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The State of the Indian Banking Sector and its 
Role in India’s High Growth

Summary

1. India’s financial system has undergone development as part of the economic 
reform process that began in 1990. This has resulted in the expansion of both the 
banking sector and the stock market. However, India’s banking sector remains rela-
tively small compared with those of most East Asian economies, and there appears 
to be scope for further expansion. Individual banks are also small by international 
standards. Furthermore, the corporate bond market is still immature and has not yet 
started to develop on a significant scale.
2.  Unlike banks in the developed economies of Europe and North America, the 
Indian banking sector has been affected little by the global financial crisis and has 
never experienced a major financial crisis. However, banks are still subject to wide-
ranging regulation and operate under a system that is materially different from sys-
tems in developed economies. With India’s economic growth expected to accelerate, 
there will need to be further changes in the banking sector.
3.  India’s rapid growth since 2000 has been accompanied by a rise in the savings 
and investment rates. Procurement of external financial resources by businesses has 
risen sharply, and bank borrowing has played a significant role. This suggests that 
external financing can be expected to remain a significant factor in the maintenance 
of high economic growth, and that the continuing development of the banking sec-
tor, including the improvement of financial intermediation capabilities and efficiency 
with which funds are distributed, will be a priority. There is also likely to be further 
growth in the demand for finance for infrastructure development. In addition to the 
expansion of bank credit, there is also a need for steps to maintain soundness, in-
cluding the improvement of risk management capabilities, and the reinforcement of 
regulation and supervision.
4. Banking reforms introduced since the 1990s have included the easing regulations 
that restricted competition, and the introduction of prudential regulations. These 
changes have resulted in the entry of private sector banks and foreign banks into 
the market, leading to increased competition. To some extent, the reforms have also 
brought improvements in the efficiency and soundness of banks and led to the expan-
sion of bank credit. The banking reform process can be seen as a positive factor that 
is steadily yielding benefits.
5. However, many issues remain. Factors affecting the size of the banking sector 
and the expansion of credit include the fact that financial savings still account for 
only a small percentage of household savings. Furthermore, while there has been an 
upward trend in the percentage of credit provided to individuals, there has been a 
decline in the share going to the industrial sector. Of particular concern is the stagna-
tion of credit to small and medium enterprises (SMEs). Improvement in these areas 
will require action to deal with a number of structural problems. First, the govern-
ment should review the statutory liquidity ratio (SLR), which stipulates the percent-
age of deposits that must be invested in government bonds. Second, improvements 
are needed in priority sector lending, which are designed to expand credit to agricul-
ture and SMEs, since banks are unable to secure adequate returns. Third, India has 
implemented a financial inclusion policy with the aim of expanding the use of formal 
finance, primarily through the expansion of a network of bank branches in the rural 
areas. The effectiveness of this policy needs to be improved through diversification.
6. To increase the size of individual banks, the government should consider mea-
sures that will encourage bank mergers while maintaining a competitive environ-
ment.A longer-term priority will be a review of bank ownership by the government 
in order to improve the competitiveness of public sector banks.
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Introduction

Economic reforms implemented in India since 
1990 have included the development of the finan-
cial system. This has resulted in the expansion 
of both the banking sector and the stock market. 
However, the Indian banking sector is still rela-
tively small compared with the banking sectors of 
most East Asian economies, and there is scope for 
expansion. Individual Indian banks are also small 
by international standards. Furthermore, the In-
dian corporate bond market is still immature and 
has not even started to develop on a significant 
scale.

The Indian economy has shaken off the effects 
of the global financial crisis and is returning to a 
robust growth trend. From a financial perspective, 
a dramatic decline in inflows of foreign capital 
has prevented businesses from obtaining finance. 
Other consequences include falls in the exchange 
rate and share prices. In contrast with the situation 
in the developed Western economies, however, 
impact on the soundness of the banking sector has 
been minimal.

Some observers have concluded that India has 
made steady progress with financial reforms since 
the 1990s, with the result that there are now no 
major problems in the financial system. Indeed, 
there has never been a major financial crisis. 
However, a variety of regulations are still in place, 
and systems are different from those applied in 
developed economies. India’s economic growth 
is expected to accelerate in the years ahead. What 
changes will be needed in the financial system?

In this article, we will attempt to answer this 
question by analyzing the current status of and is-
sues in the financial system, with particular em-
phasis on the banking sector. In Part I we will 
build an overall picture of the financial system and 
consider the need for banking sector development 
from the short-term and long-term perspectives. 
In Part II we will examine the financial reform 
process that began in earnest around 1990s and 
consider the benefits of the process in the banking 
sector. In Part III we will consider issues in the 
banking sector and present a future vision for the 
sector from the perspective of the expansion of 

highly efficient financial system.

I. India’s Financial System and 
Economic Development

1. Overview of the Financial System

(1) Overview of the Financial System

India began to implement major financial re-
forms as part of a general economic reform pro-
cess launched around 1990. The main targets were 
the reform of banking sector regulations, and the 
development of the stock market. Both the bank-
ing sector and the stock market have expanded as 
a result of these changes. However, the banking 
sector is still small compared with the situation in 
most East Asian economies (Table 1). In addition, 
while India’s government bond market is compar-
atively well developed because of the large fiscal 
deficit, the development of the market for corpo-
rate bonds, including bank bonds, has been mark-
edly slower. Since the 1997 currency crisis, East 
Asian nations have worked to develop their bond 
markets in the context of regional financial coop-
eration. India will also need to take steps to build 
up its market in the future.

