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l1. ECONOMIC LIBE

RALISATION AND BANKING SECTOR

REFORMS

B New Economic Policy

policy through the following measures :
(b) private sector to be expanded in place of p

monetary policy to be suitably amended ; (g) budgetary deficit to be checked.

The thrust of the new economic policy is towards crea?ix?g a more competitjy,
environment in the economy as a means to improve the productw{ty and efficiency of
system. To achieve the objectives of the new economic policy, various reforms have been

introduced in the industrial policy, trade policy, fiscal policy and monetary policy.
Various reforms under the new economic policy (1991) may be broadly divideq
into two parts :
1. Structural Reforms. These reforms relate to consolidating the supply side of i,
economic system of the country. They include : (a) liberalism, (b) privatisatio,
(c) globalisation, and (d) competitive public sector.
2. Stabilisation Reforms. These reforms relate to consolidating the demang
management and include monetary and fiscal policy reforms.

B Economic Liberalisation
Economic liberalisation is the most important aspect of the new economic policy of
the government (1991). Liberalisation means liberalising the trade and industry from
unnecessary restrictions and making them more competitive and efficient.
The following liberalisation measures were taken under the new economic
policy :
(1) Excepting 18 industries, all other industries were delicensed. In other words, tg
set up these other industries, no licensing is required.
(#) Most of the industries are free to expand themselves according to the needs of
the market.

(1) Producers are free to decide, on the basis of the conditions in the market, what
commodity they are to produce.

(i) While taking investment decisions, the firms need not obtain prior sanction from
the government.

(?) Industries are free to buy foreign exchange from the open market and make
necessary imports.
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. Plan D
(i) The Narasimham Commitee’ e axe
financial sector reforms,

The financial sector reformg will be aimeg
ﬂ'.le I;agkcsr:dr;? (Z‘)Ihe; financia] institutions anqg will cover (a) the reduction of
o foami I d adequacy of reserves of banks and other financial institutions,
(©) fraljn.mg- prudential norms anq guidelines, (d) stock market reforms.
Diversification of variety of institutions in the
and their entry and exit wil] pe eased.
Diversification the financia] instruments v

The central control on the rates o
investments will be relaxed.

Fir}a.ncial market prices and investment practices will be such as to direct funds
efficiently and to harmonise the rates of return.

Special arrangements will continue to pe necessary to ensure that funds flow to
new, small and rural enterprises and investments of high social priority.

The overall thrust of these reforms will be to ensure that the financial system
operates on the basis of operational flexibility and financial autonomy with a
view to increase efficiency, productivity and profitability.

[ 2. FINANCIAL SECTOR REFORVS [
!

The New Economic Policy (NEP) of structural adjustments and stabilisation progre qume
was announced in June 1991 and financial system reforms received special atter:on in
the policy. After the announcement of NEP, the government appointed a high level
. committee (popularly known as Narsimham Committee) on financial systex'-n‘ to damuu;
-~ all aspects relating the structure, organisation, functions and procedures of Lhe.{me;n;?s
~ system. The committee submitted its main report in November 1991. On m.g Tamto
. report, the authorities introduced a large number or retorms in the financial sector.

at improving the financial strength of

financial sector will be encouraged;

ill be encouraged.
f return on various financial instruments and
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8 Need for Reforms
The need for finandial (particularly banking
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integrity, autonomy, :mﬁv::.,.. and Vi ‘
deteriorated over the period of time. .
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in the system which, in tumn, was caused mainly by
directed credit allocation and investment, and (¢) PO
financial institutions.

ow, the accounting and disq|
e expenses had increaseq oSt

Hnﬁ.

(a) The state induced J%&zmw:ﬁ
(5

liticisation of the working oF g
%

necessitated by the 8Towing g;

B Objectives of Reforms
Important objectives of the financial sector reforms are given below :
(1) to develop a market-oriented, competitive, world-integrated, &f‘mammma
autonomous, transparent financial system ; '
(i) to increase allocative efficiency of credit :
(ifi) to increase the effectiveness, accountability, profitability, viability, «‘?82_..‘

balanced growth, operational economy and flexibility, professionalism ang
depoliticisation in the system ;
(iv) to increase the rate of return on investment ;

(v) to ensure rationalisation in the interest rate structure and to discard the
administred system of interest rates ; .

