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THE INDIAN BANKING SYSTEM_AN OVERVIEW
Though the capital market size has expanded substantially since financial liberalization, the Indian financial
system is dominated by financial intermediaries.lT The commercial banking sector holds the major share (about

60 per cent) of the total assets of the financial intermediaries, which comprise of commercial banks, urban
co-operative banks, rural financial institutions, non-banking finance companies, housing finance companies,
development financial institutions, mutual funds and the insurance sectors.

The Bonk Morkel Slruclure in lndio
The bank market structure in lndia can be broadly classified inio: (a) commercial banks; (b) financial institutions;
(c) non-banking finance companies; and (d) co-operative credit institutions. (See Figures l.5Ato l.5G).

FIGURE I.5 THE BANK MARKET STRUCTURE IN INDIA

FIOURE I.5A THE COMMERCIAL BANKING SYSTEM

/Vore. FiSures io brackets signiry the nmber ofbanks under each category All daa penain to March, 2013.

.Sozrc€r RBI database.
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Who Owns fhe Commerciol Bonks lndio?

Public Seclor Eonks At the end of March 201 3, there were 26 public sector banks in India, comprising of State

Bank oflndia and its associate banks (6), and 20 nationalized banks (including IDBI Bank Ltd).
The public sector banks in India are regulated by statutes of the Parliament and some important provisrons

under section 5l ofthe Banking Regulation Act, 1949.

Specifically, the regulations are as follows:

r State Bank of India regulated by the State Bank of India Act, 1955.

r Subsidiary banks ofState Bank of India regulated by State Bank oftndia (Subsidiary Banks) Act, 1959.

r Nationalized banks regulated by Banking companies (Acquisition and Transfer of Undertakings) Act, 1970 and

1980.

The statutes also stipulate that the central govemment is mandated to hold a minimum shareholding of5l per ccnt
in nationalized banks and 55 per cent in State Bank of India (SBI). In tum, SBI will have to hold a minimum
5 | per cent of the shareholding in its subsidiaries. Another stipulation is that foreign investment in any form
cannot exceed 20 per cent ofthe total paid up capital ofthe public sector banks.

From 198,t-1985, there have been three distinct 'phases'ofequity infusion by the govemment into public
sector banks. In the period up to 1992-1993, all nationalized banks were capitalized v,,ithout any predetermined

norm. Over the next couple ofyears, (up to 1993 1995), when the first phase offinancial reforms were under
way, some 'weak' nationalized banks were put on a recovery path and in the following years, the govemment, as

owner, had to improve banks'capital position to levels stipulated by the Basel Accords. In 2006-2007, banks were
allowed to raise capital iiom the public through equity issues. The relevant Acts were amended to permit banks
raise capital to a level not exceeding 49 per cent oftheir equity base.

The Board of public sector banks comprises of whole time directors----chairman, managing director(s),
executive directors, govemment nominee directors, RBI's nominee directors, workmen and non workmen direc-
tors and other elected directors.

PflVote Sector Eonks Attheendof March 20l3,therewere 20 private sector banks in India, ofwhich l3are
classified as 'old'and the remaining 7 as are classified as 'new'private sector banks.

The broad underlying principle in permitting the private sector to own and operate banks is to ensure that
ownership and control is well-diversified and sound corporate govemance principles are observed. New private
sector banks can initially enter the market with a capital of<200 crores, which should be increased to {300 crores
over the following three years. No single entity or group can have shareholding or control (direct or indirect) more
than l0 per cent of paid-up equity capital of the bank. The aggregate foreign investmentrx in an Indian private
sector bank cannot exceed 74 per cent and at least 26 per cent of the paid-up capital should be held by resident
Indians at all times.

There are two distinctly observable categories among the p vate sector banks-the new banks-aggressive,
professionalized and the fastest growing, and the old private sector banks-typically smaller, with a specific re-
gional bias and less than satisfactory performance.

Foreign Eonks Foreign banks are required to invest an assigned capital of USD 25 million upfront at the time
of opening their first branch in India. They can operate in India in one of the following three ways: (l) through
branches, (2) through wholly-owned subsidiaries, and (3) through subsidiaries with maximum aggregate foreign
investment of74 per cent in a private sector bank. Hence, foreign banks can have an asset share, equity stake and
FII investment in the Indian banking system. In a move to foster globalization, the RBI announced a two-phase
road map for the presence offoreign banks in 2005. In the first phase, 2005-2009, foreign banks were allowed to
establish wholly-owned subsidiaries in India (minimum capital requirement of1300 crores and maintain capital
adequacy of l0 per cent), or spin offexisting operations into a subsidiary The second phase, due to commence
in April 2009, was intended to consider extension of national beatment to wholly-owned subsidiaries, dilution
ofstake and permifting mergers and acquisitions with p vate sector banks in India. These measures would also
entail amendments to the Banking Regulation Act, 1949.

