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CO-OPERATIVE BANKING IN INDIA:

• Cooperative banks serve an important role in the Indian economy, especially in rural 

areas. In urban areas, they mainly serve to small industry and self-employed workers.

• Cooperative bank is an institution established on the cooperative basis and dealing in 

ordinary banking business. Like other banks, the cooperative banks are founded by 

collecting funds through shares, accept deposits and grant loans.

• The co-operative structure is designed on the principles of cooperation, mutual help, 

democratic decision making and open membership. It follows the principle of ‘one 

shareholder, one vote’ and ‘no profit, no loss’.



• (i) Cooperative banks issue shares of unlimited liability, while the joint stock banks issue 

shares of limited liability.

• (ii) In a cooperative bank, one shareholder has one vote whatever the number of shares 

he may hold. In a joint stock bank, the voting right of a shareholder is determined by the 

number of shares he possesses.

• (iii) Cooperative banks are generally concerned with the rural credit and provide financial 

assistance for agricultural and rural activities. Joint stock companies are primarily 

concerned with the credit requirements of trade and industry.



• (iv) Cooperative banking in India is federal in structure. Primary credit societies are at 

the lowest rung. Then, there are central cooperative banks at the district level and state 

cooperative banks at the state level. Joint stock banks do not have such a federal 

structure.

• (v) Cooperative credit societies are located in the villages spread over entire country. 

Joint stock banks and their branches mainly concentrate in the urban areas, particularly in 

the big cities



HISTORY OF COOPERATIVE BANKING IN 
INDIA:

• Cooperative movement in India was started primarily for dealing with the problem of 

rural credit. 

• The history of Indian cooperative banking started with the passing of Cooperative 

Societies Act in 1912. 

• The objective of this Act was to establish cooperative credit societies “to encourage 

thrift, self-help and cooperation among agriculturists, artisans and persons of limited 

means.”



• Many cooperative credit societies were set up under this Act. The Cooperative Societies 

Act, 1912 recognised the need for establishing new organisations for supervision, auditing 

and supply of cooperative credit. These organisations were- (a) A union, consisting of 

primary societies; (b) the central banks; and (c) provincial banks.

• Although beginning has been made in the direction of establishing cooperative societies 

and extending cooperative credit, but the progress remained unsatisfactory in the pre-

independence period. Even after being in operation for half a century, the cooperative 

credit formed only 3.1 per cent of the total rural credit in 1951-52.



EVOLUTION OF CO-OPERATIVES IN INDIA

• 1.The Cooperatives were first started in Europe to serve the credit-starved people in Europe as a self-reliant, 

self-managed people’s movement with no role for the Government.

• 2.British India replicated the Raiffeisen-type cooperative movement in India to mitigate the miseries of the poor 

farmers, particularly harassment by moneylenders.

• 3.The first credit cooperative society was formed in Banking in the year 1903 with the support of Government 

of Bengal. It was registered under the Friendly Societies Act of the British Government.

• 4.Cooperative Credit Societies Act of India was enacted on 25th March 1904.

• 5.Cooperation became a State subject in 1919. In 1951, 501 Central Cooperative Unions were renamed as 

Central Cooperative Banks.

• 6.Land Mortgage Cooperative Banks were established in 1938 to provide loans initially for debt relief and land 

improvement.



• 7.Cooperatives have played an important role in the liberation and development of our country.

• 8.The word Cooperative has become synonymous for dedicated and efficient management of rural 

credit system.

• 9.Reserve Bank of India started refinancing cooperatives for Seasonal Agricultural Operations from 

1939.

• 10.From 1948, Reserve Bank started refinancing State Cooperative Banks for meeting the credit needs 

of Central Cooperative Banks and through them the Primary Agricultural Cooperative Societies.

• 11.Only 3% of rural families availed farm credit in 1951.

• 12.In 1954, the All India Rural Credit Survey Committee recommended strengthening of DCC Banks 

and PACS with State partnership and patronage to solve the farmers’ woes.

• 13.Registrar of Cooperative Societies became the custodian of Cooperatives from 1962 with the 

enactment of respective State Acts.



• 14.Reserve Bank introduced Seasonality and Scale of Finance for crop loans and provided for conversion, 

rephasement and reschedulement to tide over crop loss due to calamities.

• 15 The Primary Agricultural Cooperative Societies became multi purpose.

• 16.Reorganization of PACS into viable units, FSCS, LAMPS started under action programme of RBI in 1964.

• 17.The finding of All India Rural Credit Review Committee that coverage of cooperatives is limited to 

hardly 30% of farmers led to nationalization of Banks. However, Cooperatives have played a key role in 

meeting the credit needs of weaker sections of farmers.

• 18.The establishment of Regional Rural Banks from 1975 has not reduced the problems of rural credit as 

they reached only 6% of the farmers.

• 19.Cooperatives have contributed their part in the implementation of 20-point programme and Integrated 

Rural Development Programme.

• 20.Though the Cooperatives were lagging behind in rural credit till 1991, they regained their prime place 

with 62% share in rural crop loans between 1991 and 2001.



STRUCTURE OF COOPERATIVE BANKING:



• There are different types of cooperative credit institutions working in India. These 

institutions can be classified into two broad categories- agricultural and non-agricultural. 

Agricultural credit institutions dominate the entire cooperative credit structure.

• Agricultural credit institutions are further divided into short-term agricultural credit 

institutions and long-term agricultural credit institutions.