(v) to improve the effectiveness of directive credit programmes ;

(vii) to build a financial infrastructure relating to supervision, audit, technology, and
legal matters ;

(viii) to modernise the instruments of monetary controls.

In short, all these objectives can be summed y

) by th 5 iberalisati
deregulation, modernisation, privatisation and %ovu ool i

alisation,

‘
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g Features and Impact of Reforms

Some of the features and co
gp in the following points -

(1) Financial sector reforms cov
market, external sector, inst
monetary policy matters,

(ff) Reforms have improved the working of commercial banks as indicated in their

.n_ns:C.. c.u_muno.mrom? reduction in NPAs, increase in their operational profits,
Increase in capital base.

(iif) The reforms _d:.o. failed to improve the health of financial system as a whole.
The state of credit or state of confidence is at the low level.

(fv) There is an emergency of universal banking.

(v) Scams and frauds of various magnitutdes have increased even after the reforms.

@ Narasimham Committee Reoport

nsequences of financial sector reforms can be summed

Aﬁmm._ banks, stock markets, government securities
ltutional development and operational as well as

The Government of India set up a nine-member committee under the chairmanship
of Sh. Narasimham, former Governor of Reserve Bank of India, to examine the structure
and functioning of the existing financial system of India and suggest financial sector
reforms. The report of the committee was tabled in the Parliament of December 17, 1991.

Objectives. Main objectives of the committee were :

(1) to examine the existing structure of the financial system and its various
components;

(if) to make recommendations for improving the efficiency and effectiveness of the
system, with particular reference to economy of operations, accountability and
profitability, and for infusing greater competitive vitality into the system so as to
make the banks and other financial institutions to respond more effectively to
the emerging needs of the economy;

(iii) to review the existing supervisory arrangement relating to the various entities in
the financial sector and make recommendations for ensuring appropriate and
effective supervision ; and

(iv) to review the existing legislative framework and to suggest necessary amendments
for implementing the recommendations.

Approach. The approach of the committee to the subject of financial sector reform

was based on the three broad and inter- related premises :

(i) The spirit of efficiency which is sought to be brought about in the nmm__ sectors
of the economy should also cover the financial sector for the exercise to be
meaningful and successful. N

(ii) To be able to perform this task effectively in an environment n.; competitive
efficiency, the financial system itself should be healthy and profitable.

—— —— . — — o—
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measure of operational tleabality, and more importantly, autonomy p deg,,
making and cradit and mvestment decisions should be based on _.:.?i..:.:._ ,
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and be free trom any fhipe of extraneous pressure.

Recommendations. The main recommendations of the commitiee are :
() Establishment of tour-tier hierarchy for the banking structure
baniks includ ng S

n character) and

3,_2. 3 or 4 ]
tate Bank of India at the top (which should be inte
rural banks (including R RBs)
areas and mainly ¢

My,
u:.::.
at the bottom (confine 4, n

ngaged in financing agniculture and related activities)
pensony tunctions over banks and financial institutions to

qudsi-auionom

wus body under aegis of the Reserve Bank of India;

() a phased achievement of 8% capital adequacy ratio as recomme
Comnuttee

(7) having otf su

o .}A.u.-:.:..

nded by

asle

(v} Aboliion of branch licensing policy ;

(v} phased reducton in Statutory Liquidity Ratio (SLR) ;

(re) deregulation of interest rates which are to be related to the Bank Rate op the
basus of the qw

gwdelines given by the Chakravarty Committee ;
(Tu) competiion ameng financial instituti

n
paruapatng approach;

ons which will adopt a syndicating ,
e

ru) retention by In

wlustnal Development Bank of India
role and delegaton of its direct lending activ
(x) prudental guidel

(IDBI) of only its z..::.Sn.:m
ities to a separate corporate body:
fes goverming the functioning of financial institutions ;

(¥) proper classification of assets

and full disclosure and transparency of banks apg
financial institutions.

Most of the recommendations have been accepted by the government and will b,
implemented i the 5% plan.

