Social Sciences International Research Journal : Volume 2 Issue 1 (2016)

ISSN 2395-0544

BANKING INDUSTRY AFTER NEW ECONOMIC REFORMS

GAJENDRA TAPIRAM PAWAR

Abstract: Before the establishment of banks, the financial activities were handled by money lenders and
individuals. At that time the interest rates were very high. Again there were no security of public savings
and no uniformity regarding loans. So as to overcome such problems the organized banking sector was
established, which was fully regulated by the government. The organized banking sector works within the
financial system to provide loans, accept deposits and provide other services to their customers.
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The following functions of the bank explain the need

of the bank and its importance:

e To provide the security to the savings of
customers.

e To control the supply of money and credit

e To encourage public confidence in the working of
the financial system, increase

e Savings speedily and efficiently.

e To avoid focus of financial powers in the hands of
a few individuals and

e Institutions.

e To set equal norms and conditions (i.e. rate of
interest, period of lending etc) to all types of
customers

In ancient India there is evidence of loans from

the Vedic period (beginning 1750 BC). Later during

the Maurya dynasty (321 to 185 BC), an instrument

called adesha was in use, which was an order on a

banker desiring him to pay the money of the note to a

third person, which corresponds to the definition of a

bill of exchange as we understand it today. During

the Buddhist period, there was considerable use of
these instruments. Merchants in large towns gave
letters of credit to one another.

The presidency banks dominated banking in India
but there were also some exchange banks and a
number of Indian joint stock banks. All these banks
operated in different segments of the economy. The
exchange banks, mostly owned by Europeans,
concentrated on financing foreign trade. Indian joint
stock banks were generally undercapitalized and
lacked the experience and maturity to compete with
the presidency and exchange banks. This
segmentation let Lord Curzon to observe, "In respect
of banking it seems we are behind the times. We are
like some old fashioned sailing ship, divided by solid
wooden bulkheads into separate and cumbersome
compartments.”

During the First World War (1914-1918) through the
end of the Second World War (1939-1945), and two
years thereafter until the independence of India were
challenging for Indian banking. The years of the First
World War were turbulent, and it took its toll with
banks simply collapsing despite the Indian economy
gaining indirect boost due to war-related economic
activities. At least 94 banks in India failed between
1913 and 1918 as indicated in the following table:

Years | Number of banks | Authorised capital | Paid-up Capital
that failed (Rs. Lakhs) (Rs. Lakhs)

193 |12 274 35

1914 42 710 109

1915 1 56 5

1916 13 231 4

917 |9 76 25

1018 7 209 1

The partition of India in 1947 adversely impacted the
economies of Punjab and West Bengal, paralysing
banking activities for months. India's independence
marked the end of a regime of the Laissez-faire for
the Indian  banking. = The Government  of
India initiated measures to play an active role in the
economic life of the nation, and the Industrial Policy
Resolution adopted by the government in 1948
envisaged a mixed economy. This resulted into
greater involvement of the state in different segments
of the economy including banking and finance. The
major steps to regulate banking included:

e The Reserve Bank of India, India's central banking
authority, was established in April 1935, but was
nationalized on 1 January 1949 under the terms of
the Reserve Bank of India (Transfer to Public
Ownership) Act, 1948 (RBI, 2005b)."”!

e In 1949, the Banking Regulation Act was enacted
which empowered the Reserve Bank of India (RBI)
"to regulate, control, and inspect the banks in
India".

e The Banking Regulation Act also provided that no
new bank or branch of an existing bank could be
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opened without a license from the RBI, and no

two banks could have common directors.
In the early 1990s, the then government embarked on
a policy of liberalization, licensing a small number of
private banks. These came to be known as New
Generation tech-savvy banks, and included Global
Trust Bank (the first of such new generation banks to
be set up), which later amalgamated with Oriental
Bank of Commerce, UTI Bank (since renamed Axis
Bank), ICICI Bank and HDFC Bank. This move, along
with the rapid growth in the economy of India,
revitalised the banking sector in India, which has
seen rapid growth with strong contribution
In March 2006, the Reserve Bank of India
allowed Warburg Pincus to increase its stake in Kotak
Mahindra Bank (a private sector bank) to 10%. This is
the first time an investor has been allowed to hold

5% in the private sector banks would need to be
vetted by them.

