Address by the Hon’ble Finance Minister at the 59th  Annual General Meeting of Indian Banks’ Association on 26th May, 2006

Mr. Purwar, Chairman of IBA, Mr. V.P. Shetty, Deputy Chairman, Mr. S.C. Gupta, Deputy Chairman, Mr. Ananthakrishna, Honorary Secretary, Mr. Sinor, Chief Executive, Chairmen of Banks, Senior Officers of Banks, Distinguished Guests, Friends, Ladies and Gentlemen,

I am very happy to be in your midst today to celebrate the Diamond Jubilee Year of the Association. I am indeed pleased to note that the Association formed in 1946 with 22 members to discuss issues of mutual interest among bankers, has now grown into a self regulating organization serving the banking community by striving to safeguard the interests of its members, maintain fair play amongst them, and engage in dialogue with regulators and policy makers and stakeholders on issues affecting the banking industry as a whole. In a world of stiff competition, when self interest overpowers community interest, IBA has been quite successful in persuading its members to observe certain standard norms in conducting their daily business in a fair manner. I have been interacting with the bankers through the Association during the last two years and I am happy with the positive response I have received from bankers as well as IBA in all my interactions. 

Today, I would like to highlight a few issues that need our attention.

Economy- Overview 

The year 2005-06 turned out to be a satisfactory year for the country, especially economy. The economy is expected to register an impressive GDP growth rate of slightly over 8 per cent, which has come on top of a 7.5 per cent growth in the previous year. There appears to be a recovery in agricultural sector. Industry and services sectors have recorded strong growth performances.  Export performance was impressive and our exports crossed US $ 100 billion last year. The stock market touched new milestones, virtually every week and there is evidence that retail investors were brought back to the capital market in large numbers. Despite the recent correction, which was somewhat disproportional, the returns to investors over the last two years have been over 106 per cent. On the prices front, despite high oil prices, we have been able to contain inflation below 4 per cent.  

Investment to consolidate economic growth at 7 - 8 per cent will need, at least, a doubling from Rs. 7.3 lakh crore to Rs. 15.3 lakh crore between 2003-04 and 2008-09. Hence, strong institutions to garner resources and allocate them efficiently among sectors are critical.

Bank credit as a proportion to GDP ratio at less than 50 per cent in India lags behind that of developing economies of East Asia. Increase in Bank credit to GDP ratio is essential for sustained high growth of income and employment.

The banking sector, which indicates the financial strength of the country, played an effective role in propelling the economic growth of the country. In the last year, I am happy to note that the loan books of the banks swelled and credit has exceeded deposit growth throughout the year. As Mr. Purwar mentioned, while Bank deposits grew by 22.8 per cent in 2005-06 as against 12.8 per cent in the previous year, bank credit surged by 36 percent on top of a 27 per cent growth in the financial year 2004-05.  A heartening feature of the loan expansion was that it was broad based encompassing corporate, retail, agriculture and the SME sectors. The credit-deposit ratio has risen to over 70 per cent. Banks have deployed a major portion of their resources rather than invest in Government Paper. We have in the past had situations in which banks invested up to 42 per cent in Government Securities. This has come down to around 30 per cent as of today.  

Although the volume of business of the banks surged in 2005-06, the profitability of the banks was affected due to a variety of factors.  Among  leading banks in India, a number of them reported virtually no or little growth in net profits.  The requirement of provisioning continues to be very large.  The upside of these developments is that the net NPA ratio has sharply come down and the industry ratio is  estimated to be less than   1.3%. As I said, profitability has been affected by a number of factors; one among them was the lower net interest margin as well as depreciation in the trading portfolio in some cases.  While there was a spurt in interest income, I find that  fee based income lagged behind. On the expenditure front, both interest and operating expenditure moved up, further affecting the profits of banks. Given the level of competition, profitability can be increased by finding newer avenues for deployment of funds and by increasing the volumes of existing business. Banks need to explore opportunities where they have not ventured so far. 