Regionol Rurol Bonks (RRBs) The RRBs were created for rural credit delivery and to ensure financial inclu-
sion. Their capital base is held by the central govemment, relevant state government and the commercial bank
that 'sponsors'them, in the ratio of50:15:35, respectively. Recent policy initiatives include recapitalization and
amalgamation of RRBs with their sponsor banks. So far, there have been two broad phases in the amalgamation

L.
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ofRRBs. In the first phase (September 2005-March 2010), RRBs ofthe same sponsor banks within a state w€re

amalgamated bringing down their number to 82 from 196. In the second and ongoing phase, starting from October

2012, geographrcally contiguous RRBs within a state under different sponsor banks would be amalgamated to

havejust one RRB in medium-sized states and two/three RRBS in large states. In the current phase, 31 RRBs have

been amalgamated into 13 new RRBs within 9 states to bring down th€ir effective number to 64.

However, an issue that is considered to hamper performance efficiency of RRBs is the multiplicity of
control-RBl is the banking regulator, while NABARD3'q is the supervisor with limited supervisory powers.

FIGURE I.5B NON-BANKING FINANCIAL IN

Non-banking Financiat lnstitr.rtions (NBFIS) are a heterogeneous group ofinstitutions that cater to a wide range of
financial requirements. They can broadly be grouped as financial institutions (Fls), non-banking financial companies

(NBFCs) and primary deale$ (PDs). The structure ofthese components is described in the following paragraphs-

FIOUNE I.5C FINANCIALINSTITUTIONS'SIRUCTURE

The 'financial instinrtions' (Fls) fall under the category of'Non-banking Financial Institutions (NBFIr that

complernant banks in providing a wide range of financial services to a variety of customers and stakeholders.

While banks primarily proyide payment and other liquidity related services, the NBFIs offer equity and risk-based

products. However, this distinction is blurring now, as some financial institutions convert themselves into banks

and 'financial integration' proceeds at a rapid pace.ar

Based on thek major line of activity, the four all-lndia finarcial institutions are classified into: (l) term-

lending institutions (EXIM Bank), which invests in projects directly through investments and loans; and (2)

refinancing institutions (NABARD, SIDBI and NHB). The refinancing institutions extend refinance to both

banks as well as other NBFIS. Specifically, however, NABARD extends refinance and other facilities for
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agriculture and allied activities, SIDBI for the micro, small and medium enterprises (MSME) sector and NHB for

the housing sector. Table 1.3 provides the ownership ofthese financial institutions

TABIE I.3 ALL INDIA FINANCIAL INSTITUTIONS _ OWNERSHIP

lnstitution Ownership

(As rt End of Mrrch 2013)

Per Cent

(l)

EXIM Bank

NABARD

NHB

SIDBI*

(2)

Covemment of India

Govemm€nt oflndia
Resrve Bank of lndia

Resrve Bank oflndia

Public Scetor Banks
lnsurance Companies
Financial [nstitutions
Others

(3)

100

99.1
0.1

100

62.5
21.9

).J
10.3

lltiijitratii$ttiiiili!:i' i l!*ir:riri{1i-::i !:' i

*Three major sharcholders ofSIDBI are: IDBI Bank Lrd. (19.2%), State Bank oflndia (15.5%), and Life Insurance

Corporalion oflndia ( 14.4ol").

Investment institutions, such as LIC and GIC deploy their resources for long-term investment. After the

Insurance Regulatory and Development Authority came into being in 1999, the sector-both life and non-life-
have been thrown open for private and foreign participation.

State/regional level financial institutions comprise ofState financial corporations (SFCs) and State lndustrial

and development corporations (SIDCs).

