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The Committee on Financial Sector Reforms (henceforth “the Committee”) was tasked 
with proposing the next generation of reforms for the Indian financial sector. The 
immediate question, of course, is whether we need a new generation of reforms at all. 
There are two ways of answering this. First, so much is yet to be done. On the retail 
side, financial services are still not reaching the majority of Indians. The single most 
frequently used source of loans for the median Indian household is still the moneylender. 
On the wholesale side, the financial sector is not able to meet the scale or sophistication 
of the needs of large corporate India and does not penetrate deeply enough to meet the 
needs of small and medium sized enterprises. Second, there is so much to be gained from 
doing it. The financial sector has built capabilities such that, with appropriate policy 
changes, it can grow tremendously, both domestically and internationally. It can generate 
millions of well-paying jobs, and more important, have an enormous multiplier effect on 
inclusion and economic growth. Given the right environment, financial sector reforms 
can add between a percentage point and two to the economic growth rate. Financial 
sector reform is both a moral and an economic imperative!

We have touched upon two reasons for financial sector reform—to include more Indians 
in the growth process, and to foster growth itself. But in these uncertain times, there 
is a third reason; To improve financial stability and thus protect the economy against 
the kind of turbulence that has affected emerging markets in the past, and is affecting 
industrial countries today.

Why do we need a new report? After all there have been numerous well-written reports 
over the past few years, many of whose recommendations remain unimplemented. One 
reason why this report is different is that other reports have been tasked with looking 
at specific segments of the financial sector (the corporate bond market, infrastructure 
financing, the inclusion agenda, the co-operative sector, etc.). By the very nature of their 
terms of reference, though, the analysis and proposed reforms have had to be partial. 
This Committee has had both the benefit of studying those earlier reports and the luxury 
of painting on a broader canvas, that is, the entire financial sector. The Committee has 
attempted to see links that others have not because of their narrower mandate. Hopefully, 
its proposals then take these linkages into account and attempt to create mutually 
reinforcing influences in the financial sector. Indeed, while the report is divided into 
separate self-contained chapters, the underlying theme behind all our proposals is the 
need to enhance inclusion, growth, and stability by allowing players more freedom, even 
while strengthening the financial and regulatory infrastructure.

An example may be useful. Reports on why India does not have a sizeable corporate bond 
market point out that many natural investors, such as banks and insurance companies, 
have restrictions placed on them, forcing them to invest large amounts in government 
securities. Foreigners are strictly limited in how much government debt they can buy. A 
straightforward recommendation seems to be to remove these restrictions. But why do 
regulators impose them in the first place?

In part, it is because regulators know the government deficit needs funding, in part they 
are overly conservative because their reward structure penalizes any failures on their 
watch far more than it penalizes lost growth, and in part corporate bonds are indeed 
risky given weak creditor protection. So a solution needs to address issues ranging 
from how the government deficit will be financed, to regulator incentive structures, to 
fixing the credit infrastructure. Similarly, if we wonder why foreign participation is so 
restricted, we have to address issues ranging from how open the capital account should 
be to whether the monetary framework should target the exchange rate at all. The point 
is that both analysis and recommendations have to ensure consistency across a number 
of policy areas, which this report attempts to achieve.
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An equally important reason for a new report is that we need a new paradigm in the 
financial sector. Such a paradigm should recognize that efficiency, innovation, and 
value for money are as important for the poor as it is for our new Indian multinationals, 
and these will come from deregulation, new entry, and competition. The role of the 
government is not to take on the tasks that should legitimately be delegated to the private 
sector, but to create an enabling environment by building sound financial infrastructure. 
In other words, the kind of liberalization, as well as the more effective regulation, that 
has had such beneficial results in sectors like telecom, should now be extended to the 
financial sector, where the rewards could be so much more substantial. In this dynamic 
environment, we will need skilled regulators who encourage growth and innovation 
even while working harder to contain risks. The shift in paradigm, if implemented, could 
usher in a revolution in the financial sector almost as dramatic as the revolution that hit 
the real economy in the early 1990s, whose fruits we are now reaping.