• https://www.youtube.com/watch?v=Wt-yL-KU_e4



• The short-term agricultural credit institutions which cater to the short-term financial 

needs of agriculturists have three-tier federal structure- (a) at the apex, there is the state 

cooperative bank in each state; (b) at the district level, there are central cooperative 

banks; (c) at the village level, there are primary agricultural credit societies.

• Long-term agricultural credit is provided by the land development banks



SHORT-TERM RURAL COOPERATIVE CREDIT 
STRUCTURE:

• In rural India, there exists a 3-tier short-term rural cooperative structure. Tier-I includes 

state cooperative banks (SCBs) at the state level; Tier-II includes central cooperative 

banks (CCBs) at the district level; and Tier- III includes primary agricultural credit 

societies (PACSs).

• In 19 states, there exists a 3-tier short-term cooperative credit structure, comprising 

SCBs, CCBs and PACSs. And in 12 states, there exists a 2-tier short-term cooperative 

structure. In the north-eastern states, including Sikkim, the structure is 2-tier, comprising 

only SCBs and PACSs.



• As on March 31, 2013, the number of SCBs was 31, of CCBs was 370 and of PACSs was 

92432. As on March 31, 2012, the loans advanced by SCBs were Rs. 75600 crore, by 

CCBs were Rs. 14400 crore and by PACSs were Rs. 91200 crore.



STATE COOPERATIVE BANKS (SCBS):

• Functions and Organisation:

• State cooperative banks are the apex institutions in the three-tier cooperative credit 

structure, operating at the state level. Every state has a state cooperative bank.

• State cooperative banks occupy a unique position in the cooperative credit structure 

because of their three important functions:

• (a) They provide a link through which the Reserve Bank of India provides credit to the 

cooperatives and thus participates in the rural finance,



• (b) They function as balancing centers for the central cooperative banks by making 

available the surplus funds of some central cooperative banks. The central cooperative 

banks are not permitted to borrow or lend among themselves,

• (c) They finance, control and supervise the central cooperative banks, and, through them, 

the primary credit societies.



• Capital:

• State cooperative banks obtain their working capital from own funds, deposits, 

borrowings and other sources:

• (i) Own funds include share capital and various types of reserves. Major portion of the 

share capital is raised from member cooperative societies and the central cooperative 

banks, and the rest is contributed by the state government. Individual contribution to the 

share capital is very small;



• (ii) The main source of deposits is also the cooperative societies and central cooperative 

banks. The remaining deposits come from individuals, local bodies and others.

• (iii) Borrowings of the state cooperative banks are mainly from the Reserve Bank and the 

remaining from state governments and others.



• Loans and Advances:

• State cooperative banks are mainly interested in providing loans and advances to the 

cooperative societies. More than 98 per cent loans are granted to these societies of which 

about 75 per cent are for the short-period. Mostly the loans are given for agricultural 

purposes.

• The number of state cooperative banks rose from 15 in 1950-51 to 21 in 1960-61 and to 28 

in 1991-92. The loans advanced by these banks increased from Rs. 42 crore in 1950-51 to Rs. 

260 crore in 1960-61, and further to Rs. 7685 crore in 1991-92.



CENTRAL COOPERATIVE BANKS (CCBS)

• Functions and Organisation:

• Central cooperative banks are in the middle of the three-tier cooperative credit 

structure.

• Central cooperative banks are of two types:

• (a) There can be cooperative banking unions whose membership is open only to 

cooperative societies. Such cooperative banking unions exist in Haryana, Punjab, 

Rajasthan, Orissa and Kerala.



• (b) There can be mixed central cooperative banks whose membership is open to both 

individuals and cooperative societies. The central cooperative banks in the remaining 

states are of this type. The main function of the central cooperative banks is to provide 

loans to the primary cooperative societies. However, some loans are also given to 

individuals and others.



• Capital:

• The central cooperative banks raise their working capital from own funds, deposits, borrowings and 

other sources. In the own funds, the major portion consists of share capital contributed by cooperative 

societies and the state government, and the rest is made up of reserves.

• Deposits largely come from individuals and cooperative societies. Some deposits are received from local 

bodies and others. Deposit mobilisation by the central cooperative banks varies from state to state.

• For example, it is much higher in Gujarat, Punjab, Maharashtra, and Himachal Pradesh, but very low in 

Assam, Bihar, West Bengal and Orissa. Borrowings are mostly from the Reserve Bank and apex banks



• Loans and Advances:

• The number of central cooperative banks in 1991-92 was 361 and the total amount of loans 

advanced by them in 1991-92 stood at Rs. 14226 crore. About 98 per cent loans are received 

by the cooperative societies and about 75 per cent loans are short-term. Mostly the loans are 

given for agricultural purpose.

• About 80 per cent loans given to the cooperative societies are unsecure and the remaining 

loans are given against the securities such as merchandise, agricultural produce, immovable 

property, government and other securities etc.



• Problem of Overdues:

• The most distressing feature of the functioning of the central cooperative banks is heavy 

and increasing overdue loans. In 1997-98, the percentage of overdues to demand at the 

central cooperative level was 34.



