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r· 
Dear Mr Finance Minister. 

AdmlnlstraUve Staff College /of .lndla 
Bella Vlsla 
Hydarllbad 500 049 

November 8, 1991 

'I have pleasure ln sendlng you the Summary . of the 
Report of the Committee on the Financial System, along 
wlth a note by PrC?f M Datta. Chai.ldhuri and· ·Shri .M R ~ . · 
Shroff. 

The· Committee is now engaged in finalising the Main 
_Report and we hope to be eble to. submit U _s,hor~y,. . ' 
W lth regards , 

Encl: ~ummary of the Report 

Dr Manmohen Singh 
Union Minister ·of Finance 
Govemment of India 
NEW DELHI 

. . .. ~ .. 
' - ~ ' . . ' ~ ' . ', ' . 

"'vours 'sincerely, 
/],No- ... • .,,·-1· 

(M Nerasimham) 



Report dl . the eon.tt* en the 
Flnllnclal Systaa 

SUMMARY -----

1. The Committee's approach to ihe Issue of financial sector 

reform Is_ io ..:.s~rec ~at. t~~€~~1al services Industry operates 

on the basis of operatloo;'al flexibility and functional autonomy 

with a view to enhancing efficiency; productivity and 
.-··-

profltablllty. A" vibrant and competitive financial system Is 

also necessary to sustain the ongoing reform In the structural 

as~e~ts of _the ~~1, o~o."'~.) _ w~_ believe 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. 

~ 
2. 1~nd~a~ 
mendable progress 

functional reach • 

banking and financial system has made com-

In extending Its geographical spread and 

The spread of· the banking system has been 

··~· .. 

.. 

a major factor In promoting financial Intermediation In the economy 

and In the growth. of financial sav 1nii) Ee. ~redlt reach also 

has been extensive and the banking system now caters to several 

million borrowers especially In agriculture and small lndust9 

~ DFis have established themselves as a major Institutional 

support for Investment In. the private sec!!i) ~ last decade 

has ~ltnessed considerable . diversification of the money and 
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capital merkets~w flnendef services end .. Instruments have 

apPeared en the acZoe) ·.' 
o"li"",:;P. 

~c . 
3 • ..,.., 'Despite this commendable progress serious problems have 

emerge lected In 11 decline In productivity end efficiency • 

end eros len of th~ proflteblllty _of. the __ be~klng_ sec~ C=e 
major factors resp~slble .for these ere:/'dlrected .l~v~tments; 
end (b) directed credit programmes .(Din bottl these_ cases, rates 

. .. -

of Interest that were available to banks were less 'then ,the 
• • ' 

market related rates · or whet they could have sea.~red from 

. e~temete dePloyment of fun*~re- has been a deterloretlcn 

In the quall ty of the loan portfolio Mlchln tum he& come In the 

.'!'BY -..o~ks' Income generation end a!hencement of their capital 

fun~dequacy of capital has been eccompenled by lnedequacy 

of loan loss provlslcns. The ec:c:ountlng end disclosure practices 

also do not always reflect the true state of affelrs of banks 

and flnendal lnstltutlcnj~he erosion of .~rofltablllt~ 'of banks 

has also emanated from the side of expenditure as a result of 

fast end massive expansion of branches, many of which ere 

unremunerative · especially. In the rural areas, e considerable 
u 

· degree of over-manning especially In the urban. end metropolitan 

centres end Inadequate progress In updating work technology • 

Both management ~esses end trade unlcn pressures have 

contributed to t~. ®hare have also been weaknesses 1n the 

Internal orgenlsatlcnal structure of the banks, lack of sufficient 

delegetlcn of authority end Inadequate Internal controls end 
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deterloretlan ln .. whet Ia. , termed 'housekeeping' such,. as~ ,balancing 

riA books and. recanclllatlan of Inter-branch and Inter-bank entr~ 

~ DFis also suff.- !ram. ·e degree . of portfolio contamlnet~an. 
Thla Ia _.. .pranounced .. ln ~e .case of the SFCs •. Being smaller 

Institutions the, lnt'""!'l'l organisational probl!""s of the DFis. have 

been less acute than, those .of ~the banks·'· However; both banks 

end ,the .. DFJs have'· suffered, from. excessive lidmlnlstratlv.e and 

political Interference In 'Individual credit d~JJ;..lgn making and 

lnl4!mal manegemen!:) E ,deterlQratlon . 1n ·the financial.· health~ 
of · · the system .. toes , reached ! . a . point .. w~ere · unless .. remedial -res IINI taken. soon, .. lt. could ·further .. erode the .real value 

of end return on the savings entrusted to them and even have 

., adverse Impact on depositor and Investor confideo:'ce· · ·~~ · ' 

dlegnosls of• ·the problems Indicates 'the 'lines . of · solution 'whlch 

the Committee: proposes with a. view as much to ImprOving the 

health·· of the system as for making' It an Integral part of the 

·. angofr_'!l process ·of IICDfiCIIIIIC reform:) • 

{'f\o • o-f .'* (~ ' - . , 
4. -· ~he Committee ls of the view that· ~- SLR Instrument 

should.. be deployed 1n conformity with the orlglnel Intention' 

of ,regarding 1t ·as' a prudentlal requirement and not be viewed· 

as a .major lnstrumen.t for: financing tl:le public sector) (2:· line 

with Government's d~~~:lslon to r~ce the fiscal deficit to a 

level consistent with mscro-econamic stability, the Committee recom

mends that· the SLR be. broug:lt dtN.-1 in a phased msnner to 25 per 

·~ over a period of about five ~ears, starting with some reduc

tion In the current year ltse9 
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5. ~ regar'ds the ·cash· . reserve 'ratio, • the,~ Reserve·' Bank' 

shoilld have~ the flexlblllty'• to ~ ciperate this ·lnstr\lment to.~ servEi' 

Its monetary poiley~, 'ob,iectlves;• ~_. 'The' Committee ''6eUeve!r.' that 

given the -Govemment's ~.:resolve> to ·reduce! the''flscitl deficit', 'ih; 

occasion for the ~.use'· of.· cash reserve' 'ratio to ~i:onti-ol" the '5econdary 

expansion • of · -credli should' also '· be '''less.· '' 'The" Committee' 

accordingly proposes that'•the Reserve"Bank'·conslder pi-.,SressivelY' 

reducing- the cash reserve ratio from Its pfesent''hfgh~blevel? 