Financial Inclusion 

India is described as an over-banked but under-serviced country. We have commercial banks in the Public Sector and the Private Sector, Regional Rural Banks and a large number of co-operative banks all catering to the different needs of the people. Despite this, many of the people remain outside the purview of the banking system.

The National Sample Survey Organization in its NSS 59th Round has revealed that out of 89.35 million farmer households, 43.42 million (48.6%) were reported to be indebted.  Households with 1 hectare or less land (basically marginal farmers) accounted for 66% of all farmer households.  About 45% of these marginal farmers were indebted.  While institutional sources accounted for 57% of loans, non-institutional sources accounted for the remaining 43%.  The source of loans in terms of percentage of outstanding loan amount was: banks (36%), Cooperative Societies (19%), money lenders (26%), other informal sources (17%) and Government (2%). The average amount of outstanding loan per Marginal Farmer and Small Farmer household worked out to Rs.6,121/- & Rs.6,545/- respectively as against Rs.12,585/- for all size classes. This data indicates that even now a large population of this country is outside the formal sector and is at the mercy of the money lenders. 

In order to ensure formal credit access to a larger number of people, GOI has taken a major initiative on financial inclusion.  The SHG- Bank Linkage programme has been a big success.  As on March 31, 2006, 2.17 million Self Help Groups had been formed with a bank finance of Rs.10631crore under the programme.  RBI has issued guidelines for banks to open ‘no frills’ accounts either with 'nil' or very low minimum balances, as well as charges, that would make such accounts accessible to vast sections of population.  RBI has also issued guidelines to banks enabling them to use the services of Non-Governmental Organizations/ Self Help Groups, Micro Finance Institutions and other Civil Society Organizations as intermediaries in providing financial and banking services through the use of Business Facilitator and Correspondent models. With a view to bringing more cultivator households within the banking fold, a Committee on Financial Inclusion is being set up, which will identify the reasons for exclusion, and suggest a plan for designing and delivering credit to every household that seeks credit from lending institutions. I am happy to report that Dr. C. Rangarajan former Governor of Reserve Bank of India has agreed to Chair the Committee on Financial Inclusion.   Government will soon be bringing a comprehensive legislation to give a fillip to Micro Finance Institutions.  
The increasingly important and problematic area of financial inclusion is the inability or reluctance of a particular societal group to access mainstream financial services. There has been expansion, greater competition and diversification of ownership of banks, leading to enhanced efficiency and systemic resilience in the banking sector. However, legitimate concerns continue to exist regarding the banking practices that tend to exclude rather than  include a vast section of population. Despite commercial considerations, I  urge you to believe that banks are obliged to provide banking services to all segments of the population on an equitable basis. 

When I addressed the Bankers’ Conference hosted by the UCO Bank at Calcutta in November, 2005, I had observed that banks needed to find opportunities at the bottom end of the pyramid for expanding the volume of business without sacrificing commercial aspects of banking.  

The problem of exclusion can be tackled by banks by recognizing that poor are bankable; the poor are credit worthy and the poor are good credit risks.  You must make every effort to eliminate the mistrust, which many a number of households have about formal financial providers.  You must design innovative delivery mechanisms.  The banks also need to appreciate that the poor prefer short-term borrowings.  There are powerful social ties, which act as collateral and bank services should efficiently communicate various options, rewards, and penalties. I urge you to take financial inclusion as a challenge of the current year and I hope that by the end of the year we would have been made considerable progress in bringing more people into the banking fold.

Agriculture Sector

Though agriculture has been an important contributor of economic growth in the country, the average annual growth rate of value added in the sector declined from 4.7% during the Eighth Plan (1992-97) to 2.1% during the Ninth Plan (1997-2002). A target of annual growth rate of 4% was set during the Tenth Plan (2002-07) but this has been achieved only during 2003-04. Though the growth rate in 2005-06, estimated to be 2.3%, is better than 0.7% achieved in 2004-05, this needs further improvement.