• According to the Review of the Cooperative Movement in India, 1974-76, by the Reserve 

Bank of India, the main causes of these overdues are:

• (a) Natural calamities such as floods, draughts, etc., affecting the repaying capacity of the 

borrowers;

• (b) Inadequate and inefficient supervision exercised by the banks;

• (c) The poor quality and management of societies and banks;

• (d) Absence of linking of credit with marketing;

• (e) Reluctance to coercive measures; and

• (f) Where coercive measures were taken, the inability of the machinery to promptly 

execute the decrees.

• For the rehabilitation of the weak Central cooperative banks, the Central Sector Plan 

Scheme has been formulated under which semi financial help is given to write off the bad 

debts, losses and irrecoverable overdues against small and marginal farmers.



PRIMARY AGRICULTURAL CREDIT SOCIETIES 
(PACSS)

• Functions and Organisation

• Primary agricultural credit society forms the base in the three-tier cooperative credit 

structure. It is a village-level institution which directly deals with the rural people. It 

encourages savings among the agriculturists, accepts deposits from them, gives loans to 

the needy borrowers and collects repayments.

• It serves as the last link between the ultimate borrowers, i.e., the rural people, on the 

one hand, and the higher agencies, i.e., Central cooperative bank, state cooperative bank, 

and the Reserve Bank of India, on the other hand.



• A primary agricultural credit society may be started with 10 or more persons of a village. 

The membership fee is nominal so that even the poorest agriculturist can become a 

member.

• The members of the society have unlimited liability which means that each member 

undertakes full responsibility of the entire loss of the society in case of its failure. The 

management of the society is under the control of an elected body.



• Capital:

• The working capital of the primary credit societies comes from their own funds, deposits, 

borrowings and other sources. Own funds comprise of share capital, membership fee and 

reserve funds. Deposits are received from both members and non- members. Borrowings 

are mainly from central cooperative banks.

• In fact, the borrowings form the chief source of working capital of the societies. Normally, 

people do not deposit their savings with the cooperative societies because of poverty, 

low saving habits, and non-availability of better assets to the savers in term of rate of 

return and riskiness from these societies.



• Loans Advanced

• The loans advanced by the primary credit societies have been Showing 3 Continuously 

increasing trend. They rose from Rs. 23 crore in 1950-51 to Rs. 202 crore in 1960-61 and 

further to Rs. 13600 crore in 1999-2000.

• Only the members of the societies are entitled to get loans from them. Most of the loans are 

short-term loans and are for agricultural purposes. Low interest rates are charged on the 

loans.

• The societies are expected to increase amounts of loans to the weaker sections of the rural 

community, particularly the small and marginal farmers



LAND DEVELOPMENT BANKS (LDBS) OR COOPERATIVE 
AGRICULTURAL AND RURAL DEVELOPMENT BANKS 
(CARDBS)

• Besides short-term credit, the agriculturists also need long-term credit for making 

permanent improvements in land, for repaying old debts, for purchasing agricultural 

machinery and other implements.

• Traditionally, the long-term requirements of agriculturists were mainly met by money 

lenders and some other agencies. But this source of credit was found defective and has 

been responsible for the exploitation of farmers.



• Cooperative banks and commercial banks by their very nature are not in a position to 

provide long-term loans because their deposits are mainly demand (short-term) deposits. 

Thus, there was a great need for a specialised institution for supplying long-term credit to 

agriculturists. The establishment of land development banks now known as cooperative 

and rural development banks (CARDBs) is an effort in this direction.



STRUCTURE:

• The land development banks are registered as cooperative societies, but with limited liability.

• These banks have two-tier structure

• (a) At the state level, there are state or central land development banks, now known as state 

cooperative agricultural and rural development banks (SCARDBs) generally one for each 

state. They were previously known as central land mortgage banks,

• (b) At the local level, there are branches of the state land development banks or SCARDBs 

and primary land development banks now known as primary cooperative agricultural and 

rural development banks (PCARDBs).



CAPITAL:

• Land development banks raise their funds from share capital, reserves, deposits, loans and 

advances, and debentures. Debentures form the biggest source of finance. The debentures 

are issued by the state land development banks.

• They carry fixed interest, have maturity varying from 20 to 25 years, and are guaranteed 

by the state government. These debentures are subscribed by the co-operative banks, 

commercial banks, the State Bank of India and the Reserve Bank of India.



• Besides the ordinary debentures, the land development banks also float rural debentures 

for the period upto 7 years. These debentures are subscribed by farmers, panchayats, and 

the Reserve Bank. The Reserve Bank substantially contributes to the finance of land 

development banks by extending funds to the state governments for contributing to the 

share capital of these banks and by subscribing to ordinary and rural debentures.



GROWTH

• In India, the first cooperative land mortgage bank was organised in Jhang in Punjab in 

1920.But the effective beginning was made in Madras with the establishment of a central 

land development bank in 1929. Later on other states also established such institutions.

• The number of state cooperative agricultural and rural development banks (SCARDBs) 

which was 5 in 1950-51, rose to 20 in 2013. The number of primary cooperative 

agricultural and rural development banks (PCARDBs) was 697 in 2013.



LOANS AND ADVANCES

• The land development banks or SCARDBs provide long-term loans to the agriculturists-

(a) for redemption of old debt, (b) for improvement of land and methods of cultivation, 

(c) purchasing costly machinery, and (d) in special cases, for purchasing land. These banks 

grant loans against the mortgage of land and the period of loan varies from 15 to 30 

years.