Individual banks are also small by international 
standards. According to the July 2009 edition of 
The Banker, all China’s big four banks are includ-

Table 1   Size of Domestic Financial 
Systems (End of 2008, 
Percentages of GDP)

(%)

Domestic
credit 

balance

Bond market balance Market 
capital-
ization 
of stock 
market

Govern-
ment 
bonds

Bank 
bonds

Cor-
porate 
bonds

India 71.6 32.1 2.6 0.7 102.1

China 126.2 32.7 14.0 4.3 41.1

Hong Kong 124.6 23.3 9.0 4.6 617.0

Indonesia 36.7 12.3 0.6 0.7 19.3

South Korea 112.6 36.3 33.1 23.5 50.7

Malaysia 115.2 34.6 17.7 37.6 85.4

Philippines 36.3 30.3 0.0 0.9 31.2

Singapore 80.4 39.9 13.7 2.3 145.6

Thailand 105.1 35.6 1.1 15.7 37.7

Source: Compiled using IMF-IFS,  Asian Bonds Online and 
other sources
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ed in the top 24 rankings in terms of Tier 1 capi-
tal, while only two Indian banks－the State Bank 
of India (SBI) and the ICICI Bank are included in 
the top 100 at 64th and 81st positions respectively.

According to Oura [2008], money is distributed 
efficiently through the Indian stock market, but 
not through the banking sector or bond market. 
Increased investment is essential to the accelera-
tion of economic growth, and huge amounts of 
capital will be needed. From this perspective, the 
development of the banking sector and corporate 
bond market must be seen as a major priority for 
economic policy.

(2) Financial Intermediaries

We will look next at financial intermediaries, 
which can be divided into four main categories 
(Table 2). The first category consists of com-
mercial banks, which will be referred to below 
as  “banks” except where this would cause confu-
sion. Most banks in this category are scheduled 
commercial banks(1), which include public sector 
banks, private sector banks, foreign banks and re-
gional rural banks.

In 1955, the Imperial Bank of India was na-
tionalized as the State Bank of India (SBI). The 
SBI subsequently formed the SBI Group, which 
consists of eight banks. Another 14 banks were 
nationalized in 1969, followed by six more in 
1980. These banks, together with the SBI Group, 
are classed as public sector banks. New private 
sector banks and foreign banks have moved into 
the market as a result of the financial reforms in-
troduced since 1990. However, the public sector 
banks account for around 70% of the market in 
terms of total assets, deposits, numbers of branch-
es and other indicators. Regional rural banks were 
established in the 1970s to provide credit to the 
agricultural sector. However, the number of these 
banks has fallen sharply in recent years as a result 
of government-initiated restructuring.

Co-operative institutions make up the second 
category of banks. These are divided into urban 
co-operative banks and rural co-operative banks. 
The number of urban co-operative banks, which 
provide credit in cities and surrounding areas, in-
creased dramatically in the early 1990s but has 
declined somewhat in recent years, in part because 
of financial weakness. The rural co-operative 
banks provide short-term and long-term agricul-
tural credit and housing loans in the rural areas.

The third category of banks consists of financial 
institutions. These are policy financial institutions 
that use government capital and bond issues to 
provide medium- and long-term capital to a wide 
range of sectors. Many institutions of this type 
have been created, including the Industrial De-
velopment Bank of India (IDBI) and the National 
Bank for Agriculture and Development (NAB-
ARD). However, their role was reassessed as part 
of the economic reform process, and by the mid-
1990s subsidies to this type of financial institution 
had been abolished. The scale of policy financial 
institutions has shrunk dramatically in recent 
years.

Non-banking financial companies make up the 
fourth category. A variety of institutions are in-
cluded in this group. The three main types are 
asset finance companies, such as leasing compa-
nies, loan companies, including those involved 
in consumer finance and housing finance, and in-

Table 2   Structure of Credit Market 
(March 31, 2009)

(billions of rupees, %)

Type
Total

assets
Percent-

age
Number 
of banks

Commercial 
banks

Public sector 
banks

37,667 60.0 27

Private sector 
banks

10,275 16.4 22

Foreign banks 4,471 7.1 31

Regional rural 
banks

1,458 2.3 86

Co-operative 
institutions

Urban 
co-operative 
banks

1,964 3.1 1,721

Rural 
co-operative 
banks

3,828 6.1 96,061

Financial
institutions

2,174 3.5 4

Non-banking 
financial 
companies

957 1.5 12,740

Total 62,794 100.0 －

Notes: The percentage of rural co-operative banks is 
based on data for March 31, 2008.

Source: Reserve Bank of India [2009b]
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vestment companies, including investment trust 
companies and insurance companies. Some in-
stitutions in this category are also able to accept 
deposits. As a result of the changes to the Reserve 
Bank of India Act since the second half of the 
1990s, non-banking financial companies are now 
required to register with the Reserve Bank. The 
number of institutions has fallen dramatically as a 
result.