With the deregulation of fntere'St ·rate'S 'there would' 'be ·more'·seope 

for: the use of open' !"'lrket operations· ·by'' the 'Reserve· Bank'''wlth' 

correspondingly less'emphaslS •on•··varlaticins·•iri''the CaSh reserve • 

ret:)> 

6. paid- to .. 

-. 

banks on their" . SLR Investments and. 00. • eRR •. , In, , ~aspect .of, 

lmpou'lded deposits above ,the baslc mi..tmum . should be fncrease9 

As discussed later, {the rates on . SLR . Investments .. should. be . -progressively market related whlle that on cash reserve require-
-----------

ment above · the basic mfnlmum should • be .. b.-oadly related to· 

~-ks'. aver~ge cost. of ... d;;~~ However, during -the d;~.;;;;;t" 
regime of 01dmlnlstered fnte.-est .-ates; ., this rate may be fixed 

at the .level of banks' one year deposit rate • 

• 7 • WIth respect to • . directed credit programmes, the 

Committee ls of the view .thai they ·have· played a useful purpose 

In extending the reach of . the banking system to cover sectors 
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.;hlch . were neglected . hitherto. Despite considerable 

unproductive lending, there ls evidence that the contribution 

of bank, ·.credit to -growth of agriculture and smail Industry has 
- --- - - --------- .-- - -- --- -- ---·- ·-· . 

. lll!d!an tnl>act.lhis cells for some re-examination of .. the present 

relevance of . directed . credit programmes a~ le<~st in respect, _pf 

·those who are able to stand on, their- own feet and to whom the 

directed · credit programmes witll. the- element. .of .interest 

concesslonality that.. has . accompanied• It . !las become 11 source 

of economic rent.. . The .Committee l'ecognlses that .In. the last 

.two decades banking and credit policies have been deployed 

· with a. redistributive objective. However, the Committee believes ·-------that the pursuit of such objectives sb.Q!J.lcL!!.se the lnstrumi!!J.taUt_y 
__ J ___ -------- ·' 

of the fiscal rather than the credit system. Accordingly 1 the 

. cC:...mlttee p...:.::-.:-that (!he. directed cred1~ _ programm~ should 

be. phased ;OUt. '·'ThiS· ·process. of phasing Qlt.• WQild also recognise 

.the need .. •that for,. some time It would be . necessary for 11 measure 

. of special ·_credit .support through direction. The Committee 

therefore, · .proposes that E.:. priority sector be redefined· to 

comprise the small and marglnal: farmer,. the tiny sector of 

Industry, small business and transport operators, village and 

cottage Industries, . rural· artisans, and other WMker section0 

~credit , ta~t for- this redefl~ed prlo~lty sector should hence

forth be fixed at 10 per cent of aggregate cred,&hlch would 

be broadly In line with the. credit flows· to these sectors at 

present. The Committee also proposes that a review may be 

undertaken at the end of three years to see if directed credit 
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;:t~l'!l!lrflllllleS .. _need ·J!) be, ~.tlnued~ f As. regards . medium -~d la!:'9e 

.fall!ll;S, ~.the larger ~ _sm~l ~strles, nc~udlng transport 

,pperatcrs, . etc., .who,:. would not . now 1=onst1tute. part of the 

th C lttee ·proposes. that _to further .,.,ede!~ _,prior,lty. sector, · e omm 

~ll!ll' ,,PII(Ik$ _tC), provide' :credit to. these erstwhile constliuants 

:C?f ~tbl!. prlcrjty .sector,• .the. Raserv~t Bank and other refinancing 

egaacles . lnstltut&. a. preferantl~l raf~'l.C!_!,cheme. in terll'ls _pf 

JNhlch .. lncreman~ltredlL..Jci....tbase~ors._!tguld l;>e __ _!ll~lble 

;;;-aran;~-~--~efl"'!nce subject_jO_J'IJ1r_mal eligibility criter1.9 

. -... 

for -· 

e. Thl! Committee ,Is . of the view that the present structure 
----~----·----·-~----·----'" 

.. of administered ~terast' rates is 'highly complex end rigid.:.-.._ 
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·:S!mllarly ,~ ~ierest rate . on Government ·borrowing· may· .allio 

·be·· gra~lly brought In line wltti market-deterinfued 'rates' whi.ch 

would be ·facllltated by ·the · rGJctlon ln · sv Meanwhlle, · 'tlie 

Committee would recommend that bessional Interest· raiH :Shauld 

be phased ou~G'.l.. 'structure of _Interest rates shauldo·"beer•~'a 
broeod relatlcnshJp to ·the Bank rate whlcli ·shoulcf' be· .,.eel 'as 

-an anchor· to signal the Reserve Bank's monetary· ·po~c.L stance..) 

