluang  the qualty  of
assetportfoliosuchadvancesshouldbe
teated as NPAs. I, however, for reason of
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thesovereignguaranteeargumentsuch
advances are excluded from the
computation, the Committee would
recommend that the Government
guaranteed  advances which othewise  would
havebeenclassifiedasNPAsshouldbe
separatelyshownasanaspectoffuller
disclosureandgreatertransparencyof
Qperations.

11.Banksandfinancialinstitutions
shoud awod te pacice o ‘evergeenng’
by making fresh advances to ther  troubled
constituents ony wih aview to seting
Neest dues ad awodng  dassiicaion o
theloansin questionas NPAs. The
Committeenotesthattheregulatoryand
Spenvsay  auhoiies ae paing patodr
aenion 0 such breaches in the adherence
o the spit  of te NPAdefniions and are
g apoopiee comedive adion. A the
sametime, itisnecessarytoresistthe
suggestionsmadefromtimetotimefora
relaxation o te definiion of NPAsand the
noms h ts regad

12 Sofa, asund Rs 20000 coe has

been expended for  recapiaisation ad o te
edent 1 whch  recapiaisaion hes enabed
beks b wie dof bses ts B te o whih
theExchequerhashadtobearforthebad

dds o te baks Recgodsan B aasly

ad n te bg un Mt assaEde  giin
Recapitalisationinvolvesbudgetary
commitmentsandcouldleadtoalarge
measureofmonetisation. TheCommittee

ugess tet rofuher  recapidsaion o baks
be undertaken from the Govemment budget
As the authoriies have aready proceeded
on the recapialisation roue it s pehaps
notnecessarytoconsider denovo the
instituion of an ARFdf the type envisaged
bytheearlierCFSReport. Thesituation
wouldperhapshavebeendifferentifthe
recapitalisationexercisehadnotbeen
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undertakeninthemannerinwhichithas
been.

13. TheCommitteebelievesthatthe
obecive  shoud be to reduce the average
level of net NPAsfor al banks to below 5
per cent by the year 2000 and o 3 per cent
by 2002. For those banks with an
international presence, the minimum
obedive  shouid be to reduce gross NPAsto
5percentand3percentbytheyear2000
and2002respectivelyandnetNPAsto3
per cent ad Oper cent by these daes. These
targets cannot be achieved in the absence
o measues © tadde the poblem of baddog
of NPAsonaonetimebasisandthe
implementation of sict  prudential noms
andmanagementefiiciencytopreventthe
recurence  of this problem.

14. TheCommitteeisofthefirmview
tt n ayet a fad festuduig n
te fom o hMvg of the NPApotoio fom
the books ofthe banks ormeasuresto
miigale  the impact of ahgh leve of NPAs
mustgohandinhandwithoperational
resudLing Ceanig W te babnee dhees
ofbankswouldthusmakesenseonlyif
simulianeously steps were taken O prevent
o imt the reememence of new NPAswhich
couldonlycomeaboutthroughastrict
application of prudentialnormsand
managerialimprovement.

15. For banks wih a high NPAportolo,
theCommitteesuggestsconsiderationof
two atemative approaches  to the problem
as an atemative to the ARFproposal made
byte ealr CFS h the it gpoach d
loanassetsinthe doubtfulandloss
categories-which n awy case represent  buk
of the hadcore NPAsin most banks-should
beidentifiedandtheirrealisablevalue
determined. These assets could be
transferredtoan AssetReconstruction
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Company (ARC)whichwouldissuetothe
banksNPASwapBondsrepresentingthe
realisable vabe o te assets  transierred,
poided te damp duies ae nat excessve
TheARCcouldbesetupbyonebankora

st o balks o een h the pihvae  sedor
case the banks themseles decde to set up
anARC, itwouldneedtobeensuredthat

the staffrequiredbythe ARCismade

ackbbe © &t byte baks concemed eher
on tansfer  or on deputation  bass, so that
saff  with  insttutonal memory on NPAsis
availabletoARCandthereisalsosome

rationalisation o saf in the banks whose
assets are sought to be transferred o the
ARC. Fundingofsuchan ARC couldbe

fediced bytesing t onpar wih ‘enue
captal for pupose of tax incentves. Some
otherbanksmaybewilingtofundsuch

assets in efed by secudtising them. This
approach would be wotmhile  and workable
ifstampdutyratesareminimalandtax

ncenives are povided o the banks.

16.Analtemativeapproachcouldbe
to enabe the banks in dificuity
bondswhichcouldformpartofTierll
capial. Ths wi hep te banks o boser
capitaladequacywhichhasbeeneroded
becauseoftheprovisioningrequirements
forNPAs. Asthebanksindifficutymay
find it dificut o afrad subscbes D
bonds, the Governmentwillneedto
guaranteetheseinstrumentswhichwould
then make them eligible for SLRinvestment
by banks and approved instuments by LIC,
GlCandProvidentFunds.

to issue

17. Dreced aedt hes a poportonaisly
higher share in NPAportfolio of banks and
hes been one of the fados i emson n the
qualty of bank assets.  There is continuing
need Ior barks © eded cetk © agiodue
and smal scae sector which are important
segmentsofthe nationaleconomy,on
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commerdal  considerations and on the basis
o cedinathiness, h ts poess tee &
soope for coreding the distorions amiing
outofdirectedcreditanditsimpacton

berks assas  quelly.

18. The Committee has noted the
reasonswhythe Governmentcouldnot
accept the recommendaton for redudng the
sope o deded ek uder pioly sedor
from40percentto10percent. The
Committeerecognisesthatthesmalland
marginalfarmersandthetinysectorof
industy  and smal busnesses  have prodems
withregardtoobtainingcreditandsome
eamalig maybe necessay  for ths  secor.
Under the present  dispensation, wihn  the
priody sedor 10 per cet of net bark qedkt

s eamaked for lendng 1O weaker sedions.
Amgor pofon o ts lendng 5 on acoount
of Govemment sponsored  poverty  aleviation
andemploymentgenerationschemes. The
Committee recommendsthatgiventhe

specal needs of this sector, the cument
ofbanks should, however, be fully
responsiblefortheidentification of

beneficiaries underthe Government
sponsoredcreditlinkedschemes. The
Committee proposes that given the
importance and needs ofemployment

oiented sectors lke food processing and
rlatled  senice  adliviles in agriculure,
fhees pody  ad dayig  these sedos
should also be covered under the scope of
prioritysectorlending. The Committee
recommendsthattheinterestsubsidy

eement in credit for the priorty sector
sod betody edmeed ad een neet
ratesonloansunderRs.2lakhshouldbe

deregulated  for schedued commerda  banks
ashasbeendoneinthecaseofRegional
RuralBanks and co-operative credit

insiiLiions. The Commitee  beleves  thet it
is the tmely and adequate avaiabiity of
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cedk rher ten i ot which 5 maed
for te nended beneicaies. The redudion
ofthe pre-empted portion of banks'
resourcesthroughthe SLRandCRRwould,

n ay case, enage te abiy o banks ©
dgpense cedt D these sedors.

PrudentialNormsandDisclosure
Requirements

19. With regard to income recognition,
h Inda, noome sops acoung when inerest
o isament o pincpd 5 not pad wihn
180days. TheCommitteebelievesthatwe
in this regard and recommends the
introductionofthenomof90daysina
phasedmannerbytheyear2002.