During the last two years, we have seen banks achieving over 30 per cent growth in lending to agriculture sector. Agriculture Credit as a percentage of GDP has grown from 0.3% in 1951 to 2.6% in the 1980s and 2.0% in the 1990s and up to 2002. However, now in 2006, it has again reached 2.6%. The target of doubling the flow of agricultural credit from Rs 87,000 crore in 2003-04 to Rs. 175,000 crore in 2005-06, is likely to be achieved. I compliment the banking system for making this possible. 

However, the rural credit system still remains in shambles.  The main reason is the virtual collapse of the cooperative credit system. The Government appointed Prof. Vaidyanathan Committee to look into the Short-term Co-operative Credit System.  The Committee came out with the report, which has since been accepted by the Government.  For the revival of the system the Committee  recommended an investment of over 13,500/- crores.  Prof. Vaidyanathan Committee is now looking at Revival of Long-term Co-operative Credit Structure.  I suspect that, that bill will also be a very large bill.  The restructuring of RRBs has been undertaken to improve their functioning and enabling them to meet the primary objectives with greater strength.  In a triangular approach to delivery of rural credit or agricultural credit, the main burden must be borne by the cooperative credit system. RRBs must play their parts and the commercial banks must also take a reasonable proportion of their burden. However, with the virtual collapse of the cooperative credit system, what we find is the bulk of the credit and the large proportional burden is now borne by the commercial banks.  This must change.  The reason why we are determined to implement the Prof. Vaidyanathan Committee Report is to change this position and once again restore faith in the cooperative credit system.

Many State Governments have agreed to sign an MOU with the Government of India to implement the change that has been outlined based on the Prof. Vaidyanathan Committee Report.  I request the support and active participation of banks in achieving the agricultural growth of 4%, which is crucial for achieving a double digit GDP growth.   

I request the support and participation of the banks in achieving the agricultural growth rate of 4 per cent, which is crucial for achieving a double digit GDP growth.  

SME Sector

The SME sector has played an important role in the Indian economy. The sector currently contributes 40% of the total industrial production in the country and over 34% of national exports. The total number of SMEs at 11.39 million units is nearly 95% of the industrial units in the country, while providing employment to nearly 27 million people, which is around 86% of the total employment in the country. A lack of demand and shortage of working capital are the two primary factors responsible for the sickness of SSI units. Even though there seems to have been a decline in credit flow to SMEs, there has been a spurt in credit flow to mid-sized corporates in recent times. The credit market can best be summarized as one of increasing competition so much that clients are now dictating terms. Herein lies the problem with SMEs, as it is believed that economies of scale and absence of transparency are not allowing them to have access to bank loans. 

Many  measures have been announced by the Government as well as by the RBI to give a fillip to the SME sector. A package for doubling the credit to the sector was announced last year.  Preliminary information as available from the banks indicates that the growth rate in 2005-06, on the credit to SME Sector is around 20% which is more or less on target.  We have also established specialized Rating Agencies for SMEs in the country.  

SMEs in India are adopting some novel ways to access credit from banks. One is the cluster approach where attempts are made to identify and select clusters of SME units, which share homogeneity and a critical mass. By looking at them as a cluster and understanding their strong linkages with the help of in-house industry experts, banks are extending credit without the preferred risk parameters. This approach gives credibility to the SMEs as well as providing a cost effective and efficient way to access credit. A group has been formed at the Ministry level to lay down the policy for cluster development and oversee the implementation. I am happy to note that IBA and SIDBI are working together with SMERA to map the risk profile of different clusters on a pilot basis. I am sure these steps would help in augmenting the flow of bank credit to this sector.      

Basel II 

Basel I framework for capital adequacy, which was introduced in 1988 was designed to establish minimum levels of capital for internationally active banks. However, its simplicity encouraged over 100 countries across the world to apply it across the entire banking segment. India implemented the Basel I framework spread over three years with effect from 1992-93.