G:t:;ould be desirable ~to p~-for -:hat ~ay:·boi-C..Ued' a· prltlle 

1 rate, which would 'be the floor of the lending· i-a- · Of 'b~Bo~w 

and DFI9 T~e spreads between the Ba~k rate, the l:!!lftk ~~ 
rates, the Govemment ·borrowing rates and the · prime · rate m.ioy 

be determined by the RBI broeodly In accordance wlth 'the ·criteria 

suggested by the · Chakravarty Committee so as to en8Ure that -============· .. the real rates of Interest remain positive. 

9. 0e inadequacy of capital in the ·banking· system · i.s '•a 

cause for concer~ While progress towards ' BIS : noi-ms · · ·is 

desirable, the C~ttee recognises that thfs will'.'have 'to-'De 

phased over time. The Committee· suggests that ~~ks "",d 

financial 'institutions should achieve a minimum 4 . per cent ·capital 

adequacy ratio in relation to risk ' weighted asse.0 by'' 'MarCh 

1993, of which Tier 1 capital; should be not less than · 2 ··par 

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 international presence it W<~Yld -be 

necessary to reach these figures even earlier. 
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10. ~e Committee. believes that ln respect of those banks 

whose operetlchs have been. prof.iteble end. which enjoy . a good 

reputetior:! ~. the. market~, they. could straight-away approach 

_the . "'1Pltel market for . enhenc"'!'~t of the~r capital •. 0The 

.Committee, therefore, r;eco~mends. that in respect of such banks, 

Issue ,of fresh capi tel to the public . through. 

should be permitted.@Subscrlbers to such 

the capital market 

issues could Include 

mutuel funds, profitable public sector ·undertakings end employees 

of thE!. institutions besides . the. general public. G) I~ 'respect of 

.Pther banks,. the Govemmen~ could Ji.eet ,the s~ortfell. in tho:lr 

.capital_, requirements by direct subscription .to capital or by 

provldlng a loan which ~ld be treated as subordinate deb0 

11 • Before erri v lng at the capital adequacy ratio for e11ch 

bank, it is necessary that the assets . of the banks be evaluated· 

.on the basis .o~ their _realisable values. The .Committee proposes 

.th~t the &ks end financial institutions -~~.E~-1!'~ _ecCC)unt~· 
practices particularly ln .. regard to income recognition end 

provisioning ege~:~·--.;c:,~~~5 T!l:is -:,~--~;s~or 
, adopting sound .Practices in ,regard to valuation of investments 

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

12. In . regard to income recognition the Committee recommends 

that in respect of banks end ~inanciel institutions which ere 

following the accrual system of accounting, no income should 

be recognised in the accounts in respect of non-performing assets. 
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An' . asset Jweuld be' considered non.:.'performing lf Interest on such 

·assets ·remain's '•past 'due''fcir 'a 1'period 1 exeeedlng 11io' dey.i' at the 

balance sheet date. The Committee further recommends that banks 

and financial"'inslitutloris ''be' 'giliert' il ''period'. ~f three ;years ~0 

ino~e :·towa'rds the''''above-·norms ln .. 'phased', manner 'begimioig 

with the c;'Urrent -'year. ·' 

l3·."" •··For'· th.,r.· tn:.rP<>s<>' of''prov'isfonfnE{,' the~•commlttee 'recom

mend_s .'that, using '·the 'health'· _code" cllissifiasUon ·-wh.icn·'is already 

In·' vogue 'In A ~anksYand 'finBndal Institutions, . the assets shoUld 

, ·be' ·classified 'lrifd feuit C..tegorles"iiamei'y,' 'S'tandard:; 'Sub-standard; 

Doubtful and Loss As~ets. · c 'In""f'Sgilrd ·, 1:1;·t Sub-stand.ird Assets~· 

a general provision should be ·created equal to 10 per cent of 

the' total 'ootslandings i.rider 1'uils 'category. <>:>'Iii'' resP.,a·· Of Doubt

ful Debts, 'provisicn'"shrutai·be ·created 'to '~e :·extent i>f ·100 per 
- ,. . ._., .. ,..:· - ,_,, - . ~ ·----.. --' - . 
cent ·of· the ·security shortfall·. '·In respect· of the secured portion 

of' some ·Doubtful' o.ibts;"turther '"p'rovision•· sholiid ~be ·created; 

:· rangingr from 20 ·per ··c..nr U 50·'per' ceni;"'dependuig on' the period 
"' t 
,. for ·'which such ·assets "'remain· 'In the doubtful' 'category·. Loss 

Assets'should' either ·bec·fufly1 written off''or'provisfon' be creat~d 

to·'·'the' extent··1 of''"100'~ 1per 'birit.' 1 The 'tO.,mltte.. ''is" of tha view 

that ·a period -of' ·'II years. shouid 'be given- to ·the banks and 

financial "'Institutions to· conform -to· these provisioning·· require-

ments. The movement towards these ·norms ·should be •done 1n 

a phased · manner beglmlng with' ttie ··cl.orrent year.' ·However,' 

It Is necessary"· fllr' banks- ·and :'financial:· lnstituticins to ensure 
.. .;·, 
.;· ... 
,~; 
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that In resp~cto of doul:ltful, . ~et:Jt;; ,lOQ per .cen' o_f· the · se"!!!"ltl( 

shortfall. is fully. ,provided, for .lrJ ,the shortest .po~slbl~ tll)le. 

.... :. .:, 

14.: 

and 

~ - ~ -, 

,T~e _=()"'mit tee. ~lleves. that 6 b~ce. · s,_!l~~"~~o l:>"c~f 
financial Institutions should be made tr'!!!~£11.!:ent. and_!'!!~ 

disclosures m11de In the 1>11lance sheets liS recommended by .the 

International Accounting St11nd11rds Coommltt~ This should 

be 'done .in- 11 _ ph11sed m!'nner· .comm,enclng._ >:<lth ... the :current year •. 