20. At present, there is no requirement
in Inda for agened povson  on sandad
assets.  In the Committee's view a genera
provision,say,ofonepercentwouldbe
appropriateandRBIshouldconsiderits
introduction in a phased manner.

21. The Committee believes  that
caseofallfutureloans, theincome
recognitionandassetclassificationand
provisioningnormsshouldapplyevento
Governmentguaranteedadvancesinthe
samemannerasforanyotheradvance.For
existingGovermmentguaranteedadvances,
RBI,Govemmentandbanksmayworkouta
mechanism for a phased redficaion
ireguiaiies n texe aoous

2. There s aneed for discosure, n a
phased manner, of the matuity pattem of
aaxs ad Hiies fen ey  asss
andliabiliies, movementsinprovision
acoount,  and norHperforming asses. The RB
shoud drect banks o pubish, in addiion
tofinancialstatementsofindependent
entities, a consolidated balance sheet to

in the

o te
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revealthestrengthofthegroup. Full
disclosurewouldalsoberequired of

conected lendng  and lending o sensiive
sectors.Furthermore, itshouldalsoask
bankstodiscloseloansgiventorelated

companes N te banks baance shees. RU
dsdosure  of nformaion shoud nat be ony
aregulatoryrequirement. ltwouldbe
necessarytoenableabank'screditors,

inestos and raing  agendes to get atue
picure  of its functioning — an important
requirementinamarketdrivenfinancial

SS10

23.Asanincentivetobankstomake
specific provisions, the Committee
recommends that  consideration be gven to
making such provisons  tax  deducible.

24.Banksshouldalso pay greater
aternion o asset liabity management to
avoid mismatchesandtocover,among
des by adieet e Hs

25.Banksshouldbe encouragedto

adopt  Statisical ik manegement tedhnques

ke VaeaR n eped o e et
iems which are susoepie o maket price
Loeos oex e vy ad neest

rae changes. Whie the Resene Bank may,
iy, pexabe  cn nomeive modes
formarketriskmanagement theultimate

obecive  shoud be that of banks buiding

uptheirownmodelsandRBIbacktesting

tem for ther veldy — on a peiodcd bess.

SystemsandMethodsinBanks

26.Banksshouldbringoutrevised
Operational Manuals and updatethem
reuady,  keepng N vew te emergng needs
and ensure  adherence 0 the  instrucions 0
that these operations are conducted in the
best interest of abank and with a view t
promotinggoodcustomerservice. These
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shoud fom te basc obedve o intemal
controlsystemns,themajorcomponentsof

whch ae () nemd ingpedon  and audk,
indudng  concument  audit, () Submisson
of Contd Retuns by branchesicontroling
diccs © hger bd di,ss @ Vs Ly
controlingofficialstothefieldievel

offices, (4) Riskmanagementsystems,

(5) Simplification ofdocumentation,

procedue  and of interoffice communication
dames.

27. Anarea requiing  dose soutny in
the coming years would be computer audi,
in vew of lage scde usage and rdlance on

28.Thereisenoughinternational
experiencetoshowthedangerstoan

insiiLion agg orx o redege  rEpoig

0 ad dedig by te bak dices o tadg
transactionsandpositionstaken.Banks
shoud pay spedd aterion 1 tis  agpect

29.Thereisneedtoinstitutean
independent loan review mechanism
especaly  for lage bomowal accounts  and
sysems o dentfy  potenial NPAs. It woud
be desiable  that banks evole a fitering
mechanism by stipulating in-house

the Board approved exposure  imits
and proper overseeng of these by the senior
managementboards. It would be appropriate
if the management committees are
reconstitutedtohave onlywholetime

funciionaries n it somewhat on the patem
of Central Office Credit Committee

constituted in te Sae Bank of Inda. Al
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decisions  taken by these commitees could
beputuptotheBoard of Directorsfor
.

0.t woud be appropiate O indudt  an
addional whoe tme drecr  on the boad
of the banks wih an enabing provison  for
more whoe tme directos for bigger  banks.

3L The Commiiee fees tat the present
practiceofRBIselectingthestatutory
audiors  for banks wih Board of Directors
having no roe in the appontment  process,
isnotconducive to sound corporate
govemance.  The RBl mayreview the existing
pade h ts regad

32.TheCommitteenotesthatpublic
Vet D node asdem o reauing sdd
manpower fromthe open market. The
Commitee beleves that this delay has had
animpad on te competency leves  of pubic
sectorbanksinsomeareasandtheyhave
consequentlylostsomegroundtoforeign
banksandthenewlysetupprivatesector
barks. The Committee urges tat tis aspect
be gven urgent consideration and in case
there are any extant policy driven
impedimentstointroducingthissystem,
gpopieie . seps be @en by e auhories
towardstheneededderegulation.Banks
hae O o wpha d& bese by resofig,
onanongong bess ®© Hea  indudion o
experienced and skilled personnel,
paticLiaty for qk ety b newedy/
areas. The Commitee notes that there has
been considerable  decine  in the scale of
mertbased  recruitment even at the enty
level in many banks. The concept of direct
recruitmentitselfhasbeenconsiderably
dilutedbymanyPSBsincludingthe State
Bank of India by countinginternal
pomoions  © te tanee  dficas cade as
directrecruitment. TheCommitteewould
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stronglyurgethemanagementsofpublic

sector banks to take Steps o reverse  this
tend. The CFShad recommended that there
was no need for ocontuing  wih the Banking
Service RecruitmentBoardsinsofaras

reauiment  of oficas  wes concemed.  This
Committee, upon examination  of the issue,
reaffrmsthatrecommendation. Asfor
recruitmentintheclericalcadre, the
Committeerecommendsthatabeginningbe

madein this regad by pemiting  three or
for lrge  wekperforming banks, induding
State Bankofindia, tosetuptheirown

roumat madinaty  for  reauiing Cerical
staff. Iftheexperienceunderthisnew

arangement proves  satisfactory, it coud
then pave te way for everiualy  doing away
completelywiththe Banking Service

Recuitment  Boards.

33.Itseemsapparentthatthereare
vayng beves o oemaming n pc sedor
banks. The managements of individual banks
mustinitiate stepsto measure what
asments n te sz o her wok foce B
necessaly for te banks o reman  eficent,
identified, would need to be redeployed on
der sudbe g t 5 psde ta
een aier tis somed te excess daf may
not be suisble  for redeployment  on grounds
o goide  and mobily. t wl theebe,
benecessarytointroduceanappropriate
Voluntary Retirement Scheme with
incentives. The managementsofbanks
woud need D niisie daogue n tis area
wih  represeniaives o Bbour.

34. The Commitee feels that the issue
ofremunerationstructureatmanagerial
beves prevaing n pbic secor banks ad
francal indiiLiions needs © be addessed
There 5 anugent need © emsue tat  pubic
s baks ae gen edly 0 deemie
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managerial  remuneraion leves  taking  into
accountmarkettrends. The Committee
recommends that the necessary authoity  in
thisregardbegiventotheBoardsofthe

banks  iniialy n te case of poft  making
pubic secor  banks which have gone publc,
for they woud, in any case, berequred o
operde  wih  an acoounisbity b te malkat
The fothcoming  wage negotiations provide
anopoiny © rvew te eding  paten
of industnywise negoliations and move over
o bakwise negotiations.