The Basel II accord incorporates a new capital standard for banks. This was released by the Basel Committee in June 2004, for implementation starting in January 2007 in a group of 10 countries. This new framework, which is far more complex than the 1988 Accord, consists of three "pillars." Pillar 1 introduces a menu of options for assessing capital adequacy of banks. Pillar 2 requires an upgrading of supervisory practices to review banks' internal capital adequacy assessments, and Pillar 3 requires public disclosure of more information on banks' risk profile and risk management systems. Its implementation should lead to enhanced financial stability through better risk management systems in banks, better banking supervision in member countries, and improved market discipline. 

Commercial banks in India will start implementing Basel II with effect from March 31, 2007. They are to initially adopt the Standardised Approach for credit risk and the Basic Indicator Approach for operational risk. After adequate skills are developed, both by the banks and also by the supervisors, some banks are expected to be allowed to migrate to the Internal Rating Based (IRB) Approach. 

Implementation of Basel II will require more capital for banks in India to account for operational risk, which is not captured under Basel I, and the capital charge for market risk prescribed recently. Though the CRAR of over 12 per cent in the system is comfortable, banks have to explore different avenues for meeting the capital requirements under Basel II. It is estimated that the banking system will need an additional capital infusion of over Rs 42,000 crore by March, 2010. 

RBI has recently issued guidelines to augment the capital of banks through innovative capital instruments. Clearly banks would have to endeavour to ensure that the cheapest form of Tier-I and Tier-II capital is accessed so that while capital adequacy is shored up, servicing such capital is not expensive. Banks would have to speed up every effort to raise more capital.

Consolidation

Consolidation is another matter, which has been in discussion for more than two years.  Consolidation has been the dominant feature of the banking sector in most countries. Key drivers of consolidation include revenue growth from larger customer base, efficiencies in operations, optimal deployment of excess capital, stabilization of asset quality, need to upgrade technology and offer a comprehensive bouquet of products, savings in cost and shrinking margins. Size is critical for banks since it makes it possible to tap opportunities and overcome competition.  I wish to caution every one that with the implementation of Basel II norms from March 2007, weaker banks may have no option but to merge with banks with excess capital.

Many countries have higher level of concentration in their banking sector than India since consolidation has been around for some time in those countries. In Malaysia the number of banks have been reduced from 55 to 10, thanks to consolidation.  In China  four banks have over 400 billion US Dollars in asset size and only a couple of days ago, the Bank of China came out with an open issue of a mind-boggling 9.7 billion US Dollar.   Now where do we stand?  There are only 22 Indian banks in the list of top 1000 banks.  There are only 5 Indian banks in the list of top 500 banks.   The biggest Indian Bank, State Bank of India has a market capitalization of under US $10 billion compared to the market capitalization of US $247 billion of the world’s largest banks.  The shareholding for entry into the top of 1000 banks has increased dramatically over the years.  Only a bank with Tier I capital of at least 200 million Dollar and assets of 4 billion US Dollar can figure in the top 1000.  We have a long way to go before we can say that Indian banks are relatively significant players.  

The largest banks in terms of asset size are now over a trillion dollars and many have a market capitalization of over US$ 150 billion. In Asia, the financial crisis of 1997-98 highlighted the risks that a weak financial sector could pose to the economic growth and stability. This led to restructuring and consolidation in financial sectors in many Asian countries. Further, several countries have supported consolidation to build national champions that can at least obtain regional size. 

As per The Banker’s Top 1000 world banks listing for 2005, the Top 25 banks account for 35% of aggregate Tier 1 capital, 38.6% of aggregate total assets and 39.3% of aggregate profits. The top 25 banks by Tier 1 capital have Tier 1 capital of over US$ 23 billion each while the top 25 banks by asset size have total assets of over US$ 647 billion each. Among Top 200 Asian banks, there are 32 banks, contributing only 6% of the aggregate Tier 1 capital, 6.5% of the aggregate assets and 8.5% of aggregate pre-tax profits. Hence, Indian banks are relatively small players.

