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1. The Committee'. appl"08c:h to the Issue of financial eector 

reform Is to ensure that the flnanclal serv Ices Industry operates 

on the basis of operatlcnal flexibility and fuoIctlcnal autonomy 

"lth a vie" to enhancing efficiency, productl v It y and 

profitability. A' vibrant and competltive financial .ystem Is 

also necessary to sustain the ongoing reform in the structural 

aspects of the real ecanomy • We believe that ensuring the 

Integrity and autonomy of operatlons of banks end OFIs Is by 

far the more relevant Issue at present than the question of their 

ownership. 

2. The Indian banking and financial system hes made com-

mendable progress In extending Its geographical spread and 

functlcnal reach. The spread of the banking system has been 

a major factor In promoting financial Int ... medlaUon In the economy 

and In the growth of financial sav lngs. The credit reach also 

has been ex tenslve and the banking system now cat .. s to severai 

mUlIon borrowers especially In egrlC1l1ture and smell Industry. 

The DFIs have established themselves as a major Instltutional 

support for investment In the private sector. The last decade 

has "Itressed considerable dlv .... Ulcaticrl of the lItCIney end 
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capital ma,.ket •• New f1nenc1a1 eerv Ices and Instrument. have 

appea,.ed on the SOWle. 

3. Despite thl. commendable p,.ogr-.. s .erlous pr-oblems have 

emel"ged ,.eflected In a decline In p"oductlvlty and efficiency, 

and er-oslan of the p,.ofltablllty of the banking sector-. The 

major' facters responsible for- these a,.e: (a) dl,.ected Investments i 

and (b) dll"ected c,.edlt p"ogl"ammes. In both these cases, ,.ates 

of Inter-est that wer-e available to banks were less than the 

ma,.ket ,.elated ,.ates or- what they could have aeaJl"ed f,.om 

alternate deployment of fund.. There has bea'I a deterlor-atlon 

In the qua 11 ty of the loan por-tfollo W'l1c:h1n tum has come In the 

WIly of banks' Income gene,.atlon and 8'1hancement of thel,. capital 

funds. Inadequacy of capital has been accompanied by lnadequecy 

of loan loas p,.ovlslons. The aCODll\tlng and dlsclosunt p,.actlces 

also do not always ,.efleet the tl"U8 state of affe.11"S of banks 

end flnancle.1 Institutions. The erosion of p,.ofltablllty of bank. 

has also emanat~ f,.om the side of expendltur-e lIS a r-esult of 

fast and massive expansion of b,.enches, many of which a,.e 

un,..."...,.atlve especially In the rural a,..s, a conslde,.able 

deg"" of ove,.-mann!ng especially In the U,.ban and metropolitan 

cent,... .,d Inadequate p"og,.ess In updating work technology. 

Both management weaknesses and tr-ade union p,.esau,... have 

oant,.lbuted to th Is. The,.e have also been weaknesses In the 

Internal or-gan1satlanal stNctu,.e of the banks, lack of sufficient 

delegaUon of autherlty and Inadequate Internal cant,.ol. and 
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....... 1 ... Uan In ...... WINd 'housekeeping' euch' •• balancing 

fIA book. and reconciliation of Intar-brenc:h and Int ... -bank entrl ... 

The OFla alao autf.. fram • degr_ of, portfolio contamination. 

"'.. .. ..... pr~ In the ca.. of the SFC.. Being amaU ... 

"'UtuUana the Internal organisational problems of the OFIs have 

been I •• acute than those of the bank.. Howev .... both banks 

Ind the OFI. h.ve .uff .. ed from excessive administrative and 

political Intwf .. ence In individual credit declslan m.klng and 

Internal management. The det ... lor.tlan In the financial health 

fIA the ay.'''' hu reached • point wh .. e unl... remedial 

____ are taken ~, It CClUld further .,.ode the real v.lue 

of end return an the eavlngs entNSted to them and even have 

an .dv ..... impact an depositor and Investor confidence. This 

dlagnoals of the probl... Indicates the lines of solutlan which 

the Cammlt'- proposes with • vIew .s much to imPl"Ovlng the 

health of the ey.tem as for making It an Integral part of the 

angolng pr~. of economic reform •• 

4. The Committee 15 of the view that the SLR Instrument 

shcIuld be deployed In cmformlty with the orIginal Intentian 

of regarding It a. a prudential l"'8qu I rem ent end not be viewed 

- a majcr Instrument for financing the publlc sector. 

with Govenwnent's declsim to reduce the fiscal deficlt 

In Une 

to a 

level consistent with In!Icro-econanlc stability, the Ccmnittee recan­

IIBIds that the SLR be brcJugIt dcMn In a P"ased InIII'VMIr"' to 25 per 

c.rt ov .. a period of about five years. starting with _e redYc­

tlon In the ClllTent y... Itself. 
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5. As regards the cash reserve ratio, the Reserve Bank 

should have the nedbillty to operate this Instrument to serve 

Its monetary pollcy objectives. The Commltt_ believes that 

glv., the GovemmWlt's resolve to reduce the fiscal deficit. the 

occasion for the use of cash reserve ratio to control the secondary 

expansla'l of credit should also be less. The Committee 

accordingly proposes that the Reserve Bank consider progressively 

reducing the cash reserve ratio from Its present high level. 

With the dere!JJlation of Interest rates there would be more scope 

for the use of OPWl market operations by the Reserve Bank with 

correspondingly less emphasis on variations In the cash reserve 

ratio. 

6. The Commltt. proposes that the Interest rate paid to 

banks on their SLR Investments and on· CRR In respect of 

ImpcMllded deposits above the basic minimum should be Incr_sed. 

As dlsQlssed later, the rates on SLR Investmtnts should be 

progressively market related whUe that on cash reserve requlr ... 

mtnt above the basic minimum should be broadly related to 

banks' avrage cost of deposits. However, during the present 

regime of admlnlstred Int .... t rates, this rate may b8 fixed 

at the level of banks' cne year deposit rate. 

7. With respect to directed credit programmes, the 

Commltt. I. of the view that they heve played a useful purpose 

In ext.,dlng the reach of the banking system to cover sectors 
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which ...... neglected hitherto. Despite canalderable 

~producUve lending, th.,.e 1.s evidence that the c:a'ltrlbutlan 

of bank credit to growth of agriculture .,d amall Indu.try has 

nD., ~ct. Thl. call. fOl" aome re-examlnatian of the pr..."t 

relevance of directed credit programmes at least in respect of 

thoee who are able to .tand an their own feet .,d to whom the 

directed credit programmes with the element of In t.,.e.t 

concesslonallty that has accompanied it ha. become • .C1Irce 

of ecancmic ,..,t. The Commltt.. recognises that in the l .. t 

two decades b.-.klng and credit pollcl.. have been deployed 

with a redistributive objecUve. However, the Commltt .. bellev_ 

that the pursuit of 8Uch objectlv .. shC1l1d use the Jnst,.,....,tallty 

of the fiscal rather th., the credit .y.t.... Ac:c:ardlngly, the 

Committ_ propos_ that the directed credit programm.. should 

be phased aut. This process of phasing C1It would also recognise 

the need that for some time it would be neces .... y for a ......... 

of apeclal credit support through direction. The Committee 

therefore, pI"Opos" that the priority sector be redefined to 

comprl.. the small and marglnai fanner, the tiny sector of 

Industry, amell business and transport operator., v ll1age .-.d 

cottage industries, rural artisans, and other weak.. sectians. 

The credit target for thls redefined priority sector shC1l1d hence­

forth be fixed at 10 per cent of aggregate credit which would 

- broadly In Una with the credit flows to the.. sectors at 

present. The Commltt_ also proposes that a review may be 

undertaken at the end of th,... y..,... to Me U directed credit 



programmes need to be continued. As regsrda medium end large 

fanmars, end the larger among small industries, including transport 

operators, etc., who wouid not now constitute per-t of the 

ntdeflned pr-iority sector, the Committee propoMS that to fUl"ther 

encourage banks to provide credit to these erstwhile constituent. 

of the priorJty sector, the Reserve Bank and other r-eflnanclng 

agencies institute a preferential refinance scheme In term. of 

which Increm ... tai credit to these sectors would be eligible for 

pr-eferential r-eflnance subject to normal eligibility criteria. 

8. The Committee Is of the view thet the pr-.nt .tr-uctur. 

of admlnlst.-ed Interest r-at_ Is highly compl.. end r-igid. 

This Ie so In spite of the r-ecent MOves towar-ds deregulation. 

The Committee pr-oposes that Inter .. t rates be fw-th.,.. dereguleted 

so .. to r-eflect emerging lIIIlr-ket CU"ldltlona. At the sam. u.., 

the Cam .. ltt_ believes thet • r-eesonebl. degree of macro econoMic 

balance thl"ClUgh • r-eQ.icUon In the fiscal deficit la necessary 

fer .,ccessful deregulation of Interest ,...tes. 

to lnar-ket del.-mined lnt.-est r-ates oould, .... perl ... ce ebraed 

hes shown, po.. the danger of .. eesslv. bank lending et high 

nomlnel r-at .. to borrowers of dYblOUtl credit-worthiness, eventually 

cr_tlng .C1Ite pr-oblems for bmh the banks as well as the 

barr-ower.. Accordingly, the Committee r-eoomrnends that for 

the preeent, Interest r-ates on bIwIk deposit. may CU"ltne to 

be "esp.dated, the ceilings on -..ch rates being raised •• the 

SLR la ...... c:ed prog .... lv.ly _ -..ggeatetl by us .... 11 ... 
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Similarly, the In'erest rate on Government borrowing lNty al.o 

be gradually brought In line with INtrkat-determlned rat.. which 

would be facllltated by tha reduction In SLR. Meanwh 11., the 

Committee would recommend that concesslonel Int .... t rat.. Mould 

be phased out. The structure of Interest rates should bear a 

broad relatlc:nsh!p to the Bank rate which should be ... ad as 

an anchor to sl~al the Reserve Bank's mCl'le'ary policy s~. 

It would be desIrable to prov Ide for what may be called a pr ..... 

rate, whIch would be the floor of the lending rau. of '-'M 

and OFls. Tha spreads between the Bank rat., the blink d8peIIItt 

rates, the Government borrowing rates and the prIme rat. may 

be determIned by the RBI broadly In accordance with ,he crU';'la 

auggested by the Chakravarty CommIttee .0 as to en.".. that 

the real rates of Interest remain posItive. 

9. The Inadequacy of capital In the banking system I. a 

cause for concern. WhUe progress towards BIS norms Is 

desirable, the Committee recognises that this will· have to be 

phased over time. The Committee suggests that the banks and 

financial Institutions should achieve a minimum 4 per cent capital 

adequacy ratio In relatlc:n to risk weighted assets by ·March 

1993, of which Tier 1 capital should be not less than 2 per 

cent. The BIS standards of 8 per cent should be achIeved over 

the period of the followIng 3 years, that Is, by March 1996. 

For those banks with an InternaUonal presence It would be 

necessary to reach these figures even earll .... 
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10. The Committee beUeves that In respect of those banks 

whose operations have been profitable and which enjoy a good 

reputatlm In the markets, they could 

the capital market for enhancement of 

stralght-eway approach 

their capital. The 

Committee, therefore, recommends that In respeot of such banks, 

Issue of fresh capl tal to the pubUc through the capital market 

should be permitted. Subscribers to such Issues could Include 

mutual funds, profitable public sector W\dertaklngs and employees 

of the Institutions besides the general public. In respect of 

other banks, the Govenvnent could meet the shortfall In their 

capital requirements by direct subscrlptlm to capital or by 

prov Idlng a loan wh Ich could be treated as subordinate debt. 

11. Before arriving at the capital adequacy ratio for each 

bank, It Is necessary that the assets of the banks be evaluated 

an the basis of their reaUsable values. The Committee proposes 

that the banks and financial Institutlms adopt unlfonn aCCOU'lting 

practices portlallarly In regard to Income recognltlm and 

provlslmlng against doubtful debts. There Is need also for 

adopting SQU'ld practices In regard to valuatim of Investments 

an the llnes suggested by the Ghosh Committee an Final Accounts. 

12. In regard to Income recognltlm the Committee recommends 

that In respect of banks. and financial Instltutlms which are 

following the accrual system of accounting, no income should 

be recognised In the acc:ounts In respect of non-performing assets. 
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All asset would be considered non-performing If Int ..... st an such 

assets remains past due for a pet"lod exceeding 180 days at the 

balance sheet date. The Committee furthe;' recomm.,ds that bank. 

and financial instituUa"IS be glv., a period of thr.. yea,.. to 

move towards the above norms In a phased manner beglmlng 

with the ~rrent year. 

13. For the purpose of provisioning, the Committee recom­

mends that, using the health code classification which Is already 

In vogue In banks and flnanclal Institutions, the assets should 

be classified Into four categories namely, Standard, Sub-standerd, 

Doubtful and Loss Assets. In regard to Sub-standar'd As .. tS, 

• genenal pr-ov Islon should be created equal to 10 pet" cent of 

the total outstandlngs ..,der this category. In respect of Doubt­

ful Debts, pr-ov Islan should be created to the .. t.,t of 100 pel" 

CWlt of the MQlrlty shortfall. In respect of the tIeQIr-ad portlan 

of some Doubtful Debts, further prov Islon should be created, 

ranging from 20 pe,. cent to 50 per cent, dep.,dlng an the period 

fOl" which such assets ,.emaln In the doubtful category. Loss 

"ssets should e1the,. be fully wrUt., off or p,.ovislon be created 

to the e"t.,t of 100 pe,. cent. The Committee Is of the view 

that a period of • years should be glv., to the bank. and 

flnanclal institutions to conform to these provisioning require­

m.,ts. The movement towards these norms should be done In 

a phased manner beglming with the curr.,t yea,.. However, 

It Is necessary for banks and fJ.nanclal instltutJans to .,sure 
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that In respect of doubtful debts 100 per cent of the security 

shortfall Is fully prov Ided for In the shortest possible time. 

14. The Committee believes that the balance sheets of banks 

and financial Institutions should be made transperent and full 

disclosures made In the balance sheets as recommended by the 

International Accountlng Standards Coommlttee· This should 

be done In a phased manner commenclng with the current year. 

The Reserve Bank, however, may defer Implementation of such 

perts of the standards as It considers appropriate during the 

translUonal period until the norms regarding Income recognition 

... d provisioning are fully Implem.,ted. 

15. The Committee suggests that the criteria recommended 

fer non performing assets and prov Islonlng requlrem.,t~ be 91 v., 

due recognition by the tax author.lUes. For this purpose, the 

Committee recommends that the guidelines to be Issued by the 

Reserve Bank of India under Section 43 0 of the Income Tax Act 

should be In line with our recommendations for determination 

of non-performing assets. Also, the specific provisions made 

by the banks and InsUtutions In Une with our recomm.,dations 

.. ould be made perllllssible deductions under the Income Tax 

Act. The Committee further suggests that In regard to general 

provlslCl'ts, Instead of deductions under Section 36 (1) (vUa) 

being r.tricted to 5 per ·CWlt of the totel income end 2 per OWIt 

of the aggregate average advances by rural branches, it should 
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be r .. trlcted to 0.5 per cent of the aggregate average 

non-agricultural advanc.. end 2 per cent of the aggregate average 

advances by rural branches. This exemption sha,lId also be 

avaUable to banks having operations outside India in respect 

of their Indian assets, in addition to the deductions available 

under Section 36 (1) (v 111) • 

16. Banks, at present, experience considerable difficulties 

In recoveries of loans and enforcement of security charged to 

them. The delays that characterise our legal system have 

resulted In the blocking of a significant portion of the f!Slds 

of banks and OFIs in unproductive assets, the value of which 

deteriorate with the passage of time. The Committee, therefore, 

considers that there is urgent need to work out a suitable 

mechanism through which the dues to the credit institutions could 

be realised without delay and strongly recomme"lds that Special 

Tribunals on the pattern recommended by the Tiwari Committee 

on the subject be set up to speed up the process of recovery. 

The introduction of legislation for this purpose Is long overdue 

and should be proceeded with immediately. 

17. While the reform of accounting practices and the creation 

of Spechll Tribunals are essential, the Committee believes thet 

an arrangement has to be worked out !SIder which part at leest 

of the bad and doubtful debts of the banks and finanCial 

institutions are taken off the balance sheet so that the banks 
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could recycle the' funds realised through this process Into more 

productive assets. For this purpose, the Committee proposes 

the establlshment, If necessary by special legislation, of an 

Assets Recenstructlen Fund (ARF) which could take over from 

the banks and financial Institutions a portion of the bad and 

doubtful debts at a discount, the level of discount being 

determined by independent auditors en the basis of cl8lllrly 

stipulated SJ,Ildellnes. The ARF should be prov Ided with special 

powe,.. for recovery somewhat broader than those centalned In 

Sectlens 29-32 of the State Financial Corporatlon's Act 1951. 

The capital of the ARF should be subscribed by the publlc 

sector banks and financial Institutlens. 

18. It Is necessary to ensure that the bad and doubtful debts 

of banks end financial institutions are transferred to the ARF 

In a phased marner to ensure smooth and effective functioning 

of the ARF. To begin with, all censortium accounts where more 

than cne bank or Institution, Is Involved should be transferred 

to the MF. The number of such aCCOU'lts will not be large but 

the amounts Involved are substantial to make a difference to 

the balance sheets of banks. Gradually, dependIng on the 

progress achIeved by the MF, other bad and doubtful debts could 

be transfer-red over Ume. Meanwhile, banks and Institutiens 

should pursue recovery through the Special TrIbunals. Based 

on the valuatlen given In respect of 8IIIch asset by a panel of 

at least two Independent auditors, the ARF would Issue ba1ds 

to the CCI'Ka ned lnetUutlon carrying an Interest rate eq&.al to 
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the Government bond rate and repayable over a period of 5 years. 

These bonds will need to be guaranteed by the Government of 

India and should be treated as quall fy Ing for SLR purposes. 

The advantage to banks of this arrangement would be that their 

bad and doubtful debts would be off their.' books though at a 

price but they would have In substitution of these advances bonds 

upto the discounted value with a certainty of Interest Income 

which would be an obviously important aspect from the point 

of v lew of income recognition, and further by making these bond 

holdings eligible for SLR purposes, banks' fresh resources could 

become avallable for normal lending purposes. We wish to 

emphasise that this proposal should be regarded as an emergency 

measure and not as a continuing source of relle# to the banks and 

OFIs. It should be made clear to the banks 8/'Id financial 

institutions that once their books are cleaned up through this 

process, they should take normal care and pay due commercial 

attentia"l in loan appraisals 8/'Id superv Ision and make adequate 

provisions for assets of doubtful realisable value. 

19. Sel11ng these assets to the Fund at a discount would 

ObViously mean an obligatiOI"' on the banks/OFIs to write off these 

losses which many of them are in no position to do now, given 

their weak capital position. We propose that to enable the banl':s 

to finance the write off represented by the extent of the discount, 

the Government of India would, where necessary, provide, as 

mentioned earlier, a subordinated losn counting for capital. 
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As far as the Government of India Itself Is .:oncemed. we believe 

that the 1"Upe8 counterpart of any external assistance that would 

be available for financial sector reform could be used to prov Ide 

this type of capital to the banks and DFIs. 

20. The ARF would be expected to deal with thoae assets 

which are In the process of recovery. In respect of sick units 

which are under nursing or rehabilitation programmes. It is 

necessary to wor'k out a similar arrangement to ensure smooth 

decision making and Implementation In respect of such nursing 

programmes. The Committee recommends that In respect of all 

such consortium accounts which are under a nursing programme 

or In respect of which rehabilitation programmes are In the 

process of being worked out, the concerned lead financial 

institution and/or lead commercial bank should take over the 

term loan and working capital dues respectively from other 

participating institutions and banks. Such acquisitions should 

be at a discount based on the realisable value of the assets 

assessed by a panel of at leest two Independent audi tors as in 

the case of transfer of assets to ARF, 

21. In regerd to the structure of the banking sy stem, the 

Committee Is of the view that the system should evolve towards 

a broad pattern consisting of: 

(a) 3 or 4 large banks (including the State 

Bank of India) wh 1ch could become Inter­

national In character i 



(b) 8 to 10 national banks with • network of 

br-anch.. thr-cughout the countr-y engaged 

in 'univer-sal' banking; 

(c) local banks whose oper-ations would be 

(d) 

gener-ally confined to a specific r-eglon; 

and 

Rur-al 

tiQ"lS 

banks 

would 

(including RRBs) whose oper-a­

be conf ined to the rur-al ar-eas 

and whose business would be pr-edominantl y 

engaged In financing of agr-Icul tur-e and 

allied activities. 
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The Committee Is of the view that the move towar-ds this r-evised 

system should be market driven and based Q"I profitability 

cQ"IsideratiQ"ls IIf'Id brought about through a pr-ocess of mer-gers 

and aCQ\.llsitions. 

22. The Commit tee is of the view tha t the structure of r-ur-al 

credit will have to combine the local character- of the RRBs 

and the resources, skills and organisational/manager-lal abilities 

of the commercial banks. With this end in view the Committee 

recommends that each public sector- bank should set up one or-

more rural banking subsidiaries, depending on the sIze and 

administrative cQ"lvenience of each sponsor- bank, to take over­

all Its rural branches and, wher-e appr-opr-Iate, swap Its rur-al 

branches with those of other- banks. Such rur-al banking 

SUbsidiar-les should be tr-_ted on par- with RRB. In r-egar-d to 



CRR/SLR requirements and refinance facUiU_ from NABARD and 

sponsor banks. The 10 per cent target for directed credit which 

we have recommended as a trensltianel measure should be 

calaJlated on the basis of the combined totals of the parent 

banks and their subsidiaries. The Committee proposes, that 

while RRBs should be allowed to engage In all types of banking 

business, their focus should continue to be to lend to the target 

groups to maintain at a minimum the present level of their 

lending to these groups. With a view to Improving the viability 

of their operations, the Committee proposes that the Interest 

rate structure of the RRBs should be In Une with those of the 

commercllli banks. The Committee would leeve the option open 

to the RRBs and their sponsor banks as to whether the RRBs 

should retain their identity so that their focus on lending to 

the target groups Is not diffused or where both the RRBs end 

the sponsor banks wish to do so they could be merged with 

the sponsor banks and the sponsor banks In such ca~ should 

take them over as 100 per cent subsidiaries by buy Ing out the 

shares from other agencies at a token price, end eventually 

merge them with the rural banking subsidiaries which we have 

proposed. For those RRBs that retain their Identity and whose 

viability would need to be Improved, we propose that Instead 

of Investing in Go v en'Vnen t bonds as pert of their SLR 

requirements, they could place the amounts stipulated under SLR 

as deposits wlth NABARD or some special federal type of agency 

that might be .. t L4) for this purpose. This would aleo be 
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with the statutory requirements In this regard and 

this agency could pay Interest on such balances by 

deploying these funds to the best advantage on their 

thus help to augment the Income of the RRBs. 

23 • Ie Committee proposes that Government should Indicate 

that there would be no further natlcnaUsatlon of banks. Such 

an assurance will remove the existing disincentive for the more 

dynamic among the private banks to grow. The Committee also 

recommends that there should not be any difference in treetment 

between the publlc sector and the private sector banks. The 

Committee would propose that there be no bar to new banks In 

the private sector being set up provided they conform to the 

start-up capital and other requirements as may be prescribed 

by the Reserve Bank and the maintenance of prudential norms 

with regard to accounting.· prov isionlng and other aspects of 

operations. This in conjunction with the relevant statutory 

requirements governing their operations would prov ide adequate 

safeguards against misuse of banks' resources to the deterlment 

of the depositors' interests. 

24. The Committee recommends that branch Ucenslng be 

abOlished and the matter of opening branches or closing of 

branches (other than rural branches for the present) be left 

to the commercial judgment of the Individual banks. 



25. The Committee also believes that, consistent with other 

aapecta of Government poUcy deellng with foreigl Investment, 

the policy with regard to allowing foreign banks to open offices 

In IndIa either as branches or, where the Reserve Bank con-

siders It appropriate, as subsidiaries, should be more liberal, 

subject to the maintenance of. mInimum assigned capital as may 

be prescribed by the Reserve Bank and the statutory requirement 

of reciprocity. Joint ventures between foreigl banks and Indian 

banks could also be permitted, parUcularly in regard to 

merchant ln1investment banking, leasing and other newer forms 

of financial serv lees. 

26. Foreign banks when permitted to operate in India Should 

be subjected to the same requir8'llB'lts as S"eapplicable todanestlc 

banks. If, in v iew of certain constraints such as absence of . . . 
branch network, the foreign banks are unable to fulfil certain 

requirements such as directed credit (of 10 per cent of aggregate 

credit) the Reserve Bank should work out alternative methods 

with a view to ensuring a level playing field. 

27. The CommIttee is of the view that the fOl"'eigl operations 

of Indian banks need to be rationalised. In llne 11'1 lth the 

structure of the banking system visuaUsed above, there would 

seem to be scope fOl" one 01" more of the large banks, In addition 

to the SBI, to have operations abroad in major Internatlc:nel 

financial cent,... end In regions with strong Indian ethnic 
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pre~. Pending the evol"Ucn of e few Indian bank. with 

an International charactal", the Committee reeom~. a. an 

interim measu,.. that those Indian bank. with the largest pr-esence 

abroad and strang financial po.ltlon could jointly •• t up one 

or more subsidiaries to take over their existing branches 

abroad. The SBI operations abroad can contlrue and Indeed be 

strengthened In the course of time. The Government may also 

consIder the larger banks Incr_slng their presence abroad by 

taking over ex 1 sting small banks Incorporated abroad as a means 

of expandIng theIr international operations. 

le. The CommIttee belIeves that the Inte",.l organI~tlon 

of bank. Is best left to the judgm."t of the managements of 

Indiv I dual banks, dependIng upon the sIze of the bank, Its 

branch spread and range of flM"lctions. However, for the medIum 

lind large national banks the Committee proposes a three-tier 

structure In terms 01 head office, a zonal office and branches. 

In the case of very large banks, a four-tier organisation, as 

Is the case with the State Bank, with head office, zonal office, 

regional office and branch may be appropriate. Local banks 

may not need an IntermedIate tier between the branch and the 

central offIce. 

29. The CommIttee endorses the view of the Rangarajan 

Committee on Computerlsatlon that there 15 urgent need for a 

far greater use of computerised systems than at present. 



Campuwlaatlon has to. be r'8C:C9)1Md lUI an lncUapenuble tool 

10r improvement In a...tomer ... v Ice , the institution end operaUCil 

of better control ay.tern., 9,...t.,. efficiency In InfonnaUCri 

technology and the betterment of the work an" Ironment for 

employ .... These are ...... Ual 

Mctier! effectively and profitably 

and competltlve anvlrcnnent which 

requlr-.rn«lt. for bank. to 

In the lnoreeslngly complex 

le fast developing In the 

financial ser"lces Begment of the eca"lomy. 

JO. Ccnsls tent with .the Committee' & V lew that the integrity 

and Inter-nal autonomy of banks and OFIs Is far mOt"e ImpOt"tant 

than the question of ownership, the Committee makes the 

toIowIng recommendations regarding recruitment of offICers & staff and appolntmertlS 

of chief executives and constitution of the boards 01 the Rrtitutlons: 

31. The Committee recommends that instead of ha~ing a 

common recruitment system fOl" officers individual bankanistRiJlG 

be free to make their own recruitment. Thus there Is no need 

for setting up a Banking Service Commission for centralised 

recruitment of officers nor fOt" their recruitment, as at present, 

through Banking Service Recruitment Boards (BSRBs). This wUl 

prov ide scope for the banks to scout fOt" talent and impart neW 

skills to their personnel. The Committee, however-, predicates 

this recommendatier! on the assumption that the banks will aet 
up objective, fair and impartial recruitment procedu~ and, 

wherever appropriate, they oauld voluntarily come together to 

... 1. 
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have a joint recruitment .ystem. As regards clerical grades, 

the present .ystem of recruitment through BSRBs may continue 

but we would urge that the appointment of the Chairmen of these 

Boerds should be totally left to the coordinating banks. 

32. The Committee belleves that there has to be a 

recognition on the part of managements and trade unions that 

the system carvlot hope to be competitive Internally and be In 

step with the wide-ranging innovations taking place abroad 

without a radical change in work technology and culture and 

greater flexibility In personnel pollc1es. We have been 

reassured to know that organised labour Is as much convInced 

of the Importance of enhancing the vIability and. profitabU1ty 

of the banking Industry and provIdIng efficient QJstomer service. 

It is equally Incumbent on management of banks to adapt forward 

lOOking personnel policies which would help to create lit 

8{tbrf,Ing- work env ironment'. 

33. The Committee recommends that the various guIdelInes 

and directives issued by the Govemment or the Reser-ve,-ank 

in regard to inter-nal administration of the banks should be 

revl~ to examIne their continuIng relevance In the context 

of the need to ensure the independence and autonomy of banks. 

Such guIdel1nes which relate to matters of internai administration 

8Uch a. a-eeUon and categorisaUon of posts, promotion procedures 

lind slmUar matters should be rescinded. 
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34. The Committee belleves that the Indian banking system, 

at pres.-lt, Is over-regulated and over-administered. Sup.rv Islon 

should be based on evoh Ing prudential nurms and r~lat1ons 

which should be adhered to rather than excessive control over­

administrative and other aspects of bank organl&atlon and 

functioning. The Committee would also like to place great.r 

pmphasls on Internal audit and Internal Inspection systems of 

banks. The Inspection by the superv Isory authorities should 

be based essentially on the Internal audit and Inspection reports. 

Their main concern should be to ensure that audit and inspection 

machinery (which wi 11 cover the credit appraisa I SystSTl and Its 

observance) is adequate and conforms to well laid down norms. 

