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Abstract

A banking sector regulator must be non-partisan and separate from government.
However, the banking sector in India comprises banks of many kinds: private banks,
public sector banks, cooperative banks, and regional rural banks. The laws that
govern the sector have evolved to grant special powers over some categories of banks
to the Union government, thereby, diluting or sometimes even nullifying the power
of the Indian banking regulator, the Reserve Bank of India (RBI), over these banks.
In most cases, the power of the RBI has been diluted or nullified in respect of public
sector banks and the State Bank of India. This is not desirable from the perspective
of ownership neutral regulation and creates an unfair playing field for banks in the
sector. It also raises serious conflict of interest concerns, where the government is
both a borrower and regulator, can influence the functioning of some banks. This
article examines the legal provisions that undermine the regulatory powers of the
RBI including on shareholding, appointment of directors, winding up and making
schemes. It argues for an ownership-neutral regulatory framework emphasising the
need for greater autonomy for the RBI, and the creation of of a clear separation
between the governments borrowing and regulatory role. The aim is to chart the
pathway towards a more robust regulation of the banking sector in India.
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1 Introduction

An extensive literature from the 1990s onward has shown the difficulties of the Indian
banking system through all the three dimensions of growth, stability and inclusion. The
banking system as presently constructed hinders the efficient allocation of capital and thus
hinders growth. The banking system suffers from limitations on micro-prudential and
macro-prudential regulation, which has led to difficulties of bank failure, systemic crises
and demands upon taxpayer resources. The processes of competition and innovation are
held back, through a combination of central planning about how banks work, through entry
barriers which limit bank entry, and through rules that hinder non-banks from competing
with banks. This harms inclusion.

In 2011, the Financial Sector Legislative Reforms Commission (FSLRC) proposed funda-
mental reform of financial regulation in the form of a bill called the ‘Indian Financial Code’
(Shah Forthcoming). This draft law, which replaces all extant financial law, worked on the
two problems. The first was to establish the foundations of rule of law, accountability and
state capability for financial agencies. The second was to establish clarity on the pillars
of financial regulation — micro-prudential regulation, consumer protection, resolution and
macro-prudential regulation. Such a reform based on a holistic view of market failure and
state failure in finance was visualised to comprehensively address the problems of Indian
finance. Even though this draft law has not been enacted by the Parliament, it provides
a useful base to ask what are a set of incremental amendments to banking law which can
diminish the difficulties of Indian banking?

The work of FSLRC decouples progress on financial regulation from the problem of bank
privatisation. The main strategy there lies in thinking about how banking regulation can
work better, in an ownership neutral way. In this paper, we take this same stance. While
economists universally understand the difficulties of government ownership of banks, the
tactical detail of how and when bank privatisation will take place is a matter of operational
art, as in the end-game of Air India’s public ownership. The important question for
financial regulation is to improve state capability, in an ownership-neutral way.

In this paper, we examine the laws that shape banks and banking regulation. These
include (1) Banking Companies (Acquisition and Transfer of Undertaking) Act 1970 and
1980, which were passed to facilitate bank nationalisation in 1969 and 1981, and which
we refer to collectively as the Bank Nationalisation Acts; (2) The State Bank of India Act
1955 and State Bank of India (Subsidiary Banks) Act 1955, which govern the functioning
of State Bank of India (SBI), which has now been merged with its subsidiary banks; and
(3) Banking Regulation Act 1949, which is the main act that empowers the Reserve Bank
of India to be the regulatory authority of the banking sector. This multiplicity of laws and
institutions has inconsistencies and obvious limitations on the governance of banks.

We address the following questions. How does the framework of laws governing banking
in India create some of the systemic problems that Indian banking faces? What clauses in
specific laws create what issues? Specifically, what clauses lead to poor governance of PSU



banks? What excessive powers does the Central Government get through specific clauses
of these laws? What clauses create an uneven regulatory field? What are the remedies to
correct the problems created by the legal framework? We identify the difficulties, and also
offer a prioritisation of the most important difficulties.

2 An ownership-neutral governance framework for banks

An overview of the laws and institutions governing of private and public banks in India is
presented in Table 1.1 The table below lists the laws under which private and public sector
banks in India operate and the institutions that administer these laws. The difference in
the laws between these two categories comes from private banks being registered entities
under the Companies Act (2013). The nationalisation of banks was implemented under
the Banking Companies (Acquisition and Transfer of Undertakings) Acts of 1970 and 1980,
which created the public sector banks.

Table 1 Laws and Institutions Governing Indian Banks

Ownership Structure

Private Public

Laws

Reserve Bank of India Act (1934)

Banking Regulation Act (1949)

SEBI (Listing Obligations and Disclosure Require-
ments) Regulations (2015)

Companies Act (2013)

Banking Companies (Acquisition and Transfer of Un-
dertakings) Acts (1970 & 1980)

State Bank of India Act (1955) -
State Bank of India (Subsidiary Banks) Act (1959) -

BN VAN
COX

AN

Institutions

Reserve Bank of India (RBI)

Securities and Exchange Board of India (SEBI)
Ministry of Corporate Affairs

Ministry of Finance

I NI NN
AN

o

As a consequence of these, private sector banks are registered companies reporting to the
Ministry of Corporate Affairs, while public sector banks report to the Ministry of Finance

'Rao and Sri 2019 scored the disclosure practices based on Regulation 49 of SEBI (Listing Obligations
and Disclosure Requirements) Regulations 2015 across three listed private and three public sector banks.
Goel and Kang 20189 examined disclosures across eight public and private sector banks. Mamta Brahmb-
hatt and Patel 2012 compare the disclosures of public and private banks. These three papers look at the
outputs of financial regulation. In this paper, we go upstream, to examine the the laws.
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of the Union government. There is a a multiplicity of laws which governs all the entities,
that form part of the banking sector in India as can be seen in Table 1. Inevitably, this leads
to inherent conflicts within the sector, which in turn, have unforeseen adverse consequences
to the efficiency and robustness of the Indian banking sector operations.