Some institutions, including a few from those listed above, have been notified as'public financial institu-

tions' by the Covemment of lndia under the Companies Act, 1956. Ofthese, a few have ceased operations (such

as the Industrial Investment Bank of India), while some others have been converted into NBFCs (see the dis-

cussion on NBFCs, below). Examples of FIs converted into NBFC-ND-SI (see definition, below) are Industrial

Finance Corporation of lndia (IFCI) and Tourism Finance Corporation of India (TFCI).
The RBt Act 1934 was amended in January 1997 to bring in a comprehensive legislative framework for

regulating NBFCs. The amendment called for compulsory registration and maintenance of minimum 'net owned

funds' (NoFa'!-the concept of'capital' for NBFCs), for all NBFCs and conferred powers on RBI to determine

policies and issue directions to NBFCs.
The two major categories of NBFCs in India are the deposit taking (NBFC-D) (from the public) and non-

deposit taking (NBFC-ND) NBFCs. Housing Finance Companies (HFC) are considered a special type ofNBFC.
The residuary non-banking finance companies-RNBC, also accepts deposits from the public. Earlier, RNBCs

held almost 90 per cent of all NBFC deposits, but their business model was found unviable. Hence, RNBCs

were required to migrate to other business models. The two existing RNBCs would be exiting the present busi-

ness model by repaying their liabilities by 2015. Non-deposit taking NBFCs have been further bifurcated into

NBFC-ND and NBFC-ND-SI, as shown in Figure 1.5D. 'SI'stands for 'systemically important'. Understandably,

NBFCs with asset size ofover {100 crores are classified in this category
While deJ.osit taking NBFCs (NBFC-D) were subject to some prudential regulation since 1963, the

non-deposit taking institutions (NBFC-ND) were almost unregulated. As 'systemic risk'became frequently used

term and began threatening the stability of financial systems, RBI designated those NBFCs with asset size ofover
(100 crores as 'systemically importanf (NBFC-ND-SI), due to their linkages with money markets, equity markets,

banks and financial institutions and brought them under a specific regulatory framework (capital adequacy and expo-

sure normsar) from April I , 2007. NBFC-ND-SI is the fastest growing segment of NBFCs, growing at a compound

rate of28 per cent between 2006 and 2008. They raise resourcesa primarily from issue of debentues, bonowings

from banks and other financial institutions and issue ofcommercial paper (a money market instnunent, discussed in

a later chapter). This category ofNFBCs is closely monitored by RBI due to their systemic importance.

Figure l.5E also shows another classification of NBFCs according to their asset profile. Across NBFC cat-

egories, asset finance companies (AFC) hold the largest share in total assets/liabilities (above 70 per cent). They

are followed by loan companies (LC) with about 30 per cent.

ll
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FIOURE I.5D NBFC STRUCTURE BASED ON LIABIIITIES

rvate: Figues in brackets indicate the lurnber of iBtitutioDs st lhe end ofMrrch 2013. Note that NBFC-ND-SI consritut s only .bout 2.9 pcr
cent ofNBFC-ND by number, but account for rbout 95 per cent ofbusiness.

SorE4 RBI database (figuEs as of March, 2013).

FIOURE I.5E NBFC STRUCTURE BASED ON ACTIVITY

It can be gauged from the above discussion that NBFCS, especially NBFC-NDs, do not have access to low-
cost sources of funds like the banks do.as Therefore, to compensate for high cost of funds, a significant segment
of NBFC-ND companies have adopted a capital market based business model, such as providing loans against
shares or financing public issues. While this is a model where high yields are possible, the risks are also higher.

Housing finance companies (HFC) are special types ofNBFCs. When the National Housing Bank (NHB), one
of the all India financial institutions (desmibed earlier) was set up in 1988, there were about 400 housing finance
companies regulated by the RBI that financed only 20 per cent of the population's home financing needs. The
remaining 80 per cent was being financed through informal sources. Housing Development Finance Corporation
(HDFC) was the largest housing finance company. The housing fnance market has grown stup€ndously since then,
with many banks and other institutions entering the sector. The NHB is the regulator and supervisor ofHFCs.

There are further regulatory challenges in this fast gro$'ing segment.
For eiample, RBI's Panel for financial regulation and supervision classifies NBFCs into a third set ofbroad

categories6:

l. Stand-alone NBFCS.

2. NBFCs that are subsidiaries/associatevjoint ventures of banking companies.
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3. NBFCs and banks under the same parent company, ie., 'sister companies'

4. NBFCs that are subsidiaries/associates of non-financial companies.

FIOURE I.5F PRIMARY DEALERS {PDT' OPEMTING IN FINANCIAL MARKETS

rThe t stand.lone PDs ar€ STCI Primary Dealer Ltd., SBI DFHI Ltd., ICICI Securities Primary Dealer Ltd., PNB Gilts Ltd., Morgan Sanley India

Prinury Deder Pvl. Ltd., Nomum Fixed Income Securities P\4. Lld.. Deutsche Securities India l\4. Lld., and Coldrnan Sschs.