35. The Committee is firmly of the opinion that the dualIty 

of control over the benking system between the Reserve Bank 

lind the Banking Divisicn of the Ministry of Finance should end 

and that the Reserve Bank should be the primary ag~r--fbr' 

the regulation of the banking sy stem. The superv isory functicn 

over the banks and other financial instituticns, the Committee 

believes, should be hived off to a separate authority to operate 

as a quasi-autonomous body under the aegis of the Reserve Bank 

but Which ~ld be separate "fram other central banking functions 

of the Reserve Bank. The Committee recognises that as long 

as the Government has proprletory inter-est in banks and financial 

instl tuticns, It would be appropriate fOt"' the Ministry of Finance 

to d_l with other Gover-nment departments and ParUlllllent and 
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discharge Its ot ... er statutory obllgatla1s but not to engage In 

direct rl9.llatory functions. 

36. Central to t ... e Issue of flexibility of operations end 

autonomy of Internal functioning Is t"'e question of depolltlcl­

s1ng t .... appointment of the chief eJtecutive (CMO) of t ... e banks 

end t.... boards of the banks and ensuring security of tenure 

for t ... e CMO. T"'e Committee belleves that professlonallsm end 

integrity .... ould be t ... e prime considerations In determining such 

appointments end whUe t"'e formal appointments have to be made 

by Government, they should be based on a convention of 

accepting the recommendations of a group of emInent persons w"'o 

could be Invited by t ... e Governor of the Reserve Bank to make 

recommendations. for such appointments. As regards the boards 

of public sector banks and Institutions, as long as Goverrvnent 

owns the bonks, It would be necessary to have a Government 

"ldtr8fl" to take care of 'proprletOl"'lal' concerns but we believe 

t .... t ther. Is no need for t .... Reserv. Bank to ... av. a r.presenta­

tiv. on the boards. 

37. As regards development f lnanc1a1 lns U tuUons, t.... meln 

Isau. wit... regard to th.lr operations are to ensure operational 

n.Jtlblllty. a llleesur. of compeUUon and adequate Internel 

eutanOllly In metters of loan sanctioning end Internal 

.dmlnl.tratlon. The eom",itt.. propos. that the system 

recommended for COIIIm .. c1e1 banks In the matt.. of appolntlnent 

of chl.f _ecuUv_ end boerde should e1so apply to OFl.. The 
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operating Uke 

of conaortlum lending has been perceived .. 

a cartel. The Committee beUev.. that cansOf"tbil 

lending should be dispensed with and, In Its place, a sy.t. 

of ayndlcatlon or participation In lending, at the Instance not 

onl y, as now, of the lenders but also of the bor'rowers, should 

be Introduced. The Committee also belleves that commercial 

banks should be encouraged to prov Ide ter-m finance to Industry, 

whUe at the same time, the OFIs should Increasingly engage 

In providing core working capital. This wll1 help to enhancl 

healthy competition between banks end OFIs. The Commltt .. 

propos_ that the present system of Cf"OSS holding of equity and 

cross r-epresentatlon on the boards of the OFIs should be dC1'18 

away . with. The Committee welcomes the removal of the tax 

concession enjoyed by IDBI as an important step In ensuring 

equality of tr-eatment between various OFls. As a further 

measure of enhancing competition and ensuring a level playing 

field, the Committee proposes that the IDBI should retain only 

its apex and refinancing role and that its direct lending function 

be transfer-red to a separate institution which could be incorpor-a­

ted as a company. The infected Dortlor of the OFI' s portfoliO 

should be handed over to the ARF on the same terms and 

condiUcns as would apply to commercial banks. 

38. In the case of state level institutions, It Is necesury 

to distance them from the State Governments and ensure that 

they functi«l on business prlnc1pl.. based on prudential nonne 

end have a management .. t~ suited fOf" this pur-poae. VI. 
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propoM that ." actlan pi." an th... lines be worked out ..:I 

lmplenlented OII/er the next 3 years. 

39. As regard. tha role of OFI. In corporate lake-overs, 

the Commltt .. bellev .. that OFIs ahould lend .... pport to edatlng 

"'negamenta who have a record of conducting the affairs of the 

company In a manner beneficial to all concerned, Including the 

ahareholders, unl... In theIr oplnlcn the prospecU v. new 

Iftanagement la likely to promote the lnt .... ts of the company 

better. In doing eo we would expect the lnstltutlcn to exercise 

their individual professional judgment. 

40. The OFls should seek to obtaln their resources from 

the market on competitive terms and their privileged access 

to CQncesslonal finance through the SLR and other' arrangements 

ahould gradually be phased out over • period of th .... years. 

IC lno "I r 

The last d8QSde has witnessed a considerable growth 

In cepital merket operations with the emergence of new instru­

~t. and new institutions. The capital market, how.ver, is 

tlghU Y controlled by the Goverl"lTlent whose prior approval is 

Invariably required for a new Issue In the market, the terms 

The process of Of the issue and its pricing. 

'ettl ...... -~ up Securities and Exchange Board of India (SEBI) for 

o-"e"'_ing the operations of the merket is sUll not complete 

"-l'ttl 
the legislation for thls purpose yet· to be _cted. We 
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believe the present restrictive envlranment Is neither In tu. 

with the new economic reform. nor ca"ducive .to the growth of 

the capital market Itself. 

42. The Committee strongly favours aubstantlal and .peedy 

UberaUsetion of the capital market. Prior approval of any 

agency -- elther Government or SEBI for any issue in the 

market should be dispensed with. The issuer should be free 

to decide on the neture of the instrument, its terms and its 

pricing. We would recommend, In this context, that the SEBI 

formulate a set of prudential gudiellries designed to protect the 

interests of investor, to replace the extant restrictive 

guidelines issued by the Controller of Capital Issues (CCI). 

In view of the above, the office of the CCI will cease to have 

relevance. In the Committee's view, SEBI should not become 

a controlling authority substituting the CCI, but should function 

more as a market regulator to see that the market Is operated 

on the basis of well laid down principles and conventions. The 

capital market should be gradually' opened up to foreign portfollo 

investment and simultaneously efforts should be initiated to 

improve the depth of the market ~y facilitating issue of new 

types of equities and innovative debt instruments. Towards 

faCilitating seaJri tisation of debt, wh ic:h could increase the flow­

of Instruments, appropriatee amendments will need to be carried 

out in the Stamp Acts. 



xxvi 11. 

43. In the last decade several "new Institutions have appeared 

on the financial scene. Merchant banks, mutual funds, leasing 

ccrrpanles, venture ~1tal carpanles S"d f8ctorlng carpanles have OCIV<I 

joined hire purchase companies In expanding the r8nge of f Inancl81 

services available. However ,the regulatory framework for these 

new set of Institutions has still to be developed. 

44. The Committee recommends that the super v Islon of these 

Institutions which form an Integral part of the fin8ncial system 

should come within the purview of the new agency to be set 

up for this purpose under the aegis of the RBI. The control 

of these Institutions should be principaliy confined to off-site 

supervision with the- on-site superv Islon being resorted to cases 

wh Ich cali for act! ve intervention. The SEBI which is charged 

with the responsibility of ensuring orderly functioning of the 

m8rket should have jurisdiction over these Institutions ::1 the 

extent their activities Impinge on market operations. In regard 

to mutual funds there Is a good case for enacting new 

legislation on the lines obt8inlng In several countries with a 

v lew to prov idlng 8n 8ppropriate legal framework for their 

constitution and functioning. The present guidellnes with regard 

to venture caphal comp8nles are unduly restrictive, and 

affecting the growth of this buslnesscrd na:d to be revl8't\ed and snended. 

45. As In the case of blinks and financi81 Institutions there 

Is need to lay down prudential norms and guidelines governing 

the functioning of these Institutions. These prudential guldeUnes 
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should relate, among other things, to capital adequacy, debt 

equity ratio, income recognition prov isioning against doubtful 

debts, adherence to sound accounting and financial policies, 

disclosure requirements 8Ild valuations of assets. The eligibility 

criteria for entry, growth and exit should also be clearly 

stipulated so that the growth of these institutions takes place 

on proper lines. 

46. The Committee would like to emphasise that a proper 

sequencing of reforms is essential. Deregulation of interest rates 

can onl y follow success in controllIng fiscal deficits. Asset 

reconstruction, institution of capital adequacy and establishment 

of prudential norms with a good superv isory machinery have to 

be proceeded with in a phased malVler over the next 3 to 5 

years but, we believe, It is Important that the process must 

begin in the current year ltsel f . 

47. The above set of proposals would necessitate certain 

amendments in existing laws 

undertake expeditiously. 

which the Government should 

48. The Committee's approach thus seeks to consolldate the 

gains made in the Indi8ll financial sector while improving the 

quallty of the portfolio, providing greater operational flexibility 

and most importantly greater autonomy in the internal operations 

of the banks and financial institutions so as to nurture a 

healthy, r.ompetitlve and vibrant financial sector .. This will, 
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ebove ell else, require depolItlclsation of appointments, Implying 

et the same time e self-denial by Government and the perception 

that It has distanced itself from the Internal decision-making 

of the banks end the financial institutions. The proposed deregu­

lation of the financial sector end the measures aimed at 

Improving Its health and competitive vitality would, in the 

Committee's ·view, be consistent with the steps being taken to 

open up the Indian economy, enable the Indian financial sector 

to forge closer links with the global financial markets, and 

enhance India's abilIty to take competitive advantage of the 

increasing international opportunities for Ind! .. n t.oade, industry 

and finance. 

• •••••• 
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Note by Prof M Datta Chaudhurl and Shrl M R Shroff 

The Summary Report storts wlththe following statements: 

"The CommIttee's approach to the Issue of fi.nancial sector 

reform Is to ensure that the financial serv Ices Industry operates 

on the basis of operational fle)(lbll1ty and functional autonomy with 

a view to enhancing efficiency, productivity and profitabllIty. A 

vibrant and competitive financial system Is also necessary to 

sustain the ongoing reform in the structural aspects of the real 

economy. We believe that ensuring the integrity and autonomy of 

operations of banks and DFls is by far the more relevant issue at 

present than the question of their ownership!' 

The Committee has thus rightly Identified the question of 

"ensuring the Integrity and autonomy of operations of banks and 

DFls" as the principal concern of the Report. The Committee 

predicated its various recommendations on the belief that It Is 

possible to achIeve these objectives without bringing in the 

question of ownership. These 'ecommendatIons go a long way In 

creating conditions whereby market disciplInes can be brought Into 

the functionIng of the public sector banks and financial 

Ins ti tutions • But we belIeve that In the prevaIling polItical 

cuI ture of the country, It Is important to. move further . to make 

the autonomy of these institutions credible. 

In Une with the above and the concept of self-denial by 

the Goverrrrent of Its ownership rights, which the Committee has 

rightly advocated, we think that the Government shOl.lld not 
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appoint Its officials on the boards of public sector banks and 

financial Institutions. The Banking Division of the Ministry of 

Finance, as at present constituted, should consequently be 

abolished. 

We are conscious of the Government's accountability to 

Parliament and the public as owner of these Institutions. But 

accountability need not mean Involvement In functions which are 

the responsibility of boards and managements and can be ensured 

by an ado!quate system of reporting through the Reserve Bank 

which, the CO".lmlttee has rightly stressed, sh'!Uld be the prime 

agency for the regulation of the banking system. The continuance 

of Government directors on the boords of the banks and financial 

Institutions will come In the way of EI'ldlng the duality of control 

between the Reserve Bank and the Banking 01 v Isl6n as 

recommended by the Committee. 

We think that a decision by the Government not to have 

Its represEl'ltatives on the boards of public sector banks and 

finanCial Institutions will serve as a strong message of autonomy 

to the system and will create a climate conducive to the 

successful Implementation of the other recommendations of the 

Committee. 
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CHAPTER I 

THE COMMITTEE's APPROACH 

The financial system has IS crucial role to play in 

mobilisation of savings and their allocation to the most productive 

uses if it is to be, in the words of the Finance Minister in his 

Budget Speech, "an essential adjunct to economic growth". 

In the last few months, major changes have been effected 

by the Government of India in the areas of industrial, trade and 

exchange rate policies. These changes are designed to correct the 

macro-economic imbalance and effect structural adjustment wi th the 

objective of bringing about a more competitive system and 

promoting efficiency in the real sectors of the economy. Economic 

reforms in the real sectors of the eccnomy will, however, fail to 

realise their full potent ial without a parallel reform of the 

f,inanclal sector, in order, broadly speaking, to enhance the 

efficiency of financial intermediation. Financial sector rMorm is, 

therefore I a necessary concomitant of trade and industrial policy 

llberalisaticn so that the competitive spirit and efficiency that we 

are seeking to bring about in the real economy would cover the 

critically important financial sector and be further sustained by 

It. With increasing deregulat ion of industry and the emergence of 

. 
more competitive conditions the respcnsibilities devoiving on the 

financial system In mobilising resources and allocating them 

efflciently and responding flexibly to emerging situations would be 
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much grea ter . An efficient and market or Jented financial system 

could thus be regarded as a complement to market based decision 

mak ing in the real sector. 

To be able to perform these tasks effectively, the 

financial system itself needs to tone up Its productivity and 

efficiency and improve its heal th. The object of reform shruld 

be not onl y to correct the present financial weaknesses but seek 

to ellminate the causes which have brough t about th is sltuat ion. 

The strategic objective for the' financial sector, as indeed for the 

rest of the economy shruld be competitive efficiency. Issues of 

fU'lctioning of the system, and organisation and structure need 

to be fitted into that strategy. 

The need for reform of the financial sector arises from 

several reasons. Despite impressive quantitative achievements in 

resource mobillsation and in ex tending the credit reach, several 

distortions have, over the years, crept into the financial system, 

especiall y in respect of alloastion of financial resources. 

Productivity and efficiency of the system have suffered, its 

profitability has been eroded and its portfolio quality has 

deter iora ted. Customer service has been poor, work technology 

remains out-dated and tra~sactial costs are high. In the 

process, several banks and institutions have themsel ves become 

weak financiall y and unable to meet the challenges of a 

competitive environment. 
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Several factors have contributed to this, as we discuss 

in later chapters, but perhaps the most important .among them has 

been the impact of policy induced rigidities such as an excessive 

degree of central direction of their operations in tE!rms of 

investments, credit allocations, branch expansion, and even 

interna I management aspects of the business. Apart from such 

administrative direction, there has also been an element of 

political interference to which the system has been subjected to 

and which has come in the way of institutions operating on the 

basis of their commercial judgment and in the framework of 

internal autonomy. Indian banks operating as they do within the 

confines of a rigidly controlled system have virtually ceased being 

competitive or innovative. 

The Commit tee has approached the task of financial sector 

reform by placing emphasis en the steps needed to Improve the 

financial health of banks and development financial institutions 

(DFIs) to make them viable and efficient so as to better serve 

the emerging needs of the real economy in wh ich the spirit of 

competitive efficiency is being ignited. Greater market orientation 

of the fi~,cial system would Improve efficiency especially as the 

markets for financial assets are increasingl y being characterised 

by a v.ide range of financial products and innovative serv ices. 

Resources of the financial system are held by financial 

institutions in trust and have to be deployed for the max imum 

benefi t of their owners -- viz., depositors and investors. 1'he 
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safety of their funds should be the primary concern of banks end 

rE9Jlatory authorities and ensuring the solvency, health and effi­

ciency of the instituticns should, therefore, be central to effective 

financial reform. 

The restoraticn of financial health of banks and financial 

instituticns and making them competitive call for several policy 

and structural changes designed to enhance competitive efficiency, 

productivity and profitability and to reduce v.ith a view to its 

eventual elimination the degree of adminbtratlve interventicn in 

their management and centralised direction over funds deployment. 

It is also imperative that political interference be eliminated in 

the working of banks and OFIs. 

The restoraticn of operational autonomy in credit decision 

making and in matters of internal organisation and management, 

thus, is the critical element in the process of reform as we 

ccnceive it. Ensuring integrity and autonomy of functicning of banks 

and OFIs is in our view, by far the more relevant issue than 

ownership. Issues of competitive efficiency and profitability are, 

in this sense, ownership neutral. It Is how the institutions 

function or are allowed to function that is more important. 

Instituticns should operate in an env iralment where their decisions 

are not influenced by extraneous pressures but are based on their 

own commercial judgment and their professional appraisal of loan 

proposals under competitive conditiCl'ls. This calls for 

development of professional skills while, at the same time, 
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compl y Ing with essential prudential norms and safeguards to govern 

their operations so that depositor and Investor confidence in the 

system Is sustained. 

such as liquidity. 

Such prudential norms should cover aspects 

asset portfolio quality. capital adequacy and 

transparency in accounts. The aim of regulation would thus be 

to promote the health y grov. th of the sy stem and not to interfere 

v;ith its operations. Rule based regulation rather than 

discretionary controls should inform the functioning of the financial 

sector and prov ide for the needed measure of discipline without 

stifling the spirit of innovation and calculated risk taking which 

is the characteristic of a dynamic financial sector. 

Finance is the most important bridge between the present 

and the future in the economic system. Risk and uncertainty form 

the background to the operations of the financial system and 

financial institutions should also be able to devel:»p the strength 

to withstand the risks inherent in lending and investment and 

secure retums commensurate with risk. Objectlve criteria for 

risk assessment and a measure of judgmental evaluation based on 

experience are the special skills required of a manager In the 

financial system. Such expertise and experi'!nce are In our view 

best fostered under the impetus of competition. 

We desist from the temptation of lay ing down a wholl y 

new design· or structure from top down. Rather. we suggest 

creation of those conditions through removal of e)(lsting obstacles 
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end generatlon of new attitudes end practices In which the 

innovative .plrlt of Individual element. of the .ystem will have 

ample play to evolve institutional structures and Instruments which 

C:a"I provide &I wide range of financial services in en efflelent end 

profitable manner. 

Our- appr-oach to the conslderatlon of the Issues referred 

to us Is thus set by the vision of &I healthy, competltlve, mar-ket 

oriented, efflel ... t and pr-ofesslonally managed flnanelal system 

which would make its distinctive contribution to the gr-owth of 

the Indian economy In the challenging decades ahead. 

_.-
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TWO DECADES OF PROGRESS 

A major developmental objective In this country has 

been the building up of a financial lnfrastru,ture geographically 

wide and functionally diverse to help In the process of reSQJrce 

moblUsatlm and to meet the expanding and emerging needs of a 

~veloplng economy. The prime focus of attention has been the 

banking system and the natlonallsatlon of banks In 1969 was 

Sea"I as the major step to ensure that timely and adeQuate 

credit support would be avaUable for viable productive 

endeavQJr. Nationallsatlon was a recognltlon of the potential of 

the banking system to promote broader economic objectives. 

such as growth. better regional balance of economic acUv lty and 

the diffusion of economic power. It was desl~ to make the 

system reach QJt to the small man and the rural ... d seml-i.lrban 

areas and 

neglected 

affirmative 

to extend credit coverage to sectors hitherto 

by the banking system and through positive 

actlm prov Ide for such expansion of credit to 

agriculture and small Industry In place of what was regarded as 

a somewhat oUgopoUstic situation where the system served 

mainly the urban and lndustrlal sectors and where the grant of 

credit was MIen to be an act of patronage end receiving It an 

aspect of privllege. 

The two decades 

with respect 

since 

to Its 

naUmallsation have 

various objectbes. As the 
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extensla"l of the geographical spread of baF'lklng was given prime 

Importance both as an Instrument fOl'" deposit moblllsatia"l on 

the a"le hand and purveying credit especially In the rural hinter­

land of the eCa"lomy on the other, attention was forussed (I'! 

branch expansion. In the roughly two decades since bank naUona­

l1sation, the number of commercial bank branches has Increased 

over seven-fold, to a little over 60,000 offices. Such a pace 

of expansion has few, If any, parallels In the hlstOl'"Y of banking 

devekpment anywhere. The result of this expansion has been 

a sharp increase In the denslty of banking coverage as reflected 

In the sharp fall In the number of people served by a banking 

office. While In 1969 each office served 65,000 of the 

population, the figure now Is down to 12,000. Most of the 

branch expansion has ocrurred in the rural and seml-urban areas, 

reflecting the concern to achieve a more balanced spatial 

distribution of credit and today there Is a bank office in almost 

all the 5,000 odd development blocks of the country. Between 

1969 and 1990, of the total increase of over 51,000 offices, as 

many as 33 ,600 were in the rural areas and over 7,900 In the 

seml-urban areas, making for a total of over 80 per cent. 

Today, nearly 3 out of 4 bank offices are in the rural and 

seml-urban areas. That banks have expanded so 

rapidly In rural areas, In many of which they have been cirrum-

scribed by Inaccessibility, poor Infrastructure and other 

discomforts is a tribute to their devotion to the public purpose. 

Another indicator of the spread of the banking systan and 

in particular Its endeavour to even out the dispar1t les in banking 



presence as bC!tween different parts of thu country is reflected 

in the state-wise distribution of banking offices. In 1969, five 

States (Maharashtra, Gujarat, Tamil Nadu, West Bengai and Punjab) 

accounted for- a 11 t t1 e l6'Ider ha if of the tota. num bel" of offices • 

By 1990, the share of the other States had risen to neariy 80 

per cent, reflecting the greater emphasis placed on opening offices 

in the .liitherto under-banked regions of the country· 

The other' indicator- of banking expllnsion has been the 

groW\'th in volume of transactions in rellltion to gross domestic 

product. In 1969, deposits amounted to 13 pel" cent of GOP 

income and advances to 10 pel" cent. By 1991, deposits had 

risen to 38 pel" cent and advances to 25 pel" cent, indicating 

the extent to which the banking system has been increasing its 

involvement in a growing and inter-dependent economy. The 

growth of deposits has been as mudl a function of the level of 

lncome and sav lngs on the ale hand as of institutional factor-s 

c:n the other. Massive branch expansiO"l has perhaps been the 

most important instituti0"l81 factor in deposit expansion. New 

branches opened have helped considerably in deposit mobilisation 

and the fi~res suggest that of the incremental deposits a large 

proportion has been from the branches opened since 1969. The 

increase in rural deposits as a proportiO"l of the total from 3 

per cent to 15 per cent is a manifestation of this. 

The !"Ural penetration of the banking system has In fact played 

an important part In the transformation that has been occurring 

pujasoft-p
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In the pettem of. assets holding of the community. Bank deposits 

now constitute nearly two-fifths of the financial assets held ~y 

the household sector. Banks have thus contributed significantly 

to the growth In the volume of financial savings' end to their 

increesing share in aggregate savings.. The financial 

intermediation and the incremental fi~ncial Inter-relations ratios 

have been steadUy rising. The share of financial assets In the 

total assets of the community has grown sha~ply. The growing 

financial intermediation and the widening and deepening of the 

financial infrastructure ean be rightly regarded as a major 

developmental contribution of the banking system through an 

expensia'l of both Its geograph leal and functional coverage in· the 

last two decades. 

The growth of deposits through a wide network of 

branches has provided the banking system with an Increeslng 

volume of resources at Its disposal though admit t edly the growth 

of these resources has not kept pace with the increasing demands 

made on them. The claims of the Government and public sector 

a'I the banking system's resources have been steadUy rising 

throug, the mechanl9TI of the Statutory Liquldl ty Ratio (SLR) vtllch 

today accounts for 38.5 per cent of the net dEmand and time liabili­

ties of the system. As for the resources remslnlng after such 

pre-emptia'l, bank credit has, In the Ught of the increeslng 

demand5 made on It, had ·to be apportia'led between competing 

users and in the Ught of their perceived contributia'l to the 
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furtherance of broader economic objectives. It wa. thl. 

reconc1l1aUon of need with avallablllty that was the rationale 

for diverting an incrNslng proportion of credit to the sectors 

important for the national economy In terms of their contribu­

tion to growth, employment generation and broadening the base 

of Income distribution but which were relatively neglected until 

that time by the banking system. AgriOJlture, small-scale 

Industry and small enterprise generally represented what came 

to be regarded as the priority sectors. These sectors accounted 

for no more than 14 per cent of aggregate bank credit at the 

Ume of nationel1saUoni In respect of agrlOJlture the f1~re was 

5 per cent which Itself was the result of a large but eomewhat 

unplfllTled step up In agriOJltural credit by the corumerclal banks 

In the two years that preceded naUonal1seUon. The 

figure for priority sector lending has now reached the current 

target of 40 per cent of aggregate bank credit with the 

incremental raUo for such credit in the total naturally being 

much higher. slg'llf1cant pert of the expansion 

In the priority sector credit has been In respect of agriculture, 

where the credit extended by commercial banks has 

lnereased over 20-fold since 1969 and has enabled banks to 

meet the sub-target for this sector of 18 per C8"1t of aggregate 

credit. Small scale Industry comprising both industr-y, tr-.,.port 

and the self-employed represents the other- Important pr-Ior-Ity 

llector and the attenUon which the banks have been paying to 

meeUng the needs of this sector Is reflected in the growth of 

credit to It to a level of As 15,900 CI"OI". In 1990. .-.p.....,tlng 

16.5 per- cent of total bank credit· end in fact almost reec::hlng 
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about two-fifths of the level of credit to medium and large scale 

industry. There has been thus a remarkable transformation in 

the portfolio composition of advances. 

Even more than the growth in deposit and credit volume 

has been the growth in the number of deposit accounts and in 

that of borrowai accounts, especially in the priority sector. 

There are today over 300 million deposit accounts which even 

allowing for some multiple deposit ownership represents the 

depth of the coverage of the system. On the side of bank 

credit, there were barely 400,000 accounts in the priority sector 

in 1969. By 1990, the number of 5uc:h accounts had risen to 

over 35 milllon and wi th tl1 i.. the average size of the credit has 

come down sherpl y v.ith its obv ious and corollary implications 

of rising unit costs of administering such loans. Not merely has 

the quantum of prIority sector credit Increased, the rates of 

interest for such lendIng have also been concessionai with 

consequences to banks' income -- an aspect we discuss later. 

The superImposition of credit needs of the priority sector 

over those of the traditional sectors of trade and Industry has not 

been without problems. GIven the overall resource constraint, an 

increase of credit to the prIority sector has meant a certain pru­

ning of credit to the other sectors. There have been attempts at 

making an objective evaluation of the credit needs of the tradI­

tional sectors and the inculcation of financial dIscipline as evIden­

ced by the norms prescribed In respect of working capital 

requirements for Industry In terms of the recanmndatlons of Tando\ 



u. 

and Chore Committees though It should also be admitted that 

compllance with these norms has not been all that saUsfactory. 

The relative Insulation of priority sector advances from overall 

credit restriction during periods of tight monetary policy has 

meant both a reduction In relaUon to requirements of such credit 
conventional 

to the sectors and an Increase in the cost of such credit as 
/ 

an aspect of cross subsldisaUon to recompense the lower rates 

earned on priority sector credit. In the process, it has led 

to the traditional seqors looking for funds from sources other 
the 

than ~ banking system either through appr08ching the capital 

market and other Institutions or through raising deposits directly 

fran the publ ic leading to the anergence of a measure of banking 

disintenmediation. 

The expansion of priority sector lending and the 

emphasis on the llre8 appr08ch has led to a degree of evening 

out of regional disparities In banking. The degree of 

concentration of banking business is less now and despite the 

obvious limitations of the credit deposit ratio on a state-wise 

baSis 

areas 

or of the credit deposit raUo In rural and semi-urban 
of better spatial balance 

compared to the urban areas as a reliable measure '- the 

figures nonetheless reflect the greater involvement of the banking 

system In the relatively under-banked States and their contribu­

tion to Increasing the absorptive capaclty for credit in the rural 

and semi'"1Jrban areas and the hitherto under-banked regions of 

the country and arresting and reversing the regressive flow of 

resources from the poorer to the better off areas of the 

COuntry. 
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Alengslde the quantitative expansion and functienal 

diversification of the banking system, the last few decades have 

witnessed a Significant expansion of the activities of term lending 

or development fin.!lncial Institutions (DFIs). With commercial 

banks confining themseives to their traditional provisioning of 

working capital requirements of trade and industry the role of 

specIalised financial Institutions was seen as meeting the 

requirements of medium and leng term finance for industry. The 

network of financial institutions comprising the three all-India 

development banks (I~BI, ICICI, IFCI) and 18 State FInancial 

Corporatlens and 26 State Industrial Cor'porations have thus 

brought about a countrywIde coverage of terrn lending facilItIes. 

If the Investment Institutions such as the LIC, GIC and UTI were 

also to be Included, the total fInanclal assets of the term 

lending and Investment Institutions today exceeds over Rs 100,000 

crores. Tt~e . industrIal DFIs were .created and organlse~ from 

the top to meet the perceived lacunae that exIsted In the 

financial system for meetIng adequately the requirements of 

industry for term finance and equity capital and foreign currency 

resources. These lacunae arose primarIly from the inadequately 

developed state of the capital marl<:et en the ene hand and the 

traditienal preference of commercial banks to prov Idlng workIng 

capital requirements to trade and Industry with only margInal 

provislen of term finance. 

In the four decades of theIr edstence the DFIs have 

been largely successful in meetIng their primary objective of 

providing funds for· Industrial Investment and in relatlen to the 
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total Investment In the private corporate sector betVleen 1985 and 

1990, the contribution of the three all India term 

lending Instltutlons has been 20 per cent. The Institutions 

have had a commendable record of providing much needed ...fInance 

for the term requirements of Industry at a time when the capital 

markets were not sufficiently developed and have contributed 

significantly to industrial development in the last few decades. 

The assistance sanctioned by the All India Development Banks, 

viz., IDBI, ICICI, IFCI and aiso IRBI during the Seventh Plan 

IIggregated over Rs 42,000 crores which was nearly thrice the 

corresponding figure for the Sheth Pian with high priority 

Industries like sugar, textiles, fertilizers, chemicals, cement, 

metais, metal products, machinery and electricity generation 

IIccounting for a significant portion of totai assistance. 

Institutions have also. tried to channel an Increasing flow of assis-

tance to industrially iess developed states and backward areas. 