First, the banking system is an uneven playing field where privately owned and public
sector banks (PSU) are subject to different rules. All private sector banks have to comply
with the Companies Act. On the other hand, PSU banks are not companies. Hence,
oversight of the company law on important issues such as appointment of key management
personnel like the Chief Executive Officer, the Board of Directors or approving of annual
accounts is conducted differently for private and PSU banks.

Second, the laws listed in Table 1 enshrine governance where the central government has
privilege, beyond what company law will permit a majority owner for private companies.
While some powers of the central government may be justified on the grounds of national
interest, standards of governance would require taking away all the powers vested with
the government to ensure that the minority shareholders are not negatively impacted and
overall standards of governance are uniform across banks.

Third, these laws also limit the oversight of the regulators over PSU banks. For example,
Section 51 of the Banking Regulation Act states that several sections of this Act will
not apply to the PSU banks, including SBI. As a consequence of this, the regulator is
constrained in its ability to regulate the conduct of the PSU banks. A recent example of
this issue is the paper by the Reserve Bank of India (RBI) on governance of the banks. While
this paper spells out at great length, the importance of the functioning of the board and
the management of the banks, to ensure the highest standards of governance, it excuses
PSU banks from following similar standards.

Fourth, there is a critical difference between the Companies Act and the Banking Compa-
nies (Acquisition and transfer of Undertakings) Act, which is that while the former provides
a well-laid process for mergers and acquisitions, the latter does not. The consequence is
that any change in the structure of PSU banks needs parliamentary approval. This makes
it harder to implement any change to the structure of these banks. PSUs would follow the

process through high courts if they were allowed to be companies under the Companies
Act.

These present only a few examples of contradictions when banking functions are carried
out by two types of legal entities. Such contradictions are further compounded in the
current environment, where there has been a high growth in the number and type of
entities that can also provide some banking functions. These include entities such as the
Non-Banking Finance Companies (NBFCs) and FinTech firms. All these interact with the
existing banking sector, but also extend the set of all entities that make up the banking
sector of the country. It is important to take into account the governance of these entities
as well, in order to understand the integrity of the entire banking sector, and how it can
be optimally contribute to economic growth and dynamism. We examine how this matters



within a setting of an often suggested banking sector reform in the following section.

In the past, debates on creating ownership neutral laws in India have primarily centered
around the question of bank privatisation. Key arguments made are that nationalised
banks have limitations of capacity when compared with private banks, and that the law
does not facilitate sufficient oversight over nationalised banks by regulators. Observations
and recommendations of the Group 1999 on Restructuring Weak Public Sector Banks
suggest the path of privatisation “as an acceptable course as this process alone can reduce
the government’s responsibility of capitalising banks further and, in the long run, enable
it to recoup, fully or partially, the investment made in their capital.”

A first requisite step to implement a policy recommendation is to analyse the cost and
benefits of the policy. The recommendation of privatising public sector banks poses multiple
challenges, all of which need to be first identified and listed. Once these are understood,
potential paths to the policy implementation can be established, along with the implications
of each path. With such an analysis in hand, the political decision of which path to adopt
for privatisation can be better supported.

With such an approach, while privatisation may be considered desirable from the benefits,
it is accompanied by the appreciation that the cost of restructuring can be prohibitively
high. Any effort towards privatisation will be gradual beginning with small entities and
then graduating to the larger ones. This is a complex path since it will involve dispersion
of shareholding which in turn will raise political economy concerns related to what such
dispersion will mean for policy objectives.

Steps towards privatisation will be affected by the legal foundations of nationalised banks.
For example, Review Governance of Boards of Banks in India 2014 identified the following
issues: (a) dual regulation by Ministry of Finance and RBI; (b) lack of independence in
Board appointments; (c) significant and widening gaps in compensation with private banks,
leading to erosion of specialist skills; (d) external vigilance enforcement through CVC and
CBI; and (e) applicability of the RTI Act (although limited).

This makes it apparent it identifying how to make amendments to the present laws that
shape PSU banks to enable the creation of an ownership-neutral legal framework is crit-
ical for banking sector reforms. A common legal framework for banks ought to treat all
participants in the sector with the same governance standards. It requires a regulatory
environment that licenses entities based on their ability to sustain and provide banking ser-
vices, that does not place an unfair advantage on one entity over the other. Amendments
to the current laws and regulation that enables such an equalisation would also facilitate
bank privatisation.



3 A diagnosis of the legal framework

The analysis aims to answer the following questions: How do the banking laws apply to
different categories of banking firms in India? Do the laws apply equally to private and
public sector banks? If the laws are differently applicable to different categories, what
are the implications of these differences for governance and functioning of these banks in
India? Further, what should be the prioritisation of amendments in the path towards
ownership-neutrality?

The analysis starts by first identifying and listing the set of different categories of banking
entities in India. The categories are selected based on differences in (i) organisation,
structure and ownership, as well as (ii) the target consumers. The categories of entities
selected for this study include: 1. Scheduled Commercial Banks (SCB), 2. Non-scheduled
Commercial Banks, 3. Regional Rural Banks (RRB), 4. Cooperative Banks (UCB, DSSB,
STCB), and 5. Nationalised banks.