B Ths Commiee 5 of te view tat n
today's  increasingly challenging business
envionment,  alage  insfuion can oy be
ked efiedively by a Chef Execuive who has
areasonablelengthoftenure whichthe
Commitee beleves shoud not be less  than
fve years. Since, however, moving over to
ths terue maybe difict, wesuggest  thet
in the fist instance, the minimum tenure
shoud be tree years. The Committee feels
that there is nowaneed o deink the pay
Laes o te O Beoives o pdc  sedor
berks ad fencel diLions fon te CGM
Senice pay scales and that tis  shoud be
et t be dedded by the indvidual banks,
nat exdudng te posshily o pefomance
basedremuneration. TheCommitteewould
liketoaddthattheseobservationsand
recommendationsalsoapplytothewhole
timeDirectorsontheBoardsofbanksand
financialinstitutionsappointedbythe
Government.

36. The Committee would urge the
managements of Indian banks o review the
- . & ichidal -
keepingin mindtheirown business
eniionment  and o address these  urgernty.
The Committeewouldsuggestthatthey

eqoe,  wheeer gpopee, e ey

Reserve Bank of India Bulletin 567

Indiaandabroad, offeringspecialised

talg © te A sveess dAy, o
thattherecanbeanarrangementinplace
forongoinginflowofemergingtraining
packagesandmethodologies.

37.Theremaybeneedtoredefinethe
sope of edard  vgance ad nvesigaive
agences with regard t banking business.
Btema agendes shoud have the requisie
sd addepetse t ke b acocout te
commercial ervionment  in which  decisions
are taken. The viglance  manual now being
usedhasbeendesignedmainlyforuseby
Govemmentdepartmentsandpublicsector

undertakings. ltmaybenecessarythata

separae vignee manual which cgplures the
specialfeaturesofbankingshouldbe

pepared for e@ddg Vgbnee  SupeneEon
oer banks. The Commitee fees tat ts is
an exremely  aiical area and arangements
anr 1 te Adisoy Boad for Bark Fauds
be madefor vaios leves o daf o baks
Asuggestionhasbeenreceivedbythe
Committeethatthe banksshouldputin

place asystem where arecod of al credit
decisionsmadebyanindividualofficer

together  wih his sucoessl peformance s
maintained. Publicsectorbanksshould

consder te suggesion and ty O devise a
system suied 0 ter  needs.

38.Globally,bankingandfinancial
systems have undergone fundamental
changes because of the ongoing revolution
in information and communications
technology. Informationtechnologyand
electronicfundstransfersystemshave
emergedasthetwinpillarsofmodern
bankingdevelopment. Thisphenomenonhas
lrgely  bypassed the Indan  banking  system
althoughmosttechnologiesthatcouldbe
consideredsuitableforindiahavebeen
introducedinsomedilutedform. The
Comiee s tat Qe suess n ts
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areahasnotbeenachievedbecausecfthe
fdowng  reasons

*  Inadequatebankautomation,

*  Notsostrongcommerciallyoriented
nerbark  platorm,

* Lackofaplanned, standardised,
€electronicpaymentsystemsbackbone,

* Inadequate  telecom  infrastucture,

* nadequale  markeng  effor,

* lack of daity and ceainty  on legal
issues  and

* lack of data warehousng network.

The Coomiiee hestied © B ou s=ies
of implementation seps for achieving  rapd
inducion  of information techndogy in the
bankingsystem.Further,informationand
controlsystemsneedtobedevelopedin
2ed aes ke -

*  Bettertrackingofspreads,costsand

NPAstr hgher  proiiatly,
*  Accurateandtimelyinformationfor

strategicdecisionstoidentifyand

promote profitable products and

customers,
* Rik and assetabity managemen, and
*  Efficent freasury  management
Stuctural lssues

39. The Commitee has taken note of the
twin phenomenaofconsolidationand
convergence  which the financial system is
nowexperiencing globally.Inindiaalso
banksandDFIsaremovingclosertoeach
oher in the scope of ther  achvities. The
Committeeisoftheviewthatwithsuch
convergence  of  adlivities betveen banks and
DHs, te DHs shoud, ower apeiod o e
convertthemselvestobanks. Therewould
then be ony two foms of intermediaries,
viz.,bankingcompaniesandnon-banking
france ocompanes. f a DA does not acquire
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abarldg fence  wihn  a siubed ime i
wouldbe categorisedasanon-banking

finance company. ADFl which converts to a
bankcanbegivensometimetophasein
reserverequirementsinrespectofits
liabiliiestobringitonparwiththe

requrements  relaing o commercid  banks.
Similarty, as long as asysem of drected
cedk B h wvogue afomua  shoud  be woked
ot b etend ths to DFs which hae become
banks.

40.Mergershetweenbanksandbetween
banksandDFIsandNBFCsneedtobebased
onsynergiesandlocationalandbusiness
specific  complementaries  of the concemed
institutions and must abviously  make sound
commercal sense. Mergers of pubic  sector
banks should emanate from the
managementsofbankswiththeGovemment
asthe commonshareholder playinga
be wotwhie F tey lead © rationaisation
of wok foce and branch newok — athenwise
themergersofpublicsectorbankswould
tiedownthemanagementwithoperational
issues and dstact  atenion  fom the red
issue. ltwouldbenecessarytoevolve
policiesaimed at“rightsizing”and
redepoyment  of the supus saff  ether by
way ofretrainingthemandgivingthem
appropriatealternateemploymentorby
introducing a VRS with appropriate
incentves. This would necessietle  the oo
operationand understanding ofthe
employeesandtowardsthisdirection,
managementsshouldinitiatediscussions
wih the represeniatives of saff and woud
need to convince ther employees about the
intrinsicsoundnessoftheidea, the
competiive  benefts  that woud accrue and
the scope and potental for employees own
professionaladvancementinalarger
instituion. Memers shoud not be seen as a
meansofbailingoutweakbanks.Mergers
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betweenstrongbanks/Flswouldmakefor

greater economic and commercial  sense and
would be a case where the whole is greater
than the sumof s pats and have a “‘force
muiger e

41.A'weakbank shouldbeonewhose
accumulated  losses  and net NPAsexceed its
networthoronewhoseaoperatingprofits
ks s hoome on recapialsation bonds &
negave for tree oonsecuve yeas. Acese
by case examinationoftheweakbanks
shoud be udetdken demfy those  which

Such banks could be nurured  into heallhy
units by slowing down on expansion,
eschewing highcostfunds/borrowings,
judiciousmanpowerdeployment,recovery

niipives, crammet o expendiue, et
The fure  set up of such banks should also
begivendueconsideration.Mergercould

be a souion to the problem of weak banks
butonlyaftercleaninguptheirbalance

seats. [ there s nowvduary response
atake overofthese banks,itmaybe

desdbe D trk n s o a Restuduig
Commisson for such pubic  sedor  banks for
considering other optionsincluding
restructuring, merger,amalgamationor
failingtheseclosure.SuchaCommission

coud have terms of reference  which, inter
da, shoud indude suggesion of measures
O sdeguad the inerest  of deposios  and
empoyees and 0 ded wih possble  negaive
extemalies. Weakbanks which on a carell
examinaion are not capabe of rewa @ ower
apeiod of tree yeas, shoud be refered
totheCommission.