2. Impact of Global Financial Crisis 
Minimal

After slowing under the impact of the global fi-
nancial crisis, the Indian economy is now starting 
to recover. The impact of the crisis on the banking 
sector was negligible. The apparent reasons for 
this are as follows(2).

First, Indian banks held almost no products 
linked to the U.S. subprime mortgage market. Ac-
cording to Mohan [2008b], the results of a sur-
vey conducted by the Reserve Bank in September 
2007 show that Indian banks had no direct expo-
sure to the U.S. subprime mortgage market. The 
exposure was limited to a very small minority 
of banks that had invested in CDOs with related 
underlying assets. Fourteen banks had some po-
sitions with Lehman Brothers at the time of the 
collapse. However, most of these were with sub-
sidiaries that were not included in the bankruptcy. 
Few banks held positions with Lehman Brothers 
itself, and those that did had provided appropriate 
reserves.

Second, foreign banks make up a small part of 
the Indian banking sector. As of March 31, 2009, 
the assets of foreign banks amounted to approxi-
mately 4.5 trillion rupees, which is equivalent to 
only 8.3% of the total holdings of all banks (53.9 
trillion rupees). The recent global financial crisis 
eroded the liquidity and capital positions of West-
ern banks, causing them to pull their funds out of 
developing economies, including India. There was 
a close correlation between the extent of the im-
pact of the crisis and the weight of foreign banks.

One of the most important reasons why the 
banking sector was spared from the effects of the 
crisis was the assumption that there was a implicit 

guarantee for the public sector banks, which make 
up a large part of the sector. In India, government 
ownership of banks is predominantly associated 
with negative characteristics, including conserva-
tive attitudes to innovation, vulnerability to po-
litical pressures, and resistance to bank mergers. 
However, the government ownership had a posi-
tive effect in terms of dealing with the crisis. This 
was reflected in the so-called  “flight to quality,” 
which resulted in a tendency for deposits to be 
concentrated in public sector banks after the onset 
of the crisis.

Third, the soundness of the banking sector has 
been maintained. The results of stress tests con-
ducted by the Committee on Financial Sector As-
sessment (CFSA), which was established in the 
Reserve Bank of India, show that the banking 
sector is resilient to potential changes, includ-
ing changes in the quality of credit, interest rates 
and liquidity. A key reason for this is the fact that 
the Reserve Bank tightened its prudential regula-
tions(3). Since 2004, bank credit has been growing 
at a steady rate of around 30% annually. Preven-
tive measures implemented during this period 
have included increases in the risk weighting of 
some assets, especially real estate loans, housing 
loans and consumer loans, and the tightening of 
provisioning requirements. While these provision-
ing requirements, known as  “dynamic provision-
ing,” were partially eased after the onset of the cri-
sis, they can be seen as a kind of counter-cyclical 
regulation. Given that counter-cyclical regulations 
are now the focus of growing international de-
bate(4), the Reserve Bank has claimed that India’s 
regulation was well ahead of international discus-
sion.

The safety of bank assets has been further en-
hanced by the high percentage of assets invested 
in government bonds. This reflects the existence 
of the statutory liquidity ratio (SLR), which will 
be examined later in this article. Government 
bond interest rates, especially short-term rates, fell 
sharply after the Lehman shock. Holdings of gov-
ernment bonds helped to lift bank earnings, in part 
because of increased trading in this environment.

Fourth, restrictions on capital transactions have 
been maintained. India has been especially cau-
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tious about debt-type transactions, such as exter-
nal commercial borrowing and bond investment. 
To some extent, this also helped to curb the flow-
on effects of the global financial crisis. The limit 
for overseas borrowing by banks is the higher of 
25% of Tier 1 capital or $10 million. (This restric-
tion does not apply to borrowing that relates to 
export finance or subordinated debt.) Short-term 
external debt is equivalent to less than 1% of bank 
assets.

For these reasons, the Indian banking sector 
has experienced almost no short-term problems 
as a result of the global financial crisis. However, 
many of the factors that have helped to minimize 
the impact may run counter to the trend toward 
deregulation, and their desirability from a long-
term perspective will need to be debated thor-
oughly. The continuing and appropriate expansion 
of credit will also be essential if India is to accel-
erate its economic growth while maintaining the 
soundness of its banking sector.

3. Long-Term Economic Growth and 
the Importance of Financial Inter-
mediation

(1) Savings and Investment Rates

We will next analyze trends in India’s savings 
and investment rates from the viewpoint of their 

implications for long-term economic growth and 
the financial system. As shown in Table 3, the 
savings-investment gap was small historically, 
and most investment was funded from domestic 
savings. However, the gap began to expand in the 
1980s. Economic growth in that decade was heav-
ily dependent on public sector investment, which 
was funded by domestic and overseas borrowing. 
This caused both the fiscal deficit and the current 
account deficit to grow, creating an expanding 
macroeconomic imbalance that led to the crisis of 
1991.

Subsequent reductions in public investment 
failed to bring any improvement in the fiscal defi-
cit, mainly because of chronic growth in revenue 
expenditure. This situation prevented the savings 
and investment rates from rising in the 1990s and 
was one of the reasons for the fall in India’s eco-
nomic growth rate in the second half of that de-
cade.