DEFECTS OF LAND DEVELOPMENT 
BANKS:

• The following are the factors responsible for the unsatisfactory performance of land development banks:

• i. Uneven Growth:

• There has been uneven growth of land development banks. These have shown some progress in the 

states like Andhra Pradesh, Tamil Nadu, Karnataka, Maharashtra, Gujrat. Other states have made very 

little progress. About half of the states have no land development bank.

• ii. Problem of Overdues:

• The major problem faced by the land development banks is the existence of heavy overdues. Moreover, 

the overdues are continuously rising over the years. In 1991-92, the percentage of the overdues 6f the 

land development banks has been put between 42 to 44 per cent.



• iii. Lack of Trained Staff:

• In spite of quantitative growth of the land development banks, they have not shown much 

qualitative improvements in the field of granting loans largely due to inadequate technical 

and supervisory staff
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INTRODUCTION

• A development finance institution (DFI), also known as a development bank or 

development finance company (DFC), is a financial institution that provides risk capital 

for economic development projects on a noncommercial basis.

• DFIs can play a crucial role in financing private and public sector investments in 

developing countries, in the form of higher risk loans, equity positions, and guarantees

• DFIs are often established and owned by governments or nonprofit organizations to 

finance projects that would otherwise not be able to get financing from commercial 

lenders.



EVOLUTION OF  DEVELOPMENT BANK

• In the field of industrial finance, the concept of development bank is of recent origin. In a 

country like India, the emergence of development banking is a post-independence 

phenomenon.

• In the Western countries, however, development banking had a long period of evolution. 

The origin of development banking may be traced to the establishment of ‘Society 

General Pour Favoriser I’ lndustrie Nationale’ in Belgium in 1822. But the notable 

institution was the ‘Credit Mobiliser’ of France, established in 1852, which acted as 

industrial financier.



• In 1920, Japan established the Industrial Bank of Japan to cater to the financial needs of 

her industrial development. In the post-war era, the Industrial Development Bank of 

Canada (1944), the Finance Corporation for Industry Ltd. (FCI) and the Industrial and 

Commercial Finance Corporation Ltd. (ICFC) of England (1945), etc., were established as 

modern development banks to provide term loans to industry. In 1966, the U.K. 

Government set up the Industrial Reorganisation Corporation (IRC).

• In India, the first development bank called the Industrial Finance Corporation of India was 

established in 1948.



DEFINITION OF DEVELOPMENT BANK:

• There is no precise definition of development bank. William Diamond and Shirley Bosky 

consider industrial finance and development corporations as ‘development banks’ 

Fundamentally a development bank is a term lending institution.

• Development bank is essentially a multi-purpose financial institution with a broad 

development outlook. A development bank may, thus, be defined as a financial institution 

concerned with providing all types of financial assistance (medium as well as long term) 

to business units, in the form of loans, underwriting, investment and guarantee operations, 

and promotional activities — economic development in general, and industrial 

development, in particular.



FEATURES OF A DEVELOPMENT BANK:

• It is a specialised financial institution.

• 2. It provides medium and long term finance to business units.

• 3. Unlike commercial banks, it does not accept deposits from the public.

• 4. It is not just a term-lending institution. It is a multi-purpose financial institution.

• 5. It is essentially a development-oriented bank. Its primary object is to promote 

economic development by promoting investment and entrepreneurial activity in a 

developing economy. It encourages new and small entrepreneurs and seeks balanced 

regional growth.



• 6. It provides financial assistance not only to the private sector but also to the public sector 

undertakings.

• It aims at promoting the saving and investment habit in the community.

• 8. It does not compete with the normal channels of finance, i.e., finance already made available 

by the banks and other conventional financial institutions. Its major role is of a gap-filler, i. e., 

to fill up the deficiencies of the existing financial facilities.

• 9. Its motive is to serve public interest rather than to make profits. It works in the general 

interest of the nation.







DEVELOPMENT BANKS IN INDIA:

• the government can set up a National Investment Bank to mop up the society’s savings and make it 

available for long-term development by the private sector and local governments.

• Following foregoing precepts, IFCI, previously the Industrial Finance Corporation of India, was set up in 

1948. This was probably India’s first development bank for financing industrial investments.

• In 1955, the World Bank prompted the Industrial Credit and Investment Corporation of India (ICICI) —

the parent of the largest private commercial bank in India today, ICICI Bank — as a collaborative effort 

between the government with majority equity holding and India’s leading industrialists with nominal 

equity ownership to finance modern and relatively large private corporate enterprises.

• In 1964, IDBI was set up as an apex body of all development finance institutions.



CHALLENGES BEFORE THE DEVELOPMENT BANKING IN 
INDIA

• Development banks got discredited for mounting non-performing assets.

• This was mainly caused by politically motivated lending and inadequate professionalism in 

assessing investment projects for economic, technical and financial viability.

• After 1991, following the Narasimham Committee reports on financial sector reforms, 

development finance institutions were disbanded and got converted to commercial 

banks.

• The result was a steep fall in long-term credit from a tenure of 10-15 years to five years.
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SYLLABUS

• 3.1 Central Banking , 3.2 Commercial Banking

• 3.3 Branch Banking , 3.4 Unit Banking

• 3.5 Wholesale Banking, 3.6 Retail banking

• 3.7 Social Banking , 3.8 Islamic Banking 

• 3.9 Merchant Banking, 3.10 Digital Banking



CENTRAL BANKING

• It is the supreme monetary and banking authority. According to De Kock, “a central bank is a bank which 

constitutes the apex of the monetary and banking structure.”