There has been an enormous amount of attention paid to issues like capital account 
convertibility, bank privatization, and priority sector norms. While important, there 
are many other areas where reforms are less controversial, but perhaps as important. An 
example of the kind of reforms we would support is the trading of warehouse receipts. 
With the promulgation expected soon of the Warehousing (Development and Regulation) 
Act, 2008, warehouse receipts will become a negotiable instrument. They will become a 
new, reliable form of collateral in the agricultural sector, where till now there was no 
other security except land, which has its own infirmities. Warehouse receipts can be in 
physical or electronic form and must be issued by registered warehouses which will be 
accredited by the Warehousing Development and Regulatory Authority.

The advent of the warehouse receipt system will result in a lower cost of financing and 
an increase in liquidity for agriculture, and is a break from the focus of the last few 
decades on targeted lending as a way to energize agricultural credit. In addition, the Act 
encourages scientific warehousing of goods, improved supply chains, enhances rewards 
for grading and quality and encourages better price risk management. This is an example 
of how forward looking regulation can help build the credit infrastructure (in this case, 
for agriculture) and enhance the availability of finance.

In anticipation of the legislation being passed (the Bill was introduced in 2005), and 
assisted by some well-targeted government schemes to build rural godowns, a large 
number of technologically advanced warehouses are already in various stages of 
construction. In addition, the traditionally unreliable warehouse keepers are being 
upstaged by newer actors such as collateral management agencies, assayers for checking 
the quality/grades of commodities stored, and authorized warehouse agents, who under 
the new Act will become legally liable for any shortfall in quantity and any variation in 
quality, from what is stated in the warehouse receipt issued by them. Assuming that at 
any time, about 15-20% of the annual agricultural produce is stored in warehouses, the 
Act has the potential to inject over USD 30 billion of agricultural credit.

This is the kind of reform the country can easily achieve. Instead of focusing primarily 
on a few large, and usually politically controversial steps, we also need to take a hundred 
small steps in the same direction that will collectively take us very far. As another 
example, credit to small and medium enterprises could be boosted enormously if the 
trade receivable claims they have on large firms could be converted to electronic format, 
accepted by the large firms, and sold as commercial paper. Mexico has a central agency 
facilitating this process, there is no reason why we could not create an environment where 
some institution like the National Securities Depository Ltd could do this. All this is not 
to say that we should not tackle the controversial large issues, and the report does offer 
comprehensive proposals on them, but it is to say progress can be made even otherwise.
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This is, however, a difficult time to propose financial sector reforms in India. The 
near meltdown of the US financial sector seems to be proof to some that markets and 
competition do not work. This is clearly the wrong lesson to take from the debacle—
else the logical conclusion would be to adopt the economic system of North Korea. 
The right lesson is that markets and institutions do succumb occasionally to excesses, 
which is why regulators have to be vigilant, constantly finding the right balance between 
attenuating risk-taking and inhibiting growth. In the United States, they clearly failed 
this time. But this is not to say they cannot find the right balance elsewhere. At the same 
time, well-functioning competitive markets can reduce vulnerabilities—the U.S. equity, 
government debt, and corporate debt markets, despite being close to the epicenter of the 
crisis, have remained far more resilient than markets in far away countries.

It is important to recognize that vulnerabilities may be building up in India. 
Underdeveloped markets and strict regulations on participation are no guarantee that 
risks are contained, in fact they may create additional sources of risk, a forewarning of 
which may come from recent reports of substantial losses incurred by corporations on 
currency bets. For instance, a significant quantity of lending is undertaken by non-bank 
financial companies (NBFCs), some of which are growing at extremely rapid rates, free 
of burdens that hamper other sectors and relatively free of regulatory oversight. These 
entities have a very light regulatory burden because they do not take deposits. Yet their 
funding could, in some cases, be short-term money from mutual funds or from deposit 
taking institutions like banks, even though their assets are long term. This structure 
is risky because of the mismatch between the duration of assets and the duration of 
funding. The banking system, which is part of this structure through its loans, is thus 
not insulated from risk because of its direct loan exposure to NBFCs.

