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Beyond RRB amalgamation myths

The logic of the amalgamation of regional rural banks is based on a series of myths. It would be far more effective to
deregulate interest rates on small-value loans and privatise the RRBs, argues Sanjay Sinha.

ITH some 14,500 branches

in rural areas and market

towns, it is apparent that

well-functioning regional
rural banks (RRBs) are one of the keys to
providing low-income and remotely lo-
cated families with the finandal services
required to enable their inclusion in the
economic growth process. Given that the
finandial reform and economic inclusion
agenda of the government is at an ad-
vanced stage, it is not surprising that RRBs
have moved up the priority scales for the
finance ministry and the RBI.

Thus, over the past couple of years, this
once poorly performing segment of the fi-
nandal landscape has been receiving con-
siderable attention incorporating, in recent
weeks, consultations of RRB chairmen di-
rectly with the finance minister. More re-
cently, an RBI deputy governor has ad-
vised the commercial banks to tap the de-
posit-rich RRBs if they were short of funds,
This, to accompany the process of state-
wideamalgamation of RRBs in many areas
that has reduced theirnumber from 196 to
just 102 by end-October 2006. The logic of
this latter process is to enable the RRBs to
function in a competitive environment by
takingadvantage of economies of scale and
reducing transaction costs.

Unfortunately, this strategy is based on
a series of myths. First, there is the myth
that RRBs operate ih a competitive envi-
ronment. RRBs were created for the pur-
pose of promoting economic develop-
ment amongst small/marginal farmers,
agricultural labour and other “weaker
sections,” otherwise excluded by the ex-
tensive branch network of the banking
system. By definition, they were created
to fill a market segment that was largely
unserved since the commerdal banks
found it unremunerative and the cooper-
ative system was constrained by the usual
exclusionary tactics of the rural elites that
dominate it. Not much has changed in
this situation over the past three decades
and we are still discussing the issue of in-
clusion. Apart from the limited operations
of microfinance institutions and lending
by banks to self help groups — covering

no more than 10% of the low income
population excluded by the banking sys-
tem— thereislittle competition for RRBs
in their designated market segment.

The second myth is that there are sign-
ificant economies of scale waiting to be ac-
hieved. Perhaps there are some econo-
mies of scale in integrated systems such as
MIS and finandal controls. But the real
advantage of large banks is the ability to
serve large customers, a situation that im-
mediately lowers the average cost of oper-
ations and boosts margins. So, which
large customers do we believe large rural
banks will suddenly be able to attract?
And why would any large customer ap-
proach the rural banks for loans when
they are accustomed to dealing with in-
creasingly efficient scheduled banks?

Third, in their present avatar as gov-
emment-owned institutions, RRBs can-
not achieve substantial reductions in
transaction costs. For that, they would
need drastically to alter their public sector
ethos and heavy political interference in
their operations. Perhaps the government
feels larger institutions would be more
difficult to interfere with but the experi-
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ence is that state-level institutions only
invite interference of larger proportions
and the potential for disruptive action
from larger labour forces would actually
increase rather than reduce.

FINA_LLY, the effect of amalgamations:
even if significantly greater efficiency
was to be achieved, the RRB objective of
financialinclusion would not be. It is well
established that making small loans is wi-
ldly uneconomical in the present restrict-
ed interest rate regime and at the PLRs
prevailingin the commerdal banking sec-
tor. So the more efficient and competitive
amalgamated RRBs would chase the
same customer profile as the commercial
banks and the financially excluded “wea-
ker sections” would continue to weaken.

In fact, inclusion requires us to get be-
yond these myths. Far from being amal-
gamated in order to make them efficient,
RRBs need action to make them functio-
nal in relation to their original objectives.
This needs two simple but drastic measu-
res, First, decontrol of interest rates on
small value loans so that banks, rural or
commercial, can lend to weaker sections

at rates that cover their costs. Since com-
mercial banks would be unable to compe-
te with the lower salaries and local know-
ledge of rural bank staff this would prov-
ide the latter with a substantial advantage
in this, their natural market segment.
Second, and equally important, the
message for the weaker sections, of the
loan mela culture of the 1980s was that an
RRB loan was sarkari paisa (government
money) and, therelore, not necessarily
returnable. Times have changed but an
equivocal approach to soft loans remains,
The way 1o change this, and to improve
RRB efficiency at the same time, is to ren-
der the,image palpably untrue: privatise
the RRBs and no one will be able to char-
acterise RRB money as non-returnable,
Let’s be clear about what is being pro-
posed. India s practically the only country
in Asia with a virtual vacuum in its finan-
cial system after the large commercial
banks. Below this level, there are non-
banking finance companies but these are
largely urban consumer finance, leasing
companies or else large savings deposito-
ries. Since RRBs became unviable very
limited banking services are available to
anyone outside the radar of the commer-
cial banks. In order to get an efficient, el-
fective banking operation at alowerlevel,
what is required are smaller banks with
permission to operate in five, 10, perhaps
20 districts at a time with appropriate
minimum capital requirements. This can
be done simply by selling the better per-
forming RRBs to commerdal investors,
Perhaps, where practical, those RRBs
with worse performance could be bun-
dled with those that are more attractive to
buyers. Thus, a large proportion of RRBs
would cease to be a headache for {he fi-
nance ministry and would no longer need
to be treated as mere cash cows for the
commercial banking system. Best of all,
accompanied by full interest rate decon-
trol, RRBs would become the direct
means of finandial inclusion they were
meant to be. That is an objective the gov-
ernment desperately seeks to achieve,
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