Once these different banking firms are identified, the differences in banking laws applicable
to each selected category of banks are identified and examined in detail, for a subset of
these entities. We select the principal banking law that governs each category of banks
along with any applicable rules. We do not include an analysis of the Companies Act 2013
or the relevant Securities and Exchange Board of India (SEBI) regulations applicable to
listed banks. The laws analysed for the purpose of this paper are: Banking Regulation
Act (1949); State Bank of India Act (1955); Regional Rural Banks Act (1976); Banking
Companies (Acquisition and Transfer of Undertakings) Act (1980); Reserve Bank of India
Act (1934).

These laws are analysed from four functions. ‘Licensing and business operations’ include
provisions on licensing of banks and the daily business of banks. ‘Regulatory oversight’
include provisions on regulation making, oversight by RBI, reporting, applicability of the
law, overriding provisions, exemptions, mergers, winding up, directions, suspensions and
supersessions of the board. ‘Shareholding and voting” which include provisions on capital
requirements and increase, voting rights. And ‘Organisation management’ which include
provisions on employment and directors.

The findings are organised into a prioritisation matrix. Here, we apply subjective
analysis based on our experience in working with these laws, in order to determine the
different levels of significance of each of the differences across the categories of banks. In
order to do this, we apply a three-level colour matrix. The lightest colour representing the
lowest significance and the highest representing the most significance.

4 Findings

Regulation, supervision and the rules for operations and management vary for nationalised
banks, SBI, private sector banks and cooperative banks. The differences arise on account



of three reasons:

The RBI primarily derives power to regulate banks from the Reserve Bank of India Act,
1934 (RBI Act), the Banking Companies (Acquisition and Transfer of Undertakings) Acts,
1970 and 1980 (Nationalisation Acts) and the Banking Regulation Act, 1949 (BR Act).
Most provisions are applicable to “banking companies” - defined as a company registered
under the Companies Act 1956.2 Since most nationalised banks were created under separate
statutes, they are technically not “banking companies” and therefore are not covered by
these provisions in the BR Act.

Further, certain provisions under the BR Act are ownership-specific and specifically exclude
some banks from the applicability of the BR Act.® Similarly, the BR Act has specific
provisions and amendments to sections for cooperative banks.*

Lastly, the laws that establish some banks such as the SBI Act and the Nationalisation
Acts, have specifications different from those in the BR Act.

In the following subsections, we highlight some of the key differences in the laws arising
out of one of the three reasons stated above.

4.1 Licensing and business operations
Licensing and eligibility to incorporate a bank

RBI is required to issue licenses for private sector banks, cooperative banks, and RRBs but
not for nationalised banks and SBI.° Further, there are prescribed eligibility criteria for
incorporating private banks and RRBs but not specially for SBI and nationalised banks.®
RBI may cancel a license for all banks other than nationalised banks.”

The differences in licensing requirements have implications for competition in the sector as
it places different entry barriers for entities that are essentially providing the same service;
with the only difference being ownership.

Further, the prescribed licensing procedure under the Banking Regulation Act 1949, is
designed to ensure that applicants meet certain financial and governance standards. For
instance, before granting the license to private banks, RBI may inspect the company’s
books to measure financial soundness including the adequacy of its capital structure.® The
RBIl is also also evalute the general character and competence of the company’s mangement
to determine its suitability for holding a banking license.? The RBI may also issue a license

2Since most banks were incorporated before 2013 when the new Companies Act came into existence
3See, for instance: Section 51, The BR Act, 1949.

4Section 56

5Section 22; Section 51, Banking Regulation Act 1949

6Section 22 Banking Regulation Act 1949

"Section 22(4); Section 51, Banking Regulation Act 1949

8Section 22(2), 22(3) and 22(3A), Banking Regulation Act 1949

9Section 22(2), Banking Regulation Act 1949



and impose restrictions on how the license holder operates.*’
Shareholding, subsidiares and loan restrictions on non-nationalised banks

Subsidiaries: All banks other than nationalised banks require prior permission of the RBI to
set up subsidiaries.!! While this provision appears to be in continuation of the provisions
on bank licensing (RBI has power to grant licenses for banks other than public sector
banks), it is unclear why this exemption exists in the first place. It assumes that the Union
government, is in a better position than the banking regulator to determine whether some
banks, based on their ownership, deserve to open subsidiares while others do not. There is
a possibility that, driven by political economy reasons, public sector banks may be allowed
to set up subsidiaries or even branches regardless of their financial health.

Loans to directors: RBI may also impose restrictions on loans to directors of private banks
but not for nationalised banks, SBI and RRBs.!?

Private sector banks are explicitly prohibited from issuing loans to directors, firms where a
director holds an interest, companies or individuals connected to directors.!® This provision
has retrospective effect and therefore applies even if the loan or advance was granted before
the provision came into force. To remit loans to directors, or companies or individuals
connected to directors, prior RBI approval is required.

While the SBI Act has some restrictions on loans to employees, there is no complete ban on
granting loans to employees. For instance, The Central Board or the Executive Committee
as the case may be, at SBI may allow this.'* It is unclear why private banks are held to a
higher standard. Further, the approvals from the Central Board or Executive Committee
are not subject to RBI consultation, effectively creating a sphere of governance outside of
RBI’s oversight in the area of loans to bank employees. There are no such restrictions on
public sector banks that are governed by the bank nationalisation laws.

