Banking Sector Reforms in India

After assuming office in June 1991, the then Cong (I) Government, headed by P.V. Narsimha Rao, introduced major changes in economic policies consequent upon terrific macroeconomic imbalances developed in the Indian economy over the last 1 or 2 years.
Such economic policies came to be known as structural reforms.
Devaluation of the Indian rupee, liberalized new EXIM Policy, new Industrial Policy were the critical elements in structural reforms. Following these reforms, the Indian economy became more free and competitive. Successful implementation of trade and industrial policies demanded that the resource allocation needed to be market- driven.
In other words, these two reforms needed another prop—the financial sector reforms—so that scarce investible funds could be channelized in the productive sectors. It is not enough, however, to change the rules of monetary management; what is needed is the comprehensive reform of the banking system, the capital market and their regulations. This is because the financial sector is at the centre of economic activity; its health affects the entire economy.
The financial sector reforms are one of the most important policy agenda of the authorities around the world. There are several reasons for the same.
· Firstly, the reforms are needed to increase the efficiency of financial resource mobilizations and generate higher levels of growth. 
· Secondly, financial sector reforms are utmost necessary for the macro-economic stability. India saw its worst economic crisis in the decade of 1980s.
Reforms in the banking sector were introduced on the basis of the recommendations of different committees:
(i) The first Narasimhan Committee (1991),
(ii) The Verma Committee (1996),
(iii) The Khan Committee (1997), and
(iv) The Second Narasimhan Committee (1998).
The First Phase of Reforms:
The banking sector reforms are directed toward improving the policy framework, financial health and the institutional framework:
(a) Change in Policy Framework: Improvement in policy framework has been undertaken by reducing the Cash Reserve Ratio (CRR) to the initial standard and phasing out Statutory Liquidity Ratio (SLR), deregulation of interest rates, widening the scope of lending to priority sectors and by linking the lending rates to the size of advances.
(b) Improving Financial Health: Attempts to improve the financial soundness of the banking sector have been made by prescribing prudential norms. Moreover, steps have been taken to re-duct the proportion of Non-Performing Assets (NPAs).
(c) Improvements of Institutional Framework:
Such improvements have been achieved in three ways:
(i) Recapitalisation,
(ii) Creating a competitive environment, and
(iii) Strengthening the supervisory system.
Second Phase Reforms:
The first phase of the bank sector reforms is completed. The second generation reforms which are underway concentrate on strengthening the very foundation of the banking system in three ways: by reforming the structure of the bank industry, technological upgradation, and humaning resource development.
Prudential Regulation:
There are two types of banking regulations—economic and prudential. In the pre-reform era (before July 1991) the Reserve Bank of India (RBI) regulated banks by imposing constraints on interest rates, tightening entry norms and directed lending to ensure judicious end use of bank credit.
However, such economic regulation of banks hampered their productivity and efficiency. Hence, the RBI switched over to prudential regulation which calls for imposing minimum limit on the capital level(s) of banks.
The objective is to maintain the wealth of banks in particular and to ensure the soundness of the financial system in general. It allows much greater scope for the free play of market forces than what is permitted by economic regulations alone.
On the basis of recommendations of the Committee on Banking Sector Reforms, April 1998 (the second Narasimhan Committee) the RBI issued prudential norms. The major objective of setting such norms was to ensure financial safety, soundness and solvency of banks. These norms are directed toward ensuring that banks carry on their operations as prudent entities, are free from undue risk-taking, and do not violate banking regulations in pursuit of profit.
The main focus of reforms was in three areas:
(i) NPAs,
(ii) Capital adequacy
(iii) Diversification of operations
(i) Non-Performing Assets (NPAs):
One serious problem faced by the public sector banks in the 1990s was a high proportion of NPAs. An NPA is an asset from which income is overdue for more than six months. According to the second Narasimhan Committee report (1998), “No other single indicator reflects the quality of assets and their impact on banks’ viability than the NPA figures in relation to advances.”
The gross NPAs of scheduled commercial banks (SCBs) increased over the period March 31, 1998 to March 31, 2002 from Rs 50,815 crores to Rs 70,904 crores. Gross NPA of public sector banks (PSBs) were also correspondingly higher. 
Furthermore, there was a decline in the ratio of gross NPAs and net NPAs, measured as percentage of advances as well as assets. These ratios represent the quality of banks assets and are thus taken as measures of soundness of the banking system. 
The root cause of increase in NPAs is the increasing proportion of bad debt. In case of some banks, net NPAs even exceeded their net worth. This means that such banks had negative net worth.
RBI Guidelines:
The RBI offered three options to banks to restructure bad debts:
(i) Debt Recovery Tribunals (DRTs);
(ii) Settlement Advisory Committees (SACs); and
(iii) Recapitalization from the Government.
Guidelines on SACs were revised in July 2002 to provide a uniform, simplified, non-discriminatory and non-discretionary mechanism for the recovery of the stock of NPAs of all banks.
Altogether, seven DRTs have been set up for speedy recovery of loans. Finally with a view to enhancing the effectiveness of DRTs, the Central government amended the Recovery of Debts due to Banks and Financial Institutions Act in Jan, 2002.
(ii) Capital Adequacy Ratio:
Banking sector reforms were initiated by implementing prudential norms consisting of Capital Adequacy Ratio (CAR). The core of such reforms has been the broadening of prudential norms to the internationally accepted standards.
Throughout the world, commercial banks are under the legal obligation to maintain minimum capital funds for the sake of safety. The reason is that a bank’s capital base is vitally important for its long-term variability. It also acts as a shock absorber in the medium term since it gives the power to absorb shocks and thus avoid the risk of bankruptcy.
Higher Capital Adequacy will improve the efficiency of banks in two ways:
(i) By forcing banks to reduce operating costs, and
(ii) By improving long-term viability through risk reduction.
Capital adequacy enables banks to mobilize more capital at reasonable cost.
(iii) Diversification in Bank Operations:
During the period of economic liberalization Public sector banks have diversified their activities considerably. They have moved in new areas such as mutual funds, merchant banking, venture capital funding and other para-banking activities such as leasing (lease financing), hire-purchase, factoring and so on.
The main objective has been to make profits by deriving maximum economies of scale and scope, enlarging customer base and providing various types of banking services under one umbrella (both directly as also through subsidiaries). Many banks such as the SBI have become a one-stop financial services centre.
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