42. The poicy of licensing  new private
banks(otherthanlocalareabanks)may
connue.  The st up captdl reguirements
of Rs. 100 coe were set in 1993 and these
may be reviewed. The Committee would
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recommendthatthere should be well-

defired  ciieria and atangparent  medhansm
fordecidingtheabilityofpromotersto
professionallymanagethebanksandno
categoryshouldbeexcludedonapriori

grounds. The question of aminimum

treshod capid  for od pivee baks aso
desenves  atenion and mergers coud  be one
of the options available  for reaching the
requied captal  thresholds. The Commitee
woud aso, n tis ocomedion,  suggest that
aslong asit s ld down (@@ now) that any
particuiar promoter group cannot hod more
than 40 per cent of te equily of abank any
uter  redidin o wig s by inig
itto1Opercentmaybedoneawaywith.

43. TheCommitteeisoftheviewthat
foreignbanksmaybeallowedtosetup
SUbsdianes o jot veues n ida  Suh
subsidiariesorjointventuresshouldbe
teated on par wih oher pivate banks ad
subect to the samecondiions  wih regard
tobranchesanddirectedcreditasthese
banks.

44. The Commitee attaches the greatest
importancetotheissueoffunctional
autonomywithaccountabilitywithinthe
frameworkofpurposive, rulebound,non-
discretionaryprudentialregulationand
Ssupervision. Auonomy is a prerequisie for
qeaod bdy adfr aid dsEM
making whether in terms of stategy o day-
oday ogperatons. There & a0 te quesion
whether ful  autonomy with  accountabiity
isconsistentandcompatiblewithpublic
ownership.Giventhedynamiccontextin
which the banks are operating and
woekig e Sudiod eqeience  futher
capial  enhancement would be necessary  for
thelargerIndianbanks. Againstthe
background of the need for fiscal
consolidationandgiventhemanydemands
on the budget for investment funds in areas
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ke nffastudure ad socal  sevices, it
cannot be argued that  subscription to the
equiy of pubic secor banks o meet therr
enhanced needs for captal should command
priority. Publicsectorbanksshouldbe

encouraged,  therefore, to goto the market
b rase cpid © etance ther  cgpld At
peset, te bBas spbe td nat s ten
51 per cent of the share capital of pubic
sectorbanksshouldbevestedwiththe
Govemmentandsimilarlynotlessthan

5 per cet of the shae cgpid of the Sae
Bank of Inda shoud be held by the Resene
Bank of India. The cument requirement  of
minimumGovemmentofindia/ReserveBank

of Inda sharehddng s key 1 become a
odat  for meeg  addiod cpid fom
themarketbysomeofthebetterplaced
banksunlessGovernmentalsodecidesto
providenecessarybudgetaryresourcesto
proportionately subsabe 0 the addiional
equity, indudng the necessary premium on
the shae pice, soas® relan s minimum
stipulatedshareholding. TheCommittee
believesthattheseminimumstipulations
shouldbereviewed. ltsuggeststhatthe
minimumshare holdingby Government/

Resve Bakn te eqiy o te naioneksed
banks and the State Bank should be brought
downto 33 per cent The Resenve Bank as a
reguator  of the monetary system shoud not
bealsotheownerofabankinviewofthe

poenel for possbe oot O neet k
woud not be necessary for the Govemment/
RBD det ter sde n texe reionesd
banksandinthe State Bankofindia. A

reducion in ther shares would come about
throughadditionalsubscriptionbythe
markettotheirenhanced capital. A

propoion  of upto 5or 10 per cent of the
equity ofthe bank concerned may be
reservedforemployeesofthebankwitha
provisionatsome later date forthe
introduction of stock options. The
appointmentbythe GovemmentofBoards
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ad top ecaves of banks deives fom is
meoiy hodng and i  as suggesed  abowe,
te mgoiy hodng isef  were o be gven
up, the appointment of Chairmenand
ManagingDirectorsshouldbelefttothe

Boards of the banks and the Boards
themselves left to be elected by
shareholders.Needlesstosay,witha

significant stock holding of not less than
33percent. Govemmentwouldhaveasay

in the eedion of Boads and indirecty of
the dief ewealves wihout ter beig seen
asadministrative appointments. The
reductioninthe minimum holding of
Goverment below 51 per cent woud in itseff
beamajorandclearsignalaboutthe

festoraion D baks ad e reiliors
ofautonomyintheirfunctioning. The
Committeemakesthisrecommendationin

the fim belef tat this is essental for
of the system and not on any other

consderation

45. To provide the much needed
fedity n s Qpeions, Bl shoud be
coporatised adoonveted o adot  Sok
Companyunderthe CompaniesActonthe
ines o ICC, IFCl adIB. For povidng
focusedattentiontotheworkof State
Francd  Coporators, DBl saehodg n
them should be transferred to SIDBI which
B arely poidlg mEhane asEaxe D
Se Fed  Copodos Togwe t geslr
operational autonomy, SIDBI shoud also be
deinked  fom IDBI.

46. A NBFCsare Satuiody requred ©
have a mnimum net worth of Rs. 25 lakh ff

they are to be regstered. The Commitee is
of the view tat ths minmum figure  shoud
beprogressivelyenhancedtoRs.2crore

which is pemissbe  nowunder the statte

ad that in the fist instance it shoud be
rsed © Rs 50 Hh
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47 DepositinsuranceforNBFCscould
bur the distinction between banks, which
ae muchmore dosely reguated and the non
baks asfar assdely o dgpost B conoemed
andconsequentlyleadtoaseriousmoral
hazard problemandadverse portfolio
selection. The Committeewouldadvise
againstanyinsuranceofdepositswith
NBFCs.

48.UrbanCo-operativeBanksarean
mpotant Kk n the cedt devey  sysem
adesung ter soud hedh 5 impotat
Trearet ety roms, specly e cgid
requirementsaremuchtooliberal. RBI
shoud umgenty undetake areview o these
norms and prescribe revised prudent
minimumcapitalnormsforthesebanks.
Fuhe, wih avew b adiedg an negaed
systemofsupervisionoverthefinancial
system, the Committeerecommendsthat
uban cooperaive banks (UCBs) shoud akso
be brought wihin  the ambit of the Boad of
Financial ~ Supenvision. Oneaof the problem
aes n gpenvan o e UCBss te dudly
in conrol by the State Govemment and the
Resenve Bank of Inda.  Though co-operation
5 asae subedt, shoe UCBsae pimaiy
creditinstitutionsmeanttoberunon
commercial lines, the Committee
recommendsthatthisdualityincontrol
shouldbedispensedwith. ltshouldbe
pimaly  the task o te Boad of Fnandal
Supenision 10 set up reguiatory  standards
for UCBsand ensure compliance with these
standardsthroughtheinstrumentalityof
LpavEn

49, TheCommitteeisoftheviewthat
thereisneedforareformofthedeposit
insurancescheme. Inindia,depositsare
insued upid Rs. 1lkkh. There is no need 0
increasetheamountfurther. Thereis,
honever, need to shit away fom the fat
rale premums O Tk based or varable

Reserve Bank of India Bulletin 571

rate’premiums.Underriskbasedpremium
systemallbankswouldnotbechargeda
uniformpremium. Whilethere canbea

mnimum fat  rae which vl have to be pad
byd baks onad ther customer deposis,
indiiLiions whch hae Edéer  portidios or
which have lower raiings shoud pay higher
premium. Therewouldthusbeagraded
premium. Asthe Reserve Bankis now
awarding CAMEL Sratingstobanks, these

raings coud form the basis for charging
deposit  insurance  premium.