Not"r Figu€s in brackels indicate the number at the end of March 20 | 3. Bank PDs are run by banks. Slandalone PDs are also called non-bank

PDs and are rcgistered as NBFCS under Seclion 45 | A of$e RBI Act. | 934.

Sor.rrce: RBI database.

FrourE r.5G SBUCIUSE Qf InE CO-OPEMTTVE BANKTNG SECTOR (AS AT ENp-MARCH,20l3)

SrCBs: State Co-operative Banks; DCCBS: District Cenu-al Co-opffative Bankq PACS: Primary Agricultural Credit Societies: SCARDBS:

State Co-op€rative Agricuhure and Rulal Development Banks; PCARDBS: Primary Co-operative Agriculture and Rural Development

Banks.

Noterr L Figures in parentheses indical€ the numt er of inslitutions at end-March 20| 3, for UCBS and al end-March 2012, fior rural co-

opemtives.

2, For rural co-operatives, the number of co-operatives refers to reporting co-operatives.

lvorer Tier I UCBS includes: (i) banks with deposi$ below ? I 00 crore, whose branches are located in a single district; (ii) banks with deposils
below ll00 crore having brsnches in more thsn one district, provided the branches are in contiguous dishicls and deposits and advances of
branches in one distict sepamtely constitute al least 95 per cenl ofrhe tolal deposits and advances respectively ofthe bank; and (iii) banks wilh
deposits below {100 crorc, whose branch€s were originally in a single disuicl but subsequently, b€came muhi{istrict due lo reorganiza iion
oflhe district. All other UCBS arc classified as Tier 2.

So!r.?. RBl, Report on Trend and Pro$ess of Banking in India, 2012-l3, Chatt V l, p. 93.
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Co-operotive Credit lnstitutions India has a large number and broad range of rural financial service provid-

ers with formal financial institutions/banks at one extreme, informal providers such as money lenders or traden
at the other extreme and between these two, a large number ofsemi fonnal providers. The 'formal' providers in-

clude rural and semi urban branches of commercial banks, regional rural banks, rural co-operative banks and pd-

mary agricultural credit societics (PACS). The 'semi-formal' sector is charactcrized by self-help groups (SHGS)

with bank linkages and the micro-finance institutions (MFIs).
The co-operative sector was conceived as the first formal institutional channel for credit delivery to mral

lndia. It has been regarded as a key instrument for achieving the 'financial inclusion' objective. The urban

co-operative banks (UCBs) are an important channel for financial inclusion in the semi-urban and urban areas,

especially for the middle- and low-income customers.
Though these institutions play a critical role in the financial sector, their commercial viability and financial

soundness are seen as areas ofconcern. The size ofthe rural and co-operative sector is small when compared with
the commercial banking sector. However, there are certain issues that have to be resolved ifthese institutions have

to function emciently.
A key issue that hampers efficiency is that these institutions' operations are overseen by both the RBI/

NABARD and the relevant state govemments, which leads to multiplicity ofcontrol. According to the committee

on financial sector assessment (CFSA, 2009), the dual control is 'the single most important regulatory and super-

visory weakness'in the co-operative banking sector
Another issue causing concern is the mandgement and governance of these institutions. Since, only bor-

rowers are members, co-operatives could tend to frame and pursue borrower-oriented policies. Many co-oper-

atives function as banks without proper licences. Further, directors are appointed mostly on political affiliation
and rarely on merit. To introduce best practices and professional govemance, the CFSA recommends (Chapter

1I, page 174) that co-operatives in India be modelled on the lines operated by the World Council for Credir

Unions (WOCCU).43

The rural cooperative credit structure is shown in Figure 1.5G.

The RBI adopted a multi-layered regulatory and supervisory strategy aimed at the consolidation of UCBs

by way of merger,/amalgamation of viable UCBs and the exit of unviable banks for the revival of this sector,

which led to a gradual reduction in the number of UCBs. The closures ol'UCBs were due to various reasons

such as high non-performing advances, negative net-worth, deterioration in financial health, non-compliance

with RBI guidelines, frauds, affairs conducted in a manner detrimental to the interests ofdepositors, misappro-

priation offunds, sarctioning ofloans in excess ofpermissible limit, sanctioning ofloans to the entity in which

directors have interest, etc. The total number of UCBs as at the end of March 2013 stood at 1606 as against