Debt of interested parties: The prior permission of the RBI is required before remitting
debt due by directors, companies/individuals in which directors are interested, partners or
guarantors for private banks but not for nationalised banks, SBI or RRBs.!® There are no
explicit provisions on operational procedures such as loan management or write-off policies
in the bank nationalisation laws. This is not ideal given that the restrictions on who the
bank can lend to (directors and so on) are not specifically restricted under the SBI Act
or the nationalisation laws. This could give rise to perverse incentives where the SBI or a
nationalised bank may lend to a director or other interested party and then remit the loan.
Given that public sector banks and SBI are major players in the banking sector including
as lenders to the state, operational relaxations such as these may affect the health of their

19Gection 23(2), Banking Regulation Act 1949

HSection 19(1), Section 51, Banking Regulation Act 1949
12Section 20(b)(ii), Section 51, Banking Regulation Act 1949
13Section 20, Banking Regulation Act 1949

1Sections 66 and 67, State Bank of India Act, 1955
15Section 20A, Banking Regulation Act 1949



books, if done frequently.
Restrictions on foreign ownership

Under the Bank Nationalisation Acts, no individual or company resident outside India or
incorporated under an Act not in force in India, or any branch of such company, can hold
more than 20% of the paid-up capital of a nationalised bank.!6 This is also the position
under the Consolidated FDI Policy in operation at present.!”

No such restriction under the BR Act, 1949 in respect of private sector banks. Under the
Consolidated FDI Policy 2020, the cap is 74% : automatic up to 49%, and government route
beyond 49% and up to 74%.'® Extending same treatment as under Banking Regulation
Act, 1949 and the Consolidated FDI Policy 2020 may be considered (in an incremental, if
necessary).

We categorise each of these differences into the priority matrix. The matrix is driven by
the implications of the provision on the licensing and operation of banks.

Table 2 Priority Matrix: Licensing and Business Operations

Item Low Medium High
1. Licensing and eligibility to incorporate a bank v’

2. Subsidiaries and loan restrictions on non- v~

nationalised banks

3. Restrictions on foreign ownership v’

4.2 Regulatory oversight
Suspension of the governing law

The Union Government may suspend the applicability of the governing law for private
and cooperative banks based on a representation from the RBI,'® but not for nationalised
banks, SBI or RRBs as they are not banking companies as defined under the BR Act
and there is no specific provision to this effect in their governing laws. Further, the BR
Act specifies that the RBI can exercise this power without a representation to the Union
Government in case of special emergencies.?

Suspension, mergers and amalgamations of banks

6First proviso to Section 3(2D), Bank Nationalisation Acts.

17Section 5.2.19 (Banking - Public Sector), Consolidated FDI Policy 2020. This limit is applicable in
respect of SBI as well.

18Section 5.2.18 (Banking - Private Sector), Consolidated FDI Policy 2020.

19Section 4(1), Section 4(1)r/w Section 56(a)(i); Section 3, Section 4(2), Section 4(2) r/w Section 56(a)(i);
Section 3, Banking Regulation Act, 1949

208ection 4(2), Banking Regulation Act, 1949

10



The RBI can trigger a suspension, merger or amalgamation for private banks and cooper-
ative banks but not for nationalised banks, the SBI or RRBs.?! The Union Government,
on the other hand can for do so for all categories of banks including private sector banks
on a report from the RBIL.?? Further, in case of RRBs the Union Government need not
specifically consult the RBI in this process,?® but must consult NABARD and the sponsor
bank.

The Union government may also acquire undertakings of banking companies on report of
the RBI that it is necessary but not for nationalised banks, SBI and RRBs.?* Further the
government may direct all banks to acquire another.?> The RBI cannot.

The power of suspension, merger or amalgamation of banks is an important power of the
banking regulator as it is core to the mandate of maintaining the health of banks. It is a
decision for a specialist regulator who understands the banking field and who does not have
a vested interest in any particular bank. This is a power that must therefore be exclusively
within the realm of the Reserve Bank of India, regardless of the ownership of the bank.

Removal of managerial personnel by the regulator

The RBI may remove managerial personnel from SBI, private banks and cooperative banks
but not for nationalised banks or RRBs.?% In case of RRBs the sponsor bank can remove
personnel and not the RBI. It is unclear which entity can do so for nationalised banks.

Winding up and liquidation of a banks

There is a bar on the applicability of winding up provisions in other laws for nationalised
banks?”; SBI,?® and Regional Rural Banks,?® There is no barring of provisions for private
banks (both scheduled and non-scheduled) or cooperative banks. While private banks are
governed by the provisions of the Companies Act in some cases, this is not the case for
PSBs, SBI, and RRBs. The implication of this is that while for private banks the procedure
to wind up is predictable and can be challenged for any deviation from the rule of law, in
PSBS, SBI and RRBs it will be more challenging to do so as the procedure may be different
in each case. In case of winding up of private banks, RBI will be the official liquidator
but not for nationalised banks, SBI and RRBs. Further, Companies Act provisions on
liquidators and winding up will not apply necessarily apply to nationalised banks, SBI and
RRBs.