# Goiporia Committee Report : Customer Service Reforms

In September 1990, Reserve
of Sh. M.N. Goiporia, chairman
service in banks and suggest m

Bank of India set up a committee under the chairmanship
of State Bank of India to examine the problem of customer
easures to improve the situation. The main objectives of the
comauttee were: (1) to look into the cause of below-par customer service in banks ; (b) to
identify structural and Operational rigidities in the banking system; (c) to find ways and
means to upgrade technology in banks; (d) to point out deficiencies in bank service and
(€) suggest ways to improve work culture among bank employees. The committee submitted
Its report on 6th December, 1991

Main recommendations of the committee are as follows

(i) extension of banking hours for all transactions exce,
() change in the commencement of w
opening of bank counters

pt cash ;
orking hour for bank staff to facilitate timely

’

-

-
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) immediate credit of outsaron che
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at present;

(!

U Upto 2 5,000 5, o
( o) enhancement of interest rate > Against ¥ 2,500
!

on saving account -
fits against b
(e1) full use of discretionary powe

; tion of tax bene
() introduct ax bene ank deposits,

15 vested in the bank

, _ b of staff at all levels B

(i) p.;.—...;:cc... despatch of document lodged for collection and regular follow-up
with the foregin bank to faciliage timely realisation of export proceeds in the
case of export finance; P

(viil) extension of teller’s duties ;

(1x) modernisation of banks ;

'

(x) opening of specialisation branches for different customer groups ;

(xi) introduction of a new instrument in the form of Bank Orde

T
(xii) introduction of restricted holidays in banks.

a ﬂbnbn—nu (Banking) Sector Reforms Announced (1992-93)

On the basis of the recommendations of Narasimham Committee Report, a number
banking sector reforms were announced during 1992-93 for improving the efficiency
omm p romote competition in the banking sector to enable it to respond more effectively to
.“M h:ﬁm.:..m needs of the liberalised Indian economy.
e e .
Important reforms are given below :

. . o "
1. Reduction in SLR and CRR. The high Statutory Liquidity Ratio Am_.x- .m:& ﬁww&
' Reserve Ratio (CRR) are a tax on the financial savings in the banking system an
o 'S | ket where this tax does not apply. It is, therefore,
serve to encourage flows in marke vhere ! 2 apply. 1t i theretore
essential in the interest of a healthy financial system to va.#r »:1 EE0 b tioces
The government announced in 1992:93 its decision to reduce nam e s fo
a three-year period from 39.5% to 25% and to reduce the 0
over 3 393
year period to a level below 10%. | o e are o be
icy > interest rates on deposits and on s 0
B e e _‘:?? Arw will gm,p. the freedom to set their interest
B e il f | terest rates was to stimulate healthy
f i Tes
oS » purpose of deregulation of intere: ES ¢ iy
Bﬂ.avm M”M:m.p“mo:m banks and encourage their operational ef r: 2 -
. ¢ ions of the Na
C . recommendations ‘
jal Norms. In pursuance of the recc Ao ome recognition,
> ME&»J”.“ Wr.“._‘_ME .—vj_.m.d new prudential :cﬂa,,a"w_mgv to1
mittee, s prucentid Tm1 debts.
nh“.&nu:o: of assets and provisioning tor bad -
) . : cogniti ms
1 e Recognition. The new ncome :.rcwa:cshmzr.e hic
" pﬂﬂmﬂ_«. paid cannot be shown as accrued, a p
o
itability > banks.
profitability of the b B sty {30, N
5. Policy for s L -counts and for
' ising n-performing ac . o
categorising non-p King assets. An acc
btful and loss makng th a
standard, dou 4 within one mon
if interest cannot be collected W

re that interest not
h exaggerates the

ms have also been m?.ﬁrua. .m_.
making provisions for ucn,
unt is deemed :o:-_up,:o:“v,z .m
fter it is due. New pruden
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reforms recuzre banks to make 100% provision for 2ll loss assets or non-p. '