In recent years critics have charged that the non-
government owned banks are too aggressive in their
loan recovery efforts in connexion with housing,
vehicle and personal loans. There are press reports
that the banks' loan recovery efforts have driven
defaulting borrowers to suicide.

The IT revolution has had a great impact on the
Indian banking system. The use of computers has led
to the introduction of online banking in India. The
use of computers in the banking sector in India has
increased many fold after the economic liberalisation
of 1991 as the country's banking sector has been
exposed to the world's market. Indian banks were
finding it difficult to compete with the international
banks in terms of customer service, without the use

more than 5% in a private sector bank since the RBI  of information technology
announced norms in 2005 that any stake exceeding
Branches and ATMs of Scheduled Commercial Banks as on end March 2005
Bank type Number of | On-site Off-site Total
branches ATMs ATMs ATMs
Nationalised banks 33627 3205 1567 4772
State Bank of India 13661 1548 3672 5220
Old private sector | 451 800 441 1241
banks
New private sector | 1685 1883 3729 5612
banks
Foreign banks 242 218 582 800

Indian banking industry has been divided into two
parts, organized and unorganized sectors. The
organized sector consists of Reserve Bank of India,
Commercial Banks and Co-operative Banks, and
Specialized Financial Institutions (IDBI, ICICI, IFC
etc). The 28 unorganized sector, which is not
homogeneous, is largely made up of money lenders
and indigenous bankers.

The Financial Institutions are the backbone of the
Indian economy. The banks are the main participants
of the financial system in India. The banking sector
offers several facilities and opportunities to their
customers.

Strong and robust financial institutions are the pillars
of economic growth, development and prosperity of
modern economies. Financial Inclusion is emerging
as a global hot topic. The importance of an inclusive
financial system is widely recognized not only in
India, but has become a policy priority in many
countries. Today Indian banking sector will more
sensitive and problematic because of new economic
policy and some other restriction. Indian banking
sector face some problems and also they have some
prospects.

Challenges Faced By Indian Banking Industry:

Developing countries like India, still has a huge
number of people who do not have access to banking
services due to scattered and fragmented locations.
But if we talk about those people who are availing
banking services, their expectations are raising as the
level of services are increasing due to the emergence
of Information Technology and competition. Since,
foreign banks are playing in Indian market, the
number of services offered has increased and banks
have laid emphasis on meeting the customer
expectations.

Now, the existing situation has created various
challenges and opportunity for Indian Commercial
Banks. In order to encounter the general scenario of
banking industry we need to understand the
challenges and opportunities lying with banking
industry of India.

Indian Banking Sector: Evolving an Identity
Nationalization of 1970s and Priority Sector
Liberalization of 1990sTechnology Absorption from
199550cial Sector and Microfinance Technology
driven Inclusive Development Misadventure of 2008
with Exotic Derivatives

Challenges before Banking Sector Basel & Capital
Adequacy Norms Establishing Market Friendly Image
Increasing Role of Insurance Companies Training the
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HR Upgrading Technology Content Balance Sheet
Planning Developing Agriculture Friendly Financing
Schemes and Inclusive Finance

Upgrading Technology Content Pretty bad shape of
technology absorption Need to spend heavily on
updating, power support and maintenance to avoid
branch work coming to a stands till A BPO as a
subsidiary both for captive usage and contributing to
profitability More money spent on UPS and network
administration Balance Sheet Planning

Balance Sheet Planning Each component decides
another item CRR establishes relation between
deposits and balance with RBISLR decides the
relation between time liability and investment
Deposits decide the loans Loans decide the Tier I
capital as per Basel

Developing Agriculture Friendly Financing Schemes
and Inclusive Finance RBI’s insistence on rural
finance and agricultural finance Microfinance
Training the entrepreneurs in rural areas
International funds moving to agriculture Need to
develop financing schemes for commercial or
corporate agriculture

Other Challenges Credit Rating Credit Information
Minimizing NPA Providing financial services
Managing size Evolving a suitable business model
Rural area Market: Banking in India is generally
fairly mature in terms of supply, product range and
reach, even though reach in rural India still remains a
challenge for the private sector and foreign banks. In
terms of quality of assets and capital adequacy,
Indian banks are considered to have clean, strong and
transparent balance sheets relative to other banks in
comparable economies in its region.