Signs of an improvement in the fiscal deficit did 
not begin to emerge until 2003. Efforts to reduce 
the deficit intensified under the Fiscal Respon-
sibility and Budget Management Act, which be-
came law in 2004. In recent years, rapid economic 
growth has brought a dramatic increase in tax 
revenues. This has helped to reduce the deficit as 
a percentage of GDP. The growth of public busi-
nesses savings has also brought growth in public 
sector savings.

Table 3  Savings and Investment Rates (GDP Ratios)
(%)

1950s 60s 70s 80s FY1990 FY91-96 FY97-2002 FY03-06 FY07

Savings

 Household 6.6 7.6 11.4 13.5 18.4 16.8 20.8 23.8 24.3

 Private corporate 1.0 1.5 1.5 1.7 2.7 3.7 4.0 6.6 8.8

 Public n.a. n.a. 4.2 3.7 1.8 2.2 ▲ 0.7 2.3 4.5

 Total n.a. n.a. 17.1 18.9 22.9 22.7 24.1 32.7 37.6

Investment

 Household 4.7 4.9 6.9 6.8 9.7 6.8 10.5 12.7 12.6

 Private corporate 1.9 2.9 2.6 4.5 4.5 7.7 6.6 11.2 15.9

 Public n.a. n.a. 8.6 10.6 10.0 8.7 6.9 7.1 9.1

 Total n.a. n.a. 18.1 21.9 24.2 23.2 24.0 31.0 37.6

Savings－Investment

 Household 1.9 2.7 4.5 6.7 8.7 10.0 10.3 11.1 11.7

 Private corporate ▲ 0.9 ▲ 1.5 ▲ 1.0 ▲ 2.8 ▲ 1.8 ▲ 4.0 ▲ 2.6 ▲ 4.7 ▲ 7.1

 Public ▲ 2.6 ▲ 4.1 ▲ 4.4 ▲ 6.9 ▲ 8.2 ▲ 6.5 ▲ 7.5 ▲ 4.9 ▲ 4.6

 Total ▲ 1.6 ▲ 2.9 ▲ 0.9 ▲ 3.0 ▲ 1.3 ▲ 0.5 0.2 1.5 0.0

Source: Mohan [2008a]
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While public sector investment has shrunk since 
the 1990s, private sector investment has expanded 
rapidly. This has been reflected in a conspicuous 
decline in the public sector’s share of total invest-
ment, and the economic growth has become driv-
en by private sector investment. The private sec-
tor has clearly superseded the public sector as the 
growth engine.

In the private corporate sector, there has been 
an improvement in the environment in which 
companies operate. Reasons for this improve-
ment include the economic reforms which have 
encouraged businesses to be more efficient, and 
the fact that cuts in corporate tax rates and tariffs, 
and the reduction of debt servicing costs through 
restructuring led to the decrease of management 
costs. Business earnings have risen rapidly in this 
environment, and companies have also been able 
to retain higher percentages of their earnings. This 
has resulted in a dramatic increase in the business 
sector investment rate.

Rising income levels have brought a steady rise 
in the household sector’s savings rate. A rapid in-
crease in lending to individuals, including housing 
loans, has meanwhile driven growth in household 
sector investment in housing and real estate. There 
has also been a rise in investment through self-
employment enterprises (informal sector compa-
nies), which makes up a significant percentage of 
investment by the household sector.

With savings rates higher not only in the house-
hold sector but also in the private corporate and 
public sectors, there has been a rapid rise in sav-
ings and investment rates across the entire econ-
omy. This situation has resulted in an investment 
boom and high economic growth. In addition, 
improvements in the investment environment and 
business competitiveness as a result of the eco-
nomic reforms have also helped to expand invest-
ment. Also significant is the expansion of capital 
inflows into Asian economies, including India, 
in recent years, because of global trends toward 
monetary easing and excess liquidity.

This history provides further evidence that the 
basic goal should be to fund domestic investment 
from domestic savings. If domestic investment 
exceeds domestic savings, there will be a current 

account deficit, and a large deficit is unsustain-
able. Ideally, every sector should have sufficient 
savings. An excess of investment over savings in 
the government sector is especially serious, since 
it will result in a fiscal deficit.

A savings shortfall is also likely to hinder in-
vestment growth. Economic growth cannot ac-
celerate without upward trends in both savings 
and investment rates. As is apparent from Table 3, 
India’s household sector has consistently saved 
more than it has invested, but investment has ex-
ceeded savings in the private corporate and public 
sectors. The financial system plays a vital role by 
intermediating savings into investment. The In-
dia financial system, especially the banking sec-
tor has expanded dramatically over the past few 
years, and the efficiency with which funds are 
distributed also appears to have improved. How-
ever, the amount of bank credit is relatively low 
as a percentage of GDP, which could mean that 
the banking sector is not sufficiently involved in 
the intermediation of savings into investment. 
Household sector financial savings need to be in-
creased. There is also room for improvement in 
the efficiency of financial intermediation and the 
distribution of funds. Improvement in the financial 
system, especially the banking sector, can be ex-
pected to lift the economic growth rate.