1618 as at the end of March 2012. The progress ofconsolidation ofUCBs is shown in Table 1.4

TABTE r.4 PROGRESS TN{ONSOLIDATTON OF UREAN COOPEMTIVE BANKS {UCB)

Number of UCBs

Financial
Year (FY)

Operational ss
on the Last Day
of Previous FY

Merged
Durirg FY

Cancellation of
Lic€nses Rejection
of Applications
for Licens€*

Operational
as on the

Closed During Last Day of
FY (5) = (3) + (4) Current FY

(1)

2008 09

2009,10

2010-t I

2tJtl-t2

2012 13

(2)

1.770

1.721

t.645

1.618

(5)

49

29

27

t2

(4)

2',1

34

l6

l3

9

(3)

22

l3

l3

t4

3

(6)

t.'721

t.6'74

1.645

1.618

1.606

*Rejection ofapplication ofthe existing urban co-operalive credit societies fot license.

Soarcer RBI - Financial Stability Repon, December 2013. p. 43 and Table 2.10.
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Box l-J sumnrilrizes the maior lindings and rcconrnrcndatit)ns ol-an [jxpcrt ( ornrnittcc orr thc shorl-lcnn coopera-

tivc crcdil slructurc.

8OX 1.3 SHORT.TERM CO.OPERATIVE CREDIT STRUCTURE-FINDINGS AND RECOMMENDATIONS

Undcr-capitalizalion is one ofthe ma.jor problems amicting th€ co-operativc credit institutions.
Even afler capital infi.lsio|l to streugthen co-opcrative banks in Juln 2013, 23 unlicensed banks in four states were

unable to meet the licensing criteria as issuing oflicerccs to these institutions is contingenl upon their attaining minimum
risk-weighted capital ratio of4 per cent.

Against this backdrop, the Reserve B.ark constituted aD Expert Committee !o examine the 3-Tier Shortlerm Co-
opecrtive Credit Structure (Chairman: Dr Prakash Eakshi) with a set ofobjectives: (i) to have a relook at the fiirctioning
of the Sbort-term Co-operative Credit Strucfiire (STCCS) from the point of view of the role played by them in providing
agricultural crcdit; (ii) to identity Cental Co-operativc Banks (CCBS) and State Co-operative Banks (StCBs) which may
not remaio sustainable in lhe lorg-run even if some ofthem have met the diluted licensing criteria; (iii) to suggest appropri-
ate mechanisms for consolidating by way ofamalgamation, mcrger, takeover, Liquidation and dclaycring; and (iv) to suggest
pruactive measures to be takcn by co-operetive banks and various stakeholders.

The Committee subnitted ils repod ro the Reserve Bauk in January 2013.

The major findings and recommendations ofthe Corlmittee are:

Findings:
. STCCS'S share in providing agricultural credit dippcd to 17 pcr ccnt at the aggregate level.

. STCCS, which was primarily constituted for providing agricultural credit must ptovide at least l5 per ceot ofthe 8g-

riculture credit requirements in its operational arca, gradually increasing to at least 30 pef cent. Around 40 per cent of
the loans provided by PACS and almost halfthe loans provided by CCBS are tbr non-agriculhral pwposes. PACS and

CCBS were not perfomring the role for rvhich they wcre conslituted.

. About 209 ofdrc 370 CCBs would require additional capital aggregating to t65 billion in four years to attain 9 per cant

CRAR by 2016 - I7.

. Almost two-thifd of the deposits wilh StCBs is deposits made by CCBS in the form of term deposits for maintailing
their SLR and CRR requircments. Horveveq StCBs leDd *tr highcr amounts lo the same CCBS and also itrvest in loans

which have generally resulted iD higher NPAs, thus putling tbe SLR and CRR deposits madc by CCBs at risk.

Re.:omnendstions made bv lhe conrnittee are in thefollowing bnnd areas:
. The co-operativc crcdit institutions should lirllil the purpose lbr which they were constituted, namely, provide agricul-

tutal credit in rural areds. Penaltievdeter.enls are proposed for not fulfilling tltis primary objective.

. To enable the instihrtions to mobilize funds and disbursc loalrs to mcct these objcctives, Amend$elts io the State

Co-operative Socicties.{cts, rules and bylaws would b€ necessary in each state with regard to thc defrnitior ofactive
membss.

. Thc RBI would defiff the composilion of capital for thes€ institutions to enable meeting their objectives.