With the second phase of the Roadmap for Presence of Foreign Banks scheduled to commence from April 2009, the banks need to gear up for meeting the challenge of increased globalization. Our banking sector will have to become globally competitive through both organic and inorganic growth.  So far we have seen very few voluntary mergers and most of the mergers have taken place out of regulatory concerns. However, Government continues to maintain that the initiative for consolidation needs to come from the players themselves. Stakeholders of the banking sector are the bank managements; the staff, the employees and the depositors and the borrowers of the banks.  I would urge IBA to follow on the very important paper that has presented on consolidation and take the initiative to bring the shareholders to discuss the imperative of consolidation.  I am happy that before the year is out, we will have at least one or two cases of true consolidation, not driven by the regulatory concern but driven by the need to acquire size and muscle.   The banks should look out for opportunities in this regard. 

Financial Sector Reforms 

Banking sector reforms in India have been based on strengthening of prudential norms and market discipline, adoption of international best practices as  market benchmarks, management of organizational change , technological up gradation, and human resource development. Deregulation, technological up gradation and increased market integration have been the key factors driving change in the financial sector.

These reforms have indeed created a robust and more resilient financial system, which has adopted most of the global best practices. On many parameters, our system compares favorably with the global players. I compliment the RBI and all the players who have adjusted well with the changes introduced from time to time over the last 15 years. 

Several legal reforms are being undertaken to enable the sector to function effectively. 

With a view to ensure a credit market that functions efficiently, the Credit Information Companies (Regulation) Act, 2005 has been enacted to facilitate setting up of Credit Information Companies for collection, sharing and dissemination of credit information, which will help in arresting fresh accretion of NPAs.  This is also expected to significantly improve the quality of credit appraisal and decisions.   

The Banking Regulation (Amendment) Bill was introduced in the Lok Sabha in May, 2005 to amend the Banking Regulation Act, 1949 with a view to allow issue of preference shares, remove the restriction on voting rights, empower RBI to specify the SLR without any floor or ceiling, etc.  Based on the recommendation of the Standing Committee on Finance, Government has introduced an official amendment in the Bill in the Lok Sabha where it is pending for consideration. 

Over-the-counter derivatives play a crucial role in reallocating an mitigating the risks of corporates, banks and other financial institutions. The ambiguity regarding their legal validity was inhibiting the growth and stability of the market for such derivatives. The Reserve Bank of India Act, 1934 has been passed by both the Houses of Parliament recently to provide clear legal validity of such contracts. It further provides greater flexibility to RBI in the conduct of monetary policy by removing the floor and cap on cash reserve ratio. 

The Banking Companies  (Acquisition and Transfer of Undertakings) Acts, 1970/1980 and Financial Institutions Laws (Amendment) Bill, 2005 to amend the Banking Companies (Acquisition and Transfer of Undertakings) Acts, 1970/1980 to enhance the flexibility of the Boards of Directors and to improve corporate governance was introduced in the Lok Sabha in August, 2005.  Based on the recommendation of the Standing Committee on Finance, the Bill, along with the official Amendments proposed, is pending with Lok Sabha for consideration. 
At present there is no explicit legislation which confers on RBI the formal powers to regulate and oversee the payment and settlement systems. Hence, it is proposed to introduce a bill in the ensuing session of Parliament for enacting a new legislation on payment and settlement systems. The legislation will also provide legal basis for multilateral netting and settlement finality while laying down elaborate procedures to resolve disputes between system participants as well as between system participants and system providers.

Conclusion

I have often emphasized in the meetings with bankers the critical role played by the financial sector and within the financial sector, the banks.  I am happy that as a nation, we have learnt to accept co-existence and competition among public sector banks, Indian private sector banks and foreign banks.  That is how it should be; that is how it will be.  The three classes of banks competing with each other are growing organically and inorganically gaining in size and muscle, reaching out to other countries in the world and expanding their presence in India, taking upon themselves, the challenge of financial inclusion.  That is the way to make the banking system strong; that is the way to make India’s economy strong.  I compliment you on your Diamond Jubilee.  I seek your support to work together to make the banking system and Indian economy strong.

Thank you,
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