While the all-India institutione have catered to the needs of 

iarger enterprises, the state level institutions (SFCs and SlDCs ) 

have been meeting the term financial requirements of the small 

ar)d medium scale sector In the respective areas of their 

jurisdiction . The IDBI has subscribed to 50 per cent of the 

equity capital of the state financial corporations thus helping 
in addition to provision of 

to brIng IIbout a coordinating function inLrefinance. The DFls 

have also attempted a wide range of promotionai activities 

Including a major thrust towards entrepreneurship development 

programmes, identify ing industrial promotion need. of desarv ing 

segments of the Industrial sector and evolving measures for their 

9rOtVth end for providing avenues for ccmrerclallsatlon of IndlgenaJS 

resour~. 
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A significant fact 11"1 the operation of the Institutions Is 

that· they have; on the basis of assured sources of funds, also 

purveyed credit at rellttlvely st8ble Imdlng rates. Against the 

backgrrund of a fiscal system which has effectively encouraged 

debt finance in rel8tion to equity, the Indian corporate sector 

ha~ o .. er the years had high leveraging ratios and become 

increasingly dependent 01"1 DFIs for investment finance. The 

dominance of the public financial institutiOl"lS 11"1 the area of corpo­

rate debt has had the effect of narrow lng, If not v IrtueU y 

eliminating the choice of the borrower to choose his financier 

as, in their operations, Institutions have generally operated on 

a coosortium basis In which the investment Institutions also have 

been involved. While Inter-instl tutional coord Ina tion has 

undoubted merit, this has also engendered misgivings that the 

operations of the DFls have tended to assume the character of 

a lenders' cartel. 

The DFls now account for the major share of corporate 

debt, and an aspect of the increasing reliance of the corporate 

sector on the DFls for finance is that the latter now have 

nominees on the boards of assisted concerns and often have 

covenants relating to aspects of management and deployment of 

financial surpluses such as In respect of dividend dislributlm 

and get Involved In what should be regarded as aspects of 

In ternal management of compan les. 



18. 

The term lendlng Institutions have also Invested In 

equity of the private corporate sector, both through the 

operation of the convertibility clause In respect of credit to 

assisted concerns and through their underwriting commitments. 

The public Investment Institutions, such as the LIC, GIC, UTI 

and now the mutual funds, of course, have, In 'any case, been 

operating In the market. Consequently, the. publlc sec:tor 
~ 

financial Institutions apart from accounting for ':a ,major share 

of corporate debt have also Increasingly become holders of 

corporate equity through their Investment operations. Often the 

combined Institutional holding of equity Is even If It Is not a 

majority of the total equity of a company, the Ii'lrgest Single 

block wh ich gi ves the Insti'tutions considerable influence in voling 

and puts them in a position to influence decisions with reg.ard 

to mergers and acquisitions. 

In the evolution of the structure of development flnanclng 

Institutions. the creation of speclallsed institutions to cater to 

the financial needs of rehabilitation of sick industriel units, 

e-.port finance, egriculture end rurel development heve been of 

Significance. The Industrial Reconstruction Benk of Indle (IRBI) 

acts as a principal credit and reconstruction agency for rehabili-

tatlon of sick industrial units. The Export-Import Bank of Indie 

(EXIM Benk) was set up in 1982 for financing, fecilltating end 

promoting Ind ia' So foreic.J1 trade. With e vJew to strengthening 

the institutional network cater Ing to the short term, medium term 

and long term credit needs of agriOJlture, rurel end allied 
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sectors, the Nati one I Bank for Agrlrulture and Rural Development 

(NABARD) was established in 1982. In 1986, the Shipping Credit 

and Investment Company of India Ltd (SCICI) was set up to 

promote development and investment in shipping, fishing and 

related industrIal areas. In order to meet the distinctive needs 

of the tourism industry, a specIalised financial Institution, viz., 

Tourism Finance Corporation of India Ltd., was set up in 1989. 

lOBI has also recently promoted the Small Industries Development 

Bank of IndIa (SIOBI). SlOB I has been .desl9"lated as the 

principal financial institution for the promotion, financing, deve­

lc>pment and rehabilitation of the small sector covering a wide 

spectrum of units in the small scale, village and cottage sectors 

and for coordinating the functions of existing Institutions engaged 

In similar activities. To enc:ourage finance for the housing sector, 

a Natlcnal HousIng Bank has been established. The Bank provides 

refinance facll ities to pr imary lenders such as housing finance 

companies, cooperative institutions and scheduled commercial banks 

and, where appropriate, subscribes to the equity of housing 

finance companies. Apart from share capi tal and bonds, the 

resources for housing finance also come from the home loan 

accounts scheme which now comprises over 4 lakh accounts. 

In the last decade the Indian capital market has been 

growing In strength and diversity and new issue actlvlty and 

market transactions have taken a veritable quantum jump. . The 

volume of new issues was nearly Rs 6,500 crores in 1989, repre­

sent ing a phenomenal increase over the decade. Market 



20. 

eapltaJlsatJon Is a multiple of what It was barely five years 

ago. The phenomenon of securltisatlon of debt has also reached 

India. Nev. financial institutions, such as merchant banks, leasing 

companies, mutual funds a.nd venture capital companies have come 

on the scenE' and there Is a grov.lng Institutional continuum 

bet"een the money and capital markets v.ith banks entering 

into business one normally associates with the capital market 

by floating mutual fl¥lds and going Into leasing, venture capital 

and factoring finance. New financial Instruments such as 

convertible debentures have appeared in the capital market. 

In the money market, commercial paper and certl ficates of 

deposits have made their appearance and among money market 

institutions, the most notable addition has been that of the 

Discount and Finance House of India. A. Securities and Exchange 

Board has been set up and credit rating agencies are now 

operational. Specialised sav ings and investment institutions are 

catering to the needs of a growing market. . "'h~':' proliferation 

of f i-Iancial insti tutions and instruments now prov Ides the .saver 

WIoith a Y'Older choice of assets depending upon· his perception of 

risk, liquidity and yield, and has begun to Impart a measure 

of competl tlon In financial serv Ices. 

The system has evolved under the aegis of en activist 
f 

promotional policy appropriate to the early phases of financial 

development and the policy of promotion combined with regulation 
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to Instil depositor confidence has achieved notable success In 

terms of resource mobilisation and credit elt tension to agrlwlture 

and InclJstry and has thus assisted In meeting major development 

abject Ives and creating a speclallsed and diversified structure 

against the background of reasonable stability. The Institutional 

developments and the undoubtedly Impressive quantitative 

achievements of the banks and DFls have not been without cost 

as reflected In some deterioration In the quallty of their loan 

portfolio and the decline In productivity and efficiency of 

operations and erosion of profitability of the banking system. 

It Is to these aspects that we now tum our attention. 



Chapter 111 

MAJOR ISSUES IN THE FINANCIAL SECTOR 

The Impressive' progress made by the Indian banking 

sector In achieving social goals In the form of extendi~g the 

geograph leal reach and functional spread of 'bank Ing serv Ices 

has, . as the prev lous Chapter has outlined, been a major deve-

lopmental Input of the financial serv Ices Industry. However, 

this progress has e)(acted a heavy toll In the form of a decline 

III pro(.;ctlvlty and efficiency of the system and In consequence 

a serious erosion of Its profitability even to the point of raising 

doubts about the viability of some Important constituents of the 

system. This erosion of profitability has adversely affected 

and C?'tlnues to affed the ability of the s~stem to expand 

further Its range of aerv Ices. especlall y In the context of 

asSisting In the creaUcn of competitive v ltaUty and efficiency 

In the real economy. 

Though the eroslcn of profitability of banks Is not an 

exclusively Indian phenomenon, the ratios of profitability to 

assets " or working funds of the Indian banking sy stem are 

Certainly much lower than they are In relation to International 

averages and Impairs their prospects for conUnued and healthy 

growth. Gross profits (I.e., surplus be~ore provision) have 

been decllnlng for the banking system over the past decades 

and In 1989-90. such profit. (before prov Islcn;) were no more 
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than 1.10 per cent of working funds; If allowance were to be 

made, even for it measure of Inadequate prov Islonlng In respect 

of sticky advances and against loan losses, the situation cannot 

but be a cause for concern. While this represents the average 

for the system, there are several banks In whose case the 

Incremental cost of operation per rupee of working funds was 

higher than the Incremental Income per rupee of working funds. 

In its basics, profitability Is a function of cost reduction and 

return maximisation and in the area of banking it boils down 

to efficlent assets management, especially of the liquidity and 

credit portfolios and liability management in terms of deposits 

and capital funds apart from operationa"l 'aspects in 

terms of branched and personne 1 • In other words, 

the decline in profitability has emana ted both from 

factors operattng on the side of Income and on the side 

of expenditure of the banking industry. Factors bo' 

ex ternal to :l~a;:'kS ' "In terms of the macro policy env ironment 

well as internal to them in terms of organisation," staffing and 

branch spread have been responsible for this. 

As regards macro aspects of the economic 

environment and broader policy goals, the point has 

been made that the responslbH lty thrust on banks for 

what might broadly be called social banking has tended 

to depress potent lal Income and been a ,factor in banks' 

declining prof ltabllltY. Banks have used their social 

obligations to rationalise their inadequate performance 
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In terms of low productivity and profitability. In the 

Committee's view, there Is no inherent ccntradiction between 

social obligatioos and profitable banking. The very fact that 

a few banks in rur system have done well both in terms of 

meeting their social obligations and in terms of reaching adequale 

levels of profitability is enough evidence of this. 

One of the major elements constr Icting the operaticnal 

flexibility of banks and depressing banks I income earnings has 

been the system of directed Investment In terms of the minimum 

statutory llquldlty ratios. This together with the variable cesh 

reserve ratios today. account for a pre-emptioo of well over half 

of the total resources mobilised by the banking system. The 

SLR is currently at 38.5 per cent of net demand and time llabill­

ties whlle the variable cash reserve ratio is at a basic flgure 

of 15 per cent plus a 10 per cent incremental A1:M.,lo, since May 

1991, making for a total of 63.5 per cent at the margin and 

somewhat less than this 00 the average. The statutory liquidity 

ratio derives its legal sanctioo from Sectioo 24 of the 

Banking Regulatioo Act 1949 and was essentially cooceived as 

IS prudential safeguard. 

gold, cash, balances with 

The deflnitioo of liquid assets included 

themselves or with other banks and 

unencumbered Government securities, reflecting the concept of 

Immediate mobllisatioo or llquefactioo of the assets. Over the 

Years, however, the SLRs' potential as a· monetary instrument 

In terms of diverting credit away from "general uses" came to 

be realised especially at a time when the cash reserve ratio 
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Itself was not variable and, In effect, the system that was 

operated was a variable statutory llquldlt y ratio. Even though 

subsequent legislaUve amendments Introduced the concept of 

variable cash reserve ratios the potential of the SLR as an 

Instrument to mobilise bank resources for thE' public sector "as 

clearly ev Ident and the SL R has increasingl y been thus used 

as an Instrument for diverting part of the household sector's 

savings mobilised by the banking system to finance public sector 

investment. Banks have thus become, along with the Insurance 

and prov ident fund systems, a part of the captive market for 

public borrow Ings. There Is, of course, nothing Inherently 

wrong In usIng a part of the banking system's resources for 

the finance of public sector investment, given that until recently 

the publJc sector accounted for over half of aggregate Investment. 

However, In recent years with large revenue deficits being 

Incurred It could be argued thl't, at the margin banks' 

Investments through their meeting their SLR obligations have 

been In effect financIng Government current expenditu:-e or whut 

In effect has been low yIelding public Investment. The high 

level of SLR Investments has also tended to "crowd out" the 

non-Govemment sector' s access to bank funds, thus depr I v Ing 

more productive activities of resources from the banking system. 

By itself , a high level of SLR requirements need not 

have affected profitability of banks if Interest earnings .on 

Investments were remunera ti v e but when the rate paid on 

Government obi igations was less than market rel~ted rates or 
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that on alternative deployment In credit, the imposition of high' 

SLR requirements was in effect acting as a tax on the banking 

system and, at one remove, on sav ings routed through banks 

by lowering the competitive returns that banks could offer their 

depositors. Though In the iast fe... years coupon rates of 

interest on Government borrb ... ings have been enhanced, this 

would only help to augment earnings at the margin; for the bulk 

of the investments, the average earnings still remain way below 

nrket related rates and especially so at a t1me Men rates on bank 

deposits whose maturity is in any event much shorter than that 

of investments are commanding steadily increasing rates. It is 

thus the level of the interest rate on the SLR investments as 

much as th quantum, that has affected the income of banks. 

The recent increase in bond yields creates problem of • diff .. .,t 

type to banks in terms of depreciation in the market value of 

these investments for which prudence would suggest adequate 

prov isims. In view 

have not surprisingly 

of the lower yield on investments banks 

sought to effect some cross subsidisaUon 

with in the framework of administered interest rates by putting 

up the rates to the generality of their customers. In the process, 

hi!tl interest rates for prcdJctlve activity have also cmtributed 

to ITBking ours a hi!tl cost ecmaT!)'. 

As regards the cash reserve ratio, we recognise 

that this Is an important instr~ment for monetary 

cmtrol, but in terms of the Income effect on banks, the impact of 

high cash reserve requirtoment once again Is related to the 
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Interest that Is paid on deposits above the basic mlnlnun of 3 per 

cent. The Reserve Bank has been pay Ing Interest on addi tlonal 

deposl ts inpounded wi th I t of 10.5 per cent on .llglble cash 

balances liS on Marctl 1990 and 5 per cent on Increrrental cash 

balances thereafter, but these rates are below the current rate 

for one year bank deposits and, considering that well over helf 

of bank deposit resources lire tenn deposits, 1he loss In potential 

Incane as a resul t of the "reserve r~lrSTent tax" has adversely 

affected profitability. 

Another factor that hilS tended to depress banks' potential 

Incane has been the systan of directed credit progrsnnes. Q-Ie of 

the IIIljor objectives of our developnental credit policy, as 

enunciated at .the time of natlonallsatlon of banks, has been to 

seek to extend the reactl of bank credit both geographically and 

fl6lctlonally -- geographically. In the sense of cOllerlng the ",der­

banked regions of the country especially the rural hinterland and 

fl6lctlona lly to expand credit to agre lculture, 9TlS1l In<i.ls try and 

the sel f~loyed -- sectors Wllctl were desned In1'OI"tant In tenns 

of their contrlbutlc.n to national Incane grow1h, expansion of 

a'Il>lo)ft'el'lt opportunities and diffusion of econanlc ~r but Wlictl 

also were relatively neglected ~to that time In tem'lS of their 

ac·cess to Institutional, especially c:anrercial bank, credit and 

to Wllctl I t was fel t credi t should be Increasingly directed by 

vesting than with priority status In credit allocation. 

The principal In!'tn.nent ctlosen for directing the credit 

flow Into the priority sectors was, after an Initial experiment 

with preferential refinance sctlanes, the stipulation of 
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p .. og .. esslvely Inc .. easing pe"centages of the total volume of bank 

c .. edlt to be deployed in these sector-s by specific ta .. get dotes. 

Cu .... ently, as Indicated In the p .. ev lous C hapte .. , the tal"geted 

p .. opor-Uon 15 40 pe .. cent of total bank c .. edlt. Ove .. the yea .. s, 

mo .. e catego .. les have been addE'd to the priority list 

and sub tar'gE'ts set for specific sectors, eg. , 

agriOJiture In respect of II'Wh ich the target Is current! y 18 per 

cent of aggregate bank credit and v.ithin agriOJiture for small 

and marginal farmers. In addition to the desig1ated 'prlorlty' 

sector-s, banks have, through a combination of exhortation, 

direction and preferential refinance. been asked over the yea .. s 

to extend credlt In Increasing measure to the export sector- and 

for- food procurement operations. the latter, in particular, tok Ing 

on the character of pre-emption of bank funds. 

In the two decades after nationallsotion, the banking 

system has, as was pointed out." In the previous Chapter, made 

impressive progress in extending credit to the prior-lty 

sector-s and the system has reached the targeted figure of 40 

per cent of a vastly expanded credit total. Part of the increase 

in prior-lty sector- credit wouid be on account of accumulated 

interest arrears which is added to the outstanding credit amount. 

Most of this expansion in volume and in the number of 

borrOll'Wal accounts has been in respe!.;t of 'the agriOJlturai sector-. 

AgriOJltural credit deployment has risen to a level of over Rs" 

14,000 cror-es at which point It exceeds what the cooperatives 
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who have been In this busIness for several decades have been 

able to achieve, arid, Incidentally, Is also a multiple of the 

total of all bank credit In 1969. The expansion of priority 

sector lending and the emphasis on a better spaUal distribution 

of credit has also led to some evening out of reglonai 

disparIties in credit deployment. 

The system of directed credit programmes has 

contributed to an expansion of credit In the direcUons that were 

CC71sidered necessary. In purely quantitative terms this 

expansion must be regerded as a successful fulfilment of the 

objectives of such redirection. However, this achievement has 

been brought about at the cost of a deterioration of the quality 

of the loan portfoUo, the growth of overdues end c:onsequent 

erosion of profitability. Fixation of targets for specific sector 

l.,ding was essentially the ",eans to achieve the broader goals 

of credit aUocation but over the y.rs the means app .. r to 

have become.-'lds in themselves. The desire to atteln credit 

targets has, we f.r, meant. 1nedequete attention to qualitative 

aspects of lending and consequent rise In loan delinquencies. 

The objective of developmental credit policy was to forge a 

link bet--.een technological upgradetion In agricultur. and smell 

industry end the avaUabillty of f1nence to enable such technolo-

glcal upgradatlon. This . ....,..... -tfte- baSis for the emphasis of 

purpose oriented credit as distinct from the .. rU... sea.lrlty 

orlentaUon. This wes also· the rati~l. fer the concept -of 
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supervised credit. Unfo,.tunotely. ove" the ye~"s the nexus 

between credlt expansion and productivity has been ... eakened 

end is ,.eflecled in the blurdng of· the distinction between the 

concepts of crec:!lt. need and c,.edlt wo,.thiness. The institution 

of credlt gu~"antee ""as designed es a backd,.op to c,.edit 

extension but has h~d the unintended effect of the p"im~,.y 

iWlder not unde,.tak'ing the needed ~ppreisel In the mist~ker. 

belief that loan recovery ... ~s not in question. Meen ... h lie. colle­

teral requi,.ements h~ve been eesed end this combined ... lth inode­

quate appraisal of credit applications in terms of productive 

use of credit and insufficient post credit super v islon h~s 

affected ,.ecovery of dues end increased loan delinquencies. The 

disturbing growth in ove,.dues is a consequence of the measure of 

laxity end departu,.e frOm the princtples of sound banking. 

But by far th. most .... ious. damage to the system and 

one which has cont,.ibuted to the decline in portfolio quality 

has been the evidence of political ~ administretlve 

interferWlce in credit decision making. Popul1.... end political 

and administrative influence bordering on interference Mould 

have no place in the lexlcon of banking end finance but unfortu­

nately. over the yea,.s. competitive populism has affected 

banking end credit operations. The experiWlce with regard 

to IRDP i. instructive in this regard. In meny cases of IRDP 

lending benks have virtually abdicated their responsibilities in 

IIIdertllklng need based credit assessment end appraisal of poten­

tial viabil1ty end instead have tended to reiy ~ lists of identi­

fied borrowers prepared by Government authorities. The 
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phenanenon of loan m:tles ves quite contrary to the principles of a 

professionai appraiaaI of bank credit needs. There ves hardly 

any serious appraisal of credit need, potential productive 

activity or provision for effective post credit supervision. The 

Intended socially oriented credit, In t"e process, degenerated 

Into Irresponsible lending.. Loan velvers have added an additional 

el.,.,t of polltlclMtlon of banking apart fran the grave da'Tllge 

to the concept of credl t discipline by encouraging defaul ts. The 

polltlcal elEment v.n!c:tt condones overd.Jes should also have paid 

regard to the social obligation v.n!c:tt banks Oo'\e to their 

depositors to Invest their funds wlth d.Je prudence. 

Altogether, the proportion of the infected portfolio in 

agricul tural and amall industrial credit Is estimated to be as high 

as over 20 per cent. It mIght be pointed out at this stage that 

not all the contamination of the loan portfolio in terms of delln­

quent accounts can be laid at the door of directed credit 

programmes to the priority sectors. There is at least as much in­

cidence of delinquency In respect of the conventional (I.e. , 

medium and large scale) sectors as there Is in the case of prlo-

rlty sectors. 

la the moat 

The phenomenon of credit to 'sick' industries 

telling ev idence of this. Apart from the 

deterioration In credit accounts In respect of these industries, 

banks have been, th·rough general and sometimes specific inst­

ructions from Govemments r both at the Centre and the States, 

been forced to continue extending credit to sick Industrial units 

often agaainst their better commercial ,).Idgment. Banks have 

alac had problems arising from the 'advice' from BIFR end 

direct Ions even fran Courts to 8>ltend credl t to sick un! 15. This 
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cauld be regarded as a different fann of directed credit. There Is, 

therefore, urgent need to address the Issue of infected loan 

portfolio In the variaus directed credit sectors. 

The contamination of the portfollo of pr ior it y SE'ctor 

i.,ding has had adverse implications for banks' operating 

results. 

employed, 

""ould be 

If proper standards of Income recognition \~ere 

the import of this degree of poor portfollo quality 

reflected in lower 'tl"Ue' income, inadequate 

provisioning and erosion of profitability. There is also the larger 

macro economic effect of this lock up of funds diverting credit 

from more productive uses and in respect of wh lch the basic 

self-revolving character of bank credit ""ould have been evident. 

Directed credit programmes have had adverse 

ImpUcations for the profitability o~ banks also because of the 

stipulation of concessia'llli l.,ding rates on priority sector credit 

and the element of subsidy on such lending which now accounts 

for a not Insig'liflcant portion of banks' spread. Subsidisatlon 

of this type of lending arises from the mis-conception that 

SOCially oriented credit should also be low cost credit. Subsidi­

satta! of credit Is clearly a case of misplaced emphasis as 

experi.,ce In India as elsewhere has shown that It is the 

timel y and adequate access to credi t tha t is of more 1m porlance 

than Its cost. Institutional finance 'even' if it is not subsi­

dised overtly or otherwise) is in any case a cheaper source 

of finance than the alternatlve of obtaining it from the unorga-
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nl.ed or Informal sector. There Is no need for a further element 

of eubsldlsatlon which only wellkens the ability of the blinking 

Byatem to build ItB strength to extend the coverage of credit 

even wider. In this sense there Is a regressive charllcter to 

the eubsldlsatlon In thllt the beneficillries of subsidised credit 

have become a new class of the privileged whose satisfaction 

Is at the expense of those continuing to be denied the benefit 

of Institutional credit. Apart from th is overt subsidisaticn, 

loan delinquencies could also be viewed as an element 

of unintended and unwarranted subsidisation with attendant 

adverse effects on income and profitability. 

Thus, it is both the depression 

in interest income available to banks within their directed 

Investment lind directed programmes on the one hand and the 

deterioration in the quality of the l08n portfolio both to the 

priority sectors and to the traditional sector that have been 

responsible for erosion of earnings and profitability. 

The . squeeze on profitability has also -emanated from 

the side of expenditure. Apart from the steady increase In 

interest cost of deposits both as a result of higher rates and 

a shift In maturity pattern of deposits towards longer term 

depo~its, perhaps the single most Important cause for the further 

Increase In ex penditure has been the Impact· of the IDhenomenal 

expan.ien of branch banking. Growing dlverslflcaticn of 

f",etten., particularly with respect to extending the coverage 
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of bank credit to agrlrulture and 'small Industries ... here the 

unit costs of administering the loa,1 tend to be high In 

proportiO'lllte terms have also contributed to a fllster growth 

In expenditure. The rapid ex tension of hanklng Into the rural 

hl'lterJand has often been cited a major· factor affecting the 

earning capaclty of banks. Many of the seml-urban and rural 

branches of banks have been described as unrenumeratlve In the 

sense that many of them are primarily deposit centres and do 

not' generate adequate credit business and, consequently, Income. 

Even If these deposit centres were paid Interest on ratiO'lllI 

transfer pricing principles by their head-offices, their advance 

business wou Id continue to be somewha t unremunerati ve. 

This Is because lending to agriculture and sma11 Industries wh Ich 

constltute a significant If not a major proj)orUa'I of the business 

In I'ural and .eml~rban branches Is genel'ally at effectively 

subsidised rates and, therefore, I'l"plnges a'I banks' earnings, 

. as discussed earller. 

The system Is finding It difficult to cope with the load 

of servicing mOl'e branches as ttle operaUonal methods and 

Pl'ocedures have remained lal'gely unchanged. EJ(tenslve geogra­

phical spread and lines of command and contl'ol have tended to 

weaken centl'al office supel'v Isla'l, wllhout necessarily leading 

to greate delegatla'l and accountability. There has been slgnlfl­

cant det':l'loratla'l In what Is referred to as "housekeeping" In 

the al'oos of balanCing of books and reconcIliation of entries. The 

recol'd of submission of Internal ca'ltrol returns by branches to 

head offlces has been unsatisfactory and there has been some 

weakening of Internal Inspec·.la'I and audit and Increase In 
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unreconclled Inter branch and Inter bank entries. Though we 

understand there has been some Improvement In this regard more 

recently, It still represents an area of weakness. Consequent 

to the rapid expansion of branches, establlshment costs have 

risen given that the structure of salaries and wages do not make 

any real distinction between urban and rural branches. More 

recently, the Reserve Bank has Indicated the need to moderate 

the expansion In branches, and Is laying Increasl"J stress on 

extension of branches on the basis of demonstrated need and 

potential viability of 

Improvement In terms 

existing branches. 

of 

branches, 

efficiency 

and 

and 

on the qualitative 

profltabJllty of the 

The rapid growth In the numbers of staff and 

accelerated 

manpower. 

promotions have also 

There has consequentl y 

diluted the quality of 

been a perceptible decl~ 

In the quality of supervisory and managerial staff .in banks. 

Over-manning at various levels has become an unfortunate aspect 

of banks' organisational systems over time. WhJle trade unions 

have performed their legitimate function of looking after the 

service conditions of their members, they also appear to have 

contributed to the proliferation of restrlctve practices In term' 

of work norms. resistance to mechanisation and computerlsatiOl'l, 

and obstacles to rational pollcles In respect of promotions ,pJ 

staff transfers. Some of these practices have affected dlsclpl1f1' 

and work culture and, In the process, also affected productivitY 



lind efficiency. n·,e technology of bank operations has, over 

the pest few decades, shown little Improvement despite the mani­

fold expansion of business which again has come In the v.ay 

of providing efficient customer service In an Industry which 

Is essentially a ser, icp industry. A Situation has arisen today 

where emoluments of bank staH and theLr revisions are no longer 

dlrectl y related to either producti v it y or profitabil it y of either 

Individual banks or of the system. This has aggravated the 

position of some of the weaker constituents of the system. 

Studies undertaken by the Reserve Bank Indicate that labour 

productivity (measured either In terms of per ca~lta net income 

or in terms of cost of different activ iUes per rupee of 

established costs) has been declining. The rate of growth In 

staff costs has been higher than that of the surplus of banks. 

It 15 In this contel(t that the Reserve Bank has advised banks 

to seek to limit the el( pans ion of their staff to arc:und one per 

cent per annum as against an average of 7 per cent per annum 

between 1980 and 1985. The reduction In the yearly expansion 

of staff has effected some potent ial savings In establish-

ment costs. There is, however, still considerable scope for 

COntaining manpower growth In banks and to effect necessary 

re-deployment of staff betv.een urban and metropolitan branches 

on the one hand and the rural semi-urban offices on the other. 

Both management v.eaknesses and tr3de union pressures have con­

tributed to this degree of over-m~nnlng In the urban and metropo­

litan centres and Inadequate progress In updating work technology. 
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The deterioration In portfolio Quellt), and the related .rosion of 

pl"oflteblllty of the banking .ystem has led to other serious 

-"ort-comlnga In the system "'h ich also call for- remedial action. 

M a ~lt of decllning profitability Indian banks have not be.l 

able to add to the"" o ... n resources in the form of reserves suffl-

clenUy. The ratio of capital fll'lds of Indian banks to risk 

",elghted assets Is loll1\' on the average even on the basis of 

published balance sheets. This average conceals the point that 

acme banks are serlousl y ll'lder-capltallsed. In respect of public 

sector banks, there has been Injection of capl tal from the Govem­

ment In recent years but the position stUl Is a tnatter for­

concern. These flEJ,lres, of course, ar. on the basls of published 

balance sheets which do not adequatel y reflect the true state 

of affair. of banks and financial institutions. Accounting prac-

Uces of Indian banks a,.e not uniform. Nor- Is there any way 

of gleaning fram the published balance sheets and profit and 

lOllS accounts the adequacy or- other",lse of prov 1510ns for- loan 

1011 ... and bad and doubtful debts. Though the Reserve Bank has 

r..,Uy Indicated a model format for 

end presentation of accounts, It still 

balance sheet purposes 

remains. necessery for 

banks to adopt transparent and uniform accounting practlc:ea and 

full. dl.closure statements In conformUy with International norms 

end practices In thl. regard. 

The other major .. t of Issues relates to the need for 

ensuring a degree of operational flexlbllity end, more Importantly, 

Internal .,tc:norny for the banks In their decision making proceu 

not only In respect of credit sanctions but In aU aspect.s of 
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Internal management. While the directed lnvestments and directed 

credit programmes have tended to inhibit operational flexibility, 

the more serious danger to the system has emanated, as indicated 

eerller in this Chapter, through excessive administrative and 

polltical interference in credit decision making which has 

seriously abridged the autonomous functioning of banks. Further, 

the ulrectlons wh ich bank managements receJ ve either formally 

or as is more often 

internal management 

of ofcficials, have 

the case, informally, regarding aspects of 

including cases of posUngs and transfers 

contribut.ad to a measure of de-motivation 

of bank managements and seriously affected their abillty to take 

innovative decisions in the furtherance of their business. The 

issues of autonomy and operational flexibillty are also related 

to the need for imparting a greater degree of professionellsm 

In banking operations which would be fully in keeping with one 

of the more important obJectl ves of bank nationallsetion. 'rhus 

the issues facing the banking sector relate both to the content 

of their business and the manner in wh ich such business is being 

conducted. The deterioration of the financial heal th of the 

system would not only impair' Its ability to serve efficiently 

the emerging needs of the real economy but could further erode 

the real value of and return or: the sav Ings to It entrusted by 

the depositors and eventually have an adverse effect on depositor 

and investor confidence. The pres~t situation calis for urgent 

remedial measures. We address these issues In greftter detail 

in the subsequent chapters. 