The Reserve . Bank,. h()we>~er..,: ., m11y .. , defer 1lmplem_ent11tlon -of ,suet) 

parts of __ the stan~r;d!;- _11s · i! ~cnsiders ' .. llpproprlate , durin!! the 

tr~~nsltlcinal period, .until ,the ".norms,_ .reg11rdlng; ~ncome ·recognitlCIJ ' ' . -. - . . . . -. . . 

15 •.. 1 .Th!' .~omm~~tee, ,suggests .. ~hat .}h~ ,c;riter_la ... recommended 

for. non performing assets and . provisiOning ,requirements ,be given 
' 0 • .0. T ~ ~ - ' ' -.J o" - • C • ' •• ' 

due ,recognltlcn pl( the: tax., IIUtl;lor,ltles. , , f~ . this .purposE!, . the 

Committee recommends. th'!t,,, the guidelines. t()1 be issued· ,I:>Y. the 

:Reserve B11n1;< of. Indl,a,,under Secticn• ~ 1?- ~f the ,Jncome T11x .Act 

should be In Une .. with . our, !'!'Commend11Uons ·for determln11tlcn 
i 

of non-performl"!J IISS!!ts>.- -,Also,,,, the .. specific pro>tlsions _ made 

by_ the_ . blinks ~'1d · Institution~ in ,line .with .. our: recommend11t1ons 

should be .m11de_ pel"mlsslble deductlCI')S _.;;.der .. the Income .T11x 

Act. Jhe Committee further suggests th11t in r!!gllrd .to g-r111 

provisions, Instead of .deductions., under Section 36-. (1) (vUII) .. 
being restricted to 5 per. cent of, .the tollll income an!f 2 per cent 

of the 11ggr"!!"te ·11v,erlllJ& 11dvances._ by_ rurlll ,br~~nches, it should 
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be restricted, -to ,_ 0.5 ~ per- .. , cent of .the , aggregate . average 

non-agricultural,. advances and ,.2 per . cent ,of1 the aggregate average 

advances by r-ural !>ranches,.,, This e)(emp!i~ shoulC!. also be 

available .. to . banks, hav~g. .operations , outside ->ll)dia, ,in respect 

of . their; InC!ian •. assets,,, i'!J addition, ,,to 'he deductions . available 

l,lnder section.-36 (1) (I(Ui). 

• _;-'I 1•- •• ~· .~ 

16.- Ban!<s, ..• ~t .,.p~esent;, c.,.xper,ienCE~; -consider.,ble difficultieJ 
. ·' 

in recoveries .• of .. ,,loans .. and . <>,nf9rcement .• of security .. charged. to 

them,. j _, ;rh'! , .. delays, clthat, ,character!se :our,,. legal , system .. have. 

resulted ~,io:l 1he ,b~Ocking, of a ,sigryi.ficanh pqrtion~ ... of .the funds 

of banks and DFis in unproductive . .asse~~ •• - 1he value, of which. 

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

c;onsider,~·,tha,1 tther."'r-:_,ls,. -~rgen,t t 11leed., ~'? .. wor.k 01,1t,.,a:, suitablE! 

mechanism ,t,hrough .·wh~c;h th~ dues, ,,to, the c;redi~.Jnstitutions could. 

~e realis'!d """ithou_t, del~y ,.and .. ,strongly. recom!"ends that ~peci!"l 

J.ribunals .on , the . pattern, .reCf)mmend .. d. by , the, 1),wari . C0mmittee. 

on the ... subjec~ .be set up ... to .speed up. the ·l?rocess of recovery .. 

The introduction of '.legislation, .for, this· pur:pos,. .is, ,long . overdue 

and should .be P,roceeded :with .immediately,,,-

17. . While the. ·reform of: accounting practices . and the crt~Btion_ 

of Special. Tribunals. are essential, the ;committee believes that 

. an arrangement has to be . worked out . under which part at least. 

of the bad and doubtful debts of. tiJe banks . and financial 

institutions' are taken. off .t~e balance sheet so. that the banks 
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could recycle the funds realised~ through 'ttils ~process< into' more 

productive assets."' Fcir 'this ~"purposej" the {committee'· propose$ 

·the establlshment; 'if' 'necessar; b~V,speCial~lsiatlon;"'of" an 
Assets . Re;,struction'" 'Fund "(ARF)'' <whfeh'"'"''eauld"'take"' overi·•trom 

the banks "and finanei.ai institutiO..s• a ' portion" of"- 'the ·bad arid 

doubtful debts at a discount, the . lever :or 'disCount'' being 
::=:.:.::::_==:.....=..-=--====.:::...~--:.:.;,.::;:__:"'-·-· " -"" "" ""'""-

. determined by independent auditors on 'the basis of ·Clearly 

.. st~ul~t~·""~-~~~~:D!he 'A.RF' "shauld be pro~lded 'wittl' speciai 

powers for' recovery "somewhaf "'tii'osder~thari"""those ·contained in 
Sections" 29~32 of: th~"' State''•'f'fruinciel'"' "·Corporation's 'Act "1951'} 

The- capital · of . the ~ ARF' ., should. "be"' "'subscribed "''b'y 'the. public 

sector banks and financial 'institutions:'" : 

18." It' is necessary to ensure -that"'the 1bad ·and• doubtful•"'debts 

of' banks "and' financief institutions are transferred "to :the ARF 
/ 

in a phased manner·· to' ensure '"smOoth 'and" effective 1functloning' 

of the "ARF. , To begin' with, all consortium accounts where"'illor'e 

than One bank or lnstitution · is invoived should be transferred 

to the .ARF~ The number- of such , accounts ·will · not be · large but 

the amounts involved are substantial •tJ · make a difference " to' 

the balance sheets of banks. Gradually , "depending on the 

progress achieved tiy the .ARF, other' bad and doubtful 'debts could 

be' transferred over time• 

should pursue recovery through' the ·special' 'tribunals. Based' 

on the valuation given in respect' of each, a!iset by a panel of· 

at least two 'indepen-dent auditors, 'the AR F ""would · issue bonds 
/ ' 

to the concerned institution carrying an lriterest rate equal· to 
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_,the 'Government. bond rate and repal(able over a period of. 5 l(ears • 

.. These .. bonds will need to be guaranteed by the Government of 

India .. and _.should. be treated . as qualifying for SLR purposes. 