The typical regulatory response is to tighten bank exposure norms. But if the NBFCs are 
to maintain lending and sustain economic growth, they have to find funding somewhere. 
NBFCs would be far more stable if they funded themselves with long term debt from the 
corporate debt market. Moreover, the market and passive investors would absorb any 
risk associated with the NBFCs’ lending, instead of that risk being passed on to financial 
institutions like banks. A corporate bond market could thus serve as a useful buffer 
between financial institutions, and be an important source of stability in the current 
environment. But as indicated earlier, this will require a number of ancillary reforms, 
some of which taken by themselves may seem to increase the potential for instability 
(such as opening the corporate bond market further to foreign investors). This is yet 
another reason why a holistic picture is necessary.

Put differently, the Asian financial crisis is etched in the minds of Indian commentators. 
Yet the primary lesson of the Asian financial crisis is not that foreign capital or financial 
markets are destabilizing, but that poor governance, poor risk management, asset liability 
mismatches, inadequate disclosure, excessive related party transactions, and murky 
bankruptcy laws, make an economic system prone to crisis. Financial sector reform can 
reduce these vulnerabilities substantially. As much as the Committee’s report focuses 
on the need to deregulate certain areas of the financial sector, we also focus on creating 
necessary institutions, and closing important gaps in regulation. Clearly, there is little 
urgency for reforms because India is not in a crisis. This is where political leadership 
is of essence. Reforming in a crisis is similar to driving with a gun to your head—you 
pay more attention, but there is much greater risk of accidents. Better to do it in normal 
times!

This Committee believes that it is critically important to introduce new ideas (or 
reintroduce old ones) into the debate. India mulls over many issues far longer than some 
would like, but eventually takes the right step. With apologies to Keynes, practical pieces 
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of legislation, that seem to be exempt of any intellectual influence, are usually drawn 
from some long-forgotten report. Despite the current political climate, this is indeed the 
reason we have no doubt that this report will not be a wasted effort.

In what follows, we list the Committee’s major proposals, as well as a brief rationale for 
them. As far as possible, in this report the Committee has tried to focus on a few key 
areas, and even there, on broad principles and directions, without entering too much 
into details of implementation—the Committee’s broad mandate necessitates such 
an approach. We do propose some intermediate, or bridging, steps wherever possible. 
We do not go into nuances in this chapter. The chapters that follow offer a much more 
detailed and nuanced analysis, as well as more specific, and ancillary, proposals. Anyone 
who wants to take issue with specific proposals should read the background chapter for 
that proposal before coming to a definite conclusion. We also describe, where possible, 
sequencing and links.

The Macroeconomic Framework

Chapter 2 is on the macroeconomic framework. The Committee believes that while 
monetary management has been very creditable thus far, the framework will need to 
adjust more to a world of rapid capital flows. While inflows have been the problem in 
recent years, outflows could well be a problem in the future. The Committee believes 
that given how open India has become, it will be impossible to control capital flows in 
either direction for anything more than the very short term, and even that will create 
substantial uncertainty and volatility in markets.

Moreover, given capital flows, the real exchange rate, which is the key factor determining 
India’s competitiveness, is influenced by factors such as productivity growth and demand 
supply imbalances that are not changed by central bank intervention against the dollar. 
So given that the real appreciation has to take place, the country has the Hobson’s choice 
of taking it as inflation or as a nominal exchange rate appreciation.

The central bank can keep the market guessing about which option it will choose, 
sometimes intervening in currency markets to keep the exchange rate fixed and accepting 
more inflation, and at other times letting the exchange rate appreciate while focusing 
on controlling inflation. This freedom of action however confuses markets, even while 
the real exchange rate goes where fundamentals say it must. This is not a theoretical 
assessment, it is consistent with the experience of a number of countries including ours. 
But the confusion does have adverse effects. To the extent that the public is not sure about 
the central bank’s commitment to controlling inflation, it will expect higher inflation, 
and charge a high interest rate premium for inflation risk, both of which will increase 
long term interest rates, hurting growth.

