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INTRODUCTION

This year’s A.D. Shroff Annual Lecture on Changing Face of Indian Banking was delivered by Mrs. Naina Lal Kidwai, Deputy Chief Executive Officer, HSBC, India.

The lecture was a fine expose on the repaid transition through which Indian Banking is currently passing and the way forward. She has rightly placed stress in her treatise on three critical facets – Technology, Customer and consolidation.

With growing competition between banks, and which is going to be more intense in the coming year, adoption of new technology has assumed added importance, especially for public sector banks. The key to success is adopting state-of-the-art technology and not just automating antiquated processes.

The choice before the customer today is far wider both in the selection of banks as well as products. The future growth is largely in retail banking. Innovating products backed by superior service are vital to provide the cutting edge. Micro-finance will be the engine that will drive change in the rural sector with the prospect of generating employment for the countless people who are yet to reap dividends from resurgent India.

The need for consolidation in the banking sector has become paramount particularly for the smaller public sector banks and most of the relatively weak private sector banks.

The lecture and the booklet have been sponsored by Shrenuj & Co. Ltd., and we are indeed grateful to them for there support.

The Board of Trustees have pleasure in pueasure in publishing the text of the lecture for study and reflection.

                                                                                                                                                  Sd/-

31 st March 2005                                                              Minoo R. Shroff
                                                                                            (Chairman &Managing Trustee)

                                                                                           The A.D. Shroff Memorial Trust

THE CHANGING FACE

OF INDIAN BANKING

Naina Lal Kidwai

Ardeshir Darabsaaw Shroff, among the earliest exponents of free enterprise in India, was a powerful spokesman for priva1e industry in an increasingly government regulated economy and it is, possibly, his steadfast adherence to a vision of free enterprise in India that, in some part, has con​tributed to the economic liberalization that began in the nine​ties. A liberalization that led to the entry of new private sec​tor banks in India and triggered the rapid change in the In​dian banking landscape over the last ten years.

Given the heightened level of activity that the financial ser​vices sector has been witnessing over the last few years, I thought that the subject of my lecture, 'The Changing Face of Indian Banking', would be the most appropriate.

Within the world of banking, customers' needs have changed and so has the basic nature of banking services that they require. The way banks meet these needs and the frame​work within which they are delivered have, as a result, changed. Banks have had to adopt to a host of new phe​nomena ranging from regulatory issues, risk management and new technology to globalisation, consolidation and branding.

There is no denying the fact that the financial services industry has gone through the most change since the process of liberalisation began a little over a decade ago. And while indeed Regulation has played a key role in the transformation of Indian banks, I would include three other broad factors that have been responsible for this change. These are Technology, the Customer and Consolidation. 

I will, through the course of my lecture, touch upon these four areas and elaborate on their role in 'The Changing Face of Indian Banking'

Technology

History has shown us that the development of new tech​nology can have a significant impact on any industry and banks are no different. It is largely technology and what follows from it that has, and will transform the face of the banking industry.

Many of you here can well remember what banks in India were like only ten years ago. Any banking business, how​ever big or small, meant a trip to the bank branch. And if your bank branch was at the other end of town, then it meant a good half-day gone. Nobody complained - we had just got very comfortable with that way of life.

Today, with the enormous strides that technology in bank​ing has made, many of us have not visited our banks for months. Most of your banking transactions can, in fact, be conducted from your desk over the internet. The reason why change in the banking sector could be very substantial in the years to come is that technology is changing very fast. Come to think of it, how many of us would have thought, only eight years ago, that a credit card query in Baltimore in the United States, would be handled by a call center executive sitting in Bangalore in India.

Technology acts as both a threat and an opportunity to banks. It enables existing services to be provided more efficiently, it enables new services to be offered, it lowers entry barriers in some areas and it changes the economics of delivery. For instance, an ATM transaction costs just a frac​tion of that of a teller transaction. A transaction over the telephone is still cheaper and an internet transaction the cheapest.

Banks have also been able to significantly lower credit risk through the effective use of technology. In the US and some other European countries, for instance, many banks have advanced credit analytics systems that help them assess consumer behaviour. By tracking their spending pattern, a bank's systems are able to tell what the customer's favourite brand of clothing is, which his favourite restaurant is, and more importantly, if and whether there is the likelihood of his defaulting on his credit card outstandings, his car loan or his mortgage.