....... | < Shbutg gatia 23 e e al w.vh‘..'
accote Tho mwsrorred e == ik narresloamniie e N v
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[ ~N s i
o e sedvrd cbewree Prr all # Ay e emslad A ke . ", ¢
0 Commechve steps for all the faqhties avaied ITom Panks, Gnmﬁﬂnl. e
- i .
o e o 2 N - ax has 1 1.c . S Ot
Aoooum= m winch the bommower may have been reguiar in maanz all -. -y
. = Payn

> Gemndoe . oo o = 3 £ S S < | S | ! OONY .n
As remdmgz reguired for provisioning was placed at ¥ 14000 qore, it wag .

e e roser Ramls ioeo e R ol =1 ) - -5 T N oG

CWEl TwO veEars oanue wae Wﬂr.llrlu to make at least 30% Provision ap s

ot 2md had dod 166793 and ithe } _— tezz

douduul and bad debts during 1%52-93 and the balance 70% in 1993, > Cw
e X

¢. Gapital Adequacy Nomms. Minimum capital standards have been Presc

-

accorcange with the internationally accepted Basle Committee norms Fth.f.ﬁ

banks have 0 manzin minimum capital funds equivalent to 8% of the ag.. <
of .||nw.<.....m.n.n.uw... assex and other of-palance sheet exposures. Time mn....mw,. | R
capeml adequady nomms was - (3) 5% o be attained by foreign banks o..M...u-...
= o by s farch 1953; (5) 8% to be attained by Indian banks with m.”..n..f.m.
aoroad oy 3lst Mardh 1994, () £% to be attained by other banks bv uﬂm..n.....:.ﬂ
1963 and 8% by 31st March 1996. . c T Mang

T. New Format moa.w&hwnm Sheet and Profit-Loss Account. Revised form-. .

malzmrs zRoss 3.4 Ao ) ~count resl e . - 40
SLZCE ISR A proni-ioss account reflecting actual health of the sches...

. - & .
b Dbl g

ras Inb 4 & 3 . s &
fh—  Samis was inoduced from the bank accounting year 1991.93 .
D¢ Danx accounts for 199091 were to be reformatted. o
8. Branch Licensing. Bank

Nz atzzining capital adequacy norms and prudens:
ACTUTONS SIntarss - - -.2 | . sheal
TSN SAnCArcs can sét up new branches without the prior approval of «-
RBL Banks have the freed . e o o L ‘e
.- mw..pu. fEte e fresdom now to rationalise their existing branch networy 1.
,m.,n.uurww Pranches, opening of specialise branches, spinning off business, settin.,

up of conzolling offices/administrative units, etc.
9. Setting up of Private Banks. The RBI has announced guidelines for setting up,
v

uufmmc. ww.»”,_m = mruwn limited companies. (3) The banks in the private secis
shou.d be mnangally viable. (5) They should avoid shortcomings, such as, uns
wnmmn.u.mou mq.M. Mmosngﬂmmon of credit, cross-holdings with industrial groups
=+~ (¢} 1hey wil be required to observe priority sector lending targets cable
to other domestic banks. ? ’ B S i
10. .O»rnn w&oa.. Measures. (2) New Board of Financial Supervision will be set up
% xm,h RBI to tighten up the supervision of commercial banks. (b) Special Recover,
dm:uc.hm_.m will be set up to expedite the loan recovery process. (c) Guidelines vl
; gﬂoﬂamn for cbjective selection procedures for non-official directors of the

w.ﬁ.&ﬂwm.ﬁﬂ n..m "”M%BHQMBG.. m_(m to provide commercial orientation to the commercial
caving of the o) ﬂM : MME v the moﬂ.hos._bm objectives “.S show better returns on the
i Qmmm: ) nwE strategies to generate .nm&ug& revenues; (c) reduce the

3 g new services ; (d) improve income to cost ratios and increase
oﬁa.msﬁ_dzmﬁmo:oi vSmbEa.m:nEm:

3
d

Operational efficiency ; and (e) attend seri
and growing non-performing assets.