• •••••• 



Chapter IV 

DIRECTED INVESTMENTS AND CREDIT PROGRAMMES 

AND INTEREST RATES: SOME PROPOSALS 

The diagnosis of the problems affecting banks' 

performance and their ability to cope vdth the Increasing 

demands being placed on them also suggest the direction In which 

improvements would need to be effected to Improve the 

efficiency, prQ!:tuctlvlty and profitability of the system and to 

enhance Its competillve vitality. 

As regards the directed investments in terms of SLR 

and CRR requirements we ere of the v iew that the SLR requlre-

ments would need to be related, as they were originally intended 

to be, to prudential requirements and not as a monetary 

instrument or, es they have since become I a major Instrument 

of mobilisation of the household sector's flnanclal savings In 

the form of its deposits with the banking system to finance the 

public sector. In a situation of large revenue deficits as we 

have now I credit to the Governmment at the margin I Is as we 

mentioned earlier I going to finance what In economic terms Is 

consumption rather than be available for financing Investment 
productive 

end activl~y. The reduction In the fiscal deficit which Is high 
l 

on the economic agenda of Govemment should provide the 

background for e gradual winding down of the statutory liquidity 

ratJo from Its present levels which could be regarded as being 

unsustainable In terms of lImltlng the operational flexibility of 



ban"'s, In depressing their potential earnings and In 

out' the legitimate needs of the commercial sector 
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'crowding 

for bank 

cred It. If, as Is now Intended. the Government flscal deficit 

were to come down to 6.5 per cent of GOP this year and In the 

nt'"t fe., years to a level which could be regarded as consistent 

v.lth broad macro economic stability, It should be possible for 

the SLR als') over the next five years to revert to 25 per ce:'lt 

of net demand a"d time liabilities. The Committee recommends 

that such l'I phased reduction be effected In the SLR, starting prefe­

rably v-ith a reduction In the current year itself. A reduction 

In SLR levels should (''''able banks to allocute their res'JUrccs 

on a flexible and efficient basis to promote investment and 

production In agr lcuitlJre, Industry and tradO! with due regard 

to the productive use of their resources. The Committee also 

suggests tllat (;c'lVernment borrowing rates $hould progressively 

be market relilled and this should also help to augment banks' 

Income from their SLR investments. 

As regards the cash reserve ratio, It Is our view that 

we should allow the Reserve Bank the requisite freedom to 

c.perate this Instrument In terms of Its monetary pollr.y gools. 

In a monetary system like ours where the more traditional forms 

of credit control are not particularly effective given the narow­

ness of the securities market and the existence of administered 

Interest rates, there is likely to he, for some time, reliance 

on the variable reserve ratio as an Instrument of monetary and 

credit control. However, with the expected reduction in the 



Government deficit In relation to GOP the scope for an expansion 

of the high power reserve money base leadIng to potential 

secondary eJIC pansion of credit would also be correspondIngl y 

less. Wh lie thus the Reserve Bank should have the freedom 

to operate this Instrument, It would seem to us that the occasIon 

for maintaInIng this hIgh level of eRR would also dimInish with 

the reduction In the fiscal deficit itsel f . Further, If, as Is 

now Intended by the Government and monetary authorities Interest 

rates are progressively freed from the rigId admInIstered system 

whIch has prevalled for so long, this in itself should gIve some 

scope for the use of open market operations as another Instrument 

of credit control and thus relieve the variable cash reserve 

ratio from being the princIpal Instrument of such control. The 

CommIttee accordIngly proposes that the Reserve Bank consider 

a progressIve reductIon In the CRR from Its present hIgh level. 

In any event, It Is our view that If the Instrument of CRR were 

deployed, the Reserve Bank should pay Interest on .Impounded 

deposits above the basIc mInimum, at a rate which would be 

broadly related to the banks' average cost of deposIts. 

However, during the present regime of adm inIstered rates, the 

rate ma~' be fixed at the level of banks' one year deposIt 

rates. A movement towards market related rates would not 

ImpaIr bank earnIngs or Impose a tax effectIvely on the 

depositor. 

With respect to dIrected credit programmes, the 

Committee Is of the view that they have· played a useful role 
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In extending the reach of the banking system to cover sectors 

wh lch were hitherto reglected. The Committee, however, 

believes that the pursuit of distributive justice should use the 

Instrumentality of the fiscal rather than the credit system. 

Therefore, the Committee would like to view directed credit 

programmes not as a regular feature but rather as a case of 

extraordinary support to certain sectors In the absence of 

economic compulsions to make credit available to them and 

designed to correct perceived Imperfections In the credit market. 

Such intervention should be seen as a temporary rather than a 

permanent feature. The Committee believes tha' the Issue Is 

how to consolidate the quantitative gains that have been made 

while lmprov Ing the' quality of the loan portfolio and health 

of the banking system. Macro credit guidance should continue 

to be a legitimate aspect of developmental credit policy but 

micro credit Intervelltion, sometimes border ing on behest lending 

should be eschewed. 

Directed credit programmes have led to segmentation 

of credit markets and Introduced an element of Inflexibility In 

bank operations. Further, the stipulation of high proportion 

of allocation coming on top of Informal direction In favour of 

food procurement and allied activities after pre-empted uses 

of bank resources through the SlR/CRR mechanism has meant 

that the traditional sectors of medium and large Industry and . 
trade have often been subject to severe restriction with consa-

quent deleterious effects on the growth of Industrial investment 

and production. 



43. 

The growth of agriculture and small Industry In India 

has now reached a point where the legItimate productIve requlro-

ments of these sectors (or IDrge Ptlrts of them) could be met 

by bDnks on the basIs of theIr commercIal judgment. The 

questIon cen, therefore, be raIsed as "to whether Dnd to whDt 

extent there Is a need for contInuIng this type of special credit 

support. If the logIc of extensIon of credIt to the prIority 

sector Is to make these sectors economIcally v IDbie by enhancIng 

production Dnd productivity, two decades of such preferred 

credit Is a long enough perIod to attempt an eVDluatIon of Its 

continuIng need. Despite consIderable unproductive lendIng, there 

is evIdence thDt the contrIbution of bank credit to growth of agri-

culture and SrTBll Industry has made an Irrpact Dnd served 

Its purpose. There Is, therefore, need for re-examinat Ion of the 

cont Inued relevDnce of such directed creeli t progr<mTeS at least In 

respect of those MO Dre able to stand on theIr OWl feet and to Mcm the 
i ; ~ :, .• ') '. t:' 

dIrected credi t progrlmTles wI th the elsnent of interest .concesslonal I ty 

that has accompDnled It, has become a source of economIc rent. 

Even as two decades ago the quantitative expansIon needed a 

measure of credit dIrection, the present emphasis on qualIty 

improvement would seem to suggest that we de-emphasise the 

quantItatIve targets and try to lImit such credit direction only 

to the reDlly needy, such as the smDll and margInal fDrmers 

In agriculture and the tiny sector in industry. The IDrge and 

medium farmer and most of small scele Indu~try should be "able 

to stand on their feet even without such privileged access to 
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credl~ through direction end on the basIs of productive use of 

credit granted by banks relyIng only on theIr commercial 

judgment. 

The Committee, therefore, suggests that the system of 

directed credit programmes should be gradually phased out. This 

process of phasing out would also recognise the need that for 

some time It would be necessary for some special credit support 

through direction to be In operation end that some sectors may 

continue to need such credit support. The Committee, therefore, 

proposes that directed credit programmes should cover a 

redefined pr lorlty sector, consIsting of the small and marginal 

farmer, tiny sector of Industry, small business and transport 

opera!ors, village and cottage IndustrIes, rural artisans and 

olher weaker sections. The Committee proposes that the credit 

target for thIs redefined prIorlty sector henct:forth be fi)o.ed 

at 10 per cent of aggregate bank credit which, the Committee 

has observed, would be broad I y In lIne with the credit flows 

to these sectors at present. The Committee further proposes 

that a revIew may be undertaker. at the end of three years to 

see if directed credit programmes need to be continued. Simulta­

neously, the stipulation of concessional Interest to the redefined 

prIority sector would need to be rev Iewed with a v lew to Its 

eventual elimInation In about three years. Credit for agrIculture 

and small Industry should be on the bas's of supervIsed credit 

and on a proper techno-economIc appraIsal of proposals and 
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without .,y Interference, either political, administrative or 

judlclel In credit decisions. 

With regard to the large and medium farmer and small 

Industries now enjoying the benefit of concesslonal credit and 

to whom the direction would no longer apply, we need to 

ecns I der ways of phasing out their present 'priority' status 

by making It economically worthwhile for banks to expand their 

lending to these sectors without detriment to loan Quality or 

banks' Income. In this context, we would recommend non-invasive 

means of credit directiro such as a return to the system of 

preferential refinance from the Reserve Bank in respect of 

incremental credit by a bank to agriculture and small industry 

without, at the same t.ime, any loosening of eligibllity criteria 

for such refinance. This would make it profitable and attractive 

for the banks to enlarge their credit to these sectors but would 

leave the primary decision making to the hanks themselves on 

the basis of their credit judgment and their perception of the 

income generating aspects both In respect of the enterprises 

being financed and for the banks themselves. It would revert 

to the original postulate of social banking, viz., that credit 

should be an Instrument of enhancing productiv ity over large 

areas of agriculture and small Industry. In this sense, the 

Committee be!ieves thet there would be no conflict between the 

postulates of sound banking ro the roe hand. and social banking 

~ the other. 
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n. 1.".1 ... atructure of Interest ,.ates and the .. y they 

.... ct.tenn1ned a,.. ,..l...,ant not only for the wider goala of 118cro­

econcmlc "'''9811_.t end for providing a CCJ"lll8tl tlve ..,r I rcnnent 

to flnandal Inatltutlons, but also for .,surlng the financial 

atrength of banks end financial Institutions. 

'The present aanlnlstered structure of Interest rates Is 

characterised by great carplexlty end an Invert~ yield patterTi. 

The ~I.dty at ... fran the rrultlpllclty of authorities Involved 

end add hoc decisions by than wi th regard to rates of return on 

various types of Instrunents or tax conc:esslons end the at t8ll)t 

to Mf''''' certain social objectives throug-. differential Interest 

rat... The Inverted yield pattern Is largely a cons~ of 

Inflation end the desire of the Gov..."..,..,t to shield Iong-tenn 

Investn'8lts fi"'an the penal ty of hl!#l Interest rates caused by 

Inflation. Commercial bank lWiding rates to trade end Indu~try 

also reflect the cross subsldlsatlon being effected to make up 

for concesslonel Interest rates to the priority sectors. LWiding 

rates of term lWidlng institutions conseqUWitly are typically below 

the mlnlml6ll I.,ding rates of commercial banks applicable to cash 

credits for trade end industry. 

The level of int.-est rates has been Influenced to a great 

ext.,t by the Government's desire to conteln Its own Interest 

burden In the face of Its mounting fiscal deficits. 
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Although Interest rates on Government loans have been raised 

over the past decode, they are still not high enough to attract 

voluntary subscribers, though it should be added that Individual 

subscrlptic:n; to Government borrowing have been thrbugh Savings 

Certificates and similar Instruments rather than through 

m ... rketable debt. The market for Government loans Is In effect 

captive market. The other considerations governing the level 

of Interest rates are resource mobilisation and, latel y, the 

anxiety of the authorities to help the banks and financial 

Institutions to attain viability. Allocatlve efficiency has not 

been a major desideratum of policy. 

The Committee believes that Interest rates should 

Increasingly be allowed to perform their main function of 

allocating scarce loanable funds among alternative uses. For 

them to do so, rates will have to be allowed broadly to be 
~)"I~ t "": l I: 

determined by market forces. The Committee has noted that 

the Reserve Bank has already moved a considerable distance 

In the direction of deregulation of Interest rates. There Is no 

longer a ceiling on the lending rates of commercial banks or 

of the term lending Institutions but floors have been speclfl€d • 

.while concesslonal. rates continue to be In force for lending to 

priority sectors there has recently been an element of 

rationalisation by limiting the concession to small borrowers. 

The ceiling on Interest rates that can be orfered by corporate 

entities for debentures has also been removed, though not for 



public deposits. Bank depos It rates are still capped, though 

the ceilings have been raised both for banks and non-bank finance 

companies. Howeve .. , the celling al company deposits has not 

been raised. These rates as also Gove .. nment's own bo .... owlng 

rates are, however, belo~ what ma .. ket-dete .. mined .. ates a .. e 

likely to be. 

The Committee Is of the view that easy and timely 

access to c .. edlt is fa.. mo .. e Impo .. tent than its cost end hence 

in line wlth its gene .. el thinking al di"ected lending to p .. io .. ity 

sectors, it would .. ecommend that calcessionel rates of inte .. est 

for p .. iority sector loans of small sizes shouid be phased 

out. This would .. emove a major disincentive for banks to 

seek clients in the neglected sectors. Lending to p .. efe .... ed 

sectors should be encou .. aged as al .. eady indicated, by pe .. mitting 

commercial .. athe.. than concessional .. ates to the e .. stwhile 

constituents of the p"!ority sector and by instituting a p .. efe .. en­

tial .. efinance scheme without any p .. esc .. iption of the final .. ate 

to the ultimate bo .... owe... Subsidies in some of the development 

programmes, eg., IRDP should elso be withdrawn es they have 

distorted the patte .. n of lending. Withdrawal of such concesslona­

lity would reduce the need fo.. c .. oss subsidisation and lead 

to same ave .. aging of c .. edlt interest .. ates paid by different secto .. s. 

The Committee would also .. ecommend that any fu .. ther 

deregulation of inte .. est .. ates be phased to be in step with 

measu .. es to .. educe the fiscal deficit. Inte .. est rates on 
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Government l08ns have been progressively raised over the .. ast 

decade. Whlle this has provided some thou~h Inadequate reUef 

to the b'lnks during. a period when the SLR was also being 

grudually raised. It has also put pressure on the revenue accocnt 

of the Government. Interest costs now constitute a sIgnificant 

proportion of revenue expendl~ure. Any sudden Increase In 

coupon rates could jeopardls~ tho G.wernment' s efforts to control 

Its deficit. T ne Commit tee would. however, recommend that 

as the SLR Is progressively reduced, as suggested earlier, the 

Government lI1ay bring about a graduated Increase In Its nominal 

borrowin9 rate!; to bring them In line with other market rates 

of Interest. 

The Committee has noted that Interest rates In India 

have been, by and large, positive. More recently the Inflation 

rate has gone up, but there Is a general expectation that it 

will come dOl'\tn as measures to restore macro-economIc balance 

bP.gin to take effect. The current lending rates of banks and 

DFls which Is to somE' extent a reflection of the current monetary 

sihliltion arc ()I"\ the hIgh side and there Is little scope for any 

further IncreC'se. There may be a case for raising the ceiling 

on deposit rales to maintain their posItive character In real 

terms but a tot"l deregulation Is likely to gIve a further upward 

push to the lendIng ratc:s which, we believe, Is not desirable, 

at least untll compeli U ve forces come Into full play to prov.lde 

a mechanism for reduction In rates as the Inflation rate comes 

down or In response to change In demand for and supply of 
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funds. The Committee would suggest that, as in the case of 

Government borrowing rates, furth.... Increases in the bank 

deposit rates should be consld .... ed along with the auggested 

reduction in SLR. 

The Committee believes that the medium term objective 

should be to move towards market determined Interest rates. 

It would, however, advocate a c:autlcus approach to deregulation. 

In the absence of reasonable macrQ1conomlc balance and control 

of Inflation; total deregulation cculd pose the danger, as 

eKperienee abroad has shown, of eKcesslve bank lending at high 

nominal rates to. borrowel!; of dublcus credit-worthiness eventually 

creating acute problE!1'15 for the banks as well as the borrowers. 

The Reserve Bank sticuld aim at Simplify Ing the structure of 

Interest rates. Government for its part should also assist In 

this process by rationallslng the discriminatory f1~cal concessions 

In respect of different sav ings instruments and deSisting from 

Introducing such ad hoc concessions In the future. The Reserve 

Bank should be the authority to determine the level and structure 

of Interest rates. It shc.uld use the Bank Rat.e as an anchor 

rate to sl!J"ll!l changes in the direction and le .... el of rates. The 

Reserve Bank should use the Bank Rate as Its basic refinance 

rate and a floor or prime lending rate with a stipulated spread 

above the Bank Rate should also be Indicated. The spreads 

betwe«l the Bank Rate, Government borrowing rate, banks' depo­

sit rate and the prime lending rate may be Indicated by the 

Reserve Bank in accordance with the criteria suggested by the 

Chakravarty Committ_ whUe .,suring lhat real rat_ of interest 

remain positive. . ..... . 



CAPITAL ADEQUACY. ACCOUNTING POLICIES AND 

OTHER RELATED MATTERS 

Th. ..atlo of capl tal f"",d. In ... latlon to a bank'. 

depoelt. 01" It. • ... t. I. a wall .. ecognlsed and unlv ..... lly 

accepted measu .. e of the st .. ength and .tablUty of the institution. 

As mentioned In an earUer Chaptr, the capital ... tlos of indian 

bank. • .. e gene .. ally low .nd some banks .re seriously 

"",der--capltallsed. 

The Basle Committee on Banking Regulations and 

Superv Isory Practices appointed by the Bank of International 

Settiements (BIS) has prescribed certain capital adequacy 

standards to be followed by commercial banks and these 

standar.ds have been accepted for Implementation by several 

countr'!es. The BIS slendard, as it Is popularly known, seeks 

to measure capital adequacy as the ratio of capital to risk 

weigh ted assets. It has prescribed weigh tages for different 

categories of assets which include certeln off-balance sheet items 

as well. The Committee believes that It Is necessary that banks 

In India also conform to these standards In a phased manner. 

F or the purpose of calculating cepital adequacy, risk 

welghteges have to be assigned to different cet~orles of assetS. 

WhUe these weights have to conform broadl y to the .. equirements 

of . the BIS standard I the specific circumstances obtaining In India 
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would . need to be taken due note of In aulW'ing such weight •• 

We recommend that the Reserve Bank of India do so while l.sulng. 

Its guideline. to the banks in th 1a regard. 

F or the purpose of the cala.llaUon of capital, BIS ha. 

classified capital Into two broad categories, namely, TIer 

capital consisting of .hare capital and dl.cloaed reserves and 

Tler2 capital consisting of undisclosed and latent re..,.ves, 

general provisions, hybrid capital and subordinated debt It 

has also been indicated that 'Tier 2 capital should not e.Kceeo 

TIer 1 capital. The Committee recommends that the BIS basis 

of classificaticn in this reg8rd shwld be 8dopted by banks in 

Indi8. 

The BIS norm for capit81 8dequ8cy Is 8 per cent of the 

risk weighted 8ssets. The Committee recommends that all b8nks 

In Indl8 re.!lch this figure In a phased n,anner. For those banks 

which oper8te on an intern8ticnal scale, the norm should be 

aChieved 8S e8rly as possible 8nd In 8ny event within three 

years, i.e., by March 1994. As far as other banks are 

ccncerned. they should achieve a c8pital adequacy ·norm of 4 

per cent by M8rch 1993 (of which Tier capital should not 

be less than 2 per cent) .and the 8 per cent norm In full within 

the next three years, I.e., by March 31, 1996. 

Before, however, the norm. of capital adequacy are 

complied with by Indian banks It I. necessary to have their 
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assets revalued on a, more reallstlc basis and en the bas Ie of 

their realisable value. Banks and OFIs have not been following 

a uniform practice In respect of Income recOgnltlon, valuation 

of Inve~tments as also prov Isla"llng against doubtful debt •• 

Necessary adjustments In this regard have to be made as 

recommended by us later In this Olapter. After m~klng the .. 

adjustments It would be necessary to Inject further capital to 

achieve the capital adequacy norms. The Committee recommends 

that In respect of banks which have had a ca"lslstent record 

of profitability and enjoy a good reputatiOt'l In the markets It 

should be possible for- them to tap the capital market by Issuing 

fresh capital to the public. Mutual funds, Insurance companies 

and profitable publlc sector companies could subscribe to such 

equity, besides employees of the banks and the general public. 

In respect of other banks it may be neceessary for the 

Government to supplement the capital either by direct subscrip' 

tia"l to equity or thrcugh a loan which could be treated as a 

subordinate debt. 

The Ghosh Conmi t tee on the Final Accounts 

of the banks 'had made certain recommendatia"ls in regard to 

valuatia"l of investments in banks' portfolios. That Committee 

recognised that a Significant portion of a bank '5 portfolio would 

be held till maturity and, therefore, It would not be necessary 

to provide for diminutla"l In the value of such Investments based 

on market quotations. It, therefore, recommepded that a bank" 

Investment portfollo should be bifurcated into two parts, viz., 
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"permanent Investment" and "current Investment" and auggested 

that It would not be necessary for banks to prov Ide for 

dlmlnutlO"l In the value of permanent Investment but that full 

prov Islon would need to be made In the depreciation In the value 

of current Investments. The Committee endorses the 

recommendatl.O"Is of the Ghosh Committee In this matter. 

The Committee believes that a proper system of' Income 

recognlUon and prov Is 10"1 lng Is fundamental to the preservatlO"l 

of the strength and stability of the banking system. A proper 

asset classlflcaUon will, however, have to precede this 

••• rclae·. The Reserve Bank of India has now prescribed that 

all advances of a bank ahould be classified under the following 

Health Codea: 

Code No 

1. 

2. 

3. 

4. 

!. 

6. 

7. 

I. 

SaUafactory 

Irrf9Jlar 

Sick: viable/under nursing 

Sick: non-vlable/atlcky 

Advances recalled 

Suit-flied accounts 

Decreed debts 

Debts classlfled by the banks •• 
bed/doubtful 
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In regard to Income recognition the Reserve Bank has 

directed that In respect of advances covered by Health Codes 

5 to 8 Interest Income should not be recognised until it Is 

r_11 sed. The Committee believes that a pollcy of income 

recognition should be objective and based on record of recovery 

rather than on any subjective consideratlons. The InternaUonal 

practice Is that an asset is treated as· "non-performing" when 

interest Is overdue for at l.east two quarters. In respect of 

euch non-perform·lng assets interest is not recognised on accrual 

basis but is booked as income only when actually received. 

The Committee is of the view that a simUar pr~ct1ce should 

be followed by banks and financial institutions in India and 

accordingly recommends that Interest on non-performing assets 

should not be booked as income on accrual basis. The 

non-performing assets would be defined as an advance where, 

as on the balance sheet date 

(a) in respect of 
past due for 
days, 

term loans, 
a period of 

interest remains 
more than 180 

(b) in respect of overdraft and cash 
accounts remain out of order for a 
of more than 180 days, 

credits, 
period 

(c) in respect of bills purchased and disCOlXlted, 
the bU! remains overdue and unpaid for 
a period of more than 180 days, 

(d) In respect of other accounts, any amount 
to be received remains past due for a 
period of more than 180 days. 

An amount is considered pest due when It remains 

outstendi"g 30 days beyC71d the due date. 
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The Committee further recommend. that In view of the 

different practices hitherto followed by bank. and financial 

institutions in this regard they be given a period of 3 years 

beginning with the year 1991-92 to conform on a uniform basi. 

to the above norms. 

The Committee Is of the view that for the purpOlles of 

provisioning, banks and financial institutions should classify their 

assets by c:ompresslng the Health Codes into the following broad 

groups: 

i) Standard 

11) Sub-standard 

Ui) Doubtful and 

Iv) Loss 

The ~I should prescribe .clear and ct>ject ive deflni tions for these 

0\ categories to ensure a uniform, consistent and logicai basis for 

classification of assets. Broadly stated, sub-standard assets would 

be those Wlich exhibit prct>lems and would include assets ciassified 

as non-performing for a period. not exceeding two years. Doubtful 

assets are those non-performing assets Wlich rEl'T1llin as such for a 

period exceeding t)M) years and would aiso include loans in respect 

of Wlich instalrrents are overdue for a period exceeding 2 years.· 

Loss assets are accounts Wlere loss has been identl fled but the 

srounts have not been written off. 

The Committee belleves that in the Indian context, given 

the delays in the legal system there is bound to be a time lag 

between an account becoming doubtful of recovery, Its reC09nltlon 

as such and the realisation of the security. In making provisions, 

this factor has to be kept in mind, besides the market 
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value of the sec;urlty charged to the banks and Institutions. Ti'le 

Committee, therefore, recommends that the basis of prov Isloning 

against bad and doubtful debts should be as under: 

1. In respect of 'loss' assets, either the .,tire assets 

should be wrltt., off In the books or if the asset is 

permitted to remain In the books for certain reasons, 

100 per c.,t of the outstandings should be provided 

for. 

2. In respect of doubtful debts, It would be necessary for 

the banks to provide 100 per c.,t of the security 

shortfall, that Is, the full extent to which the loans 

and advances are not covered by the realisable value 

of the security. Over and above this, it will be 

necessary for banks and institutions. to make a further 

specific provision to the ext.,t of a certain perc.,tage 

of even the secured portial. This percentage could 

vary from 20 to 50 per c.,t depending crI the period 

for which an asset remaIns in the doubtful category. 

3. In respect of sub-standard assets, a general provision of 10 

per cent of the total outstandings should be created. 

We propose that the Reserve Bank lay down specific 

prudential guidelines in this regard keeping these 

recommendations in mind. The Committee further recommends 

that banks and financial institutions be given a period of 4 years 

beginning with the current year itself to comply with the above 

basis of provisioning. However, they- should ensure that the 
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unsecured portion of the doubtful debts are fully prov ided for 

as soon as possible. Loss assets should either be wr i t ten off 

or fully provided for immediately. 

In order that the banks and financlal instituU(J'lS are 

ln a positlcn to comply wlth the above criteria for income 

recognition and provisioning I It is nece'ssary that there should 

be- as little divergence 

taxable profits and that 

as possible between 
should 

there ~ be appropriate 

book profits and 

incentl ves in the 

tax laws to induce banks and financial institutions to adopt the 

desired accounting practices. The Committee has noted with 

satisfacticn that in terms of a recent, amendment to the Income 

Tax Act I the Reserve Bank has been vested with the necessary 

authority to issue guIdelines in regard to income recognition. 

The Committee suggests that the Reserve Bank keep in mind our 

recommendations in th is regard wh ile formulating the guidelines 

to be issued by it. The Committee further re-commends that 

all specific prov isicns made in respect of doubtful assets should 

be allowed as a deduction under Section 36( 1)( vii) of the Income 

Tax Act. Also I the deduction available for general prov isions 

under Section 36(l)(vii)(a) of the Income Tax Act 1961 should 

be modified to prov ide for a ceiling, of 0.5 per cent of the aggre-

gate average non-agricultural advances in India instead of a 

ceiling of 5 per cent of the net income. This deducticn should 

also be available to banks having operations outside India in 

respect of their Indian assets in addition to the deductions 



avaUable under Sectlcn 36(1)(vlll). In respect of agrriOJltural 

advances, the preSent provision of allowing deductions to the 

axtent of 2 per cent of such aggregate advances may be a110wed 

to conti,.... 

concurrent with proper The Committee believes that 

procedures for Income recognition, prov Isionlng and maintenance 

be greater transparency In 

In th Is context we endorse 

of capital adequacy, there should 

the financial statements of banks. 

the recommendations of Ghosh Committee on Final Accounts In 

this regard. After the Ghosh Committee submitted· Its report 

the International AccClJnUng Standards CommHtee Issued Its 

standard on "Disclosures In the financial statements of banks 

and similar financial Institutions". The Committee recommends 

that this standard be adopted by Indian banks and financial 

Institutions In a phased manner, commencing with the OJrrent 

year. At the same time, the Committee would suggest that the 

Reserve Bank may defer Implementation of such parts of the 

standards as It considers appropriate during the transitional 

period. 

Banks and financial institutions at present face 

considerable dlffiOJlties In recovery of dues from the clients 

and enforcement of security charged to them due to the delays 

in the legal processes. A Significant portion of the funds of 

banks and financial Institutions is thus blocked in unprOductive 

assets, the values of which keep deteriorating ""lth the passage 
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of time. Banks also inQJr substantial amounts of expWldlture 

by way of legal charges wh ich add to their overheads. The 

questim of speeding up the process of recovery was examined 

in great detail by a committee set up by the GovernmWlt under 

the Chairmanship of the late Shri Tiwari. The Tiwari Commit­

tee recommended, inter al1a, the setting up of Special Trlbunais 

wh ich could ex pedUe the recovery process. This Committee 

is in full agreement with the recommendatims made by the 

Tiwari Committee and strongly recommends to the Government 

that special legislatim on the lines recommended by Tiwari 

Committee be Introduced forthwith. The Committee is of the 

view that unless a proper judicial framework is established 

which could help banks and institutims in enforCing the claims 

against their cl1ents speedily, the funcUming of the financial 

system would continue to be beset wlth problems. We regard 

the setting up of the Special Tribunals as critical to the 

successful ImplementaUm of the financial sector reforms. 

