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INDIAN BANKS’  ASSOCIATION

27 August, 2005

 Address by P Chidambaram, Union Finance Minister

_____________________________________________________________

I am glad to be present at the Annual General Meeting of the Indian Banks’ Association. IBA is a unique organization, which brings together the entire banking industry. It is perhaps the foremost, if not the first, example of cooperation in a framework of competition.  While competition is the force which drives each member bank towards excellence, cooperation extends the frontiers of the possible for the industry as a whole. 

Speaking at this august gathering is significant for two reasons. The first is that this is the occasion of the AGM for the entire banking fraternity, which shares common interests and goals. The second is that we can also really talk business as we explore what lies ahead in the years to come. Friends, it therefore gives me great pleasure to address you today, and I am honoured by your invitation. I would like to offer my thanks to the Indian Banks’ Association.

Our textbooks on economics have divided the entire spectrum of economic activity into the real and monetary sectors. The real sector is where production takes place while the monetary sector supports this production and, in a way, is the means to the end. We know and we accept that the financial system is critical to the working of the rest of the economy. In fact, the Asian crisis of the nineties, which is closest to our memory, or for that matter what happened in Latin America and Russia subsequently, have shown how a fragile financial sector can wreak havoc on the rest of the economy. Therefore, the banking sector is crucial, and we are here today to explore how this sector can work in harmony with the real sector to achieve the desired objectives.

The Year that was


We can look at the year gone by with some satisfaction. The economy is in good shape, all set to deliver   7 per cent or more growth in 2005-06. The revival in the industrial growth has been sustained for the second consecutive year. Backed by prudent and credible fiscal and monetary management, inflation is at a record low. Export performance is robust. Stock markets touch new heights once every few days, and it is widely believed that the various indices will continue to rise. The outlook for the Indian economy is perhaps the brightest not only in terms of our own performance in the past, but also in comparison with the rest of the world. 

The sense of acceleration is reflected in other figures as well. The growth in credit during the first four months of 2005-2006 has been impressive at 7.2 per cent (5.1% in the previous year), while the growth in bank investments has been very marginal at 0.4 per cent (7.8 %). This means that the pressure from Government borrowing is reducing while the demand for credit  is growing. Deposits, too, have grown at a rapid rate of 6.4 per cent (4.5%), which means that, presently, liquidity is not an issue. Vast sums  continue to be deployed in reverse repo auctions. Funds are therefore ample. Banks must now use these funds and channel them into productive areas that will hasten development and the growth process.

The banking sector has reasons to celebrate as well. Banks are doing brisk business with the economy racing into top gear.  Growth in deposits as well as advances augurs well for the industry. Above all, banks seem to have absorbed the turbulence in the interest rates. Even as the benchmark yield on 10 year G-Sec paper increased from 5.15 per cent in March 2004 to 6.65 per cent in March 2005, the banks maintained their operating profits. For the Public Sector Banks, operating profits declined only marginally from Rs. 39,536 crore in 2003-04 to Rs. 38,737 crore in 2004-05. Non-performing loans were contained. Net NPA for the Public Sector Banks declined by more than Rs. 2,100 crore during the year, though the bulk of the decline was due to write offs. The benign interest rate regime continued to favour the banking sector, with net interest margin for the Public Sector Banks inching up from 2.98 per cent in 2003-04 to 3.03 per cent in 2004-05.  I must also compliment Public Sector Banks for meeting the challenge to expand credit to agriculture by more than 35 per cent over the previous year, reversing the decades-long trend of shrinking credit to the agriculture sector in proportion to the net bank credit.  However, profitability of the Public Sector Banks suffered during 2004-05 which, considering the fall in treasury incomes, does not by itself ring an alarm bell, but more on this later.

Farm Credit


I wish to dwell upon the issue of financing agriculture. The banking system is geared more to financing traditional crops like cereals or coffee or sugarcane. However, it needs to reorient itself to meet the changing requirements of commercial agriculture. Furthermore the rural credit system appears to have been bypassed by the revolution in Information Technology. Large farmers, agri business and rural industries seem to be able to obtain financial services from modern financial institutions. The small and marginal farmers and landless peasants continue to depend, largely, on micro finance and indigenous money lenders. I would urge the banking sector to use Information Technology to facilitate transformation in various processes of rural credit. 

One of the areas that needs immediate attention is food processing. Not long ago India was beset with shortages; today, we have attained self-sufficiency in cereals and in most other kinds of food. With rise in disposable incomes the consumption pattern has also changed. The food basket is more diversified and fruits, vegetables, milk, meat and poultry products are more widely consumed. A vibrant food processing industry will add value to the food chain. The food processing industry constitutes 14 per cent of the manufacturing GDP and  employs 13 million people directly and many more millions indirectly. I would urge the banks to allocate a larger share of their funds to the food processing industry. Related to this, is the need to recognize the demands of supply and logistics chains across the country such as warehousing, cold-storage and transport facilities. It is necessary to design innovative products and new forms of credit and risk management systems in order to meet these new requirements. 