• Shaw believes that the central bank is that bank which controls credit. Hawtrey expressed the view that 

the central bank is the lender of the last resort.

• According to D.C. Rowan, “The Central Bank is an institution, often but not always owned by the state, 

which has the overriding duty of conducting the monetary policy of the government.” According to R.P. 

Kent, “Central Bank is an institution charged with the responsibility of managing an expansion and 

contraction of the volume of money in the interest of general public welfare.” Central bank has been a 

matter of slow and gradual evolution. At present, there is no country in the world, save a few exceptions, 

which has not set up a central bank.



COMMERCIAL BANKING

• The term commercial bank refers to a financial institution that accepts deposits, offers 

checking account services, makes various loans, and offers basic financial products like 

certificates of deposit (CDs) and savings accounts to individuals and small businesses.

• The two primary characteristics of a commercial bank are lending and borrowing. The 

bank receives the deposits and gives money to various projects to earn interest (profit). 

The rate of interest that a bank offers to the depositors is known as the borrowing rate, 

while the rate at which a bank lends money is known as the lending rate.



BRANCH BANKING 

• Branch Bank is a type of banking system under which the banking operations are carried with 

the help of branch network and the branches are controlled by the Head Office of the bank 

through their zonal or regional offices. Each branch of a bank will be managed by a responsible 

person called branch manager who will be assisted by the officers, clerks and sub-staff. In 

England and India, this type of branch banking system is in practice. In India, State Bank of India 

(SBI) is the biggest public sector bank with a very wide network of 16000 branches.

• According to Gold field and chandler,” A branch bank is a baking corporation that directly 

own two or more banking agencies.”

• Thus branch banking is a system in which a bank renders its banking activities at two or more 

places. Head office has the overall control over the working of various branches.



UNIT BANKING

• Unit banking refers to a bank that is a single, usually small bank that provides financial services 

to its local community. A unit bank is independent and does not have any connecting banks —

branches — in other areas.

• Unit Bank is a type of bank under which the banking operations are carried by a single branch 

with a single office and they limit their operations to a limited area. Normally, unit banks may 

not have any branch or it may have one or two branches. This unit banking system has its 

origin in United State of America (USA) and each unit bank has its own shareholders and 

board of management.

• An independent unit bank is a corporation that operates one office and that is not related to 

other banks through either ownership or control.”



WHOLESALE BANKING

• Wholesale banking refers to banking services that are offered just to other institutional 

customers, huge companies with strong balance sheets, government agencies, local 

governments, and pension funds.

• It contrasts with retail banking, also called consumer banking, which is the provision of 

banking services to individual people.

• Wholesale banking also includes the lending and borrowing among banks and large 

financial institutions in the inter-bank market. In such cases, the borrowing-and-lending is 

done on a vast scale.



RETAIL BANKING

• Retail banking provides financial services for individuals and families. The three most 

important functions are credit, deposit, and money management.

• First, retail banks offer consumers credit to purchase homes, cars, and furniture. These 

include mortgages, auto loans, and credit cards. The resulting consumer spending drives 

almost 70% of the U.S. economy. They provide extra liquidity to the economy this way. 

Credit allows people to spend future earnings now.

• Second, retail banks provide a safe place for people to deposit their money. Savings 

accounts, certificates of deposit, and other financial products offer a better rate of return 

compared to stuffing their money under a mattress. Banks base their interest rates on 

the fed funds rate and Treasury bond interest rates. These rise and fall over time
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SYLLABUS

• Historical approach, Meaning and Goals of  Banking  Sector Reforms in India

• Banking Reform Measures - i) Cash Reserve Ratio (C.R.R.) and Statutory Liquidity Ratio 

(S.L.R.) ii) Prudential Norms (NPA) iii) Capital Adequacy Norms iv) Credit Deposit Ratio 

(C.D.Ratio)

• Framework of Basel Committees on Banking Supervision i) Basel – I ii) Basel – II iii) Basel 

– III iv) Basel – IV

• M. Recommendations of M. Narsimhan Committee – I (1991) 

• Recommendations of M. Narsimhan Committee- II (1998) 



• The banking sector is the heart of all the economic activity of a country and a small 

change in its regulation affects the entire economy.

• The example we all have seen is demonetization and how it influenced every one of us. In 

this article, we are going to discuss all the major Banking sector Reforms took place in 

India.

• The banks are the institutions that impinge on the economy and affect their performance 

for better or worse.



• The banking system helps in

• Capital accumulation

• Growth by encouraging savings

• Mobilising the capital

• Allocating the capital for alternative uses, etc.



HISTORY OF BANKING SECTOR REFORMS IN INDIA

• The main reason behind the banking sector reforms in India is as follows.

• The Indian economy witnessed a series of difficulties like uncertain political situation, persistent fiscal 

imbalance, double-digit inflation, the balance of payments crisis, etc.

• The fiscal situation, which was under strain throughout the 1980s, reached a critical situation in 1990-91, 

the external payment crisis and the high rate of inflation both, reached their peak level in the middle of 

1991.

• Growth of real GDP decelerated partly because of lower industrial growth and partly because of the 

slowdown in agriculture.

• The industries were affected because of lower government investment, non-availability of inputs due to 

import squeeze, recession prevailed in the industrial



OBJECTIVES OF BANKING SECTOR REFORMS IN 
INDIA

• Banking sector reforms started with the objective to improve the overall performance of the 

Indian banking sector. The various objectives of banking sector reforms in India are as follows.