21Gection 45; Section 4; Section 3, Section 45, Section 56, Banking Regulation Act, 1949

22Gection 36AE, Banking Regulation Act 1949

2Section 23A (1), Regional Rural Banks Act, 1976

24Section 36AE; Section 5(c),5(d), Section 51, Banking Regulation Act, 1949

25Gection 35(1), State Bank of India Act, 1955; Section 23A, Regional Rural Banks Act, 1976; Section
44A(7), Banking Regulation Act 1949

26Section 10B(6), 36AA, Banking Regulation Act 1949; Section 114, Regional Rural Banks Act, 1976

27Section 18, Banking Companies (Acquisition and Transfer of Undertakings) Act, 1980; Section 18
Banking Companies (Acquisition and Transfer of Undertakings) Act, 1970

28Section 45, State Bank of India Act, 1955

29Gection 26, Regional Rural Banks Act 1976
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Further, the Union Government can order liquidation and winding up of nationalised banks,
SBI and RRBs;* but not for private banks. The RBI on the other hand cannot trigger
liquidation or winding up of nationalised banks, SBI and RRBs but can for private sector
banks. However, the Union Government may grant RBI the power to issue directions to
initiate insolvency resolution in some cases.3! Given that these banks lend to the Union
government, it raises a conflict of interest issue wherein it creates an incentive to not declare
insolvency or winding up. There is also no specific authority for winding up of financial
firms in India. The jurisprudence on this is therefore not developed in India. Giving a
non-banking regulator this power in this environment, may lead to sub-optimal outcomes.

Similarly an RBI certificate is required for voluntary winding up of private banks.?> The
HC may issue suo motu orders for winding up for voluntary winding up of private banks
but not specifically for nationalised banks, SBI or RRBs as they are not banking companies
registered under the Companies Act.3

Further a HC may publicly examine directors or promoters of private banks during winding
up but not for nationalised banks, RRBs and SBI.3* Further, HC can order repayment
or restoration from delinquent directors, promoters or managers of private banks during
winding up but not for nationalised banks, RRBs and SBI.*> In case of winding up of
nationalised banks, SBI or RRBs, the HC does not have exclusive power to decide all
claims in case of winding up.

Supersession of the board of a bank

The boards of private banks and cooperative banks can be superseded by RBI after consul-
tation with the Union Government but not the boards of nationalised banks, regional rural
banks and SBI.3¢ Only the Union Government can supersede the boards of these banks
on the recommendation of the RBL.3" Even though the SBI Act and the nationalisation
require a recommendation from the RBI before the Union government issues an order for
supercession, given that the RBI is the banking sector regulator. However, it is unclear
why the RBI requires to consult the Union government before it issues an order for board
supersession of private and cooperative banks.

Power to issue directions to the banking sector

30Section 18, Banking Companies (Acquisition and Transfer of Undertakings) Act, 1980; Section 45,
State Bank of India Act, 1955; Section 23D, Regional Rural Banks Act, 1976

31Gection 35AA, Banking Regulation Act, 1949

32Gection 44(1), Banking Regulation Act 1949

33Section 44(3), Banking Regulation Act 1949

34Section 45L, Banking Regulation Act 1949

35Section 45H, Banking Regulation Act 1949

36Section 36 ACA, Banking Regulation Act, 1949; Section 36 AAA; Section 3, Section 56, Section 36 AAA
Banking Regulation Act, 1949

37Section 18A, Banking Companies (Acquisition and Transfer of Undertakings) Act, 1980; Section 24A,
State Bank of India Act 1955
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The RBI has the power to give directions to all banks.®® Further, the Union Government
also has the power to issue directions to nationalised banks, SBI and RRBs in consultation
with the RBI.3? While there is a provision for consultation with the RBI, this could raise
conflict of interest issues given that the Union government borrows heavily from SBI and
nationalised banks.

Power to make schemes for the banking sector

Only the Union Government may make schemes in respect of banks but not the RBI.%

These schemes may be made in consultation with the RBI. It is unclear why the Union
government has been given this power. This provision is not only discriminatory but also
raises serious conflict of interest issues given that the Union government borrows heavily
from SBI and nationalised banks.

Miscellaneous powers of the RBI] over banks

Transactions: RBI may prohibit a transaction or class of transactions in respect of private
banks and cooperative banks but not SBI, RRBs or nationalised banks.*!

Meetings: RBI also has the power to require meetings, depute officers to meetings, observe,
changes in management within the specified time in public interest for all banks other than
nationalised banks.*?

Penalties: RBI has the power to impose penalties for only private banks.*3
RBI approval for amendments and appointments

RBI approval is required for amendments related to the appointment of directors by an
agreement or MOA /AOA for private banks but not for nationalised banks, SBI and RRBs.*4
RBI approval is also required for appointment, reappointment, termination of chairman,
WD, MD, CEO of private banks but not for RRBs, SBI and nationalised banks.*

Overall, these provisions reduce oversight the RBI on some banks within the banking sector
and leave room to create an uneven regulatory playing field between entities within the
same sector, where the banking regulator has oversight over some banks and the Union
government has oversight over others. This dual oversight mechanism is not ideal because
the Union government does not necessarily have specialised knowledge to effectively govern

38Gection 35A; Section 51 Banking Regulation Act, 1949

39Gection 8, Banking Companies (Acquisition and Transfer of Undertakings) Act, 1980; Section 18, State
Bank of India Act, 1955; Section 24, Regional Rural Banks Act, 1976

40Section 36 AF, Banking Regulation Act 1949; Section 9, Banking Companies (Acquisition and Transfer
of Undertakings) Act, 1980

41Section 36(1)(a); Section 51, Banking Regulation Act 1949

42Section 51; Section 36(1)(d), Banking Regulation Act 1949

43Section 47A, Banking Regulation Act, 1949

44Gection 35B(1)(a); Section 51 Banking Regulation Act, 1949

45Section 51, Banking Regulation Act 1949; Section 36(1)(d), Banking Regulation Act 1949

13



the sector. It is also problematic given that the Union government borrows from the banks
it have regulatory oversight over.