Technology has the power to transform the fundamental eco​nomics of any industry and in this respect, banking is no different from other industries which have been transformed by technology.

Technology has the power to transform the fundamental eco​nomics of any industry and in this respect, banking is no different from other industries which have been transformed by technology.

Technology also has the potential to increase the availability and reduce the cost of information. This is a potentially powerful force as it reinforces and at the same time chal​lenges one of the major core competencies of banks - in​formation. Since banks ultimately depend on 'information' to run their businesses, anything that affects its availability, cost and management will always have a decisive influence on their business. A combination of new technology, the increasing role and power of third-party agencies such as the Credit Information Bureau of India Limited (CIBIL) and more extensive disclosure laws will gradually erode some of the traditional information advantages of banks.

Many corporate bankers still assume that the nature of their business will protect them from the most destructive effects of the digital revolution. They say that the client relationship is the most important thing, based on trust, and this cannot be replaced by an electronic channel. While this is certainly true in the short to medium term, the longer term future is far less certain. History has shown us that whatever starts to work on a smaller scale, tends to have a later impact on larger financial arrangements. For small to medium sized businesses, it is already clear that online banking is going to alter the decisions they take.

Many corporates are looking at the movement of cash from supplier to factory to retailer as a single chain and banks whose technology platforms enable this integration will ben​efit greatly.

Today's systems enable the company to see exactly how much is stored in inventory and places almost automatic orders on suppliers. The bank's systems need to align with this system so that the financing is automatically online.

In India, the challenges of technology are being felt more by public sector banks and old private banks than foreign banks and new private banks. Several of these banks are currently implementing core banking software to link their branches to a centralized database. They need to avoid falling into the trap of automating antiquated and people centric pro​cesses. Merely applying IT to a legacy process would mean automating the old process with little improvement in oper​ating efficiency - quite similar to fitting an outboard motor to an old rowing boat when what is really needed is a speed​boat.

The Customer

Fifteen years ago, a customer would have been content with just a fixed deposit or a recurring deposit in addition to his savings account. Today, he wants to spread his wealth around. He wants to park his savings in equities, fixed de​posits, mutual funds, pension products and insurance. The bank has a choice - either offer the customer all these prod​ucts or lose him.
.

While there has been a lot of debate on which is a more successful model - niche banking or universal banking - in India, at least for now, it is quite clear that it is the latter and banks will necessarily have to offer every imaginable financial product to the customer to avoid losing him to competition.

The desire, or rather, the compulsion to be a one-stop shop for the customer's investment and borrowing needs, has given birth to what is being termed ‘the financial conglomerate' - a model that we are g6ing to see an increasing number of banks adopt.

 Banking, until a few years ago, was what I would call a desk job. You sat at your desk everyday, accepted   deposits, assessed loan applications and disbursed funds. The customer came to you and you dictated terms to him. If your terms were not acceptable to him and he went away, it never bothered you. The next person was already at the door before the disappointed customer even left. Banking was a seller's market.

That is all now a thing of the past. The customer now decides which bank he wants to deal with. He shops around to get the best price and if your prices are not competitive enough or acceptable to him, he simply goes to another bank. Bankers today need to be out there in the field, talking to the customer, finding out and understanding his needs and, more importantly, making sure that they are able to offer him a better deal than the competition.

But while the corporate customer is already changing the terms on which banks deal with him, I believe that it is going to be the retail customer that is going to change the very face of banks in India in the years to come.

No one, not even the most far-sighted of bankers, could have ever foreseen what banking might have looked like at the turn of the 21 st century. Retail banking had a good buzz about it, there was money to be made from it but no one ever imagined that this business would drive the growth of the banking industry on a scale that we are now beginning to see.