(2) Financing Methods Used by the Business 
Sector

①Long-Term Trends
We will look next at the methods used by the 

business sector to procure finance. Table 4 is 
based on data from the Finances of Public Lim-
ited Companies, which are published regularly by 
the Reserve Bank of India in the RBI Bulletin. It 
is difficult to interpret trends because of a gradual 
increase in the number of companies sampled. 
However, we can identify a number of significant 
points. First, there was only limited growth in the 
amount of finance procured in the 1990s. A com-
parison between fiscal 1991 and fiscal 2001 shows 
that reliance on internal funds rose in step with 
improvement in business earnings as a result of 
restructuring and other factors. The resulting de-
cline in the role of external finance was accompa-



8 RIM   Pacific Business and Industries Vol. X, 2010 No. 36

nied by a rise in the percentage of funds procured 
through bank loans and share issues, and a decline 
in the percentage procured through bond issues 
and borrowing from sources other than banks.

Second, the investment boom that began in 
fiscal 2003 has brought a rapid increase in the 
amount of finance procured. Reliance on internal 
funds has fallen, and the importance of external 
finance has increased. A breakdown of external fi-
nance reveals that both bank borrowing and share 
issues have increased dramatically in absolute 
terms, but that bank borrowing has remained sta-
ble while share issues have increased in percent-

age terms. Borrowing from non-banking financial 
companies and overseas borrowing seem to have 
also risen. While there has been a moderate in-
crease in bond issues, the percentage contribution 
remains extremely low.

These patterns suggest that external finance has 
played a major role in India’s economic growth. 
To accelerate its economic growth in the future, 
India will need to make further improvements in 
its banking sector and stock market. The expan-
sion of credit will also increase the importance 
of monitoring and regulation of credit, including 
borrowing from non-banking financial companies 

Table 4   Financing Methods of Non-Financial Private Sector 
Listed Companies

(%, billions of rupees)

FY1991 FY95 FY99 FY2001 FY03 FY05 FY07

Internal sources 28.1 36.6 40.3 65.3 53.5 43.6 36.9

 Paid-up capital 1.5 1.3 0.5 0.4 0.4 1.4 0.4

 Reserves/surpluses 9.3 20.8 9.1 ▲18.8 20.0 26.0 23.8

 Provisions 17.2 14.5 30.7 83.8 33.1 16.2 12.8

External sources 71.9 63.4 59.7 34.7 46.5 56.4 63.1

 Borrowings 41.2 31.4 20.1 8.8 17.0 24.4 28.3

　Subtotal: Bank loans 8.8 17.7 8.4 21.5 21.4 23.8 20.5

　Subtotal: Bond issues 12.2 3.5 3.4 ▲1.5 ▲3.5 ▲2.7 0.5

 Share issues 6.8 13.9 21.9 10.5 8.6 17.0 17.1

 Current liabilities 23.8 17.9 17.3 14.3 20.3 14.7 17.7

Total 252 543 397 293 632 1,605 4,211

Sample size 1,802 1,930 1,927 2,031 2,214 2,730 3,114

Notes: There may be some discrepancy between individual items and totals.
Source: Inoue [2009], Reserve Bank of India, RBI Bulletin (various issues)

Table 5  Flow of Financial Resources to the Commercial Sector
(billions of rupees)

Whole of 
FY2007

Whole of 
FY2008

FY2008
(up to Jan.)

FY2009
(up to Jan.)

Non-food bank credit 4,448 4,211 2,839 2,310

(Domestic, other) 2,552 3,136 1,669 1,948

 Share issues by non-financial enterprises 515 142 136 198

 Bond issues by non-financial enterprises 682 779 442 816

 CP issues 107 56 44 477

 Loans from housing finance companies 418 259 291 99

 Non-bank loans, etc. 830 1,901 758 358
　
(Foreign sources) 3,063 1,874 1,439 1,636

 External commercial borrowings 911 369 320 239

 ADR/GDR issues by non-financial enterprises 118 48 47 145

 Short-term external borrowings 639 ▲130 68 44

 Direct investment 1,394 1,586 1,005 1,208

Total 10,063 9,221 5,947 5,894

Source: Reserve Bank of India
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and overseas borrowing. Another key priority will 
be the development of the corporate bond market.

②Short-Term Trends
In order to analyze more recent trends we need 

to use data from Flow of Financial Resources 
to the Commercial Sector, which is included in 
the Reserve Bank of India’s Macroeconomic and 
Monetary Developments (Table 5). The global fi-
nancial crisis caused overseas credit markets to 
shrink, and that access to funds through domestic 
and foreign stock markets also became more dif-
ficult. Consequences include the shrinkage of do-
mestic liquidity and a slowdown in bank credit. 
These changes have had a major impact on the 
ability of businesses to procure financial resourc-
es.

In fiscal 2008, procurement of financial re-
sources by enterprises (excluding financial institu-
tions) shrank by 8.4% year-on-year to 9.2 trillion 
rupees. This was largely the result of a 38.8% de-
cline in finance from overseas, including external 
commercial borrowing, ADR/GDR issues, and 
short-term loans. However, there were also major 
declines in domestic share and CP issues, while 
bank credit contracted by 5.3%. Bank credit re-
mained in positive figures year-on-year until mid-
January last year but shifted to a negative trend 
thereafter.

