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‘Minimum government, maximum
governance' in public sector banks

The Bharatiya Janata Party regime will have to make good on this election slogan to restore state-owned banks to health

RAJIV LALL

inimum government and max-
Mi mum governance was one of

the more appealing slogans of
the Bharativa Janata FParty's successful
election campaign. How doesthisapply to
our banks? Thisis an important question
that has profound implications for the
long-term health of our financial system.

The relationship berween the gov-
ernment and banks is a complex one.
Governments the world over interfere
in the functioning of their respective
financial systems to varying degrees. [n
lower income countries, government
meddling in banking manifests itself
most commonly through direct owner-
ship. At one extreme you have China,
where the banking system is over-
whelmingly state-owned and remains
an instrument of government policy. In
Brazil, the extent of public ownership in
the financial system is smaller than in
China but still significant. Aside from
the two largest comrmercial banks thart
are used to deliver the governmenr's
most important social welfare schemes,
the govermment uses BNDES, a devel-
opment finance institution with a hal-
ancesheet that accounts for nearly eight
per cent of the country's banking assets,
to provide infrastructure finance.

In higher income countties, govern-
ments tend tostay away [rom direct gov-
ernance of the mainstreamn banks now
and rely on regulators instead. However,
these povernments do use direct control
over specialised institutions thar they
own or are otherwise able to substantial-
lv influence to channel credit in suppon
of development or social pricrities that
the mainstream banking system is not
tvpically good at addressing. [n Germany,
KfW's mission includes support to small
and medium enterprises and municipal
Infrastructure, and it is funded through
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bonds issued outside the budgetary bor-
rowing limits. Japan has its Housing
Loan Corporation and Japan Post Bank.
Inthe US, Fannie Mae, Freddie Mac and
Sallie Mae have been used (and abused)
in an effort to make home ownership
affordable to sub-prime borrowers and
higher education more widely accessi-
ble through concessional student loans.

In [ndia, the relationship berween
povernment and banks is multilayered
and srill rooted in the legacy of cen-
rralised planning. [n the early post-
Independence years, the governiment felt
the need for development finance insti-
tutions to help meet the capital reguire-
ments of heavy industry in particular.
ICICI and IDBI were the original govern-
ment-owned domestic financial institu-
tions(DFIs) setupin the 1950sand 1960s.
Thesewere followed by matry more state-
and central-level hinancial insttuions.
Although ICICI and IDBI have since
become commercial banks, povernment-
owned DFIs such as Power Finance
Corporation and Rural Electrification
Corporation, mostly focussed on infra-
structure financing, have very large bal-
ance sheets that together account forthe
lending equivalent of nearly eight per
cent of the banking system.

Second, nationalisation of commer-
cial banks gave government direct own-

ership control over most of the banking
system with the goal of facilitating mass
banking and the flow of credit to agricul-
ture and the rural economy. Although a
number of new private sector banks have
gained in stature over past several years,
almost 70 per cent of banking assets are
still controlled by state-owned banks.
Starting in the early 1970s, nationalisa-
tion was supplemented with a third lay-
er of povernment intervention in bank-
ing. This laver comprised a whole
framework of micro controls that includ-
ed distriet-level credit plans and targets,
Reserve Bankof India(REI controls over
bank branch expansion and location, and
increasingly prescriptive regulations on
priority sector lending that remain a sub-
stantial part of the bank regulatory appa-
ratus almoest two and half decades after
the launch of economic reformsl,

The consequences of this intrusive
and elaborate apparatus of governiment
engagement in the financial sector have
been mixed. First, public sector banks
(PSEs) have undoubtedly contributed dis-
proportionately tothe substantial growth
1 bank branches per capita. Branches
per capita have grown five-fold since the
first wave of nationalisation and about 85
per cent of branches today are with PSBs2,

second, were it not for PSEs and gov-
emment-owned DFIs, we woulkd not have

been able to fund the massive step-up in
infrastructure investment that we have
seenl over the past decade. PSBs and DFIs
account for over 90 per cent oftotal infra-
structure lending from the financial sys-
tem, which stands at about 20 per cent of
total system advances.

Third, the system hasbeen successiul
In maintaining advances to the agricul-
ure sector at around 12 per cent of toral
advances, which is commensurate with
the sector’s share in GDP.

These are three important achieve-
rents, bur they have come ar a high cost.

The reality is that PSBEs have had to
contend with externally imposed con-
straints that have systematically disad-
vantaged them vis-a-vis their private sec-
tor peers. PSBs are subject to directives
fromn the finance ministry that are explic-
it in the form of guidelines and through
“undocumented suasion”. The latter has
contribured in part tothe escalating asset
quality challenges of the banks (PSB sup-
port for cash-strapped state electricity
distribution companies and agricultural
loans that are waived by the political
establishment are examiples)

Ineffect, PSBs are subject 1o dual reg-
ulation by the finance ministry and EEL
All PSE board directors are appointed by
the government based on criteria that
are often not clear. Handicapped by the

lack of specialist skills, the quality of PSB
oard deliberations tends tobe poor and
focussed more on tactical issues than on
providing strategic direction?. The aver-
age tenures of PSE chairmen and execu-
tive directors are very short, and the
process of promoting talent 1o senior
positions has become bureaucratised.
Compensation structures have also
growen distorted such that they are inflat-
ed ar lower levels of the hlerarl..hi, due o
unict) pressutesard are uncompetitive at
senior levels — if senior management
cadres are excluded, the average pay per
employee in PSBs is actually higher than
for private sector banks.

This has exacerbated skill gaps
Detween P5SBs and private banks.
Wherteas private banks manage vigilance
quite effectively through intemal
enforcement, extermal vigilance enforce-
ment in PSEs through the Central Vig-
ilance Commission and Central Bureau
of Investigation appears to have slowed
decision-making and undermined risk-
taking skills without curbing unethical
behaviour. It is hardly surprising that, as
[ polnted out in my last article, these
banks now need ¥2-3 lakh crore 1n equi-
ty capital over the next four years on top
of thelr projected internal accruals just to
ensure that they are Basel ITI- -::u::-m]:llmnr4

The government could get away with
not addressing these issues if, like the
Chinese, it had the fiscal resources 1o
recapitalise PSBEs. But it does not have
the same Juxury. It has little chodce but to
rely on capiral markets for the requisite
funds. Bur why will any privare Investor
support [Indian PSBs that continue [o be
sulmect 1o a governance model that has
systematically eroded their financial
health? Clearly, if we are to restore our
PSBEsback to health, we need to figure out
ways to minimise direct government
mntervention in their management and
improve their governance. More next
fime on how to get this done.
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