. The Banking Regulalioo Act needs to bc amend€d to give direct and overriding authority to the Resen e Bank over ary
other law for supersedirg thc Boa.d o. removing any direclor on the board ofa SICB.

. CCBS 8nd StCBs need to be covered by the Banking Ombudsma! or a simila. mcchanism that may be developed by
lhe Reserve Bank with NABARD.

An lmplsmentation Committee has beeD constituted witb members frorn NABARD and the Reserve Bank for expeditious

implementation of fiese recommendations.

The implementation ofthese recomnendations is likely to stren6hen rural co-operative dedit institutions.

Reference

NABARD (2013), Rsport of$e C'ommitteo to Examine Three-tier Shon-term Co-ope.ative Credit Structure, Jatruary, 2013.

$r,r,' I{l}1. Itcporlon-licndrn{il'rcgrc\rotBarkinginlndill{)ll ll. l}ox5l.p lll.ll:

Figurc I .(r shou s thc ways in u hich linancial conglomcratcs can bc organizcd.
Irr thc'Lrnircrsal bank'nrotlsl. all linancial operations arc conductcd rvithin a singlc corporalc cntity. In the
'opcraling sLrbsidiary'urodcl. opcrations arc conductcd as subsidiarics ol'a linancial institution. ln thc'holdin-s
company'nrodcl. tinancial opcrations arc carricd out by distinct cntilics (such as banks, mutual funds, insurarrce.

l.w BF ('s and I I Ir( s). cach ',vith scparalc capital and nranagcnrcnl. but togctlrcr owncd by a singlc institutien (linan-

cial or non-linancial).
Thc currcnt rnodcl usctl in India is the 'oncrating subsidilrv' rnodcl. 'l lrcrr,' arc no univcrsal banks in lndia.
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FIGURE T,6 ATTERNATE ORGANIZATIONS FOR FINANCIAL CONGLOMEMTES

Evolulion of Indion Bonking
The evolution ofthe Indian banking system can be categorized into four distinct phases:

r The pre-Independence (pre-1947) phase

t 1947-67

t 1967 to l99l-92
t l99l-92 (financial sector reforms) and beyond

In the pre-Independence phase, there were no entry nomrs and several banks were established, The Swadeshi

Movement was instrumental for establishment ofsome banks that are in existence even today. This phase, marked

by two World Wars and the Great Depression, also saw several banks failing. Most ofthe banks that failed were

either too small to withstand global pressures or were mismanaged by directors. managers and practices of inter-

connected lending or had combined trading and banking functions. Partly in response to the bank failures, the RBI

was set up in 1935.0, However, due to the presence ofa dominating unorganized sector (money lenders, etc.) and

the lack ofa sound regulatory framework, RBI'S control over banks was limited'
In the post-Independence era, the Banking Companies Act (now called, 'the Banking Regulation Act') was

enacted in 1949, primarily to address the issue of banking failures. [t also empowered the RBI to regulat€ and

control the banling sector. The RBI could improve the safety and soundness of the banking sector by enabling

weak banks to amalgamate or liquidate. Deposit insulance was introduced to increase depositors' confidence tn

the banking system. Efforts were made through branch expansion ofthe State Bank oflndia to include more rural

areas in the banking ambit. However, the nexus between banks and big industrial houses resulted in very little

credit percolating down to the common man or to small industries and agriculture. RBI's micro controls to ensure

adequate credit to productive sectors resulted in a complex structure ofregulated interest rates.

1967 to l99l 92 saw the tightening of social controls over the banking sector To ensure equitable credit

flow to the agriculture and small sectols, directed lending to 'priority sectors'was introduced. This period also

saw the nationalization of major banks. This period was marked by rapid expansion in bank branches and, also

an inclease in lending to the priority sectors. However, the expansion in branches and credit was made without

regard to banks' profitability or asset quality. Credit to medium and large industries was more difficult to get due

to strict targets for priority sector lending, stringent norms for lending to the 'non-priority' sectors and high statu-

tory pre-emption (cash reserve ratio and statutory liquidity ratio). At the end ofthis phase, banks had accumulated

a staggering amount ofassets that gave no income to the bank (known today as 'non-performing' assets). and were

low on profitability, emciency and productivity.
'Until the beginning ofthe 1990s, the state ofthe financial sector in India could be described as a classic ex-

amole of'financial repression'.50 The characteristic features of this state were manifested in the following forms:

I
I

Administered and regulated interest rates.

Largc amount ofresources drained away from productive lending by high rates ofCRR and SLR.

Extensive micro-regulation offlow of funds between banks.