In fiscal 2009, the total amount of finance pro-
cured up to January 2010 was 0.9% below the 
total for the same period in fiscal 2008 at 5.9 tril-
lion rupees. There has been a recovery in domes-
tic share and CP issues, and inflows of overseas 
financial resources other than loans are also ex-
panding. However, bank credit continues to stag-
nate and has fallen by 18.6%.

4. Infrastructure Development and Fi-
nancing

(1) Anticipated Scale of Infrastructure Devel-
opment and Sources of Finance

One of the most important forms of investment 
from the viewpoint of accelerating economic 
growth is infrastructure development. Infrastruc-

ture development maintains the momentum of 
economic growth. It also helps to spread the ben-
efits of growth more widely across the population 
and reduce regional income disparity. However, 
infrastructure development presents a number of 
challenges from a financing perspective because it 
involves major projects and long construction pe-
riods. Other problems include the fact that income 
flows continue for many years after completion.

In its 11th Five Year Plan (fiscal 2007-2011), 
the Planning Commission stated that India would 
need infrastructure investment of 20.3 trillion ru-
pees (about$500 billion) to maintain an average 
annual economic growth rate of 9% (Fig. 1). This 
is equivalent to 2.3 times the actual level of invest-
ment under the 10th Five Year Plan (8.8 trillion 
rupees) and will not be an easy target to reach(5). 
Other recommendations by the Planning Commis-
sion include (1) that the contribution from private 
sector investment should rise from 20% of total 
infrastructure investment in fiscal 2006 to 30% in 
fiscal 2011, (2) that the contribution from the cen-
tral government budget should be reduced from 
43% in fiscal 2006 to 31% in fiscal 2011, and (3) 
that government spending should focus primarily 
on rural infrastructure and relatively impoverished 
regions in northeastern India.

In the past infrastructure development has been 
funded mainly by government spending. As these 

Fig. 1   Infrastructure Investment under 
the 11th Five Year Plan
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tional investors. However, the capacity of govern-
ment institutions to supply financial resources is 
limited. On the other hand, as financial institutions 
specializing in the accumulation of long-term 
funds, institutional investors are qualified to invest 
in infrastructure development but have not yet ful-
ly developed that role. Most invest conservatively, 
primarily in government bonds. They will need to 
build the required investment systems, including 
the capacity to assess infrastructure projects. They 
will also need to relax their investment restric-
tions. These tasks are likely to take time.

One of the urgent priorities is the development 
of the corporate bond market. An expanded corpo-
rate bond market would be able to link long-term 
funds with infrastructure investment, while also 
distributing the risk of infrastructure investment 
widely across the entire financial system. It would 
also be necessary to develop legal mechanisms 
and other systems to facilitate the securitization 
relating to infrastructure projects. Another impor-
tant task will be the development of markets for 
derivatives, such as credit default swaps (CDS) 
and interest futures, so that investors can hedge 
the risks of infrastructure investment.

India will also need to strengthen its stock mar-
ket, since equity finance plays an important role in 
infrastructure development. In the 11th Five Year 
Plan, it is assumed that equity finance will ac-
count for around 30% of the private sector funds 
required for infrastructure investment.

(2) Public-Private Partnership Initiatives

Private sector investment and public-private 
partnerships (PPPs) are expected to provide about 
one-third of the 20 trillion rupees needed for infra-
structure investment. Private sector participation 
can supplement the limited financial resources of 
the public sector and provide access to the special-
ized knowledge and efficiency of private sector 
organizations. However, there are many obstacles, 
including policies and regulations that hinder par-
ticipation, a lack of suitable long-term financing 
tools, shortages of resources and trained person-
nel in the public sector, and a lack of knowledge 
about PPPs.

recommendations indicate, however, India is now 
eager to expand the involvement of private sector 
economic entities in infrastructure development, 
and to increase inflows of private sector financial 
resources. The continuing improvement of the fi-
nancial system will be extremely important to the 
realization of these goals.

Infrastructure development projects were not 
opened up to private sector participation until the 
early 1990s, and banks are still the primary source 
of private sector financial resources(6) (Fig. 2). 
However, there is a limit to the capacity of banks 
to continue supplying funds for infrastructure de-
velopment. This is because infrastructure develop-
ment is a long-term process and can result in term 
mismatching for banks, which rely on deposits for 
most of their liabilities, and because it would be 
unwise for banks to concentrate too much of their 
credit in one particular sector. To increase the sup-
ply of funds, banks will need to strengthen their 
capital. Another approach would be to increase the 
size of banks, such as by encouraging mergers.

Other providers of financial resources include 
government institutions, such as the India Infra-
structure Finance Company Limited (IIFCL), as 
well as insurance companies and other institu-

Fig. 2   Balance of Bank Credit Used in 
Infrastructure Development
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and overseas interest rates. In addition, credit was 
allocated through priority sector lending. Other 
regulations included restrictions in loan and de-
posit interest rates, and limits on the number of 
branches that banks could open.