The SME Sector


Looking ahead at the economy, the challenge lies in sustaining the growth momentum in the years to come. This challenge translates into managing the macroeconomic fundamentals so as to broad base the growth process and take it to regions and sectors of the economy which have an explicit potential for higher growth.  In a way, a start was made last year by focusing on the opportunities in the agriculture sector. Small and medium enterprises, or the SME sector, is our next target. The policy for stepping up credit to the SME sector announced recently forms an inalienable part of the future strategy for deepening and widening growth.  The policy recognizes the need for a shift in  paradigm from small scale to economic scale of operations. It is this economic scale which informs the SME credit policy. The emphasis in the policy is to induce the Public Sector Banks to develop lending models with reduced transaction costs so that stepped-up lending to SMEs becomes a viable proposition. I hope private sector banks would also voluntarily adopt the goals of the new policy.

SMEs play a catalytic role in the development process of most economies. In India, they account for a very significant proportion of manufacturing, of exports and of employment. But SMEs in India have been unable to achieve the competitive edge that would allow them to drive the manufacturing sector and, consequently, overall economic growth. This is mainly because of the problems that SMEs face in access to timely and adequate finance and business development services. The reluctance of banks to lend to SMEs stems from insufficient credit information, inadequate credit appraisal and risk management skills, poor repayment records and low market credibility of SMEs. These can be overcome through credit information bureaus, credit rating agencies, marketing assistance and other initiatives which  have been tried successfully elsewhere in the world. I would therefore urge the banks to take note of the policy pronouncements and expand the flow of credit to SMEs. 

Changes in the Banking Sector


When one looks at the reforms in the banking sector since 1991, it may appear that we have  come a long way. With new banks in the system, competition has indeed intensified. Prudential regulation is in place. There has been deregulation of interest rates which has given banks power over pricing of their products.  These are the major changes which have taken place already. And yet, the banking sector in the medium term is expected to see even more fundamental changes.  The first relates to ownership. The policy of the UPA government is to retain public sector banks as public sector banks. We have rejected the earlier formulation, which was rather bizarre, that Government equity will be reduced to 33 per cent without affecting the public sector character of the banks!  Our policy  is to ensure that Government’s equity does not, as a result of public issues by banks, go below 51 per cent.  In respect of private sector banks, RBI has declared a road-map for reforms in their ownership.  The road map has opened up possibilities of organic as well as inorganic growth of foreign banks operating in India.  


The second major change in the offing relates to the Basel II regulatory regime. The implementation of Basel-II norms would exert pressure on capital requirements.  It is estimated that the banking sector may see a net depletion of 200 basis points in capital adequacy after the adoption of Basel II norms.  This may entail raising of fresh capital as well as optimal use of existing capital.  In the cases of some Public Sector Banks the room for raising further capital would be constrained by the policy requirement to keep the Government’s shareholding at 51 per cent or more. In order to raise capital, both public and private sector banks need to convince investors that they constitute a profitable proposition. It is, therefore, imperative that banks in India study the proposed New Basel Capital Adequacy framework, identify their transition path and initiate steps to be fully prepared for adoption of the new standards when introduced.  

Discussions have commenced on what would constitute Tier I Capital for the purposes of capital adequacy.  Some new forms of capital would have to be identified in order to strengthen the capital base of Public Sector Banks which have reached the limit of 51 per cent. 

Consolidation


Structurally, the banking sector displays a high degree of fragmentation.  The market share of the top five banks in India is 41.5 per cent.  The market share of the top ten banks is 57 per cent.  As against this, in China, the market share of the top five banks is 75 per cent and that of the top ten banks is 85 per cent.  With the entry of new private sector banks, the banking sector has become even more fragmented in the reform years since 1992.  It is widely believed – based on empirical evidence - that a fragmented banking sector is the antithesis of a profitable banking sector. The imperative for consolidation in the Indian banking sector arises from a host of considerations. Consolidation would help banks to achieve evenness of geographical reach, exploit economies of scale embedded in technology platform, undertake product and process innovation, diversify risk, and mobilize additional capital.     Equally important is that, given the predominance of Public Sector Banks in India, consolidation becomes the quintessential prerequisite for development and strengthening of competition. Without consolidation, the Public Sector Banks are, I am afraid,   indistinguishable from one another, and alike in all respects except the name in the masthead. We have still to see any major activity on this front. Moreover, Government has decided that the move for consolidation has to originate from the banks themselves – driven by the Boards and supported by the officers and employees - and based upon operational synergy and strategic coherence. 


The Public Sector Banks account for three quarters of the market share.  This casts a special responsibility on the Government, as the owner, to induce the Public Sector Banks to emerge as competitive entities.  Towards this end, the Government has made a genuine effort to separate the role of ownership from that of management.  On earlier occasions, I have emphasized that Government has consciously limited its role as an owner to four areas - appointment of CMDs and EDs; declaring and communicating national policies; setting in place the standards of corporate governance; and monitoring the performance of the banks through the instrument of Statement of Intent. The new approach provides public sector banks with a level playing field vis-à-vis the Private Sector Banks. As a consequence, a huge challenge has now devolved on the Board of Directors of each Public Sector Bank - on the Board now lies the onus of strategizing and guiding the growth of the bank. 