Limited disclosure and opaque accounting practices.

Dominant public ownership with decreasing efficiency and productivity.

Low capital and high level of non-performing loans.

High investment in government securities, enabling high government bonowings at administered or conces-

sional interest rates.

Stdngenl baxriers to entry ofnew and more efficient players into the banking sector.

Restrained access ofthe private sector to bank credit, especially in the absence of other avenues for extemal

financing.

a

I
!
a

I

a

a
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During this period, the capital and foreign exchange markets also lacked depth. While the capital market

reeled under complex regulations with little transparency or depth in secondary market trading, stringent controls,

opaqueness and malpractices characterized the foreign exchange market. The Monetary Policy's subservience to

the fiscal policy5r had effectively blocked the development ofthe financial system. A serious balance ofpayments

problem was in the offing. Foreign exchange resenes were hardly sufficient to cover three weeks'imports. Gold

reserves were swapped and India went in for a loan from the lntemational Monetary Fund (lMF).

The year of l99l-1992 saw the dawn ofone ofthe most productive phases in India's banking history.

The RBI (report on currency and finance) divides this phase into two sub phases: l99l-92 to 1997-98 and

1997-98 and beyond. In the first sub phase, against the backdrop of a balance of payments problem, the need

was felt for a vibrant and competitive banking and financial sector. The govemment of lndia constituted a high-

powered committee on the financial system (CFS) under the chairmanship of Shri M. Narasimham. Popularly

known as the 'Narasimham Commiuee', it made wide ranging recommendations that formed the basis offinancial

sector reforms. lrurexlre 1 lists the salient features of the committee's recommendations, widely acknowledged

as the very foundation ofthe country's financial sector reforms process.

The approach to reforms was guided by the 'Pancha Sutra' or five principles: ( I ) cautious and sequenced

reform measures; (2) introduction ofreinforcing norms; (3) introduction of complementary reforms across relevant

sectors-monetary fiscal, extemal and financial; (4) development offinancial institutions; and (5) development

and integration of fi nancial markets.

A major highlighr of the first sub-phase was the improved profitability, competitiveness, capital position

and asset quality ofmost banks. However, banks also developed a risk aversion that translated into slower credit

growth, especially to the agriculture sector.

The eady part of the second sub-phase, 1997-98 onwards, saw a push towards prudential norms in line with in-

lemationsl best practices. By this time, new private sector banks had also been allowed to operate, which implied that

existing banks had to tum more competitive. The thrust veercd towards improving credit delivery and customer service,

shengthening corporate govemance practices and the utan cGoperative banking sector and promoting financial inclu-

sion, while taking appropriate mea:iures to enable bank to recover non-performing loans. Banks were able to achieve

a sharp decrease in non-performing assets (loans and investrnents). The asset quality improveflent manifested itselfin
better capital adequacy. This phase has also been wimessing increasing use oftechnolo$/ by banks and customers alike.

To speed up linancial s€ctor refonns, the govemment oflndia set up a high level cotnnitt€€ in 2007 (report publish€d

in 2009), under the Chairmarship ofProf. Raghuram Rajan. The terms ofrcferenbe ofthe commiftee were as follows52:

a. To identiS the emerging challenges in meeting the financing needs ofthe Indian economy in the coming decade

and to identiff real sector rcforms that would allow those needs to be morc easily met by the financial sector.

b. To examine the performance of various segments ofthe financial sector and identiff changes that will allow

it to meet the needs ofthe real sector.

c. To identiry changes in the regulatory and the supervisory infrastructure that can better allow the financial

sector to play its role while ensuring that risks are contained.

d. To identifi changes in other areas ofthe economy, including the conduct ofmonetary and fiscal policy and the op
eration ofthe legal system and the educational system that could help the financial sector fimction more efectively.

Annexure 2 presents the 35 proposals made by the committee in summarized form. The proposals are grouped

under the following broad heads:

a. Macroeconomic framework and financial sector development (2)

b. Broadening access to finance (4)

c. Levelling the playing field (6)

d. Creating more efficient and liquid markets (7)

e. Creating a growth friendly regulatory framework (9)

f. Creating a robust infrastructure for credit (7)

The numbers in brackets indicate the number of proposals under each head. It can be seen that the commiftee

emphasizes on improving the regulatory framework, an important ingredient offinancial stability'

The committee also offers its views on three critical aspects of economic groMh for India-financing infra-

stluctule growth, financing old age pensions and information generation. The report, in its conclusion, 'places

inclusion, gro*.th and stability as the three objectives ofany reform process and fortunately, these objectives are

not in contradiction. With the right reforms, the financial sector can be an enormous source ofjob crsation both

directly and indirectly through the enterprise and consumption it can support with financing. Without reforms,
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however, the financial sector could become an increasing source ofrisk, as the mismatches between the capacity

and needs ofthe real economy and the capabilities ofthe financial sector widen. Not only would the lost opportu-

nities be larg€, but the consequences for the economy could be devastating"

Annexire III outlines the major policy and legal reforms (related to the banking/financial sector) that took

place in lndia since l99l-1992.