We categorise each of these differences into the priority matrix. The matrix is driven by
the implications of the provisions on the supervision of banks.

Table 3 Priority Matrix: Regulatory Oversight

Item Low Medium High

Suspension of governing law v’
Regulation-making power to boards v’
Suspension, mergers, acquisitions v’
Removal of managerial personnel by RBI

Winding up and liquidation

Supersession of the board

Power to issue directions

Miscellaneous powers of the RBI over banks

RBI approval for amendments and appointments

© 00N oA WD =

COCCCK

4.3 Shares and voting
Shareholding

RBI may impose restrictions on shareholding by private banks but not for nationalised
banks, SBI and RRBs.*

Shareholding restrictions have the following implications: using these powers RBI could
prevent certain entities or individuals from gaining control over private banks; it promotes
diversified shareholding rather than concentrating ownership in single hands. There is no
ostensible logic on why similar restrictions do not exist for public sector banks. The only
justification would be if the bank nationalisation laws or the State Bank of India law, have
restrictions of their own that they impose on these banks. A review of the provisions of
these laws, does not reveal that this is the case.

The SBI Act imposes some restrictions on the shareholding requirements for shareholders
other than the Union government. For instance, no shareholder, other than the Union
government can exercise voting rights in excess of ten per cent of the issued capital.*” The
Union government has also been given the power to exempt some shareholders from this
condition.*® This is in addition to the power of control the Union government has as a
majority shareholder in the State Bank of India.?® This is particularly problematic given

46Section 12B(4), Banking Regulation Act 1949
47Section 11, State Bank of India Act, 1955

48Proviso to Section 11, State Bank of India Act, 1955
49Proviso 3 to Section 5(2) State Bank of India Act, 1955
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that public sector banks, including SBI have significant exposure on account of lending
to the Indian state.®® This also creates a conflict of interest, where a borrower is also
a majority shareholder in the lending bank. This not only creates grounds for perverse
incentives, it is antithetical to corporate governance standards and regulations for financial
stability. In fact, given the vast exposure of these banks, even as lenders to the Indian
state, there should be similar restrictions, if not more, on public sector banks.

In the same vein, preferential shareholders, other than the Union government, can vote
only on resolutions that directly impact their rights as preference shareholders.®® The
principle behind this is not granting preferential shareholders control in bank decisions.
These provisions are not only discriminatory based on ownership but they also derogate
from the RBI’s mandate to ensure financial stability in banks and direct how banks are to
be regulated to this end.

Restrictions on voting rights within the board

In nationalised banks and SBI, only the Union Government is entitled to exercise voting
rights in respect of any shares held in excess of ten per cent of the total voting rights of all
the shareholders.?? There are no such restrictions prescribed for RRBs and private banks.

In respect of preference shareholders, additional restriction: they are entitled to vote only
on resolutions which directly affect the rights attached to the preference shares.®® This is
also capped at 10%.%4

Under Companies Act, 2013, preference shareholders are only allowed to vote on:%

1. Resolutions placed before the company which directly affect the rights attached to
the preference shares;

2. Any resolution for the winding up of the company;
3. Repayment or reduction of its equity or preference capital.

The BR Act, 1949 does not restrict exercise of voting rights in respect of all 3 matters
above, but states that no shareholder can exercise voting rights a on poll in excess of 10%
of the total voting rights of all shareholders of the banking company.’® However, the RBI
may increase this cap to 26% in a phased manner.’” The current level of ceiling is at 15.%%

50Gee: chitgupiEtA12024

51Proviso to Section 11, State Bank of India Act, 1955

52Gection 3(2E), Banking Companies (Acquisition and Transfer of Undertakings) Act, 1980; Section 11,
State Bank of India Act 1955

53First proviso to Section 3(2E), Bank Nationalisation Acts.

54Second proviso to Section 3(2E), Bank Nationalisation Acts.

55Section 47 (Voting Rights), Companies Act, 2013.

56Section 12(2), BR Act, 1949.

5TFirst proviso to Section 12(2), BR Act, 1949.

58Para 7, RBI 2016
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The BR Act, 1949 however, restricts a right available to preference shareholders under the
Companies Act. When dividend in respect of a class of preference shares has not been
paid for 2 years or more, preference shareholders have the right to vote on all resolutions
placed before the company.®® This is unavailable to preference shareholders of banking
companies.®

Extending same treatment as under Banking Regulation Act, 1949 and Companies Act
may be considered to ensure neutrality.

Restrictions on holding shares of other banks

The law has restrictions on private banks, SBI and RRBs holding shares in other banks
without exception.®® In the case of nationalised banks, there is no express restriction in
the law.

Authorised capital

There are different specifications for prescribed authorised capital requirements, even across
nationalised banks and SBI. For nationalised banks this amount is three thousand crores
of rupees divided into three hundred crores of fully paid-up shares of ten rupees each.5?
For SBI it is five thousand crores of rupees divided into five hundred crores of fully paid-up
shares of ten rupees each.% For RRBs it is Five cores of rupees divided into five lakh of
fully paid up shares of one hundred rupees each.®* For private banks there is no amount
specified. However, the aggregate value of its paid-up capital and reserves shall not be less
than fifteen lakhs of rupees and if it has a place or places of business in the city of Bombay
or Calcutta or both, twenty lakhs of rupees.%

Further, the Union Government may increase reduce the authorised capital of nationalised
banks, RRBs and SBI.% In case of SBI, the government can do so in consultation with the
RBI.%7 This cannot be done for private sector banks.