The Indian financial system is typified by low financial prod​uct penetration. The domestic loan to Gross Domestic Prod​uct (GDP) ratio in India is at only 62.4% compared to China which is 166.3% and even Malaysia which is 104.5%. Con​sumer credit in India is still only 7% of GDP compared to Indonesia which is 22% or the US where it is as high as 70%. Only 8% of the population in India is currently insured compared to 32% in Malaysia. Only one in every 23 of India's bank account holders owns a credit card compared to Thai​land where one in every four Thais own a credit card. Life insurance premiums account for just 2% of GDP and the mutual funds industry makes up under 2% of household sav​ings. India lags behind most other emerging markets in re​tail lending. For instance, home loans as a percentage of GDP is at less then 3%. Compare this to .Malaysia, where it is at 23% and Australia at 44% and you get a clear sense of the potential that India, with its burgeoning middle class, has.

The Indian customer of today has become more demand​ing as a result of which most banks in India now offer a full gamut of products to their retail clients. In addition to the plain vanilla deposits, banks are striving to get a larger share of their customers' wallets by undertaking mutual funds and insurance sales.

The focus of banks on third-party products has coincided with the rapid growth in demand for these products. Mutual fund sales in the country have enjoyed a 77% compounded annual growth rate (CAGR) over the past four years and insurance premiums have also registered a 23% CAGR over the same period. Revenue for banks in these businesses has grown even faster - bancassurance premiums jumped to about Rs 700 crore in financial year 2003-04 from just about Rs 200 crore in 2002-03 and are likely to grow further to over Rs 1,200 crore in the current financial year. The absence of a social security system in India will ensure a huge shift in household savings towards mutual fund, pen​sion and insurance products.

With rising incomes, growing urban affluence and favourable demographics, the rapid growth of these financial products is not surprising. The demographics of our country will also be a key driver in creating a large retail customer base that banks just cannot afford to ignore with 54% of the Indian population under 25 years of age. As this population enters the 'wage earner' category by the year 2011, the propensity to use multiple financial products will be high. Over 60% of this age group will be under 40 years of age and a prime customer segment for insurance, mutual funds, credit cards etc.

Already, many banks enjoy a higher cross-sell ratio with cus​tomers in the 25-35 age group than they do with older cus​tomers.

The Indian economy is expected to witness the sharpest drop in its dependency ratio from 64 in the year 2000 to 55 in 2010, the economic benefit of which will be huge. As the dependency ratio in the economy falls, India's already high household savings rate of 28% of GDP is likely to rise fur​ther. Moreover, within the dependents, the share of young dependents is likely to fall, while the share of old depen​dents is expected to rise. This will reflect in a shift in household investment patterns towards an increasing share of savings in mutual funds, life insurance and pen​sion schemes.

One of the key reasons for low penetration rates for most financial products has been low affordability. This, how​ever, is expected to change with the Indian economy ex​pected to continue to grow at its current pace with some economists even estimating that India will be a trillion​dollar economy by the year 2010. The resultant increase in household income as a result, is growing to throw up that much more opportunity for banks.

With banks gaining prominence as distributors of finan​cial products, the shift in household savings to assets like mutual funds and insurance will increase customer prof​itability. Profitability of these products is estimated to be nearly five times that of a plain vanilla fixed deposit prod​uct of a bank. We are, as a result, increasingly going to see banks in India making significant gains in their fee income. While only three years ago, most banks made the majority of their fee income from corporate banking, many private banks today earn as much as 65% of their fee income from retail banking.

Indian banks can potentially replicate the success of Aus​tralian banks in the 1990s. Non-interest income as a per​centage of total operating income for these banks rose from 34.3% in 1991 to 45.4% in 2001 as they focused on such new business streams. Profits of Australian banks emanating from insurance and funds management rose from around 2-4% to 8-10%.

Between 1980 and 2001, non-interest income in the US commercial banking system increased from 0.77% to 2.39% of aggregate banking industry assets and increased from 20.31 % to 42.20% of aggregate banking industry operating income.

While the urban customer is most certainly going to account for a substantial part of the retail banking business of banks in India, we cannot in any way overlook the contribution that the rural sector is going to make to the banking system. It would be pertinent to point out that what public sector banks set out to do in the years following the nationalization of the banking industry in India and failed at, banks in the private sector have now got into and with a fair degree of success.

Micro-finance, I believe, is the engine that will drive change in the rural sector, generating livelihoods for the countless people who have not yet begun reaping the dividends of Incredible India.

The Self Help Group - Bank Linkage programme, a supple​mentary credit programme for the rural poor, reaches nearly 17 million households and the cumulative credit disbursed has been to the tune of Rs 4,000 crore as of March, 2004. However, the combined outreach of this programme and microfinance institutions is only about 5% of India's poor.