We therefore believe the Reserve Bank of India (RBI) can best serve the cause of growth 
by focusing on controlling inflation, and intervening in currency markets only to limit 
excessive volatility. This focus can also best serve the cause of inclusion because the 
poorer sections are least hedged against inflation. There are other benefits in choosing 
this option. By reducing the accumulation of foreign reserves beyond what is necessary 
for precautionary purposes, the burden on the budget will be limited. And an exchange 
rate that reflects fundamentals tends not to move sharply, and serves the cause of stability. 
Lastly exporters weaned away from expecting an undervalued exchange rate will focus 
on increasing productivity, thereby contributing to growth.

Proposal 1: The RBI should formally have a single objective, to stay close to a low inflation 
number, or within a range, in the medium term, and move steadily to a single instrument, 
the short term interest rate (repo and reverse repo) to achieve it.
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The RBI should be as willing to cut rates when inflation is expected to fall below the 
objective, so that the policy revives growth, as it is to raise rates when inflation is expected 
to exceed the objective because growth exceeds the economy’s potential. It is in this way 
that the RBI can best support the objectives of growth and stability.

The Committee is well aware of the problems posed by substantial capital inflows. The 
real exchange rate is likely to appreciate when foreign capital flows in, and this can hurt 
the country’s competitiveness. But what is the alternative? Is shutting off inflows, that 
is, imposing capital controls, likely to work in helping India retain competitiveness? 
We think not, simply because capital controls are ineffective beyond the short run. In 
an economy as open to trade as India is today, capital will always find a way to come 
in on the back of trade, for example as under-invoicing and over-invoicing, or as trade 
credit. Moreover, even though India looks attractive right now, it may not in the future. 
We should not stamp on foreign capital now for we may need to retain its confidence in 
the future. Similarly, sterilized currency intervention by the central bank can re-export 
inflows, but it is rarely effective beyond the short term, and creates a number of other 
costs for the economy.

While the Committee recognizes there are no easy solutions here, and a wide divergence 
of beliefs amongst respectable economists, the Committee believes we should use the 
current period when foreign investors are rediscovering India to strengthen India’s 
markets so that foreign investors feel comfortable entering, and use them to help improve 
the experience for domestic investors too. For instance, given India’s infrastructure 
needs, it has too few long-term domestic investors. Similarly, India relies too much on 
force-feeding government debt to its financial institutions. By allowing foreign investors 
in greater numbers into the corporate rupee-denominated bond market, we can build 
liquidity in that market through investors who are willing to take risks domestic investors 
are not. In turn, that liquidity will attract domestic investors and create a virtuous cycle. 
By allowing foreign investors into the government bond market, we fund our government 
debt more easily, freeing the balance sheets of domestic financial institutions to finance 
other entities and expand access.

Proposal 2: Steadily open up investment in the rupee corporate and government bond 
markets to foreign investors after a clear monetary policy framework is in place.

Of course, there is a worry about whether we will encourage more foreign inflows by 
opening debt markets further, exacerbating our real exchange rate appreciation. It may 
well be that some of those who now can only get India exposure through equity might 
switch to debt. But given our concern about appreciation, we should liberalize the bond 
markets opportunistically, expanding foreign investor limits more when other forms 
of capital inflows are at low ebb. Of course, it would not be prudent to wait till foreign 
investors shun India to liberalize, for there would be no interest precisely when the 
country needs them. Instead, we should accept the possible costs of appreciation as a 
legitimate down payment on the more robust markets and financing we will enjoy in the 
future.

We should also relieve pressure from inflows by becoming more liberal on outflows, 
especially in forms that can be controlled if foreign currency becomes scarce. For instance, 
we should encourage greater outward investment by provident funds and insurance 
companies when inflows are high. Such diversification will make these funds more stable 
(give them less exposure to high volatility Indian markets). The relevant constituencies 
need to be persuaded that by restricting their investment options to domestic government 
securities, they are greatly limiting future returns and possibly increasing risk. At the 
very least, a first step would be to diversify across foreign government securities, so that 
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we offset foreign inflows into our government debt markets with outflows into foreign 
government debt markets, without these flows being driven by the RBI.