Consequently, we have seen some examples of
inorganic growth strategy adopted by some
nationalized and private sector banks to face
upcoming challenges in banking industry of India.
For example recently, ICICI Bank Ltd. merged the
Bank of Rajasthan Ltd. in order to increase its reach
in rural market and market share significantly. State
Bank of India (SBI), the largest public sector bank in
India has also adopted the same strategy to retain its
position. It is in the process of acquiring its
associates. Recently, SBI has merged State Bank of
Indore in 2010.

Risks Management: The growing competition
increases the competitiveness among banks. But,
existing global banking scenario is seriously posing
threats for Indian banking industry. We have already
witnessed the bankruptcy of some foreign banks.
According to Shrieves (1992), there is a positive
association between changes in risk and capital.
Research studied the large sample of banks and
results reveal that regulation was partially effective
during the period covered. Moreover, it was
concluded that changes in bank capital over the

period studied was risk-based

Banking Growth: Zhao, Casu and Ferrari (2008)
used a balanced panel data set covering the period of
19922004 and employing a Data Envelopment
Analysis (DEA)-based Malmquist Total Factor
Productivity (TFP) index. The empirical study
indicated that, after an initial adjustment phase, the
Indian banking industry experienced sustained
productivity growth, which was driven mainly by
technological progress. Banks' ownership structure
does not seem to matter as much as increased
competition in TFP growth. Foreign banks appear to
have acted as technological innovators when
competition increased, which added to the
competitive pressure in the banking market. Finally,
our results also indicate an increase in risk-taking
behaviour, along with the whole deregulation process
It was found in the study of Goyal and Joshi (2011a)
that small and local banks face difficulty in bearing
the impact of global economy therefore, they need
support and it is one of the reasons for merger. Some
private banks used mergers as a strategic tool for
expanding their horizons. There is huge potential in
rural markets of India, which is not yet explored by
the major banks. Therefore ICICI Bank Ltd. has used
mergers as their expansion strategy in rural market.
They are successful in making their presence in rural
India. It strengthens their network across
geographical boundary, improves customer base and
market share

Transparency and Discipline of Market area:
According to Fernando (20m) transparency and
disclosure norms as part of internationally accepted
corporate governance practices are assuming greater
importance in the emerging environment. Banks are
expected to be more responsive and accountable to
the investors. Banks have to disclose in their balance
sheets a plethora of information on the maturity
profiles of assets and liabilities, lending to sensitive
sectors, movements in NPAs, capital, provisions,
shareholdings of the government, value of investment
in India and abroad, operating and profitability
indicators,

the total investments made in the equity share, units
of mutual funds, bonds, debentures, aggregate
advances against shares and so on

Human Resource Management: Gelade and Ivery
(2003) examined relationships between human
resource management (HRM), work climate, and
organizational performance in the branch network of
a retail bank. Significant correlations were found
between work climate, human resource practices, and
business performance. The results showed that the
correlations between climate and performance
cannot be explained by their common dependence on
HRM factors, and that the data are consistent with a
mediation model in which the effects of HRM
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practices on business performance are partially
mediated by work climate

Global Banking: It is practically and fundamentally
impossible for any nation to exclude itself from world
economy. Therefore, for sustainable development,
one has to adopt integration process in the form of
liberalization and globalization as India spread the
red carpet for foreign firms in 1991. The impact of
globalization becomes challenges for the domestic
enterprises as they are bound to compete with global
players

Financial Inclusion: Financial inclusion has become
a necessity in today’s business environment.
Whatever is produced by business houses, that has to
be under the check from various perspectives like
environmental concerns, corporate governance,
social and ethical issues. Apart from it to bridge the
gap between rich and poor, the poor people of the
country should be given proper attention to improve
their economic condition.

Employees’ Retention: The banking industry has
transformed rapidly in the last ten years, shifting
from transactional and customer service-oriented to
an increasingly aggressive environment, where
competition for revenue is on top priority. Long-time
banking employees are becoming disenchanted with
the industry and are often resistant to perform up to
new expectations. The diminishing employee morale
results in decreased revenue. Due to the intrinsically
close ties between staff and clients, losing those
employees completely can mean the loss of valuable
customer relationships. The retail banking industry is
concerned about employee retention from all levels:
from tellers to executives to customer service
representatives because competition is always moving
in to hire them away.
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