A considerable gap exists between demand and supply for all financial services - 70% of the rural poor (marginal/land​less farmers) do not have a deposit account, 87% do not have access to credit and less than 15% of these house​holds have any kind of insurance. Negligible numbers have access to health insurance (0.4%) and crop insurance (0.2%). Importantly, 56.1 % of the poor still borrow from in​formal sources, including moneylenders, friends and rela​tives and other sources.

While many banks have stayed away from lending to this segment, citing reasons such as high transaction costs and unfavourable policies such as caps on interest rates which effectively limits the viability of serving the poor, the num​bers seem to suggest otherwise. Non-performing loans in this sector are way below what they are commonly perceived to be, at about 1-2% and the average interest rates charged by banks to micro-finance institutions is 8-12%.

While the National Bank for Agricultural and Rural Develop​ment (Nabard) has been at the forefront in micro-lending to the rural sector, many other banks have jumped into the fray not just to meet their priority sector lending requirements, but because of the enormous business sense that it makes.

Over the next few years, we are going to see more banks enter into micro-finance which will, hopefully, narrow the gap between banking services provided in urban and rural India.

Consolidation

The entry of new private sector banks in the mid-90s triggered the huge change in Indian banking that we are now seeing. While these banks forced all other banks to place the customer above all else, they also acted as a warning to the more complacent public sector banks that they would have to take a relook at the manner in which they did business.

Fierce competition in the banking industry has not only re​sulted in improved service standards, it has also sent out a clear signal to the weaker banks - 'if you can't fight 'em, join 'em.'

There is a wide agreement on the need for consolidation in the Indian banking sector. It is also evident that progress has been patchy with only a few of the deals of the past decade being driven by market forces. Broadly, there are five reasons that drive mergers - economies of scale, economies of scope, potential for risk diversification, personal incentives of management and public policy. Any market driven merger would involve a detailed study of the structure of the prospective partner and the extend to which it holds potential to realize one or more of these objectives. There is a dual relationship between the structure of a bank and consolidation activity. Merger does alter the structure – the adjustment following leaves its impact on the structure of one or both of the entities. But the pre-merger structure of the two entities is itself a critical input leading to the decision to merge.
'

Economies of scale are particularly relevant for the 27 pub​lic sector banks in India. Consolidation may help restore a level playing field between banks and large corates, for eg, lead to more sensible pricing of credit that reflects the underlying risks on the portfolio and the necessary costs incurred by a lender. Economies of scope could be best exemplified by cross-selling in the retail market. Loans to the consumer segment now comprise between a quarter to half of the loan book of Indian banks. However, much of the effort made to market products to the retail customer is far from efficient. There is large scope to cut superfluous ex​penses and yet conduct profitable business on a larger scale.

Risk management systems have improved and many banks now follow a structured method that reduces the scope of subjective assessment. But several banks have larger than ideal exposures to certain segments arising from the legacy of conducting business in certain segments that may be defined by geography, product or demographics. A consoli​dated bank that blends these influences into a single bal​ance sheet may be less vulnerable to the downside in a business cycle. Finally, management is strongly focused on the expectations of investors and consolidation is often seen as a route to stepping up growth and expanding market share

Consolidation is only an enabling step towards realisation of these synergies. The tangible benefits of a merger take longer and may require changes in the' structure of the merged entity. One of the most striking features of the Indian banking sector is the segmentation defined by ownership and geography. These differences have influenced the internal structures of banks as well as their business policies, eg lending to the plantation sector in a region with two seasonal spells of rain is very different from lending to a manufacturing business located in a semi-arid district with strong linkages to commodity prices. There are visible simi​larities across banks within a particular segment as well as differences across segments. However, there are lesser known differences that lurk between banks that may ap​pear to belong to the same segment. Consolidation would tear down the walls that preserve distinct sub-cultures and compel the evolution of a common culture.
 It is clear that there is significant change underway in the internal structures of many Indian banks even without any consolidation activity. The pace of this change varies across banks and implementation would necessarily be staggered over a fairly long period. A merger during this stage would only add to the natural stress because of the varying de​gree of progress in implementation and the differences in the plan between the two banks. These uncertainties need not hold back consolidation. There are other benefits that could be realized if the participating banks succeed in chang​ing their internal structures in areas that are not restricted by the environment. For instance, for any merger to be mean​ingful, the two banks will have to look at ways of moving their operations onto a single technology platform rather than continuing to operate from two platforms.
While a big-bang form of consolidation is unlikely, it is pos​sible that a steady stream of activity may unfold if the envi​ronment is supportive. Even apparently similar banks may face challenges when confronted with the task of merging into a single balance sheet and evolving a consistent busi​ness model. Indian banks have demonstrated their ability to change slowly but steadily. Consolidation may require them to hasten the process. In fact, some of the smaller old pri​vate banks may be forced to consolidate to meet the mini​mum capital norms stipulated