• Reforms were aimed at bringing a transformation change in the structure, efficiency and 

stability of the banking system, and also integration with the international markets

• To make Indian banks, internationally competitive and encourage them to play an effective role 

in accelerating the process of growth.

• The reforms in the banking sector in India intended to enhance the stability and efficiency of 

banks



FIRST PHASE OF 
REFORMS – THE 
NARASIMHAM 
COMMITTEE



BANKING SECTOR REFORMS 1992 – 2008.:SRI. M. 
NARASIMHAM COMMITTEE

• To restore the financial health of Commercial banks and to make their functioning 

efficient and profitable, the government of India appointed a committee called “The 

committee on Financial System” in August 1991. It consisted of nine members under the 

Chairmanship of Sri. M. Narasimham, Ex-Governor of RBI. The committee was set up to 

examine the structure and function of the existing financial system of India and suggest 

measures for reform of the financial sector which includes banking sector as well.



• I. Direct Investment:

• (a) Statutory liquidity Ratio (SLR): The Banking Regulation Act made a stipulation that all 

scheduled banks have to maintain minimum of 25 percent of their net total demand and time 

liabilities (NDTL) in the form of cash, gold and approved securities. 

• The Sri. M. Narasimham Committee recommended that the SLR should be reduced from 38.5 

to 25 percent over the next 5 years. The SLR was gradually reduced to 2.5 percent by 

22.10.1997 to 24% in Nov – 2008.

• (b) Cash Reserve Ratio (CRR): The schedule banks in India had to maintain a minimum or 

3 percent of their total demand and time deposits under RBI Act 1934. The Sri. M. 

Narasimham committee recommended that CRR should be progressively reduced to 3 from 

5 percent.

• Direct Credit Programmes: Banks were directed to lend at least 40 percent of Net 

banking Credit to priority sectors agriculture, small Industry, export and Road Transport etc. 

at concessional rate of interest.



• Structure of Interest of Rates: The Interest rates of banks on both deposits and 

advances were administrated by RBI. These rates were unrelated to market rate of 

Interest. The Sri. M. Narasimham Committee recommended that all regulations of 

interest rates should be removed. Scheduled banks have now the freedom to fix their 

interest rates on deposits subject to minimum floor rates and maximum ceiling rates.

• Prudential Norms: If the balance sheets of banks are to reflect the actual financial 

health, there has to be proper recognition of Income, classification of assets and 

provisioning for bad debts on prudential basis.

• Asset Reconstruction Fund: To take over bad debts from commercial banks to 

arrange Asset Reconstruction Fund. All bad and doubtful debts were to be transferred to 

the ARF. The ARF should be given special recovery powers. The capital of ARF should be 

subscribed by public sector banks and financial institutions.



• Capital Adequacy: Inadequacy of Capital in the banking system in a cause for concern. 

The Sri. M. Narasimhan Committee recommended that the banks should achieve a 

minimum of 4 percent capital adequacy ratio in relation to risk weighted assets by March 

1993, the capital is not less than 2 percent. The Basel standard of 8 percent should be 

achieved by 1996.

• Establishment of Private sector banks: The RBI announced guidelines for setting up 

of private banks as public limited companies. These Banks should be financially viable. In 

1993 banks were permitted to be established in private sector with a minimum capital of 

Rs.200 Crores to be increased with in a period of 8 years to 300 Crores.

• Erstwhile Development Financial Institutions were allowed to do banking business. As a 

result of these reforms, RBI was allowed to grant licences for private banks. 

• Following this, 10 licences were given to private entities out of which only UTI Bank(now 

Axis Bank), ICICI Banking Corporation(now ICICI Bank), HDFC Bank, IndusInd Bank and 

DCB Bank survived the market demands. 



• Structural Re-organization of banking sector:

The Sri. M. Narasimham Committee recommended a substantial reduction in the number of public sector 

banks through merger and acquisition.

• Branch Licensing : The Sri. M. Narasimham Committee recommended that licensing be abolished. 

Opening or closing of branches should be left to the discretion of the individual banks. Banks have also 

been permitted to rationalize their existing branches, to open of specialized branches and to convert the 

existing non-viable rural branches into satellite offices.

• Foreign Banks : The Committee recommended a liberal approach in permitting foreign banks to open 

either branches or subsidiary bank. Joint venture between foreign banks and loan banks could also be 

permitted. Since 1992, 19 new foreign banks have been allowed.

• Debt Recovery Tribunals : The Committee recommended setting up of special Tribunals to speed up 

the process of recovery. The Government passed Recovery of Debts & Due to Banks and financial 

Institutions Act 1993 in August 1993. By 1998 eight debt recovery Tribunals were established covering 20 

States and 4 Union Territories. An Appellate Tribunal was also established in Mumbai.

• Supervision over Banks: The Committee recommended that dual control between the RBI and the 

banking division of the ministry of Finance over the banking system should end. The RBI should be the 

primary agency for regulation



• The Narsimham committee gave revolutionizing recommendations to match Indian banks 

with the world’s best.

• The reduction in CRR and SLR were the major recommendations to free up liquidity to 

reduce overall interest rates. 

• Determination of interest rate was to be deregulated and it was recommended that 

market forces should be prime movers of interest rates.