The Committee recognises that the impact of the setUng 

up of the Special Tribunals will be felt by banks only over" 

a period of time.' The appointment of the Tribunals, the flnal1-

salim of their working procedures and equipping them with the 

necessary infrastructure for proper functioning would all take 

some time. In the meanwhile it is necessary to work out en 

arrangement to deal with that porUm of the portfolio of banks 

which has aiready become bad end doubtful and whose recovery 

is being hampered by the slow legai process. To conU,.. to 



keep such assets In banks I balance sheets would not be deslrabl. 

even on the assumption that substantial proviSions ar. made 

thereagainst as recommended by us. It would be far more 

appropriate If these assets were taken off the balance sheetS 

of banks and Inst1tutlons, so that the funds realJsed through 

this process can be recycled Into more productive assets. The 

Committee has looked at the mechanism employed under slmllar 

circumstances In certain other countries and recommends the 

setting up of, If necessary by special legislation, a separate 

Institution by the Government of India to be known as I Assets 

Reconstruction Fund I (ARF) with the e)(press purpose of taking 

over such assets from banks and. financial Institutions and 

subsequently following up on the recovery of the dues owed to 

them from the primary borrowers. The share capital of this 

Fund could be subscribed to by the Government of India, the 

Reserve Bank of India, public· sector banks and financial 

Institutions. 

The Fund would acquire from banks and OFIs the bad 

and doubtful debt assets which are In th.e process of recovery, 

at a discount. The quantum of discount Itself would be deter­

mined by independent auditors, I.e., auditors other than. those 

of either the banks/OF Is or borrowers concerned and on the 

basis of guidelines clearly set down for this purpose by an 

expert body of chartered accountants. The transfer of assets 

to the ARF by the banks/OFI. would be accompanied by the 

primary IWlders renouncing In favour of the AAF claim. on the 
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collateral pledged in respect of the loans inclusive· of any 

guarantees by Central 0/'" State Governments Of'" any other bodies. 

The Fund would pay for the aCQuisition of these assets 

from banks/DFls at e diSCOunted price In the form of five-year 

bonds which would bear interest at mer ... et related rates. The 

bonds would be guaranteed by the Central Government and thus 

would Qualify for Inclusion as SLR assets. The advantage to 

banks of this arrangement would be that a portion of their bad 

and doubtful debts would be off their books though at a price, 

but they would have In substitution of these advances, bonds 

up to the discounted value with a certainty of Interest Income 

wh ich would be an obv iousl y important aspect from the point 

of view of income recognition. Further, by meking these bond 

holdings eligible for SLR purposes,. fresh resource could become 

avallable fOf'" normal lending purposes. 

Selling these assets to the Fund at a discount would 

obviously mean an obligation on the bank~/OFls to write off these 

losses which in the case of many of them they mey not be in 

a position to do given their weak capital position. We propose 

that to enable the banks to finance the write off represented 

by the extent of the discount, the Government of India should 

prov ide a subordinated loan. As far as the Government of India 

Usel f Is concerned, we believe that the f rupee counterpart of 

any ex ternal assistance that would be available for f~nancial 

sectOf'" reform could be used to inject this type of capital to 

the banks and OF Is. 
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We view with equal Importance vesUng the ARF with 

full authority to enable It to collect the dues and Invoke the 

guarantees for expeditious clearance. These powers could be 

much broader than those contained In Sections 29 to 32 of the 

State Financial Corporations Act 1951. Once the dues are 

collected by the ARF, It should be In a position to use tha 

receipts to redeem the bonds. If, on the other hand, there 

were a deficit, the Government of India would need to take such 

a deficit over. Once the ARF completes Its task of collecting 

the dues and redeeming the bonds, we would expect that It 

would wind Itself up. 

We wish to emphasize that this proposal should be 

regarded as an emergency measure and not a continuing source 

of relief to banks and OFIs. It should be made clear to the 

banks and financial Institutions that once their books are cleaned 

up through this process they should In future take normal care 

and pay due commercial· attention In loan appraisals and 

supervision and make adequate provisions for assets of doubtful 

reallsable value. 

With a view to .,surlng that the new institution Is not 

burdened with a large number of accounts disproportionate to 

the Infrastructure likely to be available to It, It Is necessary 

that such transfers of assets are done In a phased mamer. 

To begin with, all consortium eccotllts where more than one bank 

or Institution Is Involved should be transferred to the ARF. 

The number of such acc:cunts will not be large but the amount. 
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Invol ved would be substantial enough to make a difference to 

the balance sheets of banks/OF Is. Gradually, depending on the 

progress achieved by the ARF, other bad and doubtful debts 

could be transferred over a period of tIme. Meanwhile, banks 

and Institutions should pursue recovery through the Special 

Tribunals. 

The mechanism of Special Tribunals and the ARF are 

intended to faclli1tate recovery of dues from clients in respect 

of whom banks and DFIs have already taken a decision to re~ll 

the loan and procee"d with the enforcement of security. There 

are, however, a !Oignif1cant number of sick accounts in the port­

folio of banks and OFIs which are under various stages of 

nursing programmes. These accounts represent dues fram units 

W'iich are generally considered viable and W'iich given appropriate and 

timely assistance could be e)(pected to show improvarent. Past e)(pe­

r ience, hC7r'\lever. has shOW"l tha t the rehabill ta t Ion progrmrnes of mos t 

such sick units are hampered by Inordinate delays In decision 

making, particularly when several banks and financial instItutions 

are invol ved under a consortium arrangement. There are 

sometimes disagreements between the consortium partners in 

regard to some Insignlf1~nt details which hold up decisions. 

There have been instances where even after agreement is reached 

on the rehabilitation programme, the,:e are delays in the 

disbursement of funds for one reason or another. As a result 

of these delays even potentially viable II1ltS face prospects of 

closure and winding up jeopardising, funds already· invested In 
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them by the financial system. Several attempts have been made 

In the pest to bring about greater coordination between the 

various Institutions but these have not produced any worthwhUe 

results. 

The Committee belJeves that In respect of such sick 

units which are under nursing or rehabilitation programme, It 

should be possible to work out an arrangement similar to what 

Is contemplated under the ARF to ensure smooth declsien making 

and Implementation In respect of such nursing programmes. The 

Committee recommends that In respect of aU censortlum accounts 

which are classified as sick accounts and In respect of which 
formulated 

nursing programmes have already been or/are In the process 
l 

of Implementatlen, the -;oncerned lead financial instltutlen and/or 

lead commercial bank should take over the term loan and working 

capital dues respectively from other participating institutlens 

and banks. Such acqulsitlens should be at a discount based en 

the realisable value on the assets assessed by a .,panel of at 

least two Independent auditors as In the case of transfers of 

assets to the ARF. 

In re~pect of accounts where the amounts of dues to 

the banks and OFIs are very large, the process recommended 

by us could raise certain Issues of 'exposure'. There are IXIder. 

standable lJmitations even for a large Instltutien or a commercial 

bank to Increase Its exposure In respect of Jndlv ldual accounts. 

Here ega In , there Is a need, as In the case of transfer of assets 
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to ARF, to Implement the a""angement In a pha.ed ma"".". To 

.ta"t with, It aha,lld be po •• lble to confine thl. a""angement 

In " .. pect of aCcaJl"lt. whe". the total du.. do not •• ceed a 

sum of R. 10 C"or'.. by way of term loan. end R. 20 c"ores 

by way of working capital due.. Thl. .hauld, we bellev., 

add"... the p"oblem of Individual •• poau"e. G"adually, thl. 

a""angement could be e. tended to othe" accaunt •• In " .. pect 

of ve"y large accaunt. which cauld c"eate •• posu"e p"oblems, 

the consortium a""angem.,t. may have to be continued. 

understend, howeve", that auch accaunt. a". ve"y few In numbe". 

As In the case of the ARF, the Committee "ecommends 

the above m.asu"e a. a on.-tlm. a""angement to take ca"e of 

the special cl"cumslancea In which a fai"ly large numbe" of units 

have faUen sick and need to be "ehabilltat.d. The Commltt.e 

Is also consciaus of the bu"d., this p"oposal could place on 

sOllIe lead Institutions and banks. Once the cas.. of e.lsting 

units' ... dealt with, banks and institution. shauld In futu"e 

enaure that problems of this natu"e do not a"lse. The decision 

to nurse a unit which Is faclng problems shauld be taken purely 

on professional and commercial considerations. The formulation 

of en appropriate end ccnslderate exlt pollcy by the Govemment, 

providing proper safegua"ds for the worke"s .hauld h.lp In 

this proc... The assumption of the llabIllties of the pa"tlclpe­

tlng members of a .yndlcated loan ata dl.COIM"It ahauld then 

be a purely voluntary l!IITangement between th., concerned pa"U_ 

baNd on normal c:ammercial ccnalderaUona and with aut eny 

•• t"anaaua pressu" ... 



Chapter VI 

StRUCTURAL ORGANISATION OF THE 

BANKING SYSTEM 

(he of the terms of reference of the Ccmmlttee Is the 

question of structural organisation of the banking system. The 

present structure 'of banks In India has been the reSult of 

historical evol!-'tlon and, barring the creation of the regional 

rural banks after 1975, the structure remains broadly what It 

was at the time of nationallsetlon of banks. The Issue of 

restructuring the public sector banks has been studied at 

various times and by at least three committees In the past and 

though certain recommendations were made in the direction of 

restructuring the system, no acUon was taken towards Implementing 

these proposals In the light of the. perceived administrative 

problems. 

Our examination of the problem and our discussions with 

representative organisations of banks, bank labour, Industry 

and trade have brought home to us the need for effecting structu­

ral changes with a view to bringing about greater efficiency 

of operaUons. We were struck by the broad spectrum of support 

to the Idea that there should be a substantial reduction In the. 

number of public sector banks from their present number of 28. 

We are aware, as Indeed were the representatives of bank manage­

ments end labour, of the administrative and staffing problems 
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that are likely to be faced in doing so but agree wi th those repre­
the 

sentatives of managEment and labour with Man we diSCUSSed
L 

issues 

that these proplems have to be tackled In the larger Interest 

end with cooperation from bank steff. 

The Committee attaches the utmost Importance to banks' 

functioning within the frrm:i!WOl"k of operational flexibility and in-

ternal autonomy and, is therefore of the v iew that any move 

tOo'llllrds restructuring and reducing the nurber of banks through rnrgEr'S 

and acquisitions should evolve on the basis of merket driven and pro-

fitability considerations and with understanding support 
bank officers and 

from t. staff. This would emphasize the voluntary character of 

the exercise and avoid the type of problems associated with a 

top down approach. 

Consistent with this approach, the Committee would llke 

to put forward the broad pattern towards which the banking 

structure should evolve. In our view, this broad pattern should 

consist of 

(a) 3 or 4 large banks (Including the State 

Bank of India) which could become interne-

tiona I In character; 

(b) 8 to 10 national banks with a network of 

branches throughout the c;ountry a'lgIIged 

In general or ~Iv.,..l banking; 

(c) Local banks whose operations would be 

generally confined to a specific region; and 



(d) Rural bank. (Including RRB.) WhOM opera­

tion. would be confined to the rural ar.s 

and whose business would be predominantly 

engaged In financing of agrlallture and 

alUed' actl ... ltle •• 

The Committee beUe ... es that each of the abo ... e categcrles 

Should ha ... e differential start up capital requirements stlpulatecd 

by the Reser ... e Bank based on the a,... of operations and branch 

network. The start up capital requirements would, of course, 

be supplemented, by the maintenance of capital adequacy on the 

lines discussed In an earlier chapter In respect of the. large, 

medium and local banks. Subject to the maintenance of minimum 

cl!lpital requirements related to area of operations there should 

be no restrictions on banks operating in any part of the country 

though we would expect that the local banks would largely confine 

their branch operations to particular regions and ha ... e link offices 

In major centres outside their regional area of operations. 

The State Bank of India has already evolved Into a bank 

v,ith coosiderable amount of domestic strength and a strong 

lnter-natiooal presence. In due course of time It has the potential 

of evolving Into a strong International bank. It Is necessary to 

think in terms of two or three other banks which could be 

encouraged to replicate the State Bank of India'S pattem of 

growth. This could come about through a process of mergers 

of some of the leading public sector banks which already ha ... e 

a reasonably stroog In terT\lltiona I presence. Recent events have 
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.... ply demonstrated the dlfflQ.lIU .. for banks maintaining a strong 

InterneUcnal presence unless they have a degree of strength In 

domestic banking. Mergers of such banks with ex t ... slve domestic 

operations and an InternaUonal presence would thus help to create 

strong banks and of reasonable size to take care of fluctuations 

In business which mark operations In International banking. Thus, 

In addlUon to the SBI, we could have two or three large banks 

having operations abroad In major International finanelal centres 

and In regions with strong Indian ethnic presence. Pending the evolu­

tion of such strong Indian banks with an In terna tiona i character, 

the Committee recommends as an interim measure that those Indian 

banks with the largest presence abroad and strong flnanelal 

position could jointly set up one or more subsidiaries to take 

over their existing branches abroad. The SBI operations abroad 

should continue and ln~eed be strengthened in crurse of time. 

The Committee also proposes that consideration be given to the 

larger banks increasing their international presence and operations 

. by taking over ex isting small banks incorporated abroad. The 

Committee believes that these steps would help to rationalise the 

foreign operations of Indian banks. 

A. national bank, as we envisage it, would be typically 

one which has a wide network of branches across the country. 

While the public sector banks today wouid qualify for this 

definition as a result of their branch expansion not only In the 

regions of their origin but across the country, this expansion 
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HIS sareNlat unplamed and haphazard with the result that 

considerable strains have been placed on their organisational 

structure. Such organisational weaknesses have, as we indicate 

in the next Chapter, affected efficiency and productivity. Further, 

due to the operation of various other factors, as discussed In 

earlier Chapters, the health of quite a few banks has been affected 

because of the deterioration in the quality of their assets over 

a period of time. While pursuing measures outlined In earlier 

Chapters to improve the profitability of the system, we believe 

a measure of restructuring of the system by reducing the number 

of the remai'ning pubUc sector banks would be desirable. There 

is clearly need for a degree of consolidation of the structure 

and this could be brought about essenUally through a process 

of negotiated rather than 

earUer, on profitability 

of business strategy. 

imposed mergers 

considerations as 

The 

based, 

weU· as 

as mentiOned 

for reasons 

with appropriate help and, 

managements of the various banks 

where necessary, a measure of 

persuasion by the Government and the Reserve Bank. should, we 

believe, work towards this end. In our view, the number of 

national banks, given the needs of the country and the optimum 

size of operations both from the business and organisaUonal points 

of view, should not exceed eight to ten. 

The "sumption that every bank should be national in­

character was pemaps responsible for encouraging the public sector 

banks, including even those who prior to nationaUsation had a 

strong regional character, Into ex pending In all parts of 
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of the c~try. This assumption Is questionable as In eny struc-

tu,.e of banking the,.e is always ,.oom for banks with a "egional 

character and these could function wi thin thei,. a,.ea of ope"atlons 

as efficiently and p,.ofltably as national banks. local banks have 

undoubtedly several strengths and given approprlate business 

strategies could offer- health~ competition to banks of lar-ger size. 

The Committee, therefore, vlsuallses that. given the freedom of 

entry Into the financial $ystem, there could be streng posslbUlty 

that several n~ banks "lth a pr"~inantly local characte,. VIOUld 

be set up and existing local banks would find 

the anv I,.onment congenial for inc,.easlng the size and scope of 

thei,. operations. 

The Committee ,.ecommends that f,.eedom of tnt,.y Into the 

financial system should be llberallsed and the Reserve Bank 

should now permit the establishment of new banks In the p,.lvate 
minimum 

sector, P,.ov Ided they conform to the, start up capital end other 

,.equl,.ements and the set of prudential norms with "ega,.d to 

accounting, provisioning and other aspects of operations. 

The Committee also recommends that the,.e should not be 

any difference in t,.eatment between the publlc· sector and p,.lvate 

sector banks and any restrictions in this rega,.d which are at 

present In operation should be removed. 

The Committee proposes that the Government shculd make 

positive declaration that· there would be no fu,.ther 

nationalisatian of banks. Such an assu,.ance would ,.emove the 
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existing disincentive for the more dynamic private sector bank,S 

to grow. 

In recommending freedom of entry into the financial system 

which would result in the possible establishment of new banks 

in the private sector, the Committee is CQ1scious of the 

possibility of misuse of banks by certain vested interests to their 

special advantage and to the detriment of depositors' interests. 

The ,Committee believes that ensuring strict compliance with the 

prudential gL!idelines laid down by the Reserve Bank of India 

together with the relevant statutory requirements governing private 

bank operations should prov ide adequate safeguards agaInst such 

misuse of banks' resources. 

The Committee aiso believes that consistent with the other 

aspects of Government policy dealing with foreign investment. 

the policy with regard to allowing foreign banks to open offices 

in India either as branches or, where the Reserve Bank considers 

it appropriate, as subsidiaries, should be more liberal subject to 

the statutory requirement of reciprocity and the ,. aintenance of 

such minimum assigned capital as may be prescribed by the 

Reserve Bank. The Cannl t tee. is of the view that the joint ventures 

between foreign banks and Indian banks should not only be permi t ted 

but be actively encouraged particularly in regard to rrerchant and 

investment banking, leasing and other newer forms of finenc1e'1 

services. The entry of foreign banks into the country, we 

belleve, would have a beneficiai impact from the point _ of v lew 
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of Improving competitive efficiency of the Indian banking ayatern 

as also upgrading work technology. In the ahort r'\M"I It could 

create problems to the Indian banks but over a period of time, 

we believe, Indian banks would so reorganise their operations 

and In'prove their efficiency as to meet the competition posed by 

the foreign banks. Wh 11e permitting operations of foreign banka 

we would emphasise the importance of ensuring a level playing 

field. Foreign banks in the country are not subjected to the 

same social obligations as have been imposed on the domestic 

banks and this has given an edge to the foreign banks in regard 

to their profi lab11Ity. The Committee, therefore, recommends 

that foreign banks in India when permitted to operate in the 

country should be subjected to the same requirements as are appli­

cable to domestic banks. If, in v iew of certain constraints, such 

as absence of branch network, the foreign banks are UMble to 

fulfil certain requirements such as a minimum proportion Of 

directed credit (equal, as we have earUer proposed, to 10 pe~ 

cent of aggregate credit) the Reserve Bank should work out alterM­

tive methods with a v iew to remov ing any possible C,ompetitive 

disadvantage to the Indian banks. 

The Committee has given ca'1sideratia'1 to the present 

system of licensing of branches. While on the one hand the 

present policy has placed restrictions a'1 commercial banks opening 

offices purely on profitability considerations, it has, on the 

other, directed banks to open offices in centr4!s with the object 

of providing banking services especially In the rurel and aemi­

urban areas regardless of the fact that auch branchea are Ukely 
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to be unr~ratlve. Th Is polley was perhaps desirable and 

necessary for extending geographical spread In the formatlve yeart 

of expanding the flnanclal Infrastructure. With this objective 

having been substantially achieved, the polley needs to be 

reviewed. With the banking system now having extended Its 

branch network over a vast area of the rural hinterland and 

successfully achieved an Increase In banking density, the 

Committee sees no further need to continue the system of bran.ch 

licensing and we accordingly propose that branch llcenslng be 

abollshed. Indian cannercial banks should be given full freedan to 

open or close branches (other than rural bre.ches for the 

present) or swap their rural branches with those of other banks 

on the basis of their commercial judgment. 

One of the major achievements of the banking system In 

the period following natlonallsatlon has been the substantial 

branch expansion Into the rural areas and the lricrease In 

provision of credit to agriculture and allied activities but, as 

discussed earlier, this achievement has exacted a price in terms 

of erosion of profitability and .organlsatlonal strain. Most of 

the rural branches of banks are unremuneratlve and lack viability 

in their operatlons. The management of the rural branches has 

proved to be a dal.l'1t1ng task In regard to manpower deployment. 

Internal controls over rural branches have become weak and 

ineffectlve. Informatlon retrieval has been hampered by delays 

and inaccuracies and quality of assets sevrely affected by, 

amongst other things, absence of effectlve post-credlt .... p .. vlslm. 
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Any attempt to r-estructur-e the banking system In the countr-y 

carV'lot but take note of and deal with these pr-oblems. 

The Institution of Regional Rur-al Banks (RRBs) was 

designed to pr-civlde a low cost alter-naUve to the oper-atlon of 

commer-cfal bank br-anches but the functioning of the RRBs also 

gives much cause for- concer-n. 

the r-esult of the r-estr-ictlons 

To a lar-ge ex tent, this has been 

placed on the business they can 

engage in. The wage and salar-y scales of the RRBs also have 

been r-Islng and the r-ecent awar-d of a tr-ibunal would lead to 

these scales appr-ox!matlng to those of the com mer-cfal banks. 

The low ear-ning capacity and the r-Ising expenditur-e have 

ser-iously affected their- viability and, bar-r-1ng a handful, almost 

all the banks ar-e wor-king at consider-able loss with little r-ellef 

in sight. With the Incr-ease in salar-y scales, an impor-tant 

r-ationale for- the setting up of the RRBs has ceased to exist. The 

managements of the RRBs continue to vest with the sponsor-lng 

banks who also have their- own r-ur-al br-anches in the ver-y ar-ea of 

opel"'atlons of the RRBs whldl have been sponsor-ed and al"'e 

managed by them. This has given r-ise to cel"'tain anamolles and 

to avoidable expendltul"'e on con t 1"'01 s and adminlstr-atlon. The 

pl"'oblem of the RRBs is, thel"'efol"'e, one of Impl"'ovlng their-· viabi­

lity without sacl"'lflcing the basic objective fOl'" which they wel"'e 

eet up. 

The Committee believes that the soiutlon lies In evolving 

a rul"'al banking structul"'e which could combine effectively the 

advantages of the local chal"'acter- of the RRBs and the financial 
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atr.ngth end organlsaUQneI and managerial skills of the commercial 

banks. While compeUUa'l should be a relevant factor In the 

business of banking, In the particular cIrcumstance of rural 

banking this proposltla'l needs to be quallfled. Given the credit 

gap which exists In rural community, and the distance stlll 

required to be covered before the rural banking needs are fully 

taken care of, the need Is to estebllsh a vIable banking structure 

which could effectl vel y meet rural credit needs. 

The Committee belleves that It would be !Sdvant5geous 

for the sponsor banks to segregate the operetlons of theIr rural 

branches through the formatia'l of one or more subsidIaries, 

dependIng a'l the size, edminlstretive convenience end business 

essessment of each sponsOr bank. Each subsidiery should have 

a compact eree of operetions. This would be perticulerly 

desirable from the point of v iew of recruitment end deployment 

of manpower epert from prov iding the needed thrust to business 

operetlons and effective improvements in the control, supervision 

and information systems. If our recommendations in regard 

to abolltion of branch llcensing is impiemented, the sponsor 

banks should have the freedom to swap their rural 

branches wi th those of other banks whIch would 

facilitate banks which have fewer rural branches In 'certaln 

districts to cede them In favour of those banks which have a 
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larger pr ..... ce. Through this proc.s It should be poeslble 

to e~ol ve a ratione 1 structure of aubsldlarl.. of natlanal banks 

which could handle. rural banking In a more efficient and c:o.~ 

effectl ve INIIW18r. 

Such subsidiaries of the national banks should be treated 

0"1 par with the RRBs in regard to cash reserve and statutory 

liquidity requirements and refinance facUities from NABARD with 

a view to improving the viabiUty of rural operatlO"ls. This 

combined with considerable saving in costs of admlnlstraUO"I 

brought about through the· process of ratiO"lallsatiO"l suggested 

above and the phasing out of cO"lcessiO"lelity in lending to 

agriculture end small industry should make the subsidiaries more 

viable and eventually profitable. The 10 per cent target for 

directed credit which we have recommended as a transitional 

measure should. we suggest, be calculated on the basis of the ,-...... 
combined aggregate of the parent banil;s and their subsidiaries. 

The administrative problems which this raUonellsaUO"I 

exercise wouid involve cannot, however, be Ignored. The 

manpower problems associated with this cannot also be minimised. 

It Is quite possibie that a large number of employees would 

hesitate to get themselves absorbed in the newly formed 

subsidiaries and would prefer to remain with their respective 

parent banks. They may have to be iniflally treeted on 

deputatiO"l end replaced by employees who are recruited afresh 

and locall y . The training process of the newly recruited 

employees could also take quite some Ume. These are .NnUally 
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transitional p,.oblem. end whUe eome of th... cauld poM 

dlfflaJlties to bank., the Committee bellev.. that It would be 

necessary to face them aquarel y • It I. pemap. tt)e feUu,.. to 

take note of these problem. In the pe.t that h •• puUy ~ 

responsible for the p,..sent .truetuf"al deflelenel.. of the .ystem. 

These problems would not dl .. pp~r und.,. eny .tructure. It 

would, In our view, be better to find long ter'm .olutlon ••• 

suggested above while meeting the tr.nsItlonaI dlfflaJlUes In .. 

best • manna,. as possible. 

In regard to Regional Rural Banks, the Committee would 

recommend that to Imp.rt vlabillty to their operations they be 

permitted to engage In all types of banking business. Though 

their focus should c:ontlrue to be to lend to the target groups 

they should not be forced to restrict their op.,.aUons to the 

target groups. However. to a"Isure that the assistance at presa"lt 

available to the target groups Is not In any way reduced. the 

Committee proposes that, the RRBs should a"Isure that the level 

of credit to this sector Is maintained as was obtaining during 

the year 1989-90. We would also propose that the Interest rate 

structure of the RRBs should be In llne with those of the 

commercial banks. 

viable over time. 

This should. make the operations of the RRBs 

To Improve the viability further the Committee 

recommends that • mechanism be worked out under wh Ich 

the RRBs could place surplus funds wi th 



e1ther NABARO or with a speelal federal type of agency that might 

be set up for this purpose. Similarly, instead of RRBs investing 

in Government and Government guaranteed securities for purposes 

of SLR compliance they could keep cash balances with NABARO 

or the special agency which could pay Interest on such balances 

by investing or dep~oying these funds to the best advantage on 

their behalf and thus help augment the income of the RRBs. Such 

placement of funds by RRBs would also be consistent with the 

statutory requirements In relation to SLR. These 

believe, would help to improve the vlabUity of 

RRBs as would wish to retain their identity. 

steps, we 

such of the 

The Committee would, however, leave the option open 

to the RRBs and their sponsor banks as to whether the RRBs 

should retain their identity or whether they should be merged 

on a voluntary basis with the sponsor banks' rural banking 

subsidiaries. Such mergers should be decided mainly on 

commercial and deveiopmental considerations. In cases of such 

mergers, the Committee recommends that the sponsor banks take 

them over as 100 per cent subsidiaries in the first instance by 

buy ing out the shares in the RRBs now held 'by other agencies 

at a token price and eventually merge them with their rural 

banking subsidiaries which we have proposed. 

The Committee believes that thtt steps we have outlined 

to rationalise the functioning of rural banking institutions would 
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go a lcng way In impr-ovlng the viabUlty of the concer-nea 

lneUtutione .... d hea"p to build a etr-eng and br-oed based etr-uctur-. 

af rvr-a1 cr-edlt. 

• •••••• 



Chapt .. vn 

ORGANISATION, METHODS AND PROCEDURES 

IN BAN<.S 

FlexibUlty of operations, productivity and efficiency 

of the banking system could be regarded as a function of the 

organisational systems, methods and procedures followed by the 

banking system. An Important point that emerges on a review 

of the organisational systems in \he banking Industry Is, as 

mentioned in an earlier Chapter, that the methods of operation 

and procedural systems have not changed In any major 

qualitative sense In spite of a phenomenal growth In the volume 

of businesss, an ex tended geographical reach and a major 

diversification of functional activities. As mentioned In earlier 

Chapters, lines of command ·and control have lengthened to the 

point of weakening central office supervision without effectlvel.y 

decentralising decision making and operations. Internal retums 

are not submitted either on time or accurately; internal audit 

and inspection systems have not geared themselves sufficiently 

to expansion of business and unreconclled Inter-branch and inter-

bank entries (In spite of some Improvement In 'housekeeping' 

In recent years) remain areas of concern In view of the 
, 

possibUlty of such unreconcUed entries giving scope for fraud. 

In the result, the expansion and diversification of business have 

put .. vere Internal strains on the system. 
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The Committee Is of the view that the form of Internal 

organisational structure Is a matter best left to the judgment of 
the size of the banks, the 

Indlv Idual banks depending upon the ~ VOlume of their operations, 

the spread of their branch network and the range of their 

functions. There Is In fact no need to have a ...,lform 

structure for all the banks. It would I however, be pertinent 

to note that the way the Internal organisational structure of banks 

has evolved Is for the larger banks to have a four-tier 

structure, starting with the branch, followed by the regional 

office controlling about 30 to 40 branches, a zonal office 

controlling three or four regions and a head or central office 

at the top. The cese of the State Bank Is somewhat unique In 
the 

the sense that Its equivalent of zonal office IS~ Locel Head Office, 

wh ich functions In many respects as a bank with in a bank. The 

Committee believes that for the medium and smaller banks a three-

tier structure conSisting of the branch, the regional offices and 

central office would be adequate while for a small and local 

banks, such as, for Instance, the regional rural banks, a two-

tier structure with the branch reporting directly to the central 

office would appear adequate and appropriate. However, as stated 

earlier, the Committee would not wish to prescribe a uniform 

pattern but leave It to the banks to decide on a structure most 

appropriate to their needs. It. general point could, ,however, 

be made, namely that In any such multi-tier structure, there Should 

be a considerable measure of decentralisation, especially with 

respect to routine operations and credit decision making upto well 
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defined limit.. .0 that the upper-tier. of the .ystem ere not 

unduly burdened. The role of controlling offices. whether et 

the zone 01'" et the centre 1 office should be primarily one of 

effactl ve m~1tOl'" Ing end prov Idlng !J,Ildance to the lower-tiers 

In respect of their operations. Effective branch control Is quite 

consistent with an autonomous and decentrallsed structure provided 

the bcu'ldarl.. of delegated authority are well laid down and 

conformed to by both the levelS and supported by an effective 

reporting system. A1J e rule. administrative offices which ere 

essentially cost rather than profit centres should be lean and 

efficlent outfits as against the present situation where one sees 

a considerable proliferation of staff as a result of unplanned and 

haphazard growth and Insufficient delegatim down the Une. 