50.TheCommitteeisoftheviewthat
the inerbark  cal and noice  money market
andinter-banktermmoneymarketshould
be strictly restricted to banks. The only
exceptionshouldbetheprimarydealers
who, in asense, perfom akey funcion  of
equibrating the cal money maket and are
fomaly teaed as banks for the pupose o
ther nerbark  tansadios. Al te oher
present  nortbank  particpants in te ner
bankcallmoney marketshould notbe
poided access © te merbark  cal  money
maket These instiutions ocoud be provided
accesstothe money marketthrough

dferert  segments.

51. Theremustbeclearly defined
prudentlimitsbeyondwhichbanksshould
notbeallowedtorelyonthecallmoney
market Thiswouldreducethe problemof
winerabity o droc boowes. Acess ©
the cal market shoud be essentialy for
meetingunforeseenswingsandnotasa
reguar means of finandng  banks' lending
gperaions.

52. Theinterestratesmovementsin
theinter-bankcallmoneymarketshould
be odety and ths can ony be if the RBI
has a presence in the market through short
termReposforasshortaperiodasone
day. TheRBIsupporttothemarketshould
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be through  a Liquicity Adustment  Fadity
under which the RBI would periodicaly, if
necessary daly, reset s Repoand Reverse
Reporateswhichwouldinasenseprovide
areasonablecorridorformarketplay.

Whie there s muchmeit in an interbank
referenceratelikeaLIBOR, sucha
referenceratewould emerge asbanks
implementsound liguiditymanagement

faciliies and the other suggestons made
above areimplemented. Sucharate
cannotbeanointed,asithastoeamits
positioninthemarketbybeingafaity
stableratewhichsignalssmalldiscrete
interestratechangestotherestofthe

system.

53.Non-bankpartiescanbeprovided
fee access © bl redisoounts, commercal
paper (CP), Certificates of Deposis  (CD),
Treasuy Bls (TB) and Money Market Mutual
Funds(MMMFs). Theissuearisesofthe
minimumperiodfortheissueofthese
nstrumens. At presert,  the minmum peviod
forbillsrediscounting by scheduled
commercialbanksis15days. Theminimum
lock-inperiodforCDs,CPsandMMMFsis
N days In the restucting o the maket,
proposedbythe Committee, theminimum
peiod of fixed depost coud, in te fist
instance, bereducedto15daysandall
moneymarketinstrumentsshouldlikewise
haveasimilarreducedminimumduration.
Thereisreasonforkeepingaminimum
dugion for fxed deposis as n the absence
ofsuchaminimumallcurrentaccounts
wouldbecomefixeddepositsandthereby
geaty add to the cost of funds of banks.
Thegquestionneedstobeaddressedofthe
nonbark  instiuions, which havwe funds for
adurationlessthantheminimumperiod
Stipuiated for  money market  instrumens. At
thepresenttime, theinvestorsinmoney
marketinstrumentsinvariablyholdthe
nstuments © mauly and as such tere &
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no secondary market in these instruments.
Inthekindofstructureenvisagedbythe

Commitee, there Wl be an adve seconday
marketinmoneymarketinstruments. The

Commiee 5 o te vew tat tese shudud
changes would resut in the development of

astrongand stable money marketwith

iudy  and deph

54 TheCommitteerecommendsthatthe
RBl shoud toialy wihdaw fom the pimay
marketin91days TreasuryBils,theRBI
could,ofcourse,haveapresenceinthe
secondary maket for 91 days Treasuy Bis.
ff the 91 days Treasuy Bil rate refiects
moneymarketconditions,themoneyand
secuiies maket woud develop an integra
link TheCommitteealsorecommendsthat
foegn  irsiviodl nesos  dod be gen
accesstothe Treasury Billmarket.
Broadeningthemarketbyincreasingthe
participantswouldprovidedepthtothe
market

5% Wih te pogesse eganson o te
forwardexchangemarket thereshouldbe
anendeavourtointegratetheforward
exchange maket wih the spot forex market
by donng A patoparts n te st foex
maket O particpate in te fowad market
wo ter eposues Futemoe, te foex
maket, the money maket and the secuiites
shouldbeallowedtointegrateandthe
fowad premia shoud refect  the interest
rate  differental. As instuments  move in
tandem n these makets the desideraive of
aseamlessandvibrantfinancialmarket

wouldhopefullyemerge.
Rural and Smal Industrial Credit

56.TheCommitteeisoftheviewthat
the banking system shoud be in a posiion
Degp &f oDODely te e deb
based on prescribed norms in the
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Govemmentsponsoredprogrammessothat

te U responshily or d egpes o te
cedt dedson remans wih & Ths shoud
also help improve the client-bank

relationship instead  of the present system
of virtualy imposed  dientele and buld a
aetk  alue ad dejdre

57.The Committee alsorecommends
thatadistinctionbemadebetweenNPAS
asg ot o det  sedic  ad insiuion
spedic  reasons and generd (g0 dimatic
andenvironmentalissues)factors.While
there should be no concession in treatment
o NPAsasig fom det gpedic  reasons,
any dedson O dedae a particuiar aop o
podud o a parouar regon 1 be ddress
hitshould be takenpurelyontechno-
eoconomic  consideration by atechnical  body
likeNABARD.

58. TheCommitteestronglyurgesthat
thereshouldbenorecoursetoanyscheme

ofdebtwaiverinviewofitsseriousand
deleterious mpat onthe alue o cedi

59. Asameasure ofimprovingthe
efficiencyandimpartingameasure of
flexibility the Committeerecommends
considerationofthedebt-securitisation
oot wihn - e piody sdo.  Ths ood
enablebankswhicharenotabletoreach
te piody sor gt b pudee te ot
frominstitutionswhichareabletolend

beyondtheirmandatedpercentage.

60. Evolutionofariskmanagement
systemwouldprovidetheneededcomfort
o te barkig ssem © e agicuue.
Atpresent,underthelncome TaxAct,
provisionforbadanddoubtfuldebtsnot
exceeding5percentofincomeand10per
centoftheaggregateaverageadvances
made by rural  branches of a schedued or a
non scheduled bank are allowed as

Reserve Bank of India Bulletin 573

deduction in computing the income
chageabe 10 tax.  Consideration coud be
giventoincreasingthisto5percentof

income and 20 per cent of average aggregate
advancesofruralbranchestoprovide

e ©Obas r bdy © ud sos

61.TheCommitteerecommendsthatthe
RRBsandco-operativebanksshouldreach
aminimumof8percentcapitaltorisk
weghted assels over apeiod of fve yeas
AreviewofthecapitalstructureofRRBs
should be undertakenwithaviewto
enaging  public  subscription and gve the
sponsor banksgreater ownershipand
reponshilly nh te opedion o RRBs Whe
consideringtheissue of salaries of
employees of RRBs, the Committee strongly
uges tet tee sodd berofuter  duion
o te besc e o RRBsas bwv oo aedt
deivery  institLtions. Cooperatve  credit
indiuions a0 rned b etene ter  cad
through  subscription by their members and
notby Government. Thereshouldbea
delayeringofthe co-operative credit
institutionswithaviewtoreducingthe
intermediation cost and tus provding  the
benefitofcheaperNABARD credittothe
uimate  bomowers.