Issued capital by banks

Banks may increase their issued capital, however, depending on the type of bank, different
permissions may be required. For nationalised banks, they may increase issued capital with
the prior approval of the government in consultation with the RBL.% In case of SBI the

5 Second proviso to Section 47(2), Companies Act, 2013.

60Second proviso to Section 12(1)(ii), BR Act, 1949.

61Section 19(2), Section 51, Banking Regulation Act, 1949

62Gection 3(2A), Banking Companies (Acquisition and Transfer of Undertakings) Act, 1980

63Section 4, State Bank of India Act, 1955

64Section 5, Regional Rural Bank Act, 1976

65Section 11 (2) of the Banking Regulation Act, 1949

66Proviso 2 to Section (2A), 3(2BB) Banking Companies (Acquisition and Transfer of Undertakings)
Act, 1980; Section 6(3), Regional Rural Bank Act, 1976

67Proviso 2 section 4, State Bank of India Act, 1955

68Section 3(2B)(c), Banking Companies (Acquisition and Transfer of Undertakings) Act, 1980
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prior approval of both RBI and the Union Government are required.® RRBs may do so
after consultation with the state government and sponsor bank with the prior permission
of the union government but not RBI.” There is no specification for private banks in the
law.

There are two ways in which the Board of a PSB may increase capital.”r The Board can
transfer amounts from the reserve fund established by the bank to its paid-up capital. The
Board can raise funds by issuing equity shares or preference shares through public issue,
rights issue, issue of bonus shares, preferential allotment, or private placement.

However, prior conditions apply. The Board can only raise capital through either channel
after consultation with the RBI; and previous sanction of the Union government. The
government is required to hold, at all times, not less than 51% of the paid-up capital
of equity shares of each nationalised bank.™

There are restrictions in the case of private banks under the Banking Regulation Act,
1949 too, but these are less onerous. Subscribed capital should not be less than half the
authorised capital; paid-up capital should not be less than half the subscribed capital.™
The capital of banking companies can consist only of equity shares; or equity shares and
preference shares.”™ No person can hold shares or voting rights of a bank company that ag-
gregates 5% or more of the paid-up share capital of the banking company without previous
approval of the RBI.™

Prior to approval, the RBI will consider whether it is satisfied that such acquisition is™

in public interest; in the interest of banking policy; to prevent the affairs of any banking
company being conducted in a manner detrimental or prejudicial to its interests; in view of
emerging trends in banking and international best practices; in the interest of the banking
and financial system in India, the applicant is a fit and proper person.

The RBI has also brought out ‘Master Directions’ that sets out the procedure for applica-
tion for acquisition of shares or voting rights in private sector banks,”” and on ownership in
private sector banks.” When an applicant has received approval for 5%, no need for fur-
ther approvals from the RBI until 10% threshold (although NOC necessary from concerned
bank).™

Extending same treatment as under Banking Regulation Act, 1949 and Companies Act

89Proviso 2 section 5(2); section 3 State Bank of India Act 1955
"0Section 6(3), Regional Rural Bank Act, 1976

"Section 3(2B)(a),(c), Bank Nationalisation Acts.

"Section 3(2B)(c), Bank Nationalisation Acts.

"Section 12(1)(i), BR Act, 1949.

TSection 12(1)(ii), BR Act, 1949.

"5Section 12B(1), BR Act, 1949.

"6Section 12B(2), BR Act, 1949.

""RBI 2015

"8Master Direction-Ownership in Private Sector Banks

"™First proviso to Para 6.2, Master Directions on Prior Approval for Acquisition, 2015.
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may be considered to ensure neutrality.

Table 4 Priority Matrix: Shares and Voting

Item Low Medium High

Shareholding v’
Restrictions on voting rights

Restrictions on holding shares of other banks v’
Authorised capital

Issued capital

U W

AN

4.4 Organisation management
Control over directorship of a bank

The Bank Nationalisation Acts set out the composition of the Boards, as well as the process
to be followed for their appointment®® not more than 5 whole-time directors appointed by
the government after consultation with the RBI; one director who is a union government
official to be nominated by the government; one director, possessing expertise and experi-
ence in matters relating to regulation or supervision of commercial banks, nominated by
government on the recommendation of the RBI; two directors representing the employees,
nominated by the government (1 appointment to be made after consultation with RBI);
one director who is a CA with not less than 15 years experience, nominated by government
after consultation with RBI; up to three directors to be elected by shareholders other than
the government depending on capital raised.

Both the Bank Nationalisation Acts as well as the BR Act give powers to the RBI to
appoint additional directors under certain circumstances.8! Extending the same treatment
as under Banking Regulation Act, 1949 may be considered. The union government may
appoint directors in SBI and RRBs without consultation with the RBI.

Removal of board members from a bank

Prior permission of the RBI is required to remove board members in private banks but
not in nationalised banks, SBI or RRBs.®? For RRBs, board members maybe removed in
consultation with National Bank where the member belongs to the sponsor bank.%?

Remuneration to directors of the board

The RBI may specify remuneration to directors in some cases but not for nationalised
banks, RRBs or SBI; while the Union government can for nationalised banks (in case of

80Section 9(3), Bank Nationalisation Acts.

81Gection 9A of the Bank Nationalisation Acts; Section 36AB, BR Act, 1949.