The branch Is the cutting edge of the banking Industry 

where there is the direct Interface with the depositor and the 

credit customer. It Is the functimlng of the branch that .15 thus 

a measure of the efficiency In respect of customer services. 

Banks would, therefore. need to give close attention ·to the 

organlsatim. staffing, work technology. work culture and attitudes 

of branch staff. The manning of rural branches have posed 

problems for banks owing to the reluctance of urban oriented and 

recruited staff to work In rural branches and the leck of motlva-

• Uon to do so. More local recruitment and Improved working condi-

tions. In rural areas should help to 1188t this probhm. In rmst bran-

enes the ¥IIOrk Is fftlr ly .lnple and routine. Deposit. bank rani ttances 
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• iflllie advances and blll business donot indeed require mJc:h skill or 

ex perUse to process. Procedures and accounting policy are simple 

end staff training for these set of operations should not present 

serlClUS problems. Even If such simple and repetitive work In 

a branch should expand it could be handled especially in non­

metropolitan centres by additional staff. Beyond a point, however, 

openJng new ledgers and appointing more staff cannot solve the 

problem as a larger volume of work brings In Its train a host 

of other problems such as handling reconcillatICI"I of entries, 

balancing of accounts and the like which require a measure of 

mechanlsatlCl"l and computerlsatIon. It is instructive to compare 

the experience of foreign end Indian banks In this regard. Foreign 

banks were In the lead In introducing mechanisation and 

computerlsatlon, and In the process, their custon";,' service has 

Improved, their standards of efficiency are rated better and they 

have, In consequence, reaped con"siderable competitive advanttlge. 

If Indian banks are to maintain and enhance their competitive 

efficiency, they would also need to go in for a measure of 

mechanlsatiCl"l and computerisatlon at least In the bigger branches 

and especially In the urban and metropolitan centres. While a 

majority of branches would be engaged In general business, the 

increaSing dlversiflcaUCI"I of the "portfolio and larger volume In 

diverse areas would call for staff with special skills. As work 

In these specialised areas ex pands , banks could th Ink In terms 

of hav Ing separate funcUCI"Ial dlv IsICl"ls In branches to handle 

business of· a parUwlar type of clientele with each specialised 

division catering to a parUwlar market segment a"d mamed by 
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staff equipped with the necessary skills fOl" this purpos. end 

provided with decision making ablUtles. The divisions could 

maintain their own books of accounts and carry only the totel. 

to the branch geAeral ledger. The State Bank of India's 

upedence with such dlvlslonaU.atlon In term. of merket segments 

I. indicative of the benefits of tIUCh en approach. If the volume 

of business expands beyond .ven what a division In a branch 

could undertake, there could perhaps be ac:ope for what has been 

termed 'dedicated' branches wh Ich cater to only one merket 

segment, prov Idlng aU the serv Ices of a particular type of 

cHentele's needs and men its staff, specially skllied and trained. 

to handle this type of business. It he. been observed that such: 

dedicated branches are' conducive both to efficiency and to enhanced 

customer satisfaction. We, however, would suggest that the 

question whether branches should be dlv IslonaUs.d 01" a system 

of dedicated branches Instituted Is a matter which Individual 

bank managements have to decide on based on their perception 

of the volume of business and requirements of their clientele. 

With regard to the middle-tier, whether zonal 01" regional 

offices, their main function, as mentioned ear11er, would be one 

of monitoring the operations of the sub-tiers and providing the 

latter with direction and guidance within a scheme of delegated 

authorlty. The Committee believes that even where banks .... 

now operating a multi-tier OI"genisation, the extent of delegation 

of authOl"lty is Inadequate. Nor 18 there a cl.1" enough perception 
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and reviewing the activities of the branches and supervising them 

effectively. The Committee belleves that what Is needed is a 

judicious blend of on-site and off-site controls with a 

middle-tier ensuring that the branches adhere to prescribed norms 

and guidelines. 

As regards the head office, the. Committee observes that these 

are organised In different banks on different lines with some 

controlling operations of the branches on a zonal or geographical 

basis while others have attempted a functional organisation at 

the head office level. This again is a matter, which we believe, 

Is best left to individual Institutions. We would, however, utter 

a note of caution against frequent changes In the structure of head 

office organisation depending upon the changing perceptions of 

individual chief executives. The central office, I~ our view, 

should be so organised as to enable the top management to pay 

undivided attention to the key areas of the banks' operations 

and pursuit of broader corporate goals In the areas of productivity 

and profitability as well as customer service with the help of 

appropriate Inputs from their staff and line functionaries. 

More than the formal hierarchical structure of Internal 

organisation It is the methods of condl,lcUng bank business that 

the Committee believes Is at the heart of the Issues of efficiency, 

productivity and customer service. There has been, as stated 

earlier, little change In the ·baslc methods of operation of the 

banking system In the last two decades, despite the large growth 



In the volume of business end Its ~t1onel diversification. The 

work technology remains virtually the same end changes In the 

hierarchical pattems have not addressed the problems posed by 

the explosion of banking business. It has been stated that 'one 

of the reasons coming In the way of Improving systems end 

procedures and adapting them to emerging needs Is the resistance 

from organised labour to any change. As stated In an earUer 

Chapter, while bank trade unions have performed their legitimate 

fU"lction of protecting service conditions of the employees, they 

also appear to have ecntrlbuted to the growth of restrictive 

practices In areas sucl'! as work norms and other aspects of 

operations such as transfers of staff leading to a lop sided 

situation wher:e many urban and metropolitan branches are 

over-manned even as staff shortages have been a feature of 

several rural branches. There Is also some ev idence of weakening 

of discipline which has affected managerial functioning. 

The Committee has heard the view that It Is the resistance 

from organised labour to mechanisation and computerlsatlon that 

has come In the way of Improvement In work technology. In the 

Comml ttee' s v lew, It would be taking a Simplistic v lew to perceive 

mechanisation and computerlsatlon as substituting labour. In 

respect of repetitive operations It could perhaps be argued that 

mechanisation could substitute labour but there are limits to which 

ev., this can go end, as mentioned earlier, If customer service 

1. to be Improved, especially at the metropolitan centres, even 
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In respect of fairly routine bankln4 transactions, such as aerv Icing 

the depositor, a measure of mechanlsatiM and computer IsatiM 

may be necessary. In any event, modem banking Involves a great 

deal of processing of masses of information. Timely and adequate 

Information about various aspects of the business have become 

an essential constituent of an efficient management information 

system. ThiS, along with the increasing use of electronic aids 

to cheque clearance and transmission of funds is something which 

catVlot be effiCiently or effecti vel y done by employ Ing more hands 

as these activ Itles do not lend themselves to efficient menuel 

handling. In this sense, computerlsaUon should not· be regarded 

as a substitute for labour but In fact as an aid to handling a 

larger volume of business and, in that sense, leading to larger 

employment opportunities. In the serv iees sector, mach Ines and 

computers bring about a qualitaUve change in the nature of 

service and where time Is an essential input in the quality of 

service, labour and machines cease to be substitutes but assume 

complementary roles. A.s pointed out by the Rangarajan Committee 

on Computerisatlon, the programme of computerisaUon envisaged 

would not result in any reduction of labour but some reallocatiM 

of work and the objective of mechanisation is not to replace man 

with machines but make work life more meaningful and reduce 

the drudgery involved in routine work. That Committee pointed 

correctly that the work force In the banking industry must look 

upon computerisation as a means to Improve customer service and 

efficIency whId'I would lead to growth and thus help to expand 
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employment, In today' & condi Uons, when banks are In competition 

with highly computerised and fully automated financial companies, 

we believe that for providing efficient services, there would need 

to be a gr~ter measure of cotnputerisation, We are confident that 

the enllghtened leadership of labour unions would reallse that 

It Is In their own Interest to strengthen the competitive abillty 

of the banking Industry, so that Its viability and growth would 

help not merely to protect but enlarge Job opportunities In the 

Industry. The Committee believes that there has to be a 

recognl tlon on the pdrt of bank managements and labour that the 

system cannot hope to be competitive internally and keep In step 

with the wide ranging Innovations taking place In the banking 

Industry abroad without a radical change in work technology and 

culture. We have been reassured to know that organised labour 

Is as much conv inced of the importance of enhancing the v lability 

and profitability of the banking Industry and prov Idlng efficient 

customer service and, therefore, are hopeful that they would appre­

ciate the Importance of computerisatlon and mechanisation and have 

their fears allayed regarding the loss of potential employment 

opportunities in tne industry. It is equally Incumbent on bank 

managements to adopt forward looking personnel policies which 

are seen also to be objectlve and consistent 50 as to help create 

a &aUsfying work environment. 

In this connectlon,· the Committee Is constrained to 

observe that management of· banks also do not appear to have 

exerted themselves sufficiently In furthering the process of 
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IMChMI .. Uan end comput."lsatlon" and have taken shelter behind 

the perceived opposition of organised labour. Some constituents 

of the system. however. have embarked on the move towards 

mechanisation and computerlsatlon. As mentioned earUer, foreigl 

banks have been In the van In this regard but ameng the Indian 

banks. the State Bank has gene farther, than the others. The 

question legitimately arises that If the State Bank could do so 

wh Y CCIU ld not the oth ers . In more recent years there has been 

aome progress In the metter of Introducing modern work 

technology. The Reserve Bank has Introduced electronic cleerlng 

In major centres and some mechenisatIen is being attempted in 
of banks 

central end zonel office, . However, the progress with regerd 

to developing eppropriete softwere for manegement informatIen 

systems and Internal centrol returns is still somewhat uneven. 

Ifl this connectien, the Committee strongl y endorses the recommen-

datIens of the Rangarajan Committee on computerisatien of banking 

actlv Ity and would urge bank managements to discuss with 

organised labour the Issues involved. In the Committee's view, 

the system of Industry-wide negotiations may have something to 

do with the slow progress in th is regard. In IS sense, industry-

wide negotiations, which incidentally predate nationalisation of 

banks, tend to obscure the problems and potential of Individual 

banks and at leest in respect of nen-wage areas to start with 

the CommIttee would Uke bank managements to explore the possibi­

lity of negotiations with organIsed labour en an 'individual bank 

basis. 
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The dlscu6slcn on organisational methods and systems 

would not be complete without referenCe to the Issues of Auman 

resource development and training. In the emerging competitive 

condlUcns In the financial services Industry. In which banks will 

continue to be the major players. the need for speclaUsed 

expertise In assessing the needs of the corporate sector and 

evolving suitable products to meet these needs cannot be over-

empho!lslsed. The task of pricing various serv Ices. prov Iding 

for access to Informatlcn technology. evolving appropriate computer 

software and Insights Into the international mcney and capital 

markets would need staff with special expertise. In th is connec-

tlon. the Committee urges a rev iew of the system of rec,"uitment 

lind promotion in the banks. Given the increasing diversity and 

soph istication of business. it may be necessary for banks to 9" 

to the market for recruiting manpower with special skills '," "·.1 

time to time and. it would be. therefore, necessary to establish 

II convention whereby a certain percentage of posts in several 

cadres in a bank may be recruited fram the open market. The attitude 

of officers' associations Y'ilich sare have tenred 'closed shops' 

v.ould, therefore, have to undergo a change if banks are to stay 

competltive and be able to take advantage of the emerging oppor-

tunities in the financial services markel. It would also be 

necessary to reward specially skllied and talented persons of 

proven merit with accelerated promotional opportunities If banks 

are to retain the bright members of their staff and not lose them 

to competitors In the financial services Industry. WUh branch 

expanelcn taper Ing off. opportunltl.. for prcrnotlcn are Ukel y 
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to be thra.9'l th1t expenslon of business through provision of new 

aervlcos, 

needs of 

Instrurents and a greater exploraUal of the business 

the clientele. Business expansion would be as nuch 

~11 taUve as ~nt1 taUve and pranotlalS would Increasingly have 

to be based al experUse and special skills rather than merely al 

senior Ity or al the basis of span of Caltrol over branches. 

In all this, the role of training and humen resource 

developnent beccrres Itrportant. One of the factors caltrlbutlng to 

the deterloraUal of the quality of service is the dllutlal In the 

(J,Ja1i ty of supervisory staff and the inability of bank persalnel 

to dIscharge their news roles. 

des Igned to irrprove profess lonal 

TrainIng and orlentat Ion courses 

expert ise and 

ITOtlvatlal have becare rather routine exercIses. 

lrrbue staff wI th 

The qual ity of 

trainIng irTparted In ~nks has been sareW1at unev&n and trdning 

methodology has becare stereo-typed with Insufficient attention 

being paid to the selectlal and development of training faculty 

and periodIc revision of the curricula for training "In relation 

to emergIng needs. Most importantly, corporate commitment to 

training and HRO has to be clear. Modern banking is getting 

increasIngly skill IntensIve and employee training has, therefore, 

to be recognIsed as an Important Instrument to develop skills 

and attitudes among the staff. We would urge the Standing 

Coordination Committee appointed by the Reserve Bank in this 

regard to address itself to these areas and provide the requisite 

guidance to the banks. 
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One fector contributing to the weakening 

management systems in the banks has, as ment ioned 

earlier, been the inability of banks to recruit 

their staff directly and the rigidities that have 

preva 11 ed in 
The COmmittee 
M Lproposes 

the system of reward and pun i shmen t . 

that instead of hav ing a common 

recruitment system, individual banks should be free 

tc make their own recruitment of officers. There 

is, thus, in the Committee's view no need for 

setting up a Banking Service Commi ssi on for 

centralised recruitment of officers nor' for their 

recru I tmen t as . at present through the Bank ing 

Service Recruitment Boards (BSRBs). Th~s would 

give individual banks scope for scouting for talent 

and, at the same time, training systems should 

be 50 designed tha t new sk 111 s are imparted 

to bank personnel. The Commi t tee, however, 

predicates th I s "ecommendation on the 

assumpt Ion that banks will set up objective, 

faIr and impartial recruitment procedures and 

wherever appropriate they could come together 

on a voluntary basis to have a joint 

recruitment system. As regard clerical grades, the present 

system of recruitment through eSRDs may' contirue but the 

Committee would urge that the responsibility for the 

appointment of the Chairman of these Boards should be 

totally left to the coordinating banks. 
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The other Important aspect of organisation Is concerned 

with the top management structure. All nationalised banks today, 

Irrespective of their size, have a slmllar type of management 

structure, namely a board of directors, Including two whole-time 

directors the Chairman and Managing Director and the Executive 

Director and top executive functionaries in the cadres of 

general managers, deputy general managers and assistant general 

As regards the boards of banks, it should be clearly 

Indicated that their primary function should be to lay down the 

broad financial policy of the bank concerned and set corporate 

goa 1 s and rev i ew performance. Boards should, In our v lew, not 

get Involved In day to day operational decisions. These are the 

primary responsibility of the chief executive and his senior 

colleagues acting In accordance with the policies laid down by 

the board or of its committees. A v lew has bE"en put forward 

to the Committee that the post of Chairman and Managing Director 

be separated (as Is the case now with the State Bank of India) 

so as to relJeve the Chairman from administrative responsibilities 

and leave him free to concentrate on policy planning and strategic 

management. The Committee has no strong v iews on the matter 

except to say that this would depend on the size of the bank. 

For the large banks there may be some advantage in following 

the State Bank of India model !lut for the medium and small ~ks 

we see no particular merit In the proposal. The role of the 

Executive Director in bank however needs to be clearly 

demarcated and not left to the perception of Individual Chairmen. 
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In our v lew, the autonomy of lnternal decision making Is 

critical to the functioning of a competitive and efficient banking 

lIIystem. Such autonany presupposes absence of any type of eXlernal 

pressure or Influence." Ulfortunately, the experience In this rEl<:!.lrd. 

as mentioned In the previous Chapters, has not been hbppy. There have 

been cases of aanln lstratlve and poll tical Interference In Individual 

decision mBklng In various aspects of business and aanlnlstratlon 

mlch has seriously abridged operational aut on any • In our view, there­

fore, It Is of pit remount lrrportance to depolltlclse the functioning 

of banks and Insulate them fran politIcal and aanlnlstratlve Inter­

ference In Internal mBnNlgerrent. 

ConsIstent with the Ccmnittee's view that the Integrity and 

Internal autonany of banks Is far more Irf1)Ortant than the QUestion 

of ownershIp. the Committee would recommend cert&In changes wIth 

regard to constl tutlon of boards and appointment of chief executives 

of banks. As a first step It is. M belIeve. necessary to appoint 

rnerrbers to the boards of directors CcrTl'Osed of Individuals of proven 

professional CQT1)8tence end expertise end with special InsI!tIts Into 

specific econanlc activities. In the case of nationalIsed banks the 

composition Is laId down In the relative statute end seeks to provide 

representation for various Interests. In respect of the private 

sector banks the legal requlr~ts are that not less than 51 per cent 

of rnerrbers of the board should have specialised knowledge or pract lcal 

experlenca In the area specIfied In the legislation. Wlthln the 

canflnes of these statutory provIsIons It .should be posslbl. to 

stresnllne the procec1lre for selectlen of persons to be appointed .. 

directors en the boards without giving any ~rt.,. to political 

Influence In .uch acoolntm8nts. 
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At present, bOlllrds of public &ector banks have nominees 

both of the Government and of the Reserve Bank. As long the 

Govemment owns the banks It would perhaps be necessary to have 

a representative of the Govemment to take cere of what, one 

might term, the 'proprietorial' concems, but It would also be 

important to have officials of sufficient seniority on boards of 

banks. 
1 

The Committee, however, feels that there is no need 

for the representation of the Reserve Bank on the bOlllrds of 

banks so as to avoid possibility of conflict I)f interest. 

As regards the struct'Jre of the bOlllrds, we suggest that for the 

large banks of an all India character they could have, as the 

State Bank of India now does, local boards wh ich would be 

familiar with operational matters with respect to regions under 

their jurisdiction while the central board could concentrate on 

brOllld strategic Issues, covering the bank. as a whole. We believe 

It would. be a salutary principle! for banks to constitute executive 

committees of the bOlllrd which would be prlmarfly c!;,arged with 

overseeing functional areas such as credit, Investments, fund 

management, internal Inspection and audit , human resource 

development and other operational areas, wh l1e the main board 

could concent..-ate on broader Issues of policy direction and 

strategic management In relation to corporate goals of the bank. 

Two of our colleagues take the view that Government should 
not appoint Its representataive on the boards and that as II 

CQnaequence the Banking Division, as at present constituted, 
5hould be aboUshed. Their note is appended. 



The Committe, Is of the opinion that In the appointment 

of Chairman and ManagLng Director of the banks, professLonaL 

Lntegrity should be the prime consideration In 

on the basis of fair, objective and cons Lstent 

competence and 

such seLections 

norms. It Is equally Important to ensure security of tenure for 

the chief IIxecutive of the banks for a specified term, which could 

be 5 years and to ~tlpulate that the services of a chief executive 

could be terminated only on the basis of proven misconduct. 

The Committee belIeves that while the formal appointments to 

these posts for publIc sector banks would have to be made by 

the Government, the recommendations for such appointments should 

be made by a group of eminent persons such as retired Governors 

of the Reserve Ban1< and other w idel y respected persons In the 

financial world, who could be Inv Ued by the Governor of the 

Reserve Bank to make recommendations In th is regard and further 

that a convention should be established that such reccommendations 

would Invariably be accepted by the authorities. Similarly, the 

termination of serv Ices would also have to be on the basis of 

recommendations of this group of eminent persons. The Committee 

would aLso recommend that the appointment to banks I boards 

should also be made on the basis of the recommendations of this 

group of eminent persons. Flexibility of operations and ensuring 

the needed autonomy of internal functioning Ls, In the Committee' 5 

view, directly linked to the de-pollt1c1s1ng the appoLntment of 

the chief executive and boards of banks. As regards the other 

whole-time dLrector we believe, It would be an advantage to 
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appoint to this post a person from within the organisation on 

the basis of his service record and not flecessarlly on the basis 

of mere seniority. Undiluted application of seniority could 

degenerate Into rewarding mediocrity. 

The banking system In an Increasing competitive envira'l­

ment would face new challenges and also new opportunities. There 

would be more scope for competition, both, Inter se, among the 

banks and between the banks and other players In the system who 

are more Ca'lsc1ous of costs and who place an accent on effIcient 

service. It Is, therefore, necessary that banks equip themselves 

with the right organlsatla'lal structure, and even more importantly, 

the right personnel and systems to cope with these challenges. 

Banks have been reactive In their attitude with respect to 

organisational challenges so far. It Is -time for them now to be 

proactive In their approach and to anticipate the new demands 

on their skills that will be emerging and to prepare for the same 

through appropriate adjustments In their organisational structure 

and methods of operatla'ls and procedures In an env Ironment of 

operational flexibility and Internal autonomy • 

••••••• 



Chapter VIU 

DEVELOPMENT FINANCIAL INSTITUTIONS 

Development Financial Institutions (DFls) in India have, 

as we indicated earUer, by and large been able to fulfil the 

objectives for which they were set up. The institutions have been 

largely successful In accelerating the growth of industrial 

development by providing needed flnancial support on fairly l\beral 

terms and stable rates of interest for setting up new projects. 

for expansion of existing projects and modemisation of projects 

by the induction of new technologies. The growth in the volume 

of their operations and their dominance in financing investment 

is testimony to their successful intermediation role. The promotional 

role played by these insti tuUons has enabled the country to ach ieve 

a broadening of the entrepreneurial base which today is one of 

the major strengths of the industrial scene. The institutions in 

tum have benefited from a secure market niche, assured source 

of funds and relatively stable borrowing and lending rates. Many 

of these conditions are now undergoing a change with increasing 

competi tion from other parts of the flnancial sector, pressure on 

the availability of privileged (and concessional) funds 

through banks' SLR investments and the progressive deregulation 

of interest rates. This calls for DFls to become more competitive, 

moreefflcient and more profitable. 

As in the ca.. of the commercial banks. the DFls have 

in the cour.. of the la!')t several year. suffered some decline in 

profitability and deterioratlon in flnancial health. This Is 
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pa .. tlcula .. ly so In the case of .tate level financial In.tltutlon •• 

Though the all India Institutions have by and lar-ge managed to 

.. e.taln thel.. financial viability, the .. e have be.,.. mo .. e .. ecently 

signs of some e .. oslal of p .. ofltabillty. Howeve ... , unlike In the 

case of comme .. c1al benks, this decline In p .. ofltabUlty Is not so 

much because of acceptance of social obligations of lending to some 

secto.-s at concesslonal .. ates of Inte .. est but because of dete .. loratlal 

In the asset quality. The OFIs did have fill .. ecently schemes 

fo .. 

In 

p .. ovlslal of Inter'est at 

backwa .. d a .. eas, for 

concesslonel terms to p .. ojects set up 

modemlsatlal of technology, energy 

calse .. vaUon and expo .. t oriented units, but these together did not 

form any significant part of their portfolio and were not a majc)r' 

factor In the decline In profitability. Fo .. a lalg period the OFIs 

enjoyed comfortable gross spreads of about 3 per' cent mainly 

because of assured and pr I v Ileged access to .. esources th rough the 

SLR mechanism at relatively stable and calcesslonal rates of 

Interest. This favourable situation started changing only dur-ing 

the last four to five years parU y due to stepping up of the coupon 

rates on the bonds and with the Increasing demands 01 them, the 

Institutions have· had to reso.-t to borrowings at market rates of 

Interest fo.- a larger proportion of their .. esources. This has led 

to some narrowing of the spreads though with the lending .. ates 

of the 

again. 

which 

Institutions being freed the spreads have been widening 

In the last two years the apreeds are around 2.5 pe.. cent 

still are well above those of the commercial banks where 

the gross spreads have been between 1 per cent end 1i pe.. cent. 
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The single most Important factor contributing to the 

doaterloraUon of the heal th of the financial Institutions Is, as 

mentioned earlier, the decline in the quality of their portfolio 

owing to a combination of several factors. 

lklder a system of Industrial licencing It was assumed 

though not eKpUcitly stated, that once an Industrial licence was 

grsnted by the Government, financing by the Government owned 

Institutions would 

to considerable 

follow automatically. This 

but unwftrranted relliKation 

unfortunately led 

In the appraissl 

stsndards by the institutions. Also the deficiencies In the 

licensing system hsd its effect on iending processes as well, leading 

to promotioo snd finanCing of seversl unv lable projects by entre;: 

preneurs without proven competence. 

While the llbersl lending norms, particularly the high 

leverage In the form of s debt equity of 2: 1 did indeed help in 

sttrscting new entrepreneurs, it scted ss s deterrent In msklng 

the projects financislly visble psrticulsrly in the context of fiscsl 

and market uncertainties. In a wsy this could be attributed 

to the fiscal system which fsvuured debt rsther thsn equity as 

a source of investment financing ss s result of which most of the 

projects were seriously undercapitsllsed thereby sffeetlng tt-eir ability 

to wlthstsnd difficult times. Frequent chsnges in fiscal and trade 

policy against a backgrOllld of mdcro-economic Instability also took 

their toll on projects as the basic parsmeters forming the appraisal 

exercise und8C"'went changes. 
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Another factor whIch contrIbuted to the decUne In asset 

quality was the policy followed In respect of nursIng of sIck 

units both In the prIvate and pubUc sector, owIng largely to the 

Government's concern for employment protection. The OF!s were 

obliged to continue to prov Ide often agaInst theIr better 

commercIal judgment -- fInancIal support to unIts whIch hlld lost 

theIr vIability with obvIous Implications for the quality of theIr 

portfolio. 

OFI operlltIons In IndIa hllve been marked by the total 

absence of competition In the mlltter of prov Ision of term fInance. 

The system hilS evolved Into a segmentation of busIness between 

the DFIs Ilnd the banks, the latter concentrating on workIng capital 

finance and the former on Investment financIng. Though commercial 

banks provIde term IODns for Industry, as a matter of policy, they 

have been restrIcted to small enterprIses while In the case of 

larger projects their share In consortium financing does not go 

beyond 25 per cent of the project cost. While this dichotomy 

may have heiped some specialisation of functions, It also meant 

that the number of participllnts in the term lending business were 

very few. There has also been a clear demarcation of responsibility 

between the state level institutions and the all India institutions. 

Borrowers as 

selecting an 

a consequence have had no 

institution for financing 

choIce In the matter of 

their projects. While 

inter-institutional ConSUltlltion and coordination hav~ undoubted merit, 

the manner In which the Institutions have operated as a consortium 

has vIrtually. taken the chllracterist Ic of a cartel. VlhUe 



104. 

the structured consortium arrangement did Indeed prov Ide some 

comfort to the borrowing clientele In the sense that It saved them 

from the responsibility of approaching several institutions for 

arranging their finance, It had two prinCipal drawbacks. When 

the consortium rejected' an appl1catlon the borrower did not have 

any further option • Secondly, even though the formal nature of 

the consortium has been diluted and Is now In theory voluntary, 

In effect It Is mandatory and militates against the participating 

Institutions developlr:'!i a sense of accountability and responsibility 

for a large portion of their portfolio. 

The first major Issue that arises for consideration In any 

contemplated reform package Is the examination of the continued 

relevance of the OFIs in the contemplated scheme of things. As 

Industrial development proceeds and the economy acquires greater 

sophistication the need for specialised financial Institutions focussing 

their attention 0"1 a promotional and developmental role Is likely 

to diminish, though It should be added that in the present stage 

of development of the Indian economy th Is situation has not arisen. 

There Is, therefore, a significant role to be played by the OFIs 

in the acceleration of Industrial development and hence their 

continuing relevance. In fact with the progressive deregulation 

of Industry and curtailment of the area of industrial licensing, 

the responsibility devolving on OFIs for taking clue care ,in their 

techno-economlc appraisal of projects and arranging and providing 
would 

financing packages would be great .. and l call for increased 

prof.slenal skills. Over the medium t.rm, with an Increasing 
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number of players In the financial services Industry, the roles 

of DFls would perhaps undergo a change and they could become 

less speclallst In their operations. 

M Important Issue In this contex t Is whether there I. 

any need to rethink the ownership pattern of the DFls. Given 

their promotional and developmental role, it was but logical that 

DFls were set up In the publlc sector with ownership by the 

Government direct! y or Indirect! y • Dnly one of the DFls, ICICI 

has evolved Into a different pattern with a substantial publlc 

holdIng accounting for as much as 43 per cent of Its capital 

structure. There may perhaps be a case for other Df'Is following 

the example of ICICI over a perIod of time and to start with, 

for a dilution of holdings In equity which lOBI has In other 

Inst I tutlons. But for the present, as In the case of the commercIal 

banks, Improvement In the efficIency and flnancial health of the 

DFls and ensuring autonomy In decIsion making Is, In our view, 

of much greater Importance than the ownershIp pattern per se. 

The real Issue Is, therefore, not one so much of ownershIp 

by Government but of the degree of control by Government over 

their operations. A.s with the banks, part of the problems of 

the financial Institutions In terms of deterioration In portfolio 

quality has been brought about by political and administrative 

Interference and It Is, therefore, necessary to work out a scheme 

for autCl"lomy of the financial Institutions, enabling them In the proces~ 

to dIstance themselves from the Government In matters of Internal 

administration . The Commltt~e believes It Is necessary for State 
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1eYel 1naU tuUona to function on business pr Inclples based on pruden­

tial nonre and hav. a rnnsganent 'et up appropriate to thle abjectlve. 

w. propose that an action plan on these lines be wurked out to be 

....,hrnented over the next thl'ee YMl'a. 