62 The supenisory  funcion  over rurd
firancal instiutions hes been enusted 0
NABARD. Whilethisarrangementmay
contnue for the present, over the longer
term,the Committeewouldsuggestthat

allregulatoryandsupervisoryfunctions
oer rual cedt  insituions should vest
wih the Boad for Fnancal Reguaion and

63. The presert dudity of cotrdl  owver
the coqperaive ceck  indiuions by Sae
Governmentand RBI/NABARD shouldbe
gimnaed and al te coopeaive banking
institutions should come underthe
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discipine of Baking Reguation Ad, under
theaegisof RBINABARD/BFS. Thiswould

require amendments to the Banking
Regeion Ad The cord o te Regstar
of Cooperave  Sector over co-Operatives
wouldthenbe somewhatonthelinesof
controlthatRegistrarofCompanieshas
over the Banking Instiutions,
underthe CompaniesAct.

registered

64. Barking poicy shoud fadiae the
evolutionand growth of micro credit
institLiions, indudng  LABswhich focus on
agiouLre, ty adsmd sae s,
nddng  such specaldt instiuions a may
be promoted by NGOsfor meeting the
barking needs of the poor. ThicHer banks
shoud be promoted and stengthened to be
autonomous, vibrant, effective and

”  ter :

65.Banksshoulddeviseappropriate
aiea suied © te sd dgdE Secor
ad beresposve D IS genune aedt  needs
but ts shoud nat be by saaiidng canons
ofsoundbanking.Borrowersalsoneedto
accept cedk  disopine. Thee 5 aso need

D revew te peset  indiilional st wp o
e e frencalindusid development
reLios

RegulationandSupervision

66. The Committee recommendsthat
to improve the soundness and stabiity of
the Indan banking system, the regulatory
authoriies shoud makeit obligatory — for
barks © ke inb account risk weights for
marketrisks. The movementtowards
greater market discpline in asense woud
transformtherelationshipbetweenbanks
andtheregulator.Byrequiringgreater
inemal  controls, transparency and market
discipline, the supenvisory  burden itseff
woud be rekively iher.
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67.TheCommitteenotesthatthereis
insuficent anaeness o the Coe Pingoes
inindiaand perhapsevenacomplacent
fecing that these are being implemented.
Ths B nt te ca2 Thee 5 h Bd, aned
for al maket partidpants o ke noe o
the new quiceines I 5 eseid 0 foaly
arounce Ul accesson D these  prindpkes,
e pesopin 0 te fend  isios
adter fu and efedve implemeniation.
68. Proprietorial concems in the case
of publicsectorbanksimpactonthe
reguiatory  funcion leadng to a siuation
of ‘regulatory capture’ where the
regulatorstendtoidentifyregulatory
activitywithbankinginterestsandasa
conseguence ofwhichthequasifiscal
impactofappropriateregulationaffects
the ouelly of reguision

69. The Committee recommendsthat
the regulatory  and supenvisoy  authoriies
shouldtake note ofthe developments
takingplace elsewhereintheareaof
devising  effective reguiatoy  nhoms and to
appy them in Inda teking inb account the
special  characteristics but nat in any way
dilutingtherigourofthenormssothat
the prescriptions metch the best pracices
doroad It B equaly mpotant O recognise
that peas for reguiatoy  fobearance  such
aswaivingadherencetotheregulations
toenablesome (weak) banksmoretime
to overcome their  deficencies could only
compoundtheirproblemsforthefuture
andfurtheremasculatetheirbalance
sheets.

70.Animportantaspectofregulatory
concemshouldbeensuringtransparency
and credbity particuiary as we move inb
amoremarketdrivensystemwherethe
marketshould be enabledtoformits
judgementaboutthe soundnessofan
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institution. There shouldbe punitive
peraies  bah for te naccuae  reporting

o te supenisor o ineccurae disdosures
to the pubic and transgressions in  spiit
o the regulations.

71. TheCommitteeisoftheviewthat

banks should be requred to pubish half
yealy dsdosue  requemens h Wwo parts
The first  should be a general  disclosure,
providng  a summary of performance owver a
period of tme, say 3years, indudng the
overallperformance, capitaladequacy,

information on the banks risk management
systems, te aedt raing and any adion by
theregulator/supervisor. Thedisclosure

Satement shoud besbed o Ul exerd
audit and any falsification should  invite
whichwouldbeabriefsummaryaimedat
theordinarydepositor/investorshould

provide bref  information on matters  such
as captal adequacy ratio, non performing
assetsandprofitability, vis-a-vis,the
adherencetothestipulatednormsanda

comparison wih the industy awerage. This
summary shoud be in alnguage  inieligbe
tothedepositorandbeapprovedbythe

supenisors  before  being madefuly  pubic
when solding deposls Such dsdosue, te
Committeebelieves wilhelpthestrong
banks to grow faster than the weaker banks

andthusleadtosystemicimprovement.

72.TheCommitteerecommendsthatan
integrated system ofregulationand
supenision be put in pace t reguate and
spevise e adiies of barks, fnancel
(NBFCs). Thefunctionsofregulationand
supenision are organicaly inked and we
propose that this agency be renamed as the
Board for Financial Regulation and
Supenison  (BFRS) b maketis  combination
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offunctionsexplicit. Anindependent

regulatory supervisory systemwhich

poies for adosdy ocoodnaed moneiay
poicy and barking supevison  woud be the
ded 0 wok towards.

73. The Board for Financial  Regulation
andSupervision(BFRS)shouldbegiven
statutorypowersandbereconstitutedin
such a way as to be composed of
professionaks. At present,  te professional
inputs are lagey avaidble  in an advisoy
boardwhichactsasadistinctentity
supportingthe BFS. Statutoryamendment
whichwouldgivethenecessarypowersto
the BFRS should develop its own
autonomousprofessionalcharacter. The
Commitee, taking note of te fomaton  of
BFS, recommendsthatthe process of
separatingitromtheReserveBankqua
centralbankshouldbeginandtheBoard
shoud be invested with requisite autonomy
andarmedwithnecessarypowerssoasto
allowitto develop experience and
professionalexpertiseandtofunction
effecively. However, wih aview to retain
an oganic linkage wih RBl, the Govemor,
RBIshould be head ofthe BFRS. The
Committee has also setoutspecific
measures 0 ensure  an efiecive reguiatory/

supenisay  system.
LegalandLegislativeFramework

7. Al famenok tat dealy  deines
te s adHis d s b atas
and providesforspeedyresolutionof
disputesisessentialforfinancial
intermediation. The evouion  of the legal
framework has notkeptpace withthe
changing commerdal pracices  and wih the
financial sector refoms.  The Transfer  of
PropertyActenactedin1882isacasein

port
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7. Gven te unsaisiacory sae o te
lawofmorgage, theresponsehasbeento
vest through specal statute the power of
saleincertaininstitutionslike Land
DevelopmentBanks and State Finance
Corporations. Thisapproach couldbe
edended © dher frencd insiiLiions and,
f possbe, t banks. The oher appoach
o set up speca  tbunals for recory of
dues to banks and financial institutions.
Thesetribunalsneedtohave powersof
attachment before judgement, for
appointment  of receivers  and for ordering
pesaveion  of popety.  For ths  pupose,
an amendment to the concemed  legislation
may be necessary.  The Committee would ke
toemphasisetheimportanceofhavingin
place a dedicated and effective machinery
for debt recovery for banks and financial
rLbs

76. Secuisation of motgages s aso
criticallydependentonthe ease of
enforcement and the costs assocated  with
transferofmortgages. Thepowerofsale
wihout  judcel nenvenion B not avabbe
to any dass of morgages except where the
mortgagee isthe Governmentorthe
mortgageagreementsoprovidesandthe
morigaged property s situated  in - Mumbai,
ChennaiandCalcuttaandothertownsso
notified. Ben if te poner of sale without
judical intervention were avaidbe  there
would need to be measures to put the buyer
i possesson.