The financial reform process began in earnest 
after the 1991 balance of payments crisis. Overall, 
the pace of reform was gradual, in part because of 
problems with the soundness of the banking sec-
tor. The aim was to improve the efficiency and 
soundness of banks by stimulating competition, 
both by encouraging private sector banks and 
foreign banks to enter the market, and also be in-
creasing management freedom(7). Among the spe-
cific targets identified were support for economic 
growth, the promotion of financial inclusion, and 
the improvement of customer services. The scope 
of the reforms was progressively expanded to en-
compass not only banks but many other types of 
financial institutions. As a result of these changes, 
it became possible to supply credit more efficient-
ly to a wide range of sectors.

In relation to monetary policy, first, the govern-
ment progressively restricted the monetization 
of public finances and abolished it altogether in 
April 1997. Second, there was a shift from direct 
monetary policy tools, such as changes to the cash 
reserve ratio (CRR) and the statutory liquidity ra-

The government is implementing a wide range 
of measures to overcome these problems, includ-
ing the liberalization of private sector and foreign 
investment in specific sectors, the establishment of 
regulatory and supervisory agencies specializing 
in particular fields, the simplification of project 
approval procedures, the standardization of ten-
der methods and contract documents, and human 
resource development in the public sector. All of 
these factors will need to be taken into account in 
measures relating to the development of the finan-
cial system.

II. Progress of Financial Reform 
and Banking Sector Develop-
ment

1. Overview of Financial Reform Pro-
cess

After operating in a relatively free environment 
up until the 1960s, the Indian banking sector be-
came subject to increasing government interven-
tion during the 70s and 80s. The main reason for 
this intervention was to secure fiscal funds for the 
government, but the supply of low-interest credit 
to the poor was also an important goal. Bank na-
tionalization raised the public sector banks’ share 
of deposits to over 90%. There was also an in-
crease in the percentage of branches located in 
rural areas, which increased from 22% in 1969 to 
49% in 1981.

India’s heavily regulated financial system was 
in a state of financial repression. First, the money 
supply was basically determined by flows of fiscal 
funds between the government and the Reserve 
Bank. Second, there was a gradual increase in the 
cash reserve ratio (CRR) and the statutory liquid-
ity ratio (SLR) (Fig. 3). Third, government bond 
interest rates were kept low compared with market 
interest rates. Bank deposit interest rates were also 
restricted, with real interest rates stagnating at a 
level close to zero. Fourth, to make these restric-
tions possible, the government tightly restricted 
capital transactions to avoid the risk of currency 
depreciation caused by the gap between domestic 

Fig. 3   Cash Reserve Ratio, Statutory 
Liquidity Ratio, Prime Lending 
Rate
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tio (SLR), to indirect methods, such as open mar-
ket operations(8). In 1993, the government began 
to reduce the CRR and the SLR. The Liquidity 
Adjustment Facility and the Market Stabilization 
Scheme were introduced as mechanisms for the 
adjustment of liquidity. Third, government bond 
interest rates were liberalized, and steps were tak-
en to develop the market. In April 2006, the Re-
serve Bank was prohibited from participating in 
the primary market.

Bank reforms were implemented through a 
range of legislative measures, including the easing 
of regulations that limited competition, and the es-
tablishment of soundness requirements and super-
visory systems (Table 6).

2. Reduction of CRR and SLR, Liber-
alization of Loan and Deposit Inter-
est Rates

(1) Reduction of CRR and SLR

Bank earnings were seriously affected by the 
high levels of the CRR and the SLR. Furthermore, 
interest rate regulations prevented banks from 
matching loan rates to credit status, and from dis-
tributing financial resources efficiently. From 15% 
in 1994, the CRR was reduced to 5% by 2004. 
The SLR was reduced from 38.5% in 1990 to its 
present level of 25% in 1997. These changes were 
possible thanks to a dramatic reduction in the fis-

cal deficit. There was also progress toward the lib-
eralization of government bond interest rates.

Despite the fact that more money became avail-
able for lending following the reduction of the 
CRR and the SLR, the average annual increase 
in bank credit fell from 19.5% in fiscal 1992-95 
to 15.1% in fiscal 1996-2001. The causes of this 
trend can be found both in the banking sector and 
in the business sector. The weakness of banks 
became apparent with the tightening of various 
prudential regulations, and by the end of March 
1997 the non-performing loan ratio had reached 
15.7%. This factor, together with the level of the 
capital adequacy ratio, which stood at just 8.7% 
at the end of March 1996, meant that banks were 
inevitably hesitant to expand their credit. In the 
business sector, demand for credit shrank in the 
second half of the 1990s. Businesses faced esca-
lating competition because of factors that included 
the removal of quantitative restrictions in products 
markets and the reduction of import tariffs. The 
focus of management strategies shifted from ca-
pacity expansion to restructuring, and businesses 
reduced their borrowing and relied instead on re-
tained earnings. The debt equity ratio fell from 
85.5% in fiscal 1990-94 to 65.2% in fiscal 1995-
99.