The Woy Forword...
The Indian financial sector may have come through the financial crisis of2007 relatively unscathed' But, there is

much more that needs to be done. There are several challenges to financial stability and the most critical ofthem

have been articulated by the RBI govemor.Jr ln doing so, he has drawn from global experience'

According to him, the first challenge is, 'defining and measuring' financial stability. A second challenge is'

determining *ho t"k", the responsibility for financial stability-will it be the central bank, the banks, other

regulators and the govemment as well? \ihile it is recogDized that 'risk managernent' at all levels in the financial

seitor has to take precedence, the challenge remains as to where risk management amounts to 'consewativeness'.

Yet another challenge is the massive and continuing reforms that should go in to create an effective and emcient
,regulatory architecture' that ensures financial stability. And finally, there is the constant tension between fiscal

and monetary policies that could impair financial stability if left unchecked'
. rl t I rn- i_t rlJ

CHAPTER SUMMARY
. It has been ncarly halfa decadc since the global financial crisis bcgan. The global financial systcm continues to be under

p."rrur", 
"" 

u." !ou"-.enLs and kcy ec;nomic indicators ofmost countries. Since the first quafiq of20l0, sovereign

debt t"nrion, 
"rid 

th"ir impact on banks and economies have dominated. Sovereign debt crises have been more pro

nounced in the euro area. The bailour ofbanks by their rcspective countries during the recent global financial crisis has

led to a shift ofcrcdit risk fiom the financial sector to national governments and led to an increase in sovereign risk.

r The global financial crisis of2007 has spared no country--developed or developing. with many countries' financial

systJms still grappting with the after-s'hocks of what began as a sub-prime lending crisis in the United states' it

*.", * no *rprir" that voluminous literature already exists on the causes ofand lessons from the crisis, as well

as remedial action taken by govemments and regulators in various countfles'

r several arguments/theories/events have been cited as the causes ofthe 2007 crisis. But there seems to be consensus

on one poisible over_arching cause-lack ofadequate attention ftom monetary authorities and regulators to certain

factors that were shaping the global financial system when the crisis happened'

r There is no single definition for financial stability. Hence, the term takes on contextual meaning, signi$ing smooth

functioning ofthe financial system, both undet normal and stressed conditions'

. The 2007 credit ffisis, like others before it, has thronn up several issues and challenges for banks and othel finan-

cial institutions, as well as central banks and regulators. However, all stakeholdeF agree on one thing-recovery of

the global financial system depends on restoration of'TRUST"

r The G20 Working Group on 'enhancing sound regulation and strengthening tlansparency' (working Group I)' in its

report dated Mar;h 25, jOO9, has reiterated the paramount importance ofrobust financial regulation in each country

based on effective global standards for financiai stability in future. The report has acknowledged the role ofregula-

tion as the first line ofdefence against financial instability

r Some ofthe significant actions already initiated include strengthening the Basel 2 capital framework, developing

global standards for liquidity risk manigement, strenglhening supervision ofcross-border financial conglomerates,

ieviewing intemationui accounting stan-dards, strengthening the functioning ofcredit rating agencies, rationalizing

compensition struchfes and extending the scope ofregulation to cover non-banking financial institutions'

I The turmoil in the global financial system has triggered introspection and discussion on the stability ofthe lndian

financial syslem.

. ln ordcr to understand the challenges and issues confionting the Indian banking system in the present context' tt rs

necessary to unde$tand the structure and evolurion ofthe lndian financial system'

r Though the capital market size has expanded substantially since financial liberalization, the lndian financial system

is doriinated by financial intermediaries. The commercial banking sector holds the major share (about 60 per cent)

ofthe total assets ofthe financial intermediaries, which comprise ofcommercial banks, urban co-operative banks,

rural financial institutions, non-banking finance companies, housing finance companies' development financial

institutions, mutual funds and the insurance secto$.