The advant!'ge to b11nks of this 11rr11ngement would be th11t their 

bad and doubtful · debts· would be off thei.r. books though at a 

__ prie4! but they w:ould havE! in subst~tution 1of ,these advances bonds 

,upto the discounted _value wlth a certainty of int'erest income 
. 

which would be an. obviously important aspect from·· the point 

of view of income recog')ftion, _and further by. making these bond 

.!loldings eligible for .SLR . purposes, banks' fresh resources 'could 

.become available, for. normal .lending purposes.. We wish to 

emphasise that this_ proposal should be regarded as an emergency 

,nieasure and not ,as a continuing source of relief to ~he banks and 

,Dfls, . lt should be made clear to the banks and financial 

institutions ,that. once their, bc;>dks are cleaned. up through this 

process'· ~he)( , should take normal care· and pay due _commercial 

attention in loan appraisals and supervision and m11ke adequate 

provisions for assets of doubtful realisable value. 

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

obviously mean 11n obligatior on the banks/DFls 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 banll:s 

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

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

mentioned earlier, a subordinated loan counting for capital. 
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As far as the Government of India itself 1s' concerned; we believe 

that the rupee counterpart of any extemal assistance. that WQllld 

be available for financial sector reform could be used to provide 

this type of capital to the banks ·and DFis. 

20. The ARF would be expected to deal with those ae~ts 

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

which are under nursing or rehabiiitatlon programmes, 1t is 

necessary to work 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 

institu"tion 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· least two independent auditors as in 

the case of transfer of assets to ARF. 

21. In regard to the structure of the banking system, the 

Committee is of the view that the system should evolve towards 

a broad pattern consisting off 

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

Bank of India). which could become inter~ 

national ln character; 



(b) 8 to .. 10' national . banks with a network ·of· 

branches. throughout the country engaged 

in •universal' banking; 

(c) Local banks ·whose operations.· would • be. 

generally. confined . to a specific region; 

and 
,• . 

··(·d) ·Rural •banks (including RRBs) . whose. ·opera

\ions )IVOuld be. confined to the rural areas 

and.· whose business would ·be predominanUy 

engaged in financing of agricultu.re and 

ailted actlv lttes. 

xvi. 

The Committee· is of the 'view that the ·move towards 'thls .revised 

,system should be market driven and based on . prof,itability 

considerations and 

and acq\Jfsitions: 
/ 
' 

brou? about through a process of r~~ergers 

22. 'The Committee is of the· view that. the structure of rural 

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

and the resources, skills .and organisational/managerial 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 convenience of each sponsor. bank,, to take over 

all its rural branches and, where appropriate, swap its rural 

branches with those of other banks. Such rural banking 

subsidiaries should be treated· on par with RRBs in regard to 
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CRR/SLR requirements end . refinance . facUlties from NABARD end 

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

have recommended as e trensltlonel measure should be we 

calculated . on. . the basis . of . the .. combined . totals of the parent 

banks end their 'subsldlerles. The Committee proposes, that 

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

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

groups. to melnteln at e ' minimum the 'present level of their 

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

of their operations, the Committee proposes that the interest 

rate structure of the RRBs should be in line with those of the 

-commercial banks... The Committee would leave the op~ion open 

to the RRBs end - their sponsor banks as to whether the RRBs 

should · retain their identity so. that their focus on lending to 

the target 51roups 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. banl<s In such cases should 

take them over as 100 per cent subsidiaries by buying out the 

shares from other agencies at e token price, end eventually 

merge them with the rural banking. subsidiaries which we have 
' 

proposed. For those RRBs that retain their Identity end whose 

viability would need to be improved, we propose that instead 

of investing in• Government bonds as pert of their SLR 

requirements, they could place the amounts stipulated under SLR 

as deposits with NABARD or some special federal type of agency 

that might be set up for this purpose. This . would also be 



xviU. 

consistent ' with the · statutory ··requirements .. In' rthlS regard and 

, NABARD or this' 'agency,_ could -pay Interest 'on' ·such1 balances 'by 

investing or deploying these 'funds to. the best advantage an' '•their 

behalf ·and thus help to ellgment the Income of the RRBs~ -''"! n' 

.. I~·',· .. 

23 ; The ·Committee proposes 'that (;::,ernment' should I Indicate 

that there I would be 'no' further• nationallsetlon or bilriks-.-- 1 Such 

en assurance 'will ·remove 'the' exi~tlng· dlslrii:eritlve· for''"lhe •more 

dynamic among' the •private · banks'·· to grow; ' The· Committee·' also 

recommends that there· should not be. any· difference' 'irf"treatment 

between ~he public sector and the private -sector bank!) '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, provisioning ilnd other·· ·aspects ·of 

operations. . This 'in' conjunction with the·· relevant statutory 

requirements governing ' their ·operations would· 'provide · adequate 

safeguards against misuse of banks-• resources' to the · deterlment 

of the depositors' interests . 