The Government of India must also recognize that fiscal discipline is an essential adjunct 
to the process of financial reforms. A high level of public deficit financing soaks up capital 
and has serious consequences for macroeconomic development and for the financial 
system. With a more flexible exchange rate and a more open capital account, fiscal policy 
also has an important role to play as a short-term demand management tool. Moreover, 
disciplined fiscal policy—lower levels of government deficits and a declining ratio of 
public debt to GDP—is necessary to free up monetary policy to focus on its key objective 
of price stability. Indeed, the effectiveness, independence and credibility of monetary 
policy can be severely compromised by high budget deficits. The principal elements of 
the framework laid out in this chapter—strengthening fiscal, financial and monetary 
institutions—would thus reinforce each other.

Finally, one cannot overemphasize the need for real sector reforms. Finance ultimately 
provides the lubrication that allows the engine of the economy to run smoothly. But it is 
not the engine itself—that needs real sector reforms such as building out infrastructure, 
reforming the labor laws, improving the social safety net, etc. The effects of the proposals 
made by this Committee will be magnified if they can piggy-back on real sector reforms.

Broadening Access to Finance

In Chapter 3, the Committee turns to the most important issue of financial inclusion. 
The Committee proposes a paradigm shift in the way we see inclusion. Instead of seeing 
the issue primarily as expanding credit, which puts the cart before the horse, we urge a 
refocus to seeing it as expanding access to financial services, such as payments services, 
savings products, insurance products, and inflation-protected pensions. If, for example, 
the enormous transfers to the poor through various government programs can be 
channeled into savings accounts that the poor open, not only will leakage be reduced, but 
the poor will be able to build savings histories with their bank which can then open the 
door to credit. Moreover, the financial experience dealing with the account and the bank 
will help build a greater business capacity, a critical need in making better use of credit. 
This is why the Committee advocates a national goal of ensuring in 3 years that 90 percent 
of households, if they so desire, have access to a deposit account and to the payments 
system, and that government transfers under various schemes be implemented through 
this system. While the proposed nationwide electronic financial inclusion system (NEFIS) 
could utilize much of the existing infrastructure, some elements, especially the last mile, 
will have to be built out, and should be encouraged on an expedited basis.

Ultimately, though, it is opportunities in the real sector, created by broader growth, 
which will give the poor the ability to use credit effectively. Instead of forcing credit to 
household that could thereby become heavily indebted, the focus should be on making 
them creditworthy so that when opportunities arise, they have access.

In addition, this Committee would suggest moving away from a sole focus on rural areas, 
where undoubtedly many of our poor live, to also include the urban areas where more 
of them are migrating. But perhaps the most important shift in paradigm is to alter 
the emphasis somewhat from the large-bank-led, public-sector-dominated, mandate-
ridden, branch-expansion-focused strategy for inclusion. The poor need efficiency, 
innovation, and value for money, which can come from motivated financiers who have a 
low cost structure and thus see the poor as profitable, but who also have the capacity of 
making decisions quickly and with minimum paperwork. The Committee proposes two 
organizational structures to foster such delivery:
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Proposal 3: Allow more entry to private well-governed deposit-taking small finance 
banks offsetting their higher risk from being geographically focused by requiring 
higher capital adequacy norms, a strict prohibition on related party transactions, and 
lower allowable concentration norms (loans as a share of capital that can be made to one 
party). Make significant efforts to create the supervisory capacity to deliver the greater 
monitoring these banks will need initially, and put in place a tough prompt corrective 
action regime that ensures these banks do not become public charges.

The small finance bank proposed above emulates the Local Area Bank initiative by the 
RBI that was prematurely terminated, though the details of the Committee’s proposal 
differs somewhat. The intent is to bring local knowledge to bear on the products that are 
needed locally, and to have the locus of decision making close to the banker who is in 
touch with the client, so that decisions can be taken immediately. It would also offer an 
entry point into the banking system, which some entities can use to eventually grow into 
large banks.