| SECTOR REFORMS IN Inpp,

—..wnbbnﬁ_ Sector Reforms during 1950, : 155
H

hasis 0f he recomend:+

vhe 0= S200ns of Nar-
'w e o - —
- . = c 2 3 L el C
U olicy me2sures and finza-a 2T Compose, -
et Mu( J B Laleial St Lo X FETort 2 el .
.32 e : OF Tedgmme 1. PO, 3 numbes o
L0037 - oroving the affidancy ang e IS Rave been . s 08
L w;n iy . . <& PIODGtE oo - UCET |ch’.va0 Arrrioma
< v - =8¢ 2 - OMpets. -4 3 ) tg
#E s respond more affectively s, o PERbion I g s L, U
-s\‘.l.N 14 - s U U\.c.||<|lnln " T e ll3lZ, lh.w-..ﬂ” o)
-2 S = = #33 - 3
& LA W& LZerziazd Trdia-
004 e L S

n....u..'—h,_.ﬁb ¢+ reforms are er.mn below -

] sutonomy to Monetary Policy. - o,
" entered 2 historic agreement wis pyrL L
2d hoc Treasury Bills. With this 2.

licv hzs been weakened 2r2 ..
poe
a...m.%mnmmﬁmnwcﬂono.ﬂ”..\r...mmw..J..

responsible for controlling the vrera] -,
while meeting the genume credis needs of
" sonetary Policy Measures. Mazjor monstan, and azdit p
during 19905 are : .

(f) Statutory Liquidity Ratio (SLE) incrementz!

(NDTL) is reduced from %3, in 1%1. 0 o0 22
() Incremental Cash Reserve Rzt (Crp Of 10% has been rememed ad

third of the impounded cash balances ynder imremomsa’

3. Interest Rate Policy. Major interest rate policy reforms are -
(/) With effect from October 18, 194, tre Jen

€ IENamyg rate for bank advances of over
7 2 lakh has been deregulzted.
(if) Interest rates on deposits and advances of 2ll cooperatve banks have been

daregulated.
(i) Number of administared interest rates has been reduced from 20 i 198590
to 2 in 199+9%3.
4. Banking System. Important banking system reforms are :
() Banking Companies Act has been amended to ensble the public sector banks
to access the capital market.
(if) Ten private sector banks have started funcfoning .
(iif) Banks have been allowed to raise capital conmioution from foreign institutional
Ee.ﬁnoacvﬁo..wo‘swa.m.uﬂ./uu..-..&“

. . 1508 O
funcsoning up o 1990-9,.

\
r.
: .»
.ell..!n:l- .x.
dent Indians upto =

sifization of assets and provisioning

(iv) Prudent norms for incomes recognition, clas
for bad debts have been introduced. N

P 4 : ned by all banks by March 24,

i - of 4% has been attained by all bar 3
(v) Capital adequacy of =7 3 -
(vi) Banks have been given freedom to op

counters. r.‘.m»...
ged wi ;biab National Ban:
(vii) Union Bank of Indian has been merged with Pubja

S..I

en new branches and upgT
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i) A Board of Financia
to strengthen the supe
separate Department ©
December 1993 for assisting the

ry of Debts due 10 Banks

to set up Special Recovery Tribunals 10 14 v.
I M‘-w::.:m have started functioning at Calcutta, Delhi, _.:v:s
r

alore and an Appelate Tribunal has been set yj,
at

cen set up with an Advisory Coup,

f Banks ans financial insititution, )

s been estabilished in the RB| 4
In

| Supervision has b
rvisory system o
f Supervision h
Board.
and Financial Institution Act, 1993 has |,

s . Op
als to facilitate quicker recoverie b

(i) Recove
passed
Joan arrears. Five
Ahmadabad and Bang

Bombay-

(x) Union agreement in 1

(x7) Bank lending norms have been liberalised.

(vif) Guidelines have been issued to bansk to ensure qualitative improvement ;

bank’s customer service. "

(viii) Under Banking Ombudsmen Scheme 1995, eleven Ombudsmen have beg,

appointed by RBI out of a total of 15 to look into and resolve customerg

grievances in a quick and inexpensive way. :

1) During 1996-97 (a) interest rates on term deposits of over one year have been

decontrolled; (b) selective credit controls have been removed from bank

advances against most commodities; (c) banks were given permission to provid,

foreign currency loans to their customers who would bear foreign exchang,
risk.