 
Measures have already been announced to grant complete managerial autonomy to the Public Sector Banks in keeping with the clearly delineated ownership role.  The areas where it is  possible to make further improvement have been identified by IBA as remuneration package for retaining the top management, delegation of powers to the respective Boards for appointing statutory Central Auditors  and doing away with the jurisdiction of CBI/CVC over the officers of Public Sector Banks. 

 
We are examining these issues, but they have to be examined in the context of the implications for the public sector as a whole. I am in favour of a separate dispensation for Public Sector Banks because, world over, banking is regarded as one of the lifelines of the economy and cannot be equated with manufacturing or any other service. I am confident that a way would be found to meet the expectations of the Public Sector Banks. 

         Transparency and disclosure standards are important constituents of a sound corporate governance mechanism. These standards have to be aligned with international best practices. There are still many gaps in the disclosures in India vis-a-vis international standards. Banks must remember that the capability of market players to analyse information objectively has grown and, hence, disclosure standards must also be stricter and more broad-based. 

An Owner’s view


Following the enlarged autonomy to the Public Sector banks which is now in place, the Government will monitor their performance through the Statements of Intent which have been drawn up by the managements of the Public Sector Banks. The Statement of Intent is limited to the aspects relating to growth parameters, profitability parameters, performance in respect of national priorities and credit management. 


We have already received Statements of Intent for 2005-06.   We have made a quick analysis of the statements submitted by Public Sector Banks.  I am happy to note that the Public Sector Banks continue to remain committed to farm credit with growth projected at above 20 per cent by most banks.  Overall, farm credit has to reach a figure of Rs.1,41,000 crore in 2005-06. Banks have also committed themselves to SME credit growth of   15 per cent or more.  The areas of concern are the growth and efficiency parameters. Public Sector Banks have been consistently outperformed by the new private sector banks in deposit mobilization. In this context, I am constrained to point out that some frontline Public Sector Banks have projected a deposit growth in 2005-06, which is lower than that of 2004-05.  As if this were not enough, in some cases a deceleration is projected in the growth of advances as well.  If the rate of growth of the economy in 2005-06 is maintained at 7 per cent, it is difficult to understand how business projections by Public Sector Banks, especially deposit and advances, can evidence deceleration in growth. How can the perception of the bankers be so different from that of the rest of the economy? This perception has to be remedied. Bank credit has to grow with the needs of the economy and deposits have also to be shored up with aggressive mobilization strategies. 

Management of NPAs continues to be the foremost challenge of the Indian banking system. In the recent past, there has been conscious and persistent effort in this direction, and the results have been encouraging. Banks have to strengthen their credit administrative machinery and put in place effective credit risk management systems to reduce the fresh incidence of NPAs. As far as Public Sector Banks are concerned, we shall keep a close watch on the manner in which NPA reduction is taking place. We would also insist that  cash recoveries should more than offset the fresh write-offs in NPAs.


Even more distressing are the projections on the efficiency parameters.  Indian banking sector is known not to have offered very good returns on capital.  I have the figures on return on assets, which show the gap between the return on assets in India as compared with other emerging markets. The return on assets of Indian banks stood at 0.7 per cent as against 1.2 per cent for Singapore, 1.36 per cent for Malaysia, 1.42 per cent for Korea and 1.6 per cent for Brazil. In 2004-05 the fall in treasury income would have exerted pressure on the profitability parameters.  In the year 2005-06, therefore, one ought to see the profitability and efficiency bouncing back but the Statements of Intent furnished by Public Sector Banks do not hold out hope on this count, with stagnation or decline projected in the profitability parameters for most Public Sector Banks. 


I do not intend to prod Public Sector Banks to indicate overambitious and unrealistic targets. However, we cannot accept targets which do not strategically mobilize the inherent advantages of Public Sector Banks in terms of their footprint, manpower and, above all, sovereign ownership for achieving sustained improvement in efficiency, profitability and growth. 

Conclusion


Our banks have done a great job in extending banking services. They have built a pan Indian branch network. They have developed a storehouse of expertise in lending to different sectors including agriculture and small and medium enterprises. Public Sector Banks have been the sharpest instrument in increasing the degree of financial intermediation in the economy. These achievements deserve to be applauded. The point, however, is that Public Sector Banks  - or  for that matter any bank - cannot rest upon their or its laurels, especially at a time, when unprecedented opportunities knock at their doorsteps, when the freedom for action is complete, and when the price for inaction may threaten their very survival. 

14 years after reforms started with a bang, some sectors have responded admirably. Among these is the financial sector, especially banking. As reforms took deep root in the banking sector, the mindsets that were cultivated after Independence also changed. The new challenges are, therefore, not greater or more formidable than the challenges that we have overcome. Shakespeare said, “Ignorance is the curse of God; knowledge is the wing wherewith we fly to heaven”. Paraphrasing Shakespeare, I would like to say “Inaction is the curse of God; action is the wing wherewith we fly to heaven”.
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