A large number of commentators believe, based on historical evidence, that small 
banks will be unviable in India. They question the honesty of small promoters, as well 
as the profitability of these banks given high fixed costs. This Committee recognizes 
that small banks have not distinguished themselves in India in the past, often because 
of poor governance structures, excessive government and political support as well 
as interference, and an unwillingness/inability of the regulator to undertake prompt 
corrective action. These are not the banks the Committee wants, and the Committee 
would call for substantial care in who is licensed, as well as greater regulatory oversight. 
There is, however, no necessary link between size and honesty, as the recent experience 
with large banks suggests. Indeed, the larger number of potential applicants for small 
banks suggests the regulator can be far more selective in applying “fit and proper” criteria. 
Moreover, technological solutions can bring down the costs of small banks substantially, 
even while increasing their transparency. Finally, the failure of even a few small banks 
will not have systemic consequences, unlike the failure of a single large bank. In sum, 
the Committee believes there has been sufficient change in the environment to warrant 
experimentation with licensing small banks.

The second organizational structure the Committee proposes makes it easier for large 
financial institutions to “bridge the last mile”. Large institutions have the ability to offer 
commodity products like savings accounts at low cost, provided the cost of delivery and 
customer acquisition is reduced. They should be able to use existing networks like cell-
phone kiosks or kirana shops as business correspondents to deliver products. The RBI’s 
proposals on business correspondents, with some relaxations, are an important step in 
this direction.

Proposal 4: Liberalize the banking correspondent regulation so that a wide range of local 
agents can serve to extend financial services. Use technology both to reduce costs and to 
limit fraud and misrepresentation.

Co-operative banks, both urban and rural, are the face of banking that most Indians 
encounter. Unfortunately, primarily because of excessive political interference, poor 
governance, and a willingness of governments to recapitalize and refinance even poor 
performers, this sector has underperformed seriously. This Committee supports the 
thrust of the Vaidhyanathan Committee recommendations on governance reforms and 
recommends they not be diluted in implementation. Indeed, it would suggest rethinking 
the entire co-operative bank structure, and moving more to the model practiced 
elsewhere in the world, where members have their funds at stake and exercise control, 
debtors do not have disproportionate power, and government refinance gives way to 
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refinancing by the market. The Committee would suggest implementation of a strong 
prompt corrective action regime so that unviable co-operatives are closed, and would 
recommend that well-run co-operatives with a good track record explore conversion to a 
small bank license, with members becoming shareholders.

The Committee believes that priority sector mandates have a role in promoting inclusion, 
but they should be revised down to focus solely on the sectors that truly need access 
(including the urban poor). The process by which the mandates are implemented should 
be reformed to emphasize efficiency and ease of compliance, and once the new process 
is in place, the mandate should be strictly enforced. The focus should be on actually 
increasing access to services for the poor regardless of the channel or institution that 
does this—large banks may or may not be the best way to reach the poor, and while the 
mandate may initially force them to pay for expanding access, other may able to offer the 
service more efficiently.

The Committee proposes the following scheme to allow a more efficient implementation 
of the priority sector lending mandate (with similar schemes extending to possible 
financial service mandates also—see later). Any registered lender (including 
microfinance institutions, co-operative banks, banking correspondents, etc.) who has 
made loans to eligible categories would get “Priority Sector Lending Certificates” (PSLC) 
for the amount of these loans. A market would then be opened up for these certificates, 
where deficient banks can buy certificates to compensate for their shortfall in lending. 
Importantly, the loans would still be on the books of the original lender, and the deficient 
bank would only be buying a right to undershoot its priority sector-lending requirement 
by the amount of the certificate. If the loans default, for example, no loss would be borne 
by the certificate buyer. The merit of this scheme is that it would allow the most efficient 
lender to provide access to the poor, while finding a way for banks to fulfill their norms 
at lower cost. Essentially the PSLC will be a market-driven interest subsidy to those who 
make priority sector loans.

Proposal 5: Offer priority sector loan certificates (PSLC) to all entities that lend to eligible 
categories in the priority sector. Allow banks that undershoot their priority sector 
obligations to buy the PSLC and submit it towards fulfillment of their target.