77.Thequestionofstampdutiesand
isacaseforreducingstampdutiesand

egein  Bes SusrEl,

78.Inviewoftherecentamendments
to Sedon 28 of Indan Comact Ad, banks
hae eqpessed afear that they can no longer
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toaspecifiedperiodandthattheywould
havetocarrysuchguaranteecommitments

for g peiods as ousandng  obigatios.
Govemmentdepartmentsdonotgenerally

rewm the orginal Quarantee  papers even
aer te pupcse 5 seved Ths whoe isle
needs to be re-examined and bank
guaranteesexemptedfromthepurviewof
therecentamendmenttoSection28ofthe

Indan Conradt Ad The issue of enforang
seauiies n te om o book dds a0 b
for review. The Commitee aso agrees with
the proposal t amendthe Sick Industial
Companies Act, seeking to tigger off the
remedal  mechansm onte sght  of indpent
eSS

79. With the advent of computerisation
tee 5 needfr caly n te bw regadg
the evidentiary vaue of computer generated
documents. The ShereCommitteehadmade
somerecommendationsinthisregardand
theCommitteenotesthattheGovemment
B haig aoalEos wh plc sstr bais
n ts maer Wh eedoc s taser
severa  ssues regading authentication of
paymentinstruments, etc.,requiretobe
clarified. TheCommitteerecommendsthat
a group be constituted by the Resenve Bank
to wok out the detaled proposals in this
regad and implement them in a tme-bound
manner.

80.Certainlegislativerequirements
wouldalsobeneededtoimplementsome
ofthe Committee’srecommendations
regadng  te sudue o te baking sysEm
andmatterspertainingtoregulationand
supenvision. The Barking Regulaion  Act is
structured onthe premise thatbank
supervisionisessentiallyaGovemment
fudon adtet te Reseve Bark of Indias
positionissomewhatonthelinesofan
agent. TheActalsoprovidesappellate
powerstoGovemmentoverthedecisions
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of the RBlin ths regad. K aso provides ConcludingObservations
original powers in cetan  instances.  The

be reviewed.

81.Withrespecttorecommendations
regarding constitution ofaBoardfor
FinancialRegulationandSupervision, it
wouldbenecessaryforamendmentsinthe
BankingRegulationActandReserveBank
ofIndiaAct. Amendmentswouldalsobe
neededintheBankNationalisationActs
toenable grantofgreatermanagerial
autonomyto public sectorbanks, for
loweringtheminimumrequirementsof51
percentGovernmentownershipandas
regardsthe constitution ofBoards of
Directors and of the Management
Committees. Theprovisionsrelatingto
prior approval of Government for
regulationsframedunderthe Actwould
also need to be reviewed. In ine wih the
above,amendmentswouldalsobeneeded
in the State Bank of Inda Act wih regard
o shaehodng of the RBl and constiuion
o is Centa Board.

82. These suggestions are not
exhaustiveandwewouldrecommendthat
thelegalimplicationswithreferenceto
each of these recommendations be
examinedanddetailedlegislativesteps
identifiedbythe MinistryofFinance,

Banking Dimsion  in consultation with the
Ministry of Law. Invieworthe wide-

ranging changes neededinthelegal
framework, the Committee recommends
setting up of an expert committee
comprisingamongothers,representatives

fom the Minsty of Law, Barking Dision,
Minsty  of Fnance, RBI and some outside
epeats o fomulate  spedic  legslative
poposals o gve efed  to the suggestions
madeabove.

83. The previous Chapters have
indicated the Committee's approach to the
issues that wil be presentng  themselves
inthe second phase ofbanking sector
reformevenaswearestilltocomplete
some of the unfinshed  agenda of the first
phase. Inthatphase the focuswas
appropriately on aresng  the qualitaive
deteriorationinthefunctioningofthe
systemandameasure of success has
attendedtheseefforts. Wenowneedto
consoidate  these gains and move forward.

84.Thecentralthemeundertyingour
variousrecommendationsisthuson
strengtheningofthesystemwithinthe
frameworkofpurposiveregulationanda
strong and effective legal system.
Fundamental o te strengthening the system
istheimprovementinthequalityofthe
banks’assets portfolios. Banks as
reposiones o te communys saigs hae
an economic and even a mora  responsioity
o depoy these resources in a manner which
ensures their soundness even whie making
theircontributiontothefurtheranceof
gegion  Thequaly o assas o ar benkdyg
systemthoughsomewhatbetterthanwhat
t wasfve yeas ago il leaves room for
futher  improvement  Someof the extemal
constraints in te fundioning of the banks
which affeced ter asset portiolo in te
formofpre-emptionofresourcesandan
nolongerpresentthoughoneformofsuch
anextemnalconstraintcontinuesinthe
requemas o piody sedor aqedk Thee
reductionsinthepre-empteduseofbank
resoues  hae, n e pooess aessed e
franchise vabe o te barking sysem wih
itsconcomitantofthegreaterneedto
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manege the loan asset  portiolo wih  grester
cae and digence.

85. Nothing ilustrates the emoson of
=t quly oer te yeas ten te el o
NPAs.Wehavecommentedonitsomewhat
extensivelyandhaveindicatedalsothe
reductionthatweshouldaimat. NPAs
constiue arad ecoomc oot 0 the naion
n ta tey et te aocaion o scace
capitalandcreditfundstounproductive
uses. The moneys locked up in NPAsare not
ackde for polude uxe adb te edt
that banks seek b make provisions for  NPAs
o wite them of, it is acharge on ther

profits. Tobe able O do so, banks hae
chargetheirproductiveanddiligent

asomes ahgher e o nerest t tus
becomesataxonefficiency. Itisthe

customer who uses credit  efficiently that

subsdises the  inefidency represented by
NPAs. Ths aso raises the tansadion oosis
n te ssem tus denying te diget  cedt
cusomers  the beneft  of lonver rates  which
wouldhelpthemtobemoreefficientand

competitve. NPAsin shat, are not just a
problemforbanks. Theyarebadforthe

economy.

86.Giventhelegalsystem'sdelays,
roowies o NPAsae mat kdy 10 be quik
Provisioning to reduce the net NPAfigures
would also take tme and cal for a higher
level of bank eamings. There wil hawe t
be, therefore, aore time sugical  solution
trough a‘cave ouf o somecoher fom of
et edare  Recgoksaion d fnandd
instiuions N dsress has, however, been
the roue taken. There is not muchpoint in
ourcommentingatthisstageonwhether
s weste gt agopoach  Recgpidisaion
has not been particularly effective as seen
n te oconnung hgh leves of net NPAsof
somebankswhichhavehadsuchcapital
infusion. It has been cosly and, gven our
budgtay  congtrains, futer meooUxe Dt
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5 not susanabe. Banks wih high NPAsare
aso uwnikey to atract  investor  interest
shouldtheyapproachthe market. Some

fom of asset exchange, therefore, suggests
itdf.