Regulation

For many years, banks have had the intrinsic advantage of protective regulation - regulation which limits competition, deposit insurance, implicit lender of last resort facilities and so on. Regulation may accentuate whatever economic advantages banks may possess and may create economic rents for them. Regulation frequently has the effect of limiting competitive pressures and sustaining restrictive practices and cartels. However, the general trend of deregulation means that these protections have gradually eroded. To the extent that regulation previously sustained excess capacity, the process of deregulation is likely to reveal the extent of such overcapacity. An industrial structure built up in a protected and uncompetitive environment is likely to be unsustainable in more competitive market conditions. In general, regulation has become less protective of the banking industry as public policy priorities have increasingly been given to enhancing competition and efficiency in the financial system.

The Indian banking system has been witnessing strong growth in credit demand with loan growth at nearly 30%. But while the credit-deposit ratio of Indian banks has been running at 100% for some months now, the capital adequacy ratio of many banks is falling.

While there has been some amount of debate on whether or not Basel II should apply only to 'internationally active' banks or to all commercial banks in the country, the Reserve Bank of India, has opted for the latter. The central bank has already circulated the draft guidelines for implementation of Basel II in India and has sought feedback from banks before finalizind them. The draft guidelines are aimed at ensuring migration to Basel l l in a non-disruptive manner and have been drawn by the RBI through consultation with a representative sample of 14 banks representing Indian public and private banks as well as foreign banks.

Most Indian banks are initially expected to adopt the Standardised approach, given the additional preparations banks still need to make in developing credit risk grading systems and loss histories that meet the Internal Ratings Based standards. A few banks are in the early stages of developing such systems and building data histories

Discussions with several Indian banks and the RBI sug​gest that most banks will get some capital benefit under the Standardised approach relative to Basel I 0n their credit risk exposure, although the vast majority of corpo​rate credits in India are unrated and hence would con​tinue to receive an 8% charge. It is anticipated that any capital relief on the credit risk side will be offset once the new operational risk charges are taken into account.

Since most banks would initially adopt the Standardised approach for operational risk, the resulting capital require​ment would be substantial, particularly for banks with high reported gross income, which is the indicator used to cal​culate the charge

Back of the envelope estimates suggest that the typical public sector bank would need between 20% to 30% more capital merely to preserve its current capital adequacy ratio. According to some estimates, the Indian banking system will need a capital infusion of roughly Rs 9,000​12,000 crore to be Basel II compliant.

While some of the stronger banks may succeed in tapping the equity markets to raise capital, some other may be forced to look at other sources of funding, including foreign direct investment.

The expansion of the capital base of banks in even more critical to fund the enormous infrastructure needs of India and the growing requirements of the successful corporate sector, which is expected to double capital investment over the next three years.

This may require a dilution of part of the government's stake and acceptance of broader-based shareholding. The estab​lishment needs to reach a consensus on the amount of space that may be allowed to private investors, especially in the private sector, including FDI and the corporate sectors, rec​ognizing that FDI proved far more resilient in the 1997 crisis than foreign held debt

We will also see improving standards of corporate gover​nance as the country better embraces the spirit of good cor​porate governance, and minority shareholders become more active.

In short, while the Indian banking sector is in reasonable fettle (certainly versus a number of Asian economies) it needs to further strengthen to support higher economic growth and the new investment cycle Indian companies are entering into.

The next five years will set the stage for this with a new wave of technology, consolidation and more capital.