. ' '·" 

24. G:... Committee recommends that branch licensing be 

abolished' and the metter . of opening branches or closing of 

branches (other then ·rural branches for the · present) be· 'left 

to the commercial judgment of ·the Individual ban_:;) 
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~5_,_ The Committee also believes that, consistent with other 

aspects of Govemment policy dealing with foreign. investment,_ 
I . 

the -;policy, with- regard to allowing foreign banks to open offices 

in India either; as branches. or' where- the Reserve Bank. con-: 

siders it appi'Oprlate, as subsidiaries, should be more liberal, 

subject' to, the maintenance pf minimum_ assigned cepltel as may 

be .prescribe<! by the Reserve. Bank en_d the statutory. requlremen~ 

~£llcipJ:OC1tY. . Jplnt .ventures. • b!'tween Joreign banks end Indilll) 

banks ,,C()Uld also be -permitted, parti,cularly 1n .. regard. to 

merchant_ ard investment -banking, .leasing and 
. fi ;I 
.other newer forms 

of financial serv lees. 

26. Foreign banks when. permitted to, operate ln. India shoulcl 

be subjected ,to _the same. requirenents as areai'Pllcable to domestic._ 
-•. 

banks. . If, in, view of certain, 
0
constra1nts , such as ab'!ence pf, 

-branch network, ._the •. foreign banks are unable to fulfil certain 
/' 

requ~rements such .. as. directe<;l Cl"edit .(of 10. per cent of aggregate 

credit) the .Res~rve_. Bank , s!'lould. work -out -alternative methods 

with a view to ensuring a. ,level, playing field. 

27. The Committee is of ·the view that .the fore_ign operations 

of Indian banks need to be rational~sed. In line with the 

structure of the banking system visualised above, there would 

seem· to be scope for .. one or more ~f the large banks, in addition 

to the SBI, to have operations· ·abroad ~ major international· 

flnisnclal centres and in regions with ~trong Indian- ethnic 



:-presence. Pending ' the evolut~on · -of a -few'· Indian. ·banks with 

'an- · international- character, · •the·• · Commltte8' 'recOmmends as an 

interim measure ·that .. thi>se Indlan' .banks• ·with the 'largest' presence 

cabroad · and• ·strong·· -financial · position could jolnuy·· set· ·Op ··cone 

or ~more subsidiaries- to' take ··over •thel" ····existing·. ·branches 

·abroad. The SBI operations abroad can• contlnu& ·and ·indeed be 

·.strengthened in 'the ·course of time. The Govemment may also 

consider the larger banks ·Increasing their presence· abroad ·by 

taking over ,existing small banks incorporated abroad as a mel!"& 

of expanding their international- operations. 

28. The Committee believes· ·that E: intemal o)'ganisatlon 

of banks is besf. left to "the judgment -of the managements of 

individual banks. depending upon the size of . the bank. its 

branch spread and. range of functlon:)~wever, €::..- the medium 

1and . large national banks the Committee proposes a three-tier 

-structure in· terms of. head office, a zonal office and branches. 

In - -the. case ·of very large banks, a · ·four'-tler -organisation, as 

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

regional off~ce and branch may· be: appropriate. ·.Local banks 

may not· need an intermediate tier between · the branch and the 

central offi:) 

29. The Committee endorses the view 

con:mittee on. Computerisation that ~e_::e is 

far greater use of computerised systems 

of the Rangarajan 

urgent need for a 

than·. at prese:!) 
... 



xxl. 

euteriSIItlon, haS.• to. be .recogl)iSed, BS . an ,lndlspen511ble · tool 

for improvement in DJstomer service, the lnstltutlon end operation 

of better .. control: systems, greeter efficiency in informetilln 

technology, end.. the. betterment of the work environment for 

employees. These . ere essential requirements for banks to 

funcilon effectively . end . profitably in the lnoreeslngly complex 

end competitive environment which ls fest developing in the 

financial serv lees segm...,t of the economO 

30. Consistent· with .. the Committee's view the~ integrity 

end internal autonomy of banks end DFis is fer more Important 

then the question of ownershi~ .the Committee .makes the 

following recommendations regarding recruttment of officers & stall and appointments 

of chief executives and constitution of .the boards of Jhe lnstHutlons : .. 

31. The Committee .recommends that instead of· having a 

common recruitment system for officersGdividuel. banks should 

be free to make ·their, own recrultme9 (}:;;s• there, is no r;ed 

for setting up a Banking. Service Commission for centralised 

recruitment of officers nor for their recruitment, as at present, 

t~rough Banking Service Recruitment Boards (BSRBsD0is will 

provide scope for the banks to scout for talent end impart new 

skills to their personne.0 The Committee, however, predicates 

this recommendation on . the assumption that the banks will set 

up objective, fair end impartial recruitment pr~dures end, 

wherever appropriate, they could voluntarily come together to 
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have a joint recruitment system. As regards clerical grades, 

the present system of recruitment· through BSRBs may ·continue 

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

Boards 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 cannot hope to be competitive lntemally and be ln• 

step with the wide-ranging ·Innovations taking place abroad 

without a radical change ln work fechnology and culture and 
' 

greater flexibllity ln personnel pollcies. We have been· 

reassured to know that organised labour ls as much convinced 

of the importance of enhancing the vlabllity and profitabillty 

of the banking industry and providing efficient customer service. 

It 'is equally incumbent' on management of banks to adapt forward· 

looking personhel policies · wMch• · would ·help to create a 

satisfying work •environment •. 