87. Capital adequacy standards are now
better than they were afew years ago, but
the Committee has proposed that
consideration be given to further
ghacemat o cpid |os espeddly, or
thelargebanksevenwhilewideningthe
definiion o sk asss tat shoud go b
the denominator.  The reform  in  accounting
poices  and pracices  has madethe balance
sheets and other statements more credible
and tansparent  tough tere s ol soope
for fuer dsdosue O ensue een geder
transparencyandcorrectinginformation
asymmetry.Prudentialnorms,webelieve,
shoud be kept under consiant revew in the
igt o te peogions o newfoms o rsk
and use of risk management devices.  Asset
liabiity management has now been accorded
appropriate . emphasis.  Invoed  as they are
h vaiouis foms of transfomation of assels
and Blies n ems o mauly, sz ad
ik, tere s now apprecation of the need
forbankstotakeatotalviewoftheir
operaions in s of ther  assat by
management in view of the growing
incidenceofmarketandincomeriskina
dereguiated  envionment  These quialiative
improvementsneedtogohandinhandwith
adindeed berfledced N ardudon n te
armret  hgh bes o tansadon oss n te
system.

88.Soundnessandstrengthwouldcome
about trough stid  adherence O Satioy
and prudental requirement. t s here ta
regulation and supervision assume
be concernedwith the prevention of
pobems  rather  than  attempling

theproblemshavesurfacedinseveral

acue once
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indviduel institiions ain te sy Nat
that wecan avod altogether instances  of
rellios iy b fend deess
weneed to have a famwork for ther earty
detectionand measurestotacklethe

problems.  Cures depend on ther  eficacy on
te dede  fundoing o te kgd ssEM
k 5 a0 mpotat, aste ppios  Chegpes
have indicated, tet regudion  be concemed
wih the ciical aess of barks operations
adnt gt noved N adminsraive tivia
whichshouldbelefttothemanagementof
benks. Aste sysem s beraised,
infactmore need nowfor purposive
poper reguaion  and suvelance woud be
an invitation to finandal anardy.  Wehave
enough examples of this from intemational
experience.Regulation,itneedstobe

sressed  again, has to be rue-bound, non-
toconcentrateontheessentialsandbe

Gealy oodied and sty emoced  though
LpavEn

tee B

89.Financialsectormanagementand
refom ks apooess raher tan aneent
canot be separated  from refom in te redl
sector. Theyaremutuallyreinforcing,
ssainng and susiained by each aher. Thus
animportantoutcomeoffinancialsector
eom 5 tat t ooud ocotbue o geder
fediy n te bdr adpodd makes
Refoms in te red secor, in the st few
years in te areas of industial and trade
policyhaveperhapsmovedsomewhatahead
o refoms in the fnanca sedo. Whh te
real sector hbecoming increasingly market-
diven, ouward looking and wih a premium
on competitve  efficiency, there would be
needforadynamicresponsefromthe
banking and financial sector to match the
ewhving and diversiied needs of the rea
becdled uwont hoease nat oy te twod
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volumeaftheirbusinessandtherangeof

ther senices but do so in an increasingly
even whie keeping abreast of developments
inboththeinternalandinternational

economy. Bankscannotbe expectedto
remaincloisteredinthewaytheywere
shelteredfromcompetitionunderthe

protective umbrela  of Sate ownership.  In
the newmileu that the Commitee envisages
weneedaqualitativetransformationof
managementskillstolearnaboutnew
financialinstrumentsandnewmodesof

el egearny  Ced gpesd 96
for instance, would need to be refashioned
o fador n maket unceraintes, extemd
competiionand,cyclicalandstructural

changes in the economy. Even as investment
and producion  dedsons in te read secor
assume a different qualitative character,
credit  decisions by banks would aso need
D beaddy mryoee Newgpeasd b
based not only on tradiional aspects  such
as oolatera eaduaion bu anagupasd o
the dents oa  fnancd posion  ad hs
captal and credit  needs would be needed.
This s what relaionship barking is about
Astey ener newareas of adiy, such as
poed fandg  h the niesiudue aen,
whichtheyshoulddoinlargermeasure,

bearks woud reed © hoe her 9 n s
of appraisal  of cash foas rather  than rely
onmore traditionalworking capital

assessments. As banks develop these  skils
needintumtofashiontheirappraisal
processeswithrespecttoshorttermand

woking captal requirements of customers.
Overtheyears,wehavesetupdifferent

foas o nerest The lnes sgpaaing  them,
as has been indicated, ae geting  somewhat
bured now. Unversal  banking is caiching
on but ths shoud not have as its casualy

the interest, exerience and experise  in
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development francng  of poeds which our
DFs hae ik woer te yeas Raher they
need o bud ontis epeience ower awder
range of semoes.  Wih more payers in te
financial sectorandwithnon-banking

financial companies aso increasing  their

maket share, there might resut a measure
ofbanking,asdistinctfromfinancial,
dsniemmediation Ben o, baks woud o

be far and away the largest segment of the
fnencdl ssem goat fom beng regposbe
formanagingthe country’s payments

system. Amoreefficientlyrunbanking

ssem eded N ardudon o tansadion
costswouldhelpthe paymentssystemto

be managed in a more cost  effective manner.
Ths shoud oontnue 1 reman an obect  of
pchy:

The role of Government remains
important even in an increasingly
deregulated environment. Government
responshity woud be o aege and nutue
adiversifiedandfunctionallyefficient
financialsystemthroughanappropriate
incentiveframeworkandalegalsystem
rather tan trough drect  interventionist
pdiEs

90. As we move into the second
generationofreforms,ourobjectivehas
to beto evove in ths counry alevel of
banking serviceswhichisefficient,
effectve and customer-oriented and which
shoud seek o emuae te best practices
n te industy te wold ower. For too long
thecustomerhasbeentakenforgranted.
Inacompetitive and marketdriven
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sitition ths hes O dhange Best practices
oo arge o advies saing wh te
functioning of the Boards, of management,
human resource development, risk
management, technology development
andregulatorypaliciesandsupervisory
procedures—all of which we have discussed
a somelengh  eater.

91. Reforms cannot be entirely
painless.  The strengthening of the system
w e s d onte wekad indficert
Competitionisasterntaskmasterand
there s noroom for ladty in iis lexicon
The ultimate resultofastresson
competitiveefficiencywouldbeamore
producive  and profitable banking  system.
f weare to deive the ful benefts of a
stong and vieble financal system we need
a sound macro economic policy
framework. A sound macro economic
envionment  and a strong  financial system
arethesureguaranteesforprogressand
forgrowthwithareasonablemeasureof
nerd ade@rd Sy Ts B d te
moresoaswetreadcautiouslytowardsa
more open capital accountregime.
Globalisationoffinancialmarketsposes
opportunities but in the absence of these
prerequisitescouldalsoposedangers.
Withimprovedstrengthandstructural
changesandwith greaterfunctional
auonomy  and operational fiexdoity, there
is every reason to expect that our banking
systemwilirisetothechallengesofthe
nextmillennium. Ourrecommendations
are designedto meetthis strategic

dedie