As wi th the banks, the appointments to post of enlef execut Ive 

and to the Board of D"1s should be of pel'sons with proven professional 

CQ"I"P8tence and, as In the case of ¥\hat _ have proposed fol' banks, 

be based on the I'eccmnendatlons of panel of anlnent pel'sons. As fOl' 

the boal'ds of OFIs we believe they should also Include repl'esentation 

fl'an the InclJstl'ial sectOl'. this pal'ticulal' proposal Is even rrDl'e 
level institutials 

necessary and desil'lSble in the case of State ~ Ylhien have been 

functialing mere as wings of the State Governments I'athel' than as auto-

nanous financial inst! tutions. The del1nking of these Institutions 

fran the State Govel'rment V\OUld be a rrejOl' elanent In bringing about 

an elanent of efficiency. In many cases State level Institutlals have 

CM:r_tEJ"Ctd thanselves In terms of nurDel'S of projects Ylhlen has af-

fected thell' follow up and I'ecovel'y proce<iJres. They also face a 

I'esoul'ce cnunch with Ibnlted access to the capital rrel'kets. 

The operat Ions of the OFIs In I'espect of loan ,,,nct lalS 

should be the sole I'esponslbillty of the Institutions thanselves based 

on a professIonal appraiSal of the technical and econanlc aspects of 

the project, an evaluation of the pr(Jl'l)ters' carpetence end Integl'lty 

and the financing and othel' aspects of the proposal. Thel'e should 

be no I'oem fOl' behest lending of any kInd. 

The ~l'Ylslon of the OFls should be conducted by the ssne 

&upel'v IsOl'y authOl' Ity that _ have proposed In Chaptel'-X and ¥\hatevel' 

policy dll'ectives the GoVeNmE!l'lt desll''' to Issue should cane thl'oug, 

the ReseI'Ye Bank of India. 
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Given the deterioration In the health of the OFI. Importance 

wHl have to be attached to It. early restoration. We propOH 

that the OFI. should allo ba covered by the operations of the 

ARF so that the contaminated portion of their portfoliO Is taken 

off the books. Once their books are cleaned up OFls should adopt 

uniform accounting systems In regard to recognition of Income end 

prov Islonlng of doubtful debts segregation of bad and doubtful 

debts end adoption of prudential norms that are Internationally 

accepted. Efforts at recapitallsation should also proceed apace 

so as to restore capital a-iequacy. 

There Is also need to Inject en element of competition In 

the matter of term lending finance with a view to providing greater 

choice to the borrowing clientele. As a first step we recommend 

that the system of consortium lending be done ·away with. In it. 

place, where the Institutions and the borrowers agree, a systftITI 

of loan syndication or partlclpatlon with other OFIs end commercial 

bilnks could be considered. Though In the short run I the borrowers 

may miss the shelter of a structured 'consortium arrangement, 

In the long term they should welcome the progress towards a 

campetitlve env Ironment. The present restrictions placed on 

commercIal banks In respect of provIsIon of term finance will 

as Indicated earlier I have to be removed so that the number of 

players providing project flna'nce could be enlarged sIgnifIcantly. 

The progressive deregulation of Interest rates from the 

present detailed admlnlstratalve control a. we have recommended 

eorlier should also considerably facilitate thl. proces.. Market 

rolated rates based on risk perception would be en Important 
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element In any competitive framework by Introducing an element 

of price competition. The entry of the commercial banks Into the 

arena of project finance will require them to raise longer term 

deposits to prevent an asset llabllity mismatch. If will also 

require a conscious process of provision of training facilities to 

the commercial bank staff and term lending Institutions ahould help 

In this process. 

Currently, some DFIs have representation on each other's 

boards. Such cross representation may have had relevance at a 

time of closely coordinated· consortium type of lending but when 

the objective Is, as now, to promote healthy competition between 

the Institutions and a measure of Individual autonomy we see no 

reason to contInue with the present cross holding pattern for equity 

and cross representation on the boards of various DFIS. 

In the context of enlarging the area of competItion between 

the varlcus players In the field there Is also need to re-examine 

the sharp dichotomy that exists between working capital finance 

and term loans. This distinction was perhaps relevant when the 

responsibility between commercial banks on the one hand and the 

DFIs on the other were clearly demarcated. As has been mentioned 

earller, as the economy acquires greater sophistication, and as 

the totality of the financing package assumes Importance, this 

distinction Is bound to get blurred and the rol. of DFIe and 

commercial banks would come closer as has happened In other 

countrl.. While the entry of commercial banks Into the provision 

ot term finance Is the first of necessary steps in thi~ direction, 

it Is al&o necessary to permit OFIs to enter the area of working 

capital finance. There are, In our vie"" sound logical reasana tOl" 
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this. Firstly, there is always a core portion of working capital­

finance which can be pr.ovided by way of loan rather than cash 

credit which is more appropriate to meet the needs of the 

fluctuating portion of credit and which could vary with seasonai 

requirements. Receivable:; finance has appropriately to be provided 

by way of bill discounting llmits. As has been postulated by 

several earlier committees that have examined this question, the 

core portien of the working ceplt"l finance will, over a period 

of time have to come out of the cesh accruals of the company or 

by way of enhancing equity. It should, therefore, be possible 

for the term lending institution to prov ide th is core portien by 

way of a term loan which could be repaid out of cash generation. 

This would also bring down the high lE-veraging which marks the 

financing pattern presently of the corporate sector, remove the 

artificial segregation of business between commercial banks and 

DFls and usher in a greater measure of competition. 

A precondition for bringing about competitive efficiency is 

the restoration of a level playing field between the different insti­

tutions. It is necessary to bring about certain changes In the role 

and functions of lOBI to facilitate this process. The IDBI, 

we bel ieve, should separate its pranotional apex and refinancing role 

in respect of, for in~tance, SFCs, SIOBI, etc., and its direct 

financing funct ion. This could be broug,t about by set t ing up a 

financial institution Which could be incorporated as a company t~ take 

o\ler lOBI's direct lending function. The decision of the Goverrment 

recently to rarove the tax concessions for lOBI is a desirable step 

in this direction by equalising the tax treatment of various DFls. 
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At present DFls have privileged and concessional eccess 

to resources through the SLR mechanism. This will need to be 

phased out over the nell t 3 yeers along with a reduction, es we 

have proposed eerller, in the SLR requirements. The DFls will 

over time have to obtain their resources from the cepitel market 

through borrowing at merket releted r6tes for the purpose of 

meeting their requiemen·ts. Wh ile they cannot es such be equeted 

with banks In regard to mobll1setion of deposits directl y there 

Is no reason why they should not be permitted to eccess the 

household sector directly through certain schemes which do not 

directly calflict with commercial banks' deposit mobilisation 

efforts. While competition for busine!'s should grG'll S"d ttE p-e58"lt close 

intercalnected operations el illirated, there will still be need for 

effective arrangements to be evolved by DFls end banks for sharing 

credit informetion end ensuring flnanciel discipline on the pert 

of borrowers. 

As stated in an earller Chapter, with the DFls now 

eccounting for a major share of corporete debt end with the 

increasing reUance of the corporote sector on them, the DFls now 

heve nominees aI the boards of essisted concerns and often heve 

covenents releting to espects of, management and deployment of 
financial 

corporete(esOurCeSsuch as in respect of dividend distribution and 

are involved in what should be regarded as aspects of Internal 

management of companies. The term lending institutions, as 

mentioned earlier, have also invested in the equ.1ty of the prIvate 

corporate sector, both through the operation' of the convertibility 



111. 

clause and through their underwriting commitments. Together with 

the inve&tment institutions, the publlc financiai institutions today 

have considerable stake in the equity of the corporate sector and 

in many companies their combined holding accounts for a significant 

portion of the total equity. This puts them In a position to 

influence decisions with regard to mergers and acquisitions, 

especially as the portion of stock changing hands In the market 

in a typical take-over bid rarely exceeds 15-20 per cent of the 

equity base of the company. Under such circumstances, It Is 

either the passive and sometimes the active role of the financial 

institutions voting bloc that determines the outcome. The financial 

institutions can be expected to take a professional view but there 

have been occasions for some disquiet that in indiv idual cases 

their acticns have also reflected the v iew of Government as to 

who should control which unit -- an aspect of the excessive degree 

of Government superintendence over the activities of these 

ins ti tutions • Financial Ins t1 tutions have an awesome 

responsibll ty arising from the trust· which they have to discharge 

to the depoSiting and subscribing public on the one hand and 

development or iented financial markets on the other. In fact a 

case could be made out for the holding of the financial Institutions 

to be used to broaden the base of share ownership by gradual 

sale in small lots over a broad range of Investors In the market 

to overcome the situaticns where the paucity of good scrips In 

relation' to funds seeking to Invest In them could lead and has 

led to unhealthy speculative activity In the markets. Such 

sale of scrips could also help to revolve the funds of the financial 
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Institutions. The Committee beHeves that In respect of cor-porate 

take-overs DFIs should lend' support to existing managements who 

have a record of conducting the affairs of the company In a manner 

beneficial to all concerned Including the shareholders. unless in 

their' opinion the prospective new management Is llkely to promote 

the Interests of the company better. In doing so, we would expect 

the Institutions to exercise their Indlv Idual professional judgment 

free of any ex traneous pressures. 

The Committee believes thftt the proposals outllned above 

would provide for greater competition amongst the various 
the 

sub-sectors In ~ financial serv lees Industry, provide for enhanced 

operational flexibility and most importantl y for greater 

Institutional autonomy I subject to their observance of prudential 

norms and proper super v is ion designed to improve their heal th. 

In this way the DFls which have contributed to the national 

economy so much in the past should have the financial strength 

and organisational capabilities to operate successfully in the more 

challenging economic environment ahead. 



Chaplet" IX 

OTHER MONEY AND CAPITAL MARKET 
INSTITUTIONS 

In the last twenty years there have been several 

developments In the money and capl tal markets. The volume of 

capital market activity has risen sharply and its functioning 

Increasingly diversified. New financial institutions such as 

merchant banks, leasing companies, mutual funds and venture 

capital companies have come on the scene. New financial 

Instruments such as convertible debentures, 182-day Treasury 

Bills, commercial r "\per and certificates of deposit have appeared 

In the money and capital markets. These reflect the growing 

diversification and a measure of sophsltication of the financial 

serv Ices Industry with specialised inll estment Institutions and 

instruments catering to the needs of a growing market. As 

mentioned In an earlier Chapter there is. a growing Institutional 

continuum a process 'which has been aided by commercial banks 

entering Into capital market activity by floating merchant banks 

and mutual fund subsidiaries and going Into leasing and venture 

capital finance. 

Money market activity, though still centred on the call 

money market, has been broadening and a beginning made to 

develop a secondary market. The last decade .has witnessed the 

capital market growing In strength and diversity. New Issue 

acHv Ity and market transactions have risen manifold. Market 
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capJtallsation Is a multiple of what it was even a few yearSago 

and the number of shareholders runs Into several mUllons 

Indicating the growth In the cult of equity. 

Amongst the non-bank financial intermediarl .. , hire 

purchase finance compan1es have been some of the oldest and most 

prom inent ins t1 tutlons. They have played an important role In 

the finance of the road transport sector; one estimate puts about 

25-30 per cent of all civ Ilian commercial vehicles sales as hav ing 

been financed by h ire purchase companies. The evidence also 

indicates that the recovery performance In respect of th05~ 

companies engaged in hire purchase finance of commerciai vehicles 

is good. Typically, hire purchase companies have obtained their 

resources by seeking deposits from the public and obtaining 

finance from the banking system. With a v iew to promoting the 

business on prudent lines the Reserve Bank has stipulated that 

the overall borrowing limit (both by way of deposits and credit 

from banks) for hire purchase finance companies should not exceed 

ten times their net owned funds. The Reserve Bank also 

requires these companies to maintain a liquidity ratio of, 

presently, 15 per cent of their deposit levels. 

In recent years, a large number of leasing companies have 

been floated. prov iding another flex ible funding option. 

Experience 

mixed. 

with leasing 

Several of 

companies, 

them were 

however, has been 

under-capitalised 

somewhat 

and not 

parUC111arly, well managed and the last few years has seen a shake 

out In the business leav Ing the more efficient and better geared 



115. 

companies in business today. LeaSing has proved a popular 

financing method for acquiring plant and machinery especially for 

small and r9dium sized enterpri~s. Leasing companies have 

prov ided off-balance sheet financing speedily and often without the 

type of conditionalities which institutional lenders normally 

impose. The advantege of speed and informality essocleted with 

leasing es in the case of hire purchese errengements and the 

'fledbillty with which financing can be structured to suit 

individual needs has been e factor in favour of the growth of 

leasing business thoug, the cost to the user of hire purchese or 

leasing finance is more than from the more traditional' Institutional 

sources. Leasing. companies, like hire purchese companies, are 

governed by the stipulation of their borrowings being restricted 

t., ten times their net worth and maintenance of e minimum liquidity 

ratio of 15 per cent. 

The Committee is of the view that having regard to the 

important and growing role of leasing and hire purchese institutions 

in the financial intermediation process and their recourse to 

borrowing, minimum capital requirements should be stipulated In 

addition to 

liquidity. 

of business 

the ex istlng requirements relating to 

Prudential norms and guidelines in respect 

should also be laid down end a system 

superv lsi on . based on p3"icx:1ic retlJ'TlS !hJ.Jld te insti tuted by tt'e 

geerlng and 

of cor.dLJct 

of off-site 

typ4! of 
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unified aupervlaOl"'Y authority which we recommend In a later 

Chapter. 

Beginning wlth' the Seventies, several commercial bank., 

both Indian and foreign, sot up merchant banking dlv lalon. and 

In course of time some of these divisions have been hived off 

to separate merchant banking subsidiaries. MOI"'e recent! y , some 

private financial service companies have also been set up 

some of them in association wlth foreign banking and money market 

Insti tuticrlS. There have also been a few merchant banks set 

up by firms and individuals engaged in brokerage and financial 

adv isory business. These merchant banks perfOl"'m the usual 

functions associated with such instl tuUons such as the management 

and under-writing of new issues, syndication of credit and 

provisicrl of advisory services to corporate cllents crI fund raising 

and other financial aspects. While the merchant banks which 

are affiliated to or are subsidiaries of commercial banks have 

an advantage In drawing on the resource base of the parent 

Institution the other merchant banks lacking this particular 

advantage have tended to concentrate more on advlsOl"'y and 

brokerlng functions. Unllke merchant banks abroad, merchant banks 

In India -- both the subsidiaries of banks and the Indlv Iduel 

entitles -- are not authorised to undertake banking buslnes. auch 

85 deposit taking, lending and foreign exchl!nge services. The 

Committee sees considerable potential for the operation of merchant 
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banks In the framework of a deregulated Industl'lal economy. The 

Committee believes that the emergence of well capitalised, financially 

strong and Indepedent merchant banks would complement the role of the 

merchant banks promoted by tne banks and financial Institutions 

and help to make the merchant banking sector in the country more 

active, diversIfied and competitive. The formation of joint ventures 

with well reputed international merchant and investment banks 

should also be encouraged. 

be permitted llke some 

In course of time, merchant banks could 

other non-bank financlal Intermediaries 

to access the market for deposits end borrowed resources subject 

to the stipulation of minimum capital and liquidity and the 

observance of prudential norms speciall y ta ilored to the conduct 

of their business. 

Merchant banking in India is now regulated by more than 

one authority. While SEBI seeks to authorise and reguiate all 

merchant banks, those which are subsidiaries or are affiliates of 

commercial banks are additionally supervised by the Reserve Bank 

of India. Further, SEBl focusses on issue activity and portfolio. 

management business of merchant banks rather than on the totality 

of their activity. On the other hand, if merchant banks were to 

raise deposits as suggested above, they v.ould be subject to the 

guidelines issued in this regard by the Reserve Bank. 

Amongst the newer capi tal market institutions, the most 

prominent are the mutual funds. In the last 4 to 5 years, several 

public sector banks and financlal Institutions have been permitted 
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to set up mutual funds on a ta)(-e)(empt basis virtually on the 

same footing as the Unit Trust of India. These mutua\ funds have 

attracted strong Investor support and have shown slgn1flcant 

progress. More recenHy, Government have announced their decision 

to promote the further development of mutual funds by throwing 

the field open to the private sector' and joint secttor mutual 

f...,ds. 

The Committee believes that It Is Important and necessary 

that an appropriate regulatory framework be created for the 

sound, orderly and competitive growth of mutual f...,d business, 

whether they be In the public, joint or private sector. T"~ 

Committee Is of the view that to start with a proper legal 

framework would be necessary to govern the establishment and 

operation of mutual funds. Whlle the UTI was set up under a 

special statute, there Is no dedicated legislation in respect of 

other mutual funds. The Committee, therefore, recommends that 

soon 
special legislation be enacted ~ wh Ich would prov ide, inter alia, 

for arms length relationships, prevention of conflict of interest 

and Indication of the role of fund managers and other related 

matters. In enecting legIslation and Instituting regulation the 

C.ommlttee would e)(pect that there be equality of treatment between 

various mutual funds, Including the Unit Trust and ellpeclally' In 

the area of tale coonce55lms. We would ~)(pect SEBI to lay down 

prudential guidelines for the conduct of their business by mutual 

funds and superv Ise the effect! ve implementation of the guidelines. 
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One of the more recent entrants Into the capital merket 

has been venture capital financing. With Increasing deregulation 

and the emergence of technocrat entrepreneurs and with tha 

Insistence by financial Institutions of greater promoter contribution 

to investment financing, the scope fer venture capital ~usiness 

In the country is considerable now end I0'Il111 be more 80 In the 

future. WhJle Government has recognised the potential of venture 

capit31 companies to give commercial support to new ideas and 

Introduction and adaptation of new technologies, the guideUnes 

Issued by Government in this regard laying down eliglbUlty 

criteria with regard to the size of the Investment, technology 

and the background of the entrepreneurs are so restrictive and 

Indeed unrealJstic that thE'Y have come In the way of the growth 

of th Is businC!!>s. The Committee believes that to create 

conditions for the sound and orderly growth of venture capital 

Duslne!>!> the present guldelJnes need to be rev iewed end amended 

to widen the scope of elJglbUity criteria and Impart a measure 

of fle>< loB It)' to the operations of venture capital companies. 

A." important aspect of venture capital business is connected with 

the divestiture of their Investment. A reduction In the telC on long 

term capHal gains made by venture capital companies aiso needs 

to be considered In view of the high degree of risk inherent in 

the business. The Committee also suggests that there should be 

equality of talC treatment Irrespective ofthe form of organisation end 

between venture capital Institutions and mutuai funds. 

The Cannlt tee is of the v iew that these vafious Institu-

tions have heiped to broaden the market and provided the saver end 

Investor with a variety of optlals. ThJa is a w~lcome 

development and needs to be encouraged further. 



120. 

The growth of the newer form. of flnancie" ntltutlon. 

i. an indication of the growing volume and diver.ification of. the 

capital market. F or the busine.. to grow on sound Unes a 

framework of regulation i. however necesaary a. a m .. sure of 

investor protection. The Committee beUev... however. that the 

present measure of control on thll capltel market requir.. urgent 

review. The controls at present are exercised by the Office 

of the Controller of Capital Issues (CCI). One aspect of this 

control is that the prior approval of the CCI is necessary for 
new 

any t issue in the market. In the scenario that we env isage it 

wouid be for the merchant bankers and the' underwriters who 

should offer professional adv Ice on a partla.Jlar issue, on the 

nature of the instrument, Its terms and pricing and, for the issuer 

to decide on these matters. The Committee does not belleve that 

either the CCI or, for that matter, SEBI should be Involved In 

prior sancUon of new capital issues in respect of companies whose 

scrips are listed on the stock exchanges. In respect of unlisted 

shares however, where investor awareness of the prospects and 

background of the promoters may not be high 'and with a view 

to prevent any misuse by promoters, It may be stipuiated that 

the Stock Exchanges should approve the prospectu& ltI terms -of 

the guidelines issued by SEBI as an aspect of self-requlaUon 

rather than that SEBI should be directly involved even 

pre-issue stage. 

at the 

The reguiation of the capital mark;'t Should aim 

at protecting the investor interest again.t possible risk. and 
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fraud. For this purpose, the Committee propos... that SEBI 

should formulate II set of prudential guidelines to protect the 

Interests of the Investor. This should replace the extant 

restrictive gulde11nes' of the Controller of Capital lssu_. With 

the establishment of SEBI, the Committee 

continuance of the Office of the CCI. 

sees no reason for the 

Its 

functions should be transferred to the SEBI. 

market regulatory 

Though SEBI has 

been set up and has begun functioning, the process Is not complete 

as Its powers for overseeing operations In the market still require 

enactment of legislation for this purpose and the Committee would 

urge speedy action In th Is behalf. However, the· Committee 

believes that there Is no point In SEBI merely replaCing the 

restrictive controls now exercised by the Office of the CCI. 

The role of SEBI, as we env isage it, should be that of II market 

regulator to see that the market is operated on the basis of well 

laId down principles and gulde11nes and not get Involved In 

detailed day to day functioning of the market. As In the case of 

other segments of the flnancial system, the role of regulation 

should be one of ensuring cCJ1l)liance with such prudential norms 

rather than excessIve discretlonery control of the type now being 

practised by the CCI. The Committee would also suggest that 

the capltal market should be gradually opened up to foreign port­

folio Investments and simultaneously efforts should be initiated 

to improve the depth of the market by facU1tatl~ issue of new' 

types of equities 'and innovative debt instruments. 
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As regerds the money market, as mentioned earlier, the 

last few yeers heve witnessed efforts· at broadening activity and 

creation of a secondary market. Wh 11e Inter-bank call money 

transactions still form the major part of money market activity, 

new instruments such as 182-day Treasury bills, certificates of 

deposits and commercial paper have been Introduced • A major 

problem in the call money merket is its high degree of volatility. 

The quantum of call money transactions has been increasing and 

reflecting credit conditions average call money rates have been 

rising. While the 182-day Treasury Bills and certificates of 

deposits have establlshed themselves in reasonable fashion, 

transactions in commercial paper have not picked up perhaps as 

a resul t of high money market rates • With regard to the money 

market the objective has been to broaden its base by permitting 

more participants and to build up an active secondary market 

aspects which are inter-related. The Reserve Bank has 

recently indicated that It would permit banks and their 

subsidiaries to set up Money Market Mutual Funds. The 

establishment of these Funds would add to the supply of funds 

to the money markets. We would also propose that well managed 

non-bank financial intermediaries like hire purchases and leasing 

companies as well as merchant banks be permitted to operate In 

the market. Even venture capital companies could be allowed, 

within limits, to place their short term surplus funds in , 
the market. Market activity would also expand If greeter scope 

were given for bUI discounting business and for the Reserve Bank 
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In this corvlectlon to use Its commercial bUI rediscounting function 

In larger measure as a method of refinance, so as to popularlse 

the bUI as an Instrument of finance. Broadening the base of the 

money market by Induction of more participants esp",lally of 

market makers and enlarging the variety of Instruments would 

also help to develop and activate a secondary market. The 

sett Ing up of the Discount and Finance House of India (DFHI) Is 

an Important step In thIs direction and apart from helping to 

even out fiuctuatlor,s In the market, the Committee would expect 

the DFHI to actively encourage the creation of a secondary market. 

In th Is connection, the Committee believes that efforts 

should be made towards expanding the area of debt securltlsatlon 

wh lch would help to Increase the flow of Instruments. This would 

Imply that retail loans would need to be securltlsed so that they 

could be funded through Issues of collaterallsed debt Instruments. 

However, certain fiscal Impediments have come In the way of more 

progress towards debt securltlsation malnl y In the form or high 

stamp duties which vary In different States. 

Securltlsatlon could only proceed If the cost of assignment arising 

from these stamp duties were to be lessened and the 

Committee commends for consideration of all State Governments 

the adoption of the practice of some states where the stamp duty 

Is a fixed sum and not calQJlated on an ad valorem basis 

Reference has been made in earlier parts of this Chapter 

to the regulatory framework to govern different Institutions. 



124. 

Though the precise content of 'such a regulatory framework wou!.d 

depend on the partlcular type of lnstltutlon, the general 

principles governing such a regulatory framework should relate, 

among other things, to capital adequacy, debt equity ratlo, credit 

concentration ratio, Income recognition, prov Islon against doubtful 

debts, adherence to sound accounting practices, uniform disclosure 

requirements and· assets valuation. The elIgibility criteria for 

entr.y, growth and exit should also be laid down. The Committee 

believes that a regulatory framework is necessary for the orderly 

growth of the money and capital market institutions. 

On the question of supervision, consistent with the 

Committee's approach that there should not be a multiplicity of 

Institutions superv ising financial institutions, the Committee 

recommends that the supervision of those institutions as form 

an integral part 

regulation and be 

ensure compliance 

of the financial system should encourage self­

generally confined to off-site superv Ision to 

with guidelines with on-site Inspections beirl'::j 

resorted to oniy where necessary. SEBI should have superviso"" 

jurisdiction over those institutions whose primary activities are 

related to the capital market and wh ich direct! y impinge or. 

market operatiCl'ls. 

• •••••• 



CHAPTER X 

REGULA liON AND SUPERVISION OF 

THE FINANCIAL SECTOR 

The financial sector, the most Important coos tI tuent of -which Is the banking system, has trad I tla'lall y been an area of 

regulatory Interest the world over. The case for regulation of 

the financial system rests 00 the obvious ground that its 

solvency, safety and soundness is of paramount Importance for 

stability and orderly ~rowth of the economy. The Institutional 

development of the financial sector can onl y take place if the 

depOSiting and Investing public have confidence In the system. 

Instilling such ca'lfidence Is thus a major promotia'lal objectl ve 

of regulatl<rl. Regulatlon Is, therefore, designed to ensure 

efficiency of the system, prevent ca'lcentratlon of business in It 

and protect depositors and Investors from the vulnerability of 

financial Instltutla'ls to market failure, mismanagement and fraud. 

The reguletl<rl of the banking system therefore has 

sought to ensure that the funds placed with financial intermedia-

ries, viz.. banks. near banks and capital market Institutlons and 

the rest are deployed by them in prudent fashia'l without 

jeopardising their safety. liquidity and solvency. The 

enhancement of the strength of the financial system and buUding 

up its abUlty to withstand shocks Induced as a result of Its 

constituents falling to service In full or on time their obllgatIons 

to the Bystem has leet regulatory author lUes In many countries 
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keeping a watchful eye on balance sh_t and off-balance sh .. t 

aggregates of the concerned Institutions and prescribing prudent 

checks on them. As, In the ultimate IIII'lIIIlysls, It Is the quaUty 

of the assets portfoUo of· the system that determines the sefety 

of the depositors' or Investors' funds, regulatory activity has 

sought to concern Itself with ensuring minimum standards for 

asset portfoUo quaUty. . In respect of banks It has taken the 

form of prescribing minimum liquidity ratios, qualitative and 

quantitative checks on asset portfoUos by limiting certain types 

of transactions, eg., share and corporate security business, 

stipulation of risk asset limits and Indlv Idual credit exposure 

Umlts and establishing a system of health coding of assets, to 

mentlon the more Important aspects of regulation. The same 

principles have also been applied to other constituents of the 

financial system. Equall y , as a prudential safeguard, . the 

regulatory authorities have sought to ensure an adequate measure 

of owned funds of banks and financial Institutions to enable them 

to withstand any adverse developments In their business. Hence, 

capital adequacy norms In relatlon to risk assets and a5'5et 

gearing ratios figure prominently among regulatory measures. 

Sometimes the types of resources which Instltutlons should be 

permitted to raise and even the terms and conditions on which 

they could be raised have figured in regulatory prescriptions. 

In this sense, regulation far from being contrary to the concept 

of competition could be regarded as helping to enhance 

competition by ensuring that ther" are enougl't players in ,he 

merket and that they ar!! all subject to the same pruda"ltlal req­

ulrema"lta designed for depositor and investor protection end 

prevention of restrictive practices. 
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GI ven th Is broad framework of regulation and allowing. 

for cwntry specific· adaptation the function of super v Islon has 

been to ensure compliance with the prudential regulations and has 

been vested either In the central banks or special agencies set 

up for this purpose. The regulatory system In India also 

accords primacy to the protection of the depositors' and Inves­

tors' Interest and, for this purpose, the Reserve Ba"k of India 

has been statutorily vested with the extensive powers of 

regulation and super v Ision over banks and non-bank financial 

intermediaries to ensure adherence to the various legal prov isions 

and administrative directions or guidelines prescribed· from time 

to time with regard to the asset portfolio and other aspects of 

business. It should be added that there are no similar 

comprehensive provisions for the regulation and superv ision of 

the DFIs or for that matter In respect of some of the new institu­

tions enter ing the money and cepital markets. 

Apart from the traditional areas of regulatory· interest 

superv Isory control over the banking system in India has 

over the years 

covers virtually 

especially so In 

nationalisation, the 

extended to a point where it now 

every aspect of banks' functioning and 

the period following nationalisatlon. With 

public sector banks were also brought 

directly under the administrative and regulatory rev iew of the 

Government, leading in the process to a measure of duality of 

superv isory control over them. 
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While regulation In terms of setlsfylng certain rules and 

norms of operation and superv Isloo to ensure compliance with 

such rules and norms Is necessary and justified t the sltuatloo In 

India I5S fl5r as the banks are concerned Is that regulatIon and 

superv Isioo ha ve ex tended to aspects not direct! y connected with 

the safety of depositors' funds. Detailed branch licensing Is a 

case In point. Various aspects of management of banks including 

matters of internal organisation, operational procedures e,nd 

administrative matters have come within the purview of regulation 

and superv isory control. There is hardly any aspect of 

operations and management which is not covered. The system in 

consequence has become over-regulated and over-administered and 

has placed an undue burden on the supervisory authorlty. 