(xv) Banking regulation Act, 1949 has been amended (a) to enable a g:I:m
company to have a non-executive chairman, upto three directors from among
the nnwﬂoa. of promoting institutions; (b) to raise the ceiling for exercising
the voting rights for a shareholder to 10% and (c) to raise the penalties for
contraception of the Act.

5. Financial Institutions. Main reforms in the other financial institutions are ;

(i) Industrial E:m._:nm Corporation of India (IFCI) has been converted into a
company and its maiden public issue raised over ¥ 800 crore as equity.

(ir) ﬁo:«..w_.m_.u:_.q clause is no longer obligatory for assistance sanctioned by term
lending institutions. )

(111) m_om..:,:m interest rate on financial assistance has been introduced by some all
India development banks.

(irv) Financial E.mc.Ea.o:.m access to SLR has been reduced and they are encouraged
to approach capital market for funds.

993 paved way for faster computerisation in bankg

(xit

[ 3. NARASIMHAM COMMITTEE REPORT-2 ON BANKING | |
I REFORMS E |

The Narasimham Committee on bankin
: \an g sector reforms submitted its seco
to the Finance Minister, Mr. Yashwant Sinha, on April 23, 1998. The mmg%% Mm.ﬂﬂm

't
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FIN
e was to review the

ommittee sﬁ.*u, review the progress in the reforps | 1] 1812

...’ vears an _ucvr—.wu. a future course of action z“f,. in the

1 4eps have been take ; . Accord:

' yeral steps ha een taken to improye produc \ccording

e cector on the one hand ang _ .rMF:,.E.\ "
Ovide

. :r:.m 1 tonomy in decisi
#.:c:.: auto! y I decision :Sf:m on the

n its report: the Committce suggested the
d focus on (@) strengthening the foundat; second phase
~s, (c) upgrading tec - ations of bankine cocra .

@nc?.u:_.rvh_ﬁ w., nﬁmfm: »rm. r.rr:o_cvu. and human acvcf_nnrﬂrﬂ“.r. system, (b) streamlining
:.:__n::...._ chang ¢ system, including three-tier b M.r evelopment and (d) making
’ i . anking s N
The important recommendations of the Committee g system.

are stated below

(i) The Committee suggests the merger
have a multiplier effect on ,_:a:me. of strong banks b

b -

...:rSv sector over the past
g the report, since 1991-92,
it m?.:o”:hf. and profitability of the
: L e a4

fur other. perational flexibility and

2...__.__ of banking reforms which

ecause such merger will

T ittee is agains

(if) The commil gainst the merger o )
because it will have a negative cmr.w. f strong banks with the weak banks

) on the asset quality of the strong bank.

1 Ind ’ &

(i) Some arge Indian banks should be give : .

Concept of narr bank given an international character.

i once ow banking ¢ . N

“ S :ﬁ_ 1 banks sh ing can be tried to rehabilitate weak banks.

(v) Small, loca anks should be confined to states or clus istricts i

; d cluster of distric or
serve local trade, small industry and agriculture S istricts in order to
v vernment role in the ic se .

(vi) anm » p mr .H,_.,_E_n sector should be reexamined on the issue whether
real autonomy and flexibility of banks is consistent with public ownership.

(vid) m:-,_n"._onm of _uo.p_dm and managements should be reviewed so that the boards

remain responsible for enhancing shareholder value.

Minimum H:.r.mn.:v:c:w for capital adequacy needs to be reviewed because,

among other things, banks are getting more exposed to off-balance sheet risks.

(ix) Reserve Bank of India Act, Banking Regulation Act, Nationalisation Act, and
Gtate Bank of India Act should be updated. Some of the provisions of these Acts
are _‘mm::rd to be amended to bring them in line with the current needs of the
banking industry.

(x) Regulations of associated supervision should be
prodential and disclosure norms and sound proce
to these, instead of getting involved in day-to-day management.

s should be integrated with the

(viif)

concerned with laying down
dures and to ensure adherence

(xi) Non-Bank Financial Companies’ lending activitie
financial system.

(xii) Rural credit facilities should be linked wit
system.

(xiii) Recruitment procedures, training and remuner

(xiv) There is a need for public sector banks to speed up comput
on relationship banking.

h other constituents of the financial

ation policies should be reviewed.

erisation and focus
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