• It was recommended that to increase competition and efficiency public sector banks 

should be given more autonomy.



• In 1998, Narsimham committee gave another set of and path breaking suggestions to bring in 

more efficiency and readiness for more competition

• Capital adequacy was given more importance as non-performing assets were high. 

• Market risk should be considered along with credit risk in the banking sector

• The committee recommended that minimum capital to risk assets ratio should be increased

• Capitalization of public sector banks was to happen either from government or by diluting the 

government ownership in these banks; banks were to be allowed to accesses Indian capital 

market and abroad.



BANKING REFORM MEASURES

• 1. Cash Reserve Ratio (C.R.R.) and Statutory  Liquidity Ratio

• Cash Reserve Ratio, or popularly known as CRR is a compulsory reserve that must be 

maintained with the Reserve Bank of India. Every bank is required to maintain a specific 

percentage of their net demand and time liabilities as cash balance with the RBI.

• CRR is the percentage of total deposits, which a commercial bank has to keep as 

reserves in the form of cash with the RBI



STATUTORY LIQUIDITY RATIO

• In India, the Statutory liquidity ratio (SLR) is the Government term for the reserve 

requirement that commercial banks are required to maintain in the form of 1.cash, 2.gold 

reserves,3.PSU Bonds and 4.Reserve Bank of India (RBI)- approved securities before 

providing credit to the customers. The SLR to be maintained by banks is determined by 

the RBI in order to control the expansion.



PRUDENTIAL NORMS

• The norms which are to be followed while investing funds are called "Prudential Norms." 

They are formulated to protect the interests of the shareholders and depositors. Prudential 

Norms are generally prescribed and implemented by the central bank of the country. 

Commercial Banks have to follow these norms to protect the interests of the customers.

• For international banks, prudential norms were prescribed by the Bank for International 

Settlements popularly known as BIS. The BIS appointed a Basle Committee on Banking 

Supervision in 1988.

• An account remaining irregular continuously for 90 days is classified as Sub-standard/Non-

Performing Asset (NPA). Thus, in line with the international practices on prudential norms for 

banks, an asset is defined as non-performing when it ceases to generate income for the bank.



THUS, NON-PERFORMING ASSET (NPA) IS A LOAN 
OR ADVANCE WHERE:

• (i) Interest and/or installment of principal remaining overdue for a period of more than 90 days in 

respect of a Term Loan;

• (ii) The bill remains overdue for a period of more than 90 days in case of bills purchased and discounted;

• (iii) When an advance is disbursed in the form of overdraft/cash credit and the account remains out of 

order for more than 90 days. An overdraft/ cash credit account is considered to be out of order when 

the outstanding balance remains continuously in excess of the sanctioned limit/drawing power.

• The account shall also be treated as out of order if there is no credit in the account continuously for a 

period of 90 days or more or the credits are not enough to cover the interest debited during the period 

of last 90 days. Non-submission of inventory and receivable statements for 90 days for computation of 

drawing power will also render the account out of order.



CAPITAL ADEQUACY NORMS

• The Basel III norms stipulated a capital to risk weighted assets of 8%. However, as per RBI 

norms, Indian scheduled commercial banks are required to maintain a CAR of 9% while 

Indian public sector banks are emphasized to maintain a CAR of 12%.

• Along with profitability and safety, banks also give importance to Solvency. Solvency refers 

to the situation where assets are equal to or more than liabilities. A bank should select its 

assets in such a way that the shareholders and depositors' interest are protected

• Capital Adequacy Ratio (CAR) is defined as the ratio of bank's capital to its risk assets. 

Capital Adequacy Ratio (CAR) is also known as Capital to Risk (Weighted) Assets Ratio 

(CRAR).



• Capital which is first readily available to protect the unexpected losses is called as Tier-I Capital. 

• Capital which is second readily available to protect the unexpected losses is called as Tier-II 

Capital.

• Capital Adequacy Ratio is calculated based on the assets of the bank. The values of bank's assets 

are not taken according to the book value but according to the risk factor involved. The value of 

each asset is assigned with a risk factor in percentage terms.



CREDIT DEPOSIT RATIO (C.D.RATIO)

• This shows how much a bank lends out of its deposits or how much of its core funds are 

used for lending.

• A high credit-deposit ratio suggests an overstretched balance sheet, and may also hint at 

capital adequacy issues.

• Credit-deposit ratio, popularly CD ratio, is the ratio of how much a bank lends out of the 

deposits it has mobilized. RBI does not stipulate a minimum or maximum level for the ratio, 

but a very low ratio indicates banks are not making full use of their resources.

• The fall in CD ratio is an indicator of excess liquidity because of higher deposits with the 

banking system



FRAMEWORK OF BASEL COMMITTEES ON BANKING 
SUPERVISION

• Basel I refers to a set of international banking regulations created by the Basel 

Committee on Bank Supervision (BCBS), which is based in Basel, Switzerland. The 

committee defines the minimum capital requirements for financial institutions, with the 

primary goal of minimizing credit risk

• Basel I is the first set of regulations defined by the BCBS and is a part of what is known 

as the Basel Accords, which now includes Basel II and Basel III. The accords’ essential 

purpose is to standardize banking practices all over the world.