Detailed and wide-ranging regulations have .led to delays and 

rigidities and have led to insufficient operational flexibility, 

segmentatioo of markets, loss of initiative 

decisioo making and lower efficiency. 

regulation and superv ision has still not been 

and autonomy in 

This degree of 

able to prel/ent 

a deterioration In the health of the system and In assets 

quality. In fact, as discussed earUer, part of the reason for 

such deterioration Is the measure of administrative direction in 

the matter of assets deployment, the prescrlptioo of targets for 

lending and the detailed administration of Interest rates which 

has led to banks recelv Ing less than market related rates on their 

Investments and on a significant portion of their credit. 
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The Committee belleves that It Is essential for the finan­

cial system to be regulated and that the regulation should cover 

essential aspects of protecting the quality of assets. With deregu­

lation of Industry, trade and, as proposed by ~s, of several 

aspects of the financial sector, and, consequently .... an IncreaSing 

measure (If competition, the risks of business could be expected to 

Increase and there would be even greater need than now for 

prudential regulation of the financIal sector. The task of superv 1-

sion Is to ensure . compliance with such prudential regulations, 

which should be directly concerned with the protection of deposi­

tors' or investors' Interests and with ensuring adequate balance 

sheet quality. Our recommendations In earlier parts of the Report 

regarding abolition of branch lfcensing and a review of directed 

Investment and directed credit programmes must bl.;! seen In this 

context. There Is need to examIne closely, with a vIew to theIr 

elimInation, of regulations, administrati ve dIrections and 

superv Isory controls over aspects of Internal organisation and 

adminIstration which are not directly concerned with protecting 

the depositors' interests,. such as managerial functions, manpower 

recruitment, remuneration of staff, location of offices, hiring of 

premises and advertisement expenditure. 

The approach the Committee has taken is that emphasIs 

should be placed on prescrIption of prudential norms and statutory 

requirements relating to asset quality such as mInImum 

liquidity ratios, qualitative and quantitative checks on credit 

portfollos, stipulation of rIsk asset llmIts, checks on lndl vIdual 
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credit exposure, prescriptlcn of well accepted and transparent 

accounting practices, prov isioning and disclosure statements as 

well as with respect to capltel adequacy. We believe the 

system should be impersonal and objective and be based on 

self-regulaticn which would cell for strengthening the management 

quality and the Internal inspection and Internal audit systems of 

banks. The main responsibility for ensuring compUance with the 

prudential norms and safeguards would thus be with the banks 

themselves who should send periodic returns to the supervising 

author-ities on these aspects. Due submission of such returns 

should promote both adequate supervision by the superv isory 

authority while prov idlng for healthy internal autonomy. Our 

preference , 

rules with 

according! y, is for ensuring off-site enforcement of 

assure the 

on-site inspection being occasional and designed to 

supervisory authority that Internel audit and 

inspecticn procedures and aspects such as credit appraisal 

systems are in proper place and 

laid down norms and that the 

compiled with. 

adequate and ccnform to weil 

regulations are being properly 

The Committee Is firmly of the opinion that the duality 

of control over the banking system between the Reserve Bank 

and the Banking Oivlsicn of the Ministry of Finance should end 

and tnat the Reserve Bank should be the pr-lmary agency for the 

regulatlcn of the banking ·system. 

At present, the supervisory function over- banks is 

being exercised by a depertment of the Reserve Bank of India. 
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We have given due consideration to this aspect and believe that 

the present system has over-burdened the Reserve Bank and has 

not allowed undivided attention to be paid to this aspect and 

to develop the necessary skill and expertise. 

Whlle the Reserve Bank would normally be the approp­

riate agency for regulation, we however, propose that the supervi­

sory function be separated from the more tradl tional central 

banking functions of the Reserve Bank and thftt a separate agency 

which could be a quasi-autonomous Banking Superv Isory Board 

under the aegis of the Reserve Bank be set up. In v h~w of the 

widening and deepening of the financial sector and the emergence 

of many new types of functional Institutions, the Committee 

proposes that the Board should have supervisory jurisdiction 

not merely over the banking system but also over the 

development finance Institutions, non-bank financial interme­

diaries and other para banking financial Institutions, such as 

those which accept deposits or float bonds from the public. 

With the financial sector getting both diversified and more 

closel y interdependent, there is great advantage in hav Ing a 

single integrated system of supervision so as to avoid 

segmentation of the market for supervisory purposes and the 

associated problem of inadequate coordination between dlfferent 

authorities covering the financial system. As regards 

the stock exchanges and other institutions more directly forming 

part of the capital market the SeQJrltIes Exchange Board of 
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IndIa would be the approprIate regulatory and supervIsory 

authorIty and we would expect coordination between the Benking 

SupervIsory Board and the SEBI to prevent any avoidabie dupllca­

tIon and overlap of functions. The Banking Supervisory Board 

that we contemplate could have a membership of five end be com­

posed of professionels from arees such as banking, deveiopment 

finance, accountency, law I management and have a representative of 

the Government et e senior level. The Governor of the Reserve 

Bank, we propose, should be the ex-officio Chairman of the Board 

while the three other members could be full-time, holdIng office 

for a minimum period of 3 yeers, with the full-time chief 

executive of the Board being an ofHciei with the status of the 

Deputy Governor of the Reserve Bank. 

We recommend that the Reserve Bank rev iew the ex tant 

directions end guidelines issued by the Government and by itself 

to banks and DFls with a view to deciding on theIr continuIng 

relevance in the contex t of the need to ensure the independence 

and autonomy of banks. Such guidelines or directions whIch 

reiate to matters. of internal administration such as creation and 

categor isation of posts, promotion procedures and similar matters 

should, as mentioned earlier, be rescinded. The Board's supervI­

sory functions should ensure compliance with the prudential guide­

lines that may be issued by the RFserve Bank and be 

appropriately adapted to the different parts of the system. 

These guidelines should cover assets quality, capItal adequacy, 

credit concentretion ratios. accounting practices and· disclosure 
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policies. The Boerd would devise Its own control returns to 

enoble It to undertake effective off-site supervision and, as men-

tloned earlier, in exceptional cases, undertake on-site inspection 

and to see how the system of self-regulation by banks and 

financial Institution Is operating. The Boerd, In our scheme. would 

also have the power to enforce Implementation of Its prudential 

norms by recommending any remedial action In case of Infringement 

to the Reserve Bank. 

With the presence of a Government official on the Boerd, 

there would be no further need for Govern,nent to be Involved 

in direct control over banks and financial institutions. However, 

as long as the Government has proprIetory Interest in banks and 

financial institutions, It would be appropriate for the Ministry 

of Finance to deel with other Government" departments and 

Parliament and discharge Its statutory 
or superv Isory 

engIIga in direct regulatory ~ functions. 

obligations but not to 

The Committee would 

suggest to· Government that other Government departments should 

not deai directly with the banks and financial institutions but 

do 80 only through the Ministry of Finance which in turn would 

do 80 through the Reserve Bank • 

••••••• 



Chapter XI 

LEGISLATIVE MEASURES 

Implementaticn of the recommendaticns of the Committee 

would require some amendments to the statutes presently governing 

the. operations of banks and financial institutions. Special 

legislaticn may also' be necessary to put into effect the 

arrangemen\ suggested by us to improve the functioning of the 

financial system. Legislative measures broadly identified by 

us as being needed are indicated in the following paragraphs: 

We have suggested progress towards capital adequacy 

norms based on BIS standards. The prov i&ions in the Banking 

Companies (Acquisition and Transfer of Undertakings) Acts, 

1970/1980 Secticn 3(2A) and Section 9(2) (a) prescribing 

the maximum paid .up capital of Rs 500 crores would require 

amendments as the capital needs of some banks, based on risk 

weighted assets, may necessitate paid up capital beyond this 

ceiling. Amendments may also be required in the Nationalised 

Banks (Management and Mlscellaneous Provisions) ·Schemes, 

1970/1980 to modify suitably the upper ceiling for issued capital. 

We have recommended access to the capital market where 

appropriate by some public sector banks for enhancement of 

capital. Section 3 of the Banking Companies (Acquisition and 

Transfer of Undertakings) Acts, 1970/1980 stipulates that the 

entire capitalofretiO"B1isaj ~ !hlllvest with Central Goverl'1Tef1t. 
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Amendments, to enable Issue of fresh capital to the pubUc would, 

therefore, need to be Incorporated. Corresponding amendments 

would be needed In the Natlonallsed Banks (Management and 

MIscellaneous Prov Is ions) Schemes, 1970/1980 -- Clause 19 and 

20 respectlvely -- to allow Increase of capital through publIc 

issue. We do not perceive· any difficulty In the SBI approachIng 

~he capital market as Section 10 of the State Bank of India Act, 

1955, lays down onl y that not less than 55 per cent of the Issued 

capital of SB1 would be with RBI. Similarly, the SBI (SubsidIary 

Blinks) Act, 1959, allows increase in capital of the Associate 

Banks provided SB1 holds not less than 55 per cent of the Issued 

capital. 

Consequent to our recommendations In regard to the 

constitution of Board of Directors and Management of Banks, the 

relevt!nt prov Islons In the statutes may need to be suitably 

amended. We would also llke It to be examIned whether a com­

prehensive legislation to reQlace existing Acts may be brought 

In to achieve the objective of publIc shareholding, flexIbility 

of operations and ~tonomy of management end Internal functionIng. 

We would suggest that Govemment expeditiously issue 

notifications in terms of Section 29(4) of the BankIng Regulation 

Act to amend the forms set out In the ThIrd Schedule to the 

Banking Regulation Act to ensure transparency end full disclosure 

In balance sheet and profit and loss account. 
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Our recommendatlons for the structure of rural credit 

envisage setting up of rural banking subsidiaries by public sector 

banks. In order to implement our suggestion that such 

subsidiaries may be on par with regional rurai banKs, in respect 

of CRR/SLR requirements, emandments would be necessary to 

various prov isions of Bonking Regulations Act and RBI Act 

pertaining to laying down of these ratlos and matters incidental 

thereto. Further, our recommendation that RRBs' balances held 

with NABARD or by a Special Federal Agency that might be set 

up may count as SLR assets may require srendTent of Sect ions 5 and 

24 of the Banking Regulation Act. Amendments may also be 

required in the National Bank for AgriOJlture and Rural 

Development Act, 1981, for specific inclusion of rurai banking 

subsidiaries within the purview of the credit functions of NABARD. 

We have proposed that regional rural banks be allowed 

to engage in all types of banking business. The statutory 

emphasis cn target groups under Section 18(2) of the RRB Act, 

1976, would, 
need 

therefore, to be amended. 
/ 

The option for the 

sponsor banks to take over the RR8s !IS 100 per cent subsidiaries 

may also require a change in Section 6 of the RRB Act, 1976, 

prescribing proportions of issued capital of the RRBs between 

the Central Government, State Government and the sponsor banks. 

Sections 11 (3) and 11 (2) ot the Banking Regulation Act 

prescribe minimum capital requirements for the banking companies 

incorporated in India and outside India respectively. In line 
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with the broad pattem of structure indicated by us comprising 

Intematimal banks, naUCJ"IaI banks, local banks and rural banks, 

and a more llberal approach to foreign banks, different start 

up capital requirements would need to be prescribed by the 

Reserve Bank and the stlpulaUms of minimum paid up capital 

would accordingly need modlflcatlm. 

We have recommended abolition of branch llcenslng es 

we arf of the v lew that the matter of opening of branches or 

closing of branches (other than rural branches for the present) 

be left to the commercial judgment of the Individual banks. 

Section 23 of the Banking Regulatlm Act stipulating the statutory 

requirement for obtaining the pdor permission of RBI for opening 

3 new place of business would, therefore, need to be recast. 

The definition of 'rural centre' will also need Incorporation 

In the Sectlm itself. 

We are not In favOIJr of a Banking Service CommIssion 

for centralised recruitment of officers and hence recommend repeld 

of Banking Serv Ice Commission Act, 1984. We have also suggested 

that the centralised recruitment of officers through Banking 

Serv Ice Recruitment Boards (BSRBs) may be dlscmtlnued. The 

administrative orders of the Government regarding the jurisdiction 

of BSRBs would, consequently I need amendments. The 

administrative orders regarding BSRBs may alsC! be amended to 

distanCE: the Government from the appointment of the Chairmen 

of these Boara; which shOUld be totally left to the coordinating 

banks. 
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Amendments would be requlr-ed In the SBI Act, SBI Subsl-

diaries Act and Nationalised Banks (Management and Miscellaneous 

Provisions) Schemes, 1970/1980, lOBI Act and the IFCI Act for 

removal of RBI nominees from the Boards of these organisations. 

In the light of the recommendations of the Committee 

regarding securlty of tenure of the chief executives the 

provlslms Introduced in various relevant statutes through the 

Act No 73 of 1976 would have to be deleted. 

In addition to the various amendments detaUed In the 

foregoing paragraphs to the existing statutes, special statut.., 

may be required for setting up of Asset Reconstruction Fund, 

Special Recovery Tribunals and for creating a Supervisory 

Board under the aegis of Reserve Bank of India. The special 

statute for Asset Reconstruction Fund wUl, Inter aUa, need to 

prov ide for speedy recovery on Unes broader than Sections 29-

32 of the SFCs Act. The legislation may also Incorporate 

prov Isions to fecllitate trensfer of debts and securities and 

all the rights pertaining to such assets to the ARF 

Consequential emendments to the Urban land Celling leglsletlon 

mey also be necessary where sale of real estate In urban areas 

is Involved. Waiver of stamp duty eUracted on such transfers 

will also require legislative formulatlms. The Special Recovery 

• 
Tribunals may also be constituted as statutory bodies with 

special powers of summary trial end speedy recovery. 
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the 
The statute for creation of Superv Isory Board 

L 
should 

ensure transfer of powers of superv Islon vested with RBI under 

the RBI Act and the B.R. Act to this Ebard. This Board may 

also need to be vested with some additional powers for 

implementing integrated superv is10n over the enUre financial 

sector. 

New legislation Is also necessary for prov iding legal 

framework for mutual funds and for conferring statutory powers 

on SEBI. 

Statutes governing the DFIs, viz., IDBI Act, IFCI Act 

and IRBI Act may have to be amended to do away with the 

present system of cross holding of equity and cross representa-

tion on the Boards of the DFIs. The SFC Acts would also 

require amendments to give effect to the recommendations relating 

to these State level institutions. Legislation will also need 

to be enacted for transferring lOBI's commercial functions to 

a new institution which could be incorporated as a company. 

Our recommendations also impinge upon some of the 

prov is Ions of the statutes not exclusively dealing with the banks 

or the financial institutions. Our recommendations for the 

purpose of provisioning cover the issue of deductions under 

the Income Tax Act. Section 36 of the Income Tax Act, would 

require amendment to implement these recommendations. 

Amendments would also be required in the Income Tax Act to 
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comply with the r-ecornmendatlons r-egar-ding equallty of tal( tr-eat­

ment as between var-ious. mutual funds and the r-ecommendatlon 

r-egar-dlng venlur-e capital instl tutions r-egar-dlng concession on 

capital gains and equt\llty of tal( tr-eatment as between differ-ent 

'orms 0' organisation 0' ventur-e capital Institutions. Amendments 

to the Capital Issues Contr-ol Act. 1947 and the notifications 

issued under- the Act would be necessar-y for- llber-alisatlon of 

the capital mar-ket and the r-ecommendation r-egar-ding abOlishing 

the Office of the Contr-oller- of Capital Issues. Amendments 

would also be needed to be initiated inthe Stamp Acts to facilitate 

aecur-ltisatlon of debt. 

These suggestions for legislative measur-es ar-e not 

e)(hausUve. We would r-ecommend that the legal ImpUcations 

with r-efer-ence to each of our- r-ecommendatlons wUl need to be 

el(amlned and detaUed legislative steps Identified by the 

Gover-nment In consultation with the Law Mlnl!itr-y . 

••••••• 



CHAPTER XII 

CONCLUDING OBSERVATIONS 

As the foregoing chapters have Indicated, the Indian 

flnanclal system has made Impressive gains In the last two decades 

In resource moblUsatlon and In e)(tending Us geographical and 

functienal reach, but these achievements have taken their toll In 

terms of a serious deterforatien In the quallty of services and In 

the health of the system. 

The demands en the financial system In the years ahead 

would be greater and more diversified. New skills need to be 

fashioned and new a·,..eas of e)( perUse developed. The fInancial 

system Is getting more comple)( and sophlsUcated, which calls for 

new cencepts of management, more professional decIsion making and 

modemisatien of work systems. Our rev lew and recommendations 

seek to bulld on the quantitative gains ma.de by the system whlle 

Improving the quality of services, and restor1ng the health, 

productivity and competitive efficiency of the system and thus 

8"Ihance lts capabJlIties to meet the challenges of the future. 

Our recomm8"ldatiens and the measures of reform which we 

have Indlcatecil covering aspects of the funcUenlng of the system, 

it. organisatien and structure and the regulatory framework should 

be seen as an Integrated package aimed at Improv Ing portfolio 

quallty, providIng greater operaUenal fledblll1ty and ensuring 

compliance with prudential norms, whlle, at the same time, 
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Improv Ing the financial strength of the .ystem through measures 

aimed at enhancing productivity, efficiency and profitability. 

Central to this approach and Indeed underlying It Is the 

Issue of full autonomy with respect to Internal operations of banks 

and financial Institutions. Management of bank. and the Iflstltutlons 

must be given freedom to manage their Institution. subject to their 

accountabllity for performance and compliance with well laid down 

prudential norms and guidelines and macro credit pollcle. which 

would be rule-bound and not discretionary and be equally 

appllcable to all the constituents of the particular financial sector. 

Autonomy In decision making and operational flexibillty can only 

be ensured if there are no extraneous administrative and political 

pressures, which, as the Com~1ttee has pointed out earlier, has 

been responsible to a great extent for the problems now facing the 

financial services Industry. It Is for this reason that the 

Committee has stressed the Importance of de-polltlclslng 

appolntmer.ts of chief executives and boerds of the Institutions and 

restoring to management of Institutions right. over recruitment, 

rewards and punishment. This would Imply a medsure of 

self-denial by Government of Its perceived right as an owner to 

Intervene In what should be the Internal decision making of the 

Institutions and distancing Itself from aspects of Intemai 

management and credit allocatla,s .. · 

A proper sequencing of the reforms is essential to Its 

success. The UberaJlsaUon of the system can oniy succeed in an 
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atmosphere of broad macro economic stabil1ty. The Committee~ 

therefore, attaches the greatest importance to the early restoration 

of a measure of fIscal balance and continued progress towards 

further I1beral1satlon of the real economy if the financial system 

is to play its expected part in promoting competitive efficiency 

in the economy. Interest rate deregulation is a specific case in 

point where it can onl y proceed with a reduction in the fiscal 

deficit and correspondingly a slowing of the pace of growth of 

internal debt. Steps towards assets reconstruction, capital 

adequacy, institution of uniformly accepted transparent accounting 

practices and stipulation and compliance with prudential norms 

have to be phased over a period of 3 to 5 years so as to avoid 

dislocation and difficulties In complying with the requirements 

through the insistence of immediate conformity with the desired 

norms and precti ces . Wh ile phasing is important, the process must 

begin immediately in many of these areas to give the right signal 

regard ing the earnestness of the intentions. Financial sector reform 

should thus be an essential element of macro economic adjustment 

based on increasing reliance on the market mechanism. 

Domestic financial liberQPsation and greater 

internal competition should form the basis for greater contacts of 

the Indian financial sector with the global financial markets. This 

would help to upgrade our financial tedlnology al'1d give us greater 

access to the new and emerging modes of financial engineering. India 

CBTOt affad f1n!rc1.al autarky any more than ·industrial or trade autarky. 
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The Institution In a sequenced manner of a more open financial 

system would thus be entirely consistent with the steps being 

taken now to open up the Indian economy and should enhance 

India'. ability to take· competitive advantage of the Increasing 

InteM"llltlonal opportunities for Indian trade, Industry and finance. 

f) .N.~'....L.-
M NarasJmham 

HYDERABAD 

NOVEMBER 16, 1991 

A Ghosh 

~ .~---,-

N Vaghul 

M N GoJporla 

~~ 
M R Shroff 
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The Summary Report starts with the following statements: 

"The Committee's approach to the Issue of financial sector 

reform Is to ensure that the financial services Industry operates 

on the basIs of operational flexibility and functional autonomy with 

a vIew to enhancing efficiency, productIvity and profitability. A. 

vibrant and competitive financial system is also necessary to 

sustain the ongoing reform In the structural aspects of the real 

economy. We belleve that ensuring the Integrity and autonomy of 

operations of banks and DFIs Is by far the more relevant Issue at 

present than the question of their ownershIp:' 

The CommIttee has thus rIghtly Identified the question of 

"ensuring the integrity and autonomy of operations of banks and 

DFIs" as the principal concern of the Report. The CommIttee 

predicated Its various recommendations on the belief that It Is 

possible to achieve these objectives without bringing In the 

questiO"l of ownership. These recommendations go a long way In 

creating conditions whereby market dIsciplines can be brought Into 

the functioning of the public sector banks and financIal 

institutIons. But we believe that In the prevailIng political 

culture of the country, It Is Important to move further to make 

the autO"lomy of these InstltutiO"ls credIble. 

In line with the above and the concept 'of self-denIal by 

the Goverrment of Its ownership rights, which the Committee has 

rightly advocated, we think that the Government should not 
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appoint Its officIals on the boards of public sector banks and 

'Inanclal Institutions. The Banking DIvIsIon of the MInIstry of 

FInance, as at present constituted, should consequently be 

abolished. 

We are conscIous of the Government's accountabIlity to 

Parliament and the publIc as owner of these Institutions. But 

accountabUlty need not mean Involvement In functions whIch are 

the "responsibIlity of boards and managements a.ld can be ensured 

by an adequate system of reporting through the Reserve Bank 

which, the CommIttee has right! y stressed, should be the prime 

agency for the regulation of the bankIng system. The continuance 

of Government directors on the boards of the banks and financial 

Institutions will come In the way of ending the duality of control 

between the Reserve Bank 

recommended by the Committee. 

and the Banking DivisIon as 

We think that a decision by the Government not to have 

Its representatives on the boards of public sector banks and 

fInancIai institutions will serve as a strong message of autonomy 

to the system and will create a climate conducIve to the 

successful implementation of the other recommendations of the 

CommIttee. 
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S.O. The last two deca~es have .. en a phenomenal expansion 

in the geographical coverage and financial spread of our 

financial system. The development of the financial sector 

is a major achievement and it has contributed si9"ificantly 

to the increase in our savin~ rate,expecially of the household 

sector. In recent years, however, certain ri¢dlties and waak­

nesses have developed in the system and these have to be 

addressed to enable tbe financial system to play its role in 

usherinq in a more efficient and competitive economy. 

2. It has, therefore, been decided by the Government of 

India to set up a High Level Committee to examine all aspects 

relating to the structure, organisation, functions and 

procedures of the financial system. The Conmittee will 

consist of the following. 

1. Shri M. Narasimham 

2. Deputy Governor, RBI 
(Banking Operations) 

3. Chairman, State Bank: of India 

4. Chaionan, IDBI 

5. Chairman, ICICI 

6. Shri Manu Shroff 

7. Shri Y.H. Maleqam 

8. Shri Mrinal Datta~.udhuri 

9. Additional Secretary(Banking) 

Chairman 

Member 

Member 

Mem.l)er 

Member 

Member 

Member 

Member 

Hember-.5ecretary 
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, • i'M t.enw of reference of the CClaInittee vill be 

.. follow •• 

U) '1'0 examine the exieting structure of the financial 

system end its variOUs c~onent:a end to make 

recomneMeticos for 111'prov1ng the efficiency and 

effectiven~.s of the system with particul~ 

referanoe to the econar.y :>£ operations, accC1lntabi­

l1ty 8114 profitability of the eOlllllercial b81ka aid 

financial in.tituUClD8. 

(U.) ~ melce reeOllllleDdaU"'a for ~rOY1n9 and modemisin9 

the orgentaatienel syat.ema end procedurea as well as 
managerial pollci •• , 

(111) 1'0 make re9oamandatiorw for infuaiJw:w greater 

conpetitive vitality intO the .ystem so as to 

enible the bank. end fin81cial institutions to 

respond more effectively to the emerging credit 

needs of the econ omy, 

(iv) Tn axanUne th! cost, ca!i>OSi t1~ and adequacy of 

~he capital structure of the various financial 

inst::. t.'ti:>na and to mako sui table recQrmendations 

l:: tot-is regard. 

(v) To review the relative roles of the different types 

of finanei'al 1nat.1tutiona in the financlal system 

and to malte recarmendatiOns for their balanced 

growth, 

(vi) 1'0 review the existing au~ervisory arrangement8 

rel..:ting to the various entities in the financial 

aector, in particular tlB carmercial banks end 

the term lending institutiata end to make 

recOlMlendations for ensuring ilPprepriate and 
effective aupervis1on, 

(vii) 1'0 review the existing legislative fr8ll8Vork 

and to suggest necessary amendment.. for 1q:»le­

mantiOO the recCIIIIIBDdaUQ:1.8 that mllY require 

legislative ahenQaJ 
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(Yill) 1'0 make raccmnendatJ.~s CD acy other subject 

matter as the Canmittee mey consider get'mcne 

to the subject of enquiEY Or any related matter 

which mar be specifically referred to the COrmittee 

by the Goverrwnant of India. 

,. 1'he Camittee will submit its report by 15th Novenber, 

1991. 1'he Canrnittee may·, however, submit an interim report 

on any sp.,eif1e matter. 

1'he Manager, 
Govt. of India Press, 
Ring Road, Hay aPUri lndustria.l Area, 
New Delhi. 

INDIA 



( '1'0 BE PUBLISHED IN PARr II S!Cl'ION 3(11) OP THE OAmrI'E or 
INDIA - EXl'RAORDltaRY) 

NO. F.16(S)/91-B.0.I 
Bovernment of Indi~Bharat Sarkar 
M1nistty of Finance/Vitta Hctltralaya 

Department of Econanic Affa1rs/ftrthik Karya Vibhag 
. (Bankinq DiVision)/(aanking Prabhag) .....•........... 

MEHO,lWOUM 

S.O. A H1qh Level, CO:Tlllittee to ~~1n!! all IISPilCts relating 

tc the structure, orqanisat10n, functions and procedures of the 

financial system was set up Vide He110randlall NO. F.16{S)/91-B.O.I 

dated AUgust 14, 1991. The Comn.ittee was required to submit its 

repoet by 15th November, 1991 • 

2. . The COII1Iittee has submitted the alm:lIary of the repott 

and is engaged in finalising the main report. The tem rof the 

C:anrnittee is hereby extended till 30th November, 1991 for 

submitting its main report. 

I~:;:-·,-c.:::::> 
(K.J. Reddy) 

Additiooal Secretezy to the ~vemment rof lhdia, 

TO, 
The Manager, 
GOvernme.,t of India Press, 
Hayapuri Industrial Area, 
Ring Road, 
New Delhi. 



ANNEXURE - II 

Organisatlons/Individuais who submitted Memoranda for 

consideration of the Committee 

1 • Indian Banks Association, Bombay 

2. Federation of Indiesn Chambers of Commerce and Industry 
(FICCI), New Delhi 

3. Associated Chambers of Commerce (ASSOCHAM), New Delhi 

4 • Confederation of Engineering Industry (CEI) , New Delhi 

5. National Confederation of Bank Employees, Hyderabad 

6. All India Bank Officers Association (AIBOA) 

7. All India Bank Officers Confederation (AIBOC) 

8. Indian National Bank Employees Federation 

9. Indian National Bank Officers Congress 

10. Institute of Chartered Financial Analysts of India, Hyderabad 

11. Secretary, Ministry of Commerce 

12. Shri R K Talwar, Pondicherry 

13. Shri Bhabatosh Datta, Calcutta 

14. Bank Employees Federation of India, Calcutta. 

15. All India Bank· Employees Association, Calcutta 

16. All India Bank Depositors Association, Bombay 

17. PHD Chamber of Commerce and Industry, New Delhi 

1 e. Institute of Chartered Accountants of India, New Delh i 

19. All India RRB Employees Association 

20. Agricul tural Finance Corporation Ltd Officers Association 

21. Agricultural Finance Corporation Ltd Employees Association 

22. Punjab State Electronics Development and Production 
Corporation, Chandigarh 

23. Indian Merchant Chambers, Bombay 

24. IRBI Officers Association, Calcutta 

25. Bankers Training College, Bombay 

26. Sundaram Finance Ltd, Madras 

27. Bengal National Chamber of Commerce and Industry 

28. Associate Bank Officers Association, Bangalore 

29. All India Reserve Bank Employees Association 

30. Indian National Bank Employees Congress 
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31. Federation of Indlen Export Organisation 

32. Shrl Klran S Nanlwadekar, Kolahpur 

33. Shrl C P Shah, Bombay 

34. Shrl R S Bhatt, Bombay 

35. Dr A C Shah, Bombfiy 

36. Shrl S 0 Nayar and Shrl T C Mltla 

37. Shrl Ramesh Gelli, Vysya Bank 

38. Shrl S R Prabhu, General Manager (Retd), Canera Bank 

39. Natlonal Con!ederatlon of RRB's Employees, Hyderabad 

40. Shrl 0 P Ohanuka, Riga Sugar Co Ltd, Calcutta 

41. Shrl B K Dutt, Calcutta 

42. Shrl M J Pherwanl, Chairman, National Housing Bank 

43. I N B E C 

44. Bombay Chamber of Commerce end Industry 

45. The South Indian Bank limited 



ANtEXURE - UI 

Organisations which tendered oral evidence 

before the Committee 

1. All India Bank Officers' Association 

2. Forum of All India Private Sector Banks 

3. Indian Banks' Association 

4. Federation of Indian Chambers of Commerce 
Industry (FICCI) 

5. National Confederation of Bank Employees 

6. Associate Banks' Association 

7. All India Bank Employees Assoc.htion 

8. All India Bank Officers Confederation 

9. PHD Chamber of Commerce end Industry 

and 

10. Associated Chambers of Commerce and Industry (ASSOCHAM) 

~. !!aChlC6q
. k of India Library

.«~ am: ;fIfcr fct4m 
..... ,. of Economic AnalysiS and Policy 

.~ I Mumbai-400 OC)1. 
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