One big factor impeding the flow of credit from formal institutions to the poor is that 
interest rate ceilings (either imposed by the center or the state) make priority sector 
lending unprofitable, and ensure that the banker attempts to recover his money through 
hidden charges in the loans that are made, or that he does not lend so the poor are driven 
to the moneylender. The Committee believes a better way to proceed is to liberalize 
interest rates while increasing safeguards that prevent exploitation.

Proposal 6: Liberalize the interest rate that institutions can charge, ensuring credit 
reaches the poor, but require (i) full transparency on the actual effective annualized 
interest cost of a loan to the borrower (ii) periodic public disclosure of maximum and 
average interest rates charged by the lender to the priority sector (iii) only loans that stay 
within a margin of local estimated costs of lending to the poor be eligible for PSLCs.

Liberalizing interest rates would allow the formal sector to lend to the poor and keep 
them from the moneylender, though liberalization would require the political will to 
accept the widespread evidence that low interest rate ceilings simply do not help the poor. 
Formal institutions will have reputational reasons to not charge exorbitant rates, even 
after liberalization. The Committee believes that through a combination of transparency, 
incentives, and eventually competition, liberalized interest rates to the poor can be kept 
within reasonable limits, and liberalization would enhance, and improve the sources of, 
credit to the poor.
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The Committee believes that we also have to improve methods of risk mitigation for 
the poor. Finally, technology may be the way of reducing costs so that services can be 
provided cheaply, and the Committee examines potential actions the government can 
take to facilitate rollout.

Leveling the Playing Field

There are a number of ways the playing field is not level in India. Some institutional forms, 
such as banks, are favored in certain ways relative to others, while disfavored in other 
ways. The public sector is constrained in some ways but enjoys some privileges in other 
ways. The domestic private sector enjoys some privileges relative to foreign players, but 
not everywhere. In an efficient financial system, the playing field is level so that different 
institutions compete to provide a function, no institution dominates others because of 
the privileges it enjoys, competition results in resources being allocated efficiently, and 
society gets the maximum out of its productive resources. This is also equitable for only 
thus will the interests of the consuming masses be emphasized, instead of the more usual 
trend of privileged producers being protected.

The Committee makes a number of recommendations on ways to level the playing field, 
with a focus on the banking sector. In particular, it believes it is time to unwind the grand 
bargain underlying the treatment of banks in India whereby banks get access to low-cost 
deposits in return for fulfilling certain social obligations such as lending to the priority 
sector, as well as meeting prudential norms such as statutory liquidity ratios (that also 
have a quasi-fiscal objective of funding the government). The reason, quite simply, 
is that the bargain will become increasingly unbalanced as competition erodes bank 
privileges. This is why the Committee suggests that the government pay more directly 
for the social obligations it wants banks to undertake (for example, by reducing priority 
sector obligations and, over time, paying directly for PSLCs), while it steadily allows more 
competition in banking activities.

Perhaps the greatest source of uneven privileges in the banking system stems from 
ownership. The public sector banks, accounting for 70 percent of the system, enjoy 
benefits but also suffer constraints, with the latter increasingly dominating. There is little 
evidence that the ownership of banks makes any difference to whether they undertake 
social obligations, once these are mandated or paid for. So on net, what matters is how an 
ownership structure will affect the efficiency with which financial services are delivered. 
And it is here that government ownership is likely to have serious adverse effects going 
forward. Much of the public sector is falling behind in its ability to attract skilled people, 
especially at senior levels, in its ability to take advantage of new technologies, in its 
ability to motivate employees at lower levels, and in its ability to innovate. Since all these 
capabilities are needed in the emerging areas of opportunity, public sector banks risk 
falling seriously behind, and because risk management is one of the needed new areas, 
also risk becoming destabilizing.

The majority of this Committee does not see a compelling reason for continuing 
government ownership. There are other activities where government attention and 
resources are more important. However, the Committee does recognize that public 
opinion in the country is divided on the issue of privatization. A parallel approach is to 
undertake reforms that would remove constraints on the public sector banks, even while 
retaining government ownership. Intermediate steps such as reducing the government’s 
ownership below 50 percent while retaining its control (as suggested by the Narasimham 
Committee) are also possible.

Unfortunately, ideology has overtaken reasoned debate in this issue. The pragmatic 