33. The Committee· recommends that~· 'Various guidelines 

and directives issued by the' Government or the Reserve Bank 

in regard to internal· administration of the banks should be 

revieY~ed · to ·examine 'their' continuing ·relevance in ·the context 

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

Such guidelines which relate to matters of intemal administration 

such· 11s creation and c11tegoris11tion of posts, promotion procedures 

11nd simll~r m11tters should be rescind~ 
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34. The Committee beUeves thet b Indl.en banking system, 

at present, is over-regulated and over-edministere,V Supervision 

should be based on evolving prudential norms and regulations 

which should be adhered to rather than excessive control over 

administrative and other aspects of bank organisation 'llnd 

functioning. The Committee would also like to place greater 

emphasis on internal audit and internal inspection systems of 

banks,. The inspection by the supervisory a~thorities should 

be based essentially on the internal audit and inspection reports •

Their main concern should be to ensure that audit and inspection 

machinery (which will cover the credit appraisal system and its 

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

35. The Committee is firmly of the opinion thatGhe duality 

of control over the banking system between the Re~ Bank 

~ 
and the, Banking Division of the Ministry of Finance should end .. ' 

and that the Reserve BanR '~'Shclufd" , be the primary agency for 

the regulation of the banking syste:) The supervisory function 

over the -banks and other financial institutions, the Committee 

believes, should be hived off to 11 separate authority to operate 

as 11 quasi-autonomous body under the aegis of .the Reserve Bank 
~~ 

but W>ich would be separate •fran other central banking ,functions 

of the Reserve Bank. The Committee recognises that as long 

as the Government has proprietary interest in banks and financl.el 

institutions, it wc>uld be appropriate for the Ministry of Finance 

to deal with other ·Government departments and Parlia111ent and 
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discharge Its other statutory obligations but not to engage 1n 

direct regulatory functions. 

36. ~tral to the Issue of flexlblllty of operations and 

autonomy of Internal functioning ls the question of depolltlcl-

slng the appointment . of the chief executive (CMD) of the banks 

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

for th!t CMD • The Committee believes that professlcnallsm and 

. Integrity should be. t~e prime considerations ln detarminlng such 

appointment?d 

by Gov..G"ent, 

while the formal appointments have to be made 

they should be based on . a . convention of 

accepting the recommendations of . a group of eminent . persons who 

could be invited by the Governor of the Reserve Bank to make 

recommendations. for such appointments.. As regards the boards 

of public sector banks and institutions, as long_ as Government 

owns the banks,_ lt would be necessary to have a Government 

director to take. care of 'propr~~>rlal' concerns .but we .believe· 

that there ls no need for the Reserve Bank to hav9 a representa

tive_ en the boards. 

t.-a1:' ~ regards .development financial . institutions, the main 

Issue with regard to their . operations are to ensure operational 

flexibility, a measure ~f competition and adequate Internal 

autonomy ln · 

adminl•traticn 0 
recommen~ for 

mattars of loan sanctlcnlng and internal 

The Committee proposes that the C:y;i;,. '·. 

commercial banks in the matter of appointment 

of chief eocecuUves ~nd boe.r:da should also. apply to DF~ The 
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present system of consortium lending has been perceived as 

operating like a e~~rtel. The Committee believes that consortium 

lending should be dispensed with and, in its place, 11 system 

of synd1CIItlon or partlclpetlon in lending, at the instance not 

only, as now, of the lenders but also of the borrowers, should 

be introduced. The Committee also believes that commercial 

banks should be encouraged to provide term finance to industry, 

while at the same time, Ghe_ OFls should increasingly engage 

in providing core working e11p1t0 &s will help to enhance 

healthy competition between banks and OFI:? The Committee 

proposes that the present system ~f cross holding of equity and 

cross representation on the boards of the OFls should be done 

away with. The Committee )Nelcomes the removal of the tex 

concession enjoyed by lOBI as an important step in ensuring 

equality of treatment between various OF Is. As a further 

measure of enhancing competition and ensuring a level playing 

field, the Committee- proposes that the lOBI should retain only. 

its apex and refinancing role and that its direct lending function 

be transferred to a separate institution whlcl) could be incorpora

ted as a company • (2'he 
1 

infected cortlon of the OFI' s portfolio 

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

conditions as would apply to commercial ban9 

38. In the Cllse of state level institutions, it is necessary 

to distance them from the State Governments and ensure that 

they functlm on business principles based on prudential norms 

..,d have a management set""'p suited for this purpose. We 
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,propose .that. an .. action plan .on these, ~lnes . be worke~ out. and 

:implemented over· the next 3 years. 

39. · As regards the role of DFis in corporate take-overs, 

~he . .Committee. believes that. DFis should lend supp9rt .to existing 

managements who have a record Of conducting · the affair£; of. the 

company In a manner beneficial to all conce!"ned ,. Including the 

shareholders, unless In their opinion the prospective, new 

management is ~ikely to promote . the interests of the company 

better. In. doing .sQ we would expect the institution; io exercise 

their individual P.rofessional judgment. 

40.. 'fhe. DFis. should .. seek to. obtain thek .• resources from 

the market, on _competitive •terms and their . ;privileged access 

to concessional finance through the SLR. and .other arrangements 

should gradually be phased out ,over a perlo~ ,of three years. 

41. The, .. last decade. has witnessed a . considerable· growth 

in, capital market , operations with the emergence of new instru,.. 

ments and new institutions. The . capital market, however, is 

tightly controlled by the 'Government whose prior approval is 

invariably required for a new issue in the market, the terms 

of. the .issue and Its pricing. The process of 

setting up Securities and Exchange Board of Indf<! (SEBI) for 

overseeing the operations of the market Is still not complete 

with the legislation for this'" purpose yet to be enacted. We 
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believe the present ·restrictive environment Is neither ln tune 

with the new economic reforms nor- conducive .to the growth of 

the capital market Itself. 