BANK ASSET CLASSIFICATION SYSTEM

• The Bank Asset Classification System classifies a bank’s assets into five risk categories on the basis of 

a risk percentage: 0%, 10%, 20%, 50%, and 100%. The assets are classified into different categories 

based on the nature of the debtor, as shown below:



BENEFITS OF BASEL I

• Basel I primarily focuses on credit risk and risk-weighted assets (RWA). It classifies an asset according to 

the level of risk associated with it. Classifications range from risk-free assets at 0% to risk assessed assets 

at 100%. The framework requires the minimum capital ratio of capital to RWA for all banks to be at 8%.

• Tier 1 capital refers to capital of more permanent nature. It should make up at least 50% of the bank’s 

total capital base. Tier 2 capital is temporary or fluctuating in nature.

• Significant increase in Capital Adequacy Ratios of internationally active banks

• Competitive equality among internationally active banks

• Augmented management of capital

• A benchmark for financial evaluation for users of financial information



• Limitations of BASEL I

• Other kinds of risk, such as market risk, operational risk, liquidity risk, etc. were not 

taken into consideration.

• Emphasis is put on the book values of assets rather than the market values.



BASEL II

• Basel II is the second set of international banking regulations defined by the Basel 

Committee on Bank Supervision (BCBS). It is an extension of the regulations for 

minimum capital requirements as defined under Basel I. The Basel II framework operates 

under three pillars:

• Capital adequacy requirements

• Supervisory review

• Market discipline



THE THREE PILLARS UNDER BASEL II

• Pillar 1: Capital Adequacy Requirements

• Pillar 1 improves on the policies of Basel I by taking into consideration operational risks 

in addition to credit risks associated with risk-weighted assets (RWA). It requires banks 

to maintain a minimum capital adequacy requirement of 8% of its RWA. Basel II also 

provides banks with more informed approaches to calculate capital requirements based 

on credit risk, while taking into account each type of asset’s risk profile and specific 

characteristics



• Pillar 2: Supervisory Review

• Pillar 2 was added owing to the necessity of efficient supervision and lack thereof in Basel 

I, pertaining to the assessment of a bank’s internal capital adequacy. Under Pillar 2, banks 

are obligated to assess the internal capital adequacy for covering all risks they can 

potentially face in the course of their operations. The supervisor is responsible for 

ascertaining whether the bank uses appropriate assessment approaches and covers all 

risks associated.

• Pillar 3: Market Discipline

• Pillar 3 aims to ensure market discipline by making it mandatory to disclose relevant 

market information. This is done to make sure that the users of financial information 

receive the relevant information to make informed trading decisions and ensure market 

discipline.



BASEL III

• The Basel III accord is a set of financial reforms that was developed by the Basel 

Committee on Banking Supervision (BCBS), with the aim of strengthening regulation, 

supervision, and risk management within the banking industry. Due to the impact of the 

2008 Global Financial Crisis on banks, Basel III was introduced to improve the banks’ 

ability to handle shocks from financial stress and to strengthen their transparency and 

disclosure.

• Basel III builds on the previous accords, Basel I and II, and is part of a continuous process 

to enhance regulation in the banking industry. The accord aims to prevent banks from 

hurting the economy by taking more risks than they can handle



KEY PRINCIPLES OF BASEL III

• Minimum Capital Requirements

• The Basel III accord raised the minimum capital requirements for banks from 2% in Basel II to 

4.5% of common equity, as a percentage of the bank’s risk-weighted assets. There is also an 

additional 2.5% buffer capital requirement that brings the total minimum requirement to 7%. 

Banks can use the buffer when faced with financial stress, but doing so can lead to even more 

financial constraints when paying dividends.

• As of 2015, the Tier 1 capital requirement increased from 4% in Basel II to 6% in Basel III. The 

6% includes 4.5% of Common Equity Tier 1 and an extra 1.5% of additional Tier 1 capital. The 

requirements were to be implemented starting in 2013, but the implementation date has been 

postponed several times, and banks now have until January 1, 2022, to implement the changes.



• 2. Leverage Ratio

• Basel III introduced a non-risk-based leverage ratio to serve as a backstop to the risk-based 

capital requirements. Banks are required to hold a leverage ratio in excess of 3%. The non-

risk-based leverage ratio is calculated by dividing Tier 1 capital by the average total 

consolidated assets of a bank.

• To conform to the requirement, the Federal Reserve Bank of the United States fixed the 

leverage ratio at 5% for insured bank holding companies, and at 6% for Systematically 

Important Financial Institutions (SIFI).



• 3. Liquidity Requirements

• Basel III introduced the usage of two liquidity ratios – the Liquidity Coverage Ratio and the Net Stable 

Funding Ratio. The Liquidity Coverage Ratio requires banks to hold sufficient highly liquid assets that can 

withstand a 30-day stressed funding scenario as specified by the supervisors. The Liquidity Coverage 

Ratio mandate was introduced in 2015 at only 60% of its stated requirements and is expected to 

increase by 10% each year till 2019 when it takes full effect.

• On the other hand, the Net Stable Funding Ratio (NSFR) requires banks to maintain stable funding above 

the required amount of stable funding for a period of one year of extended stress. The NSFR was 

designed to address liquidity mismatches and will start becoming operational in 2018.



BASEL IV

• The Basel Committee on Banking Supervision (BCBS) consists of representatives from 

Central Banks and regulatory authorities. The Basel Accord was provided by BCBS in a 

bid to ensure that the banking system has enough operation Risk Management practices 

in place. Basel 4 was finalized by BCBS in December 2017 and is due to be implemented 

by January 2022.