82Section 35B(1)(b), Banking Regulation Act, 1949; Section 24(1), State Bank of India Act 1955
83Proviso 11(1A), 11(4) Regional Rural Bank Act, 1976
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supersession of the board), RRBs and SBI.%* The idea that a borrower (Union government)
has control over the board of its own lender is perverse. The Union government should not
have control over the boards of any banks in India.

Table 5 Priority Matrix: Organisation Management

Item Low Medium High
1. Control over directorship v’
2. Removal of board members v’
3. Remuneration to directors v’

4.5 Limited scope of the Banking Regulation Act
Statutes that license banking entities other than the Banking Regulation Act include:

1. State Bank of India: Constituted under, and governed by, the State Bank of India Act,
1955.

2. Nationalised Banks: Established under the Banking Companies (Acquisition and Transfer
of Undertakings) Act, 1970 and 1980.

3. Regional Rural Banks, NABARD, SIDBI etc. are all established under different Acts.

Section 51 of the Banking Regulation Act applies to these special licensed banking entities —
of which there are presently 12 scheduled PSBs in India.*® The 1970 Bank Nationalisation
Act applies to 10 out of the 12. The 1980 Bank Nationalisation Act applied to 6 banks at
the time of its enactment - it now applies only to Punjab and Sind Bank, as the others
have been merged. These entities remain distinct in governance and operations from other
categories of banks.

Nationalised banks are licensed and governed primarily under the Nationalisation Acts.
Private sector banks and some cooperative banks are governed under the Banking Regu-
lation Act. The definition of a banking company under each of these acts is different. For
instance, the Nationalisation Acts define a banking company as one that “does not include
a foreign company” within the meaning of Companies Act. The Banking Regulation Act
defines a banking company as “any company which transacts the business of banking in
India”

84Section 10BB(3), Banking Regulation Act, 1949; Section 18A(7), Banking Companies (Acquisition
and Transfer of Undertakings) Act, 1980; Section 9(2), Regional Rural Bank Act, 1976; Section 15(1),
Regional Rural Bank Act, 1976

85See: List of Scheduled Banks at https://rbidocs.rbi.org.in/rdocs/Content/PDFs/
LSCBSC925ABF8ATE04824BA04596DF5C44006 . PDF
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As PSBs are not set up as companies under the Companies Act, 2013, as private banks
are, the provisions under the Companies Act, 2013 do not apply. In addition, the way that
private banks operate (as per a Memorandum of Association and Articles of Association
that inter alia set out the manner in which Board meetings will be conducted or how
shareholders will exercise their rights etc.) is different from the way that PSBs operate
because they are primarily guided by schemes drafted by the Central Government.

5 Discussion

To achieve an ownership-neutral framework, incorporating all public sector banks under
the Companies Act 2013, remain the ideal long-term solution. However recognising the
inherent political economy challenges, a pragmatic approach involves progressively aligning
the regulatory and governance structures of PSBs with those applicable to private sector
banks. This can be achieved through the following:

First, expanding the applicability of the Banking Regulation Act, to nationalised banks is
crucial. This can be done incrementally by extending the provisions currently listed under
Section 51 to these banks while simultaneously repealing analogous provisions within the
Bank Nationalisation Acts. A prioritised approach could focus initially on sections related
to regulatory oversight and RBI’s powers of intervention as highlighted in Table 3. This
would ensure a more uniform regulatory framework across the banking sector.

Second, harmonising governance norms by incorporating relevant provisions of the Compa-
nies Act, 2013, into the legal framework governing PSBs in essential. This can be achieved
by either amending the Bank Nationalisation Acts to mirror the Companies Act provi-
sions (where parallels exist) or by explicitly incorporating Companies Act provisions by
reference. To ensure clarity and precedence, an overarching provision should be added to
the Bank Nationalisation Acts stating that in case of inconsistency, the Companies Act
provision will prevail. This will address the current disparity in areas like boar conduct,
shareholder rights and audit committee functions.

Third, promoting internal governance and autonomy requires repealing the government-
framed schemes that currently guide the internal operations of PSBs. These should be
replaced by constitutional documents akin to the Memorandum of Association (MOA) and
Articles of Association (AOA) used by companies. Critically, the right of the board and
shareholders (excluding the government in its capacity as majority shareholder) to amend
these constitutional documents without requiring government or RBI approval needs to be
established within the Bank Nationalisation Acts.

Fourth, reducing the scope for direct government intervention in the day-to-day operations
of PSBs is vital to minimise conflicts of interest. Section 8 of the Bank Nationalisation
Acts, which allows the government to issue policy directions, should be carefully reviewed
and its scope limited to exceptional circumstances with strong justification and transparent
processes. Similarly, the government’s power to unilaterally frame schemes under Section 9
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should be repealed, with the power to frame such fundamental structural changes residing
with the bank’s board and subject to regulatory approval by the RBI. This directly ad-
dresses the conflict arising from the government being a major borrower from these banks.
Finally, strengthening the RBI’s requlatory and supervisory powers over PSBs to be on par
with those over private sector banks is paramount. This involves removing the exemp-
tions granted to PSBs under various sections of the Banking Regulation Act and explicitly
granting the RBI powers related to licensing, mergers, amalgamations, removal of manage-
rial personnel, winding up, and imposing penalties, without requiring prior consultation or
approval from the government.

Implementing these changes will require legislative amendments to the Bank Nationalisa-
tion Acts and potentially the Banking Regulation Act. Navigating the political landscape
will necessitate building consensus among stakeholders and clearly articulating the long-
term benefits of an ownership-neutral and robust banking sector for the Indian economy.
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