,, -_.t . 

v6. · · · The' Committee strongly favoursfs:.bstantlal and 

Uberallsatlon' of the capital market. 'Prtor approval· 

speedy 

of any 

agency - either · !iovernment or SEBI for any Issue ln the 

market should be dispensed with. The Issuer should be fr"!' 

to decide on' the nature of the Instrument·, Its terms and its 

pricing) · We would recommend, ln this context, that the SEBI 

formulate a set of prudential gudiellnes · designed to· protect the 

interests of investor, to replace the extant restrictive 

guidl!llnes .. issued by the· ·Controller of Capital IsBUes (CCI). 

In view of the above, the office of the CCI lwiil 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 portfolio 

investment and simultaneously efforts should be initiated to 

improve the depth 'of the market by facilitating issue of new 

types of equities and imovative debt Instruments. Towards 

facilitating securitisatior:'. of debt, whiCh could increase the flow• 

of Instruments, appropriatee amendments will need to be carried 

out in the Stamp· Acts. 
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43 •. In the last decade several new institutions have appeared . 
an the financial scene. Me~hant banks 1 mutual funds 1 leasing 

COTpanles, venture ""'ltel cOTpanles 51d factoring cOTpanies have now 

joined hire purchase COTpanies in expending the range of financial 

services available. However, the regulatory framework for these 

new set of institutions has still to be developed. 

. 
44. The Committee recommends that the superv~sion of these 

institutions which form en integral part of the financial system 

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

'\Jp for this purpose under the aegis of the RBI. The control 

of these institutions should be principally confined to off-site 

supervision with the on-site supervision being resorted to cases 

wh ictl -cell for active intervention. The SEBI which is charged 

with the responsibility ot ensuring orderly functioning of the 

market shoul<;l have jurisdiction over these institutions to the 

extent their activities impinge on' market ·operations.- In ·regard " 

to mutuel funds there is 11 good case for enacting new 

legislation on the llnes obtaining in several countries with 11 

view to providing en appropriate legal framework for their 

constitution end functioning. The present guidelines with regard 

'to v'entur~e ·; 1Capha1 · companies are uOduly restrictive, and 

effecting the growth of 1his business..-d .-...:!to be revi.,....d and emended. 

45. As in the case of banks and financial institutions there 

is need to lay down· prudential norms and guidelines governing 

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

equity ratio, income recognition provisioning against doubtful 

debts 
1 

adherence to. sound accounting and financial policies,. 

disclosure requirements and valuations of assets. The eligibility 

criteria for entry, growth end exit should also be clearly 

stipulated so that the growth of these institutions takes piece 

on proper lines. 

46. The Committee would like to emphasise that(!_ proper 

sequencing of reforms is essential. Deregulation of interest rates 

can only follow success in controlling fiscal ·deficits. Asset" 

reconstruction, institution of capital adequacy end establishment 

of prudential norms with e good supervisory machinery have to 

be proceeded· with In a phased mann? over the next 3 to 5 

years but, we believe, it is important that the process must 

begin in the current year itself. 

47. The above set of proposals would necessitate certein 

amendments in existing laws which the Govemment should 

undertake expeditiously. 

48. 

gains 

C: Committee's approach thus seeks to consolidate the 

made in the Indian financial sector while improving the 

quality 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 1 competitive end vibrant financial sector. This will, 
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1. 
above all. else, require depollticisation of" appob>tments,. implying 

at the same time a self-denial by Government and the perception 

that · it has distanced itself from the internal decision-making 

of the banks and the financial institutions. The proposed deregu-

lation of the financial sector and 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 econOR_Jy, 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 to·ade, industry 

end fina7 
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Note by Prof M Dotte Chaudhurl 11r1d Shrl M R Shroff 

The Summary Report starts with the following. statements: 

"The Committee's approach to the lss~e of financial, sector 

reform Is to ensure that the financial serv lees industry operates 

on the basis . of operational flexlblllty and functional autonomy with· 

a view to _enhancing efficiency, productivity and proflteblllty •. 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 1nteg<'1ty and autonomy of 
·~';-1 

operations of banks and DFis · iS by far the more relevant issue at 

present than the question of their own.ershlp !' 

The Committee has thus rightly identified the question bf 

"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 1t is 

possible to achieve these· 'objectives without bringing in the 

question of ownership. These ·ecommendations go a long way in 

creating condl tions whereby market discipllnes. can be brought into 

the ·functioning of · the public sector banks and financial 
' 

1nst1 tutlons. But 
t '1 ··, ...-,.- (' ' t l ~ 

we believe that in the prevalling polltlcal 

culture of the country, it Is important to move f\.lrther to make 

the autonomy of these institutions credible. 

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

the Government of Its ownership rights, which the Committee has 

rightly advocated, we think that the Government shou!d 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 constltvted, 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 functJons which are 

the responsibility of boards and managements and can be ensured 

by an adequate system of reporting through the Reserve Bank 

which; the Co!Jlmlttee has rightly stressed, should be the prime 

agency for -the regulation of the banking' system. The continuance 

of c;;overnment directors on the b6ards of the banks' and financial 

lnstitut~Dr1\". will come In the way of ending the duality of control 

between ·the Reserve Bank and the Banking DivisiOn _as 

recommended by the Committee. 

We think that a decision by the Governmef!t nC?t tc;>, have 

Its representatives _on the boards of public sector banks and 

financial institutions will serve as a strong message of autonomy 
' 

to· th~, system and will create a climate_ conducive to the 

successful Implementation of the other recommendations of the 

Committee. 
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