Another factor that impeded the expansion of 
credit was the persistently high level of real inter-
est rates. The nominal interest rate tended to re-
main high, while the inflation rate was falling. As 

Table 6  General Structure of Bank Regulation

1.  Restrictions on com-
petition

① Interest rate controls
②Restrictions on business areas
③Restrictions on bank mergers
④Market entry restrictions
⑤Restrictions on non-price competition
⑥Restrictions on international transactions

2.  Prudential regulations

① Balance sheet ratio regulations: Capital adequacy rules, etc. 
② Asset valuation rules: E.g., standards for recognition and disposal of non-

performing assets and provision of reserves
③ Transaction regulations: E.g., regulations concerning loan concentration and 

real estate lending

3. Safety nets
①Deposit insurance schemes
②Rescues by the central bank

4.  Development of finan-
cial infrastructure

① Information disclosure
②Supervisory regimes
③ Others: E.g., laws, accounting systems, tax systems, market practices, settle-

ment systems

Source: Various
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a result, the real loan interest rate climbed from 
6.5% in fiscal 1990-95 to 12.5% in fiscal 1996-
2001.

In this environment, banks weighed risk-adjust-
ed rates of return and opted for investment in gov-
ernment bonds. The level of investment in govern-
ment bonds remained substantially higher than 
was required under the SLR system.

Medium-term plans called for the reduction of 
the CRR to 3%. However, it is still used as a mon-
etary policy tool and has been moved up rather 
than down since September 2004. A plan to re-
duce the SLR to 25% or lower has also remained 
unfulfilled. During the global financial crisis, the 
CRR and the SLR were both reduced to stimulate 
the supply of liquidity. The role of these mecha-
nisms as monetary policy tools is unlikely to 
change in the foreseeable future.

(2) Liberalization of Loan and Deposit Inter-
est Rates

In the 1990s, the government liberalized loan 
and deposit interest rates, which until then had 
been subject to complex regulations. Following 
the liberalization of deposit rates, which began in 
October 1995, banks were able to set deposit rates 
according to their own management decisions. 
However, interest rates on foreign currency depos-
its and non-residents’ deposits were still subject to 
restrictions from the standpoint of capital transac-
tion regulations. Loan interest rates were also lib-
eralized, but export finance and small loans con-
tinued to be regulated. After the implementation 
of liberalization in October 1994, banks were able 
to set their own prime lending rates (PLRs)(9).

Liberalization of interest rates was seen as a 
way to improve the effectiveness of monetary 
policy and ensure the efficient distribution of fi-
nancial resources. Banks began to set loan interest 
rates according to the liquidity situation and their 
perceptions of credit risk. Interest rate liberaliza-
tion also helped to stimulate competition among 
banks. In October 1991, loan interest rates were 
around 20%. By fiscal 1997, the level had fallen 
to around 14% as a result of interest rates liberal-
ization and liquidity growth resulting from capital 

inflows.

3. Easing of Banking Market Entry 
Restrictions

(1) New Banks and their Impact

Private sector banks were barred from partici-
pation in the banking market after the nationaliza-
tion of banks in 1969. With the market closed to 
new participants, the threat of competition was 
removed. Competition was further hindered by in-
terest rate regulations and restrictions on the open-
ing of new branches.

Major changes were implemented after 1990. 
First, the market was opened up to private sector 
banks and foreign banks. Second, regulations gov-
erning the establishment of branches were amend-
ed. The regulations, which previously prevented 
banks from closing rural branches, were eased to 
allow them to rationalize their branch networks. 
ATM installation also became easier. Third, regu-
lations relating to lending were eased. For exam-
ple, banks were allowed to participate in project 
financing, which had previously been limited to 
development financial institutions. Fourth, public 
sector banks were allowed to procure financial re-
sources from the stock market up to 49% of their 
paid-up capital.

These reforms triggered a rapid influx of private 
sector banks and foreign banks into the market 
during the 1990s (Table 7). As of March 31, 1998, 
however, new private sector banks and foreign 
banks accounted for just 3.2% and 8.2% respec-
tively of total bank assets. Competition does not 
seem to have received a major boost in the 1990s. 
At a time when interest levels were falling, the net 
interest margin (interest received－interest paid) 
earned by banks rose from 2.51% of total assets in 
fiscal 1992 to 2.95% in fiscal 1997(10).

This situation began to change after 2000. With 
the abolition of government and Reserve Bank 
subsidies to development financial institutions, 
those institutions became close to financially un-
sustainable situation. The government adopted a 
policy of converting development financial insti-
tutions into banks, and ICICI became a bank in 
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2001, followed by IDBI in 2004. During this peri-
od, one public sector bank and four private sector 
banks were created, and 16 foreign banks entered 
the market. In March 1991, foreign banks had 151 
branches. This had increased to 205 by March 
2001, and to 295 by March 2009. Escalating com-
petition meanwhile reduced the total number of 
banks (excluding regional rural banks) from 100 
in March 2001 to 80 in March 2009.

This intensification of competition was also re-
flected in loan interest rates. In the past, there was 
little downward movement in prime lending rates, 
and there was also a tendency for lending rates to 
vary widely according to the borrower. In fiscal 
2003, benchmark prime lending rates (BPLRs) 
were introduced as a way of improving transpar-
ency(11). However, escalating competition led to an 

increase in lending below the BPLRs, causing the 
gap between the highest and lowest lending rates 
to widen. Lending at sub-BPLR interest rates ex-
panded from 43% of total lending in fiscal 2003 to 
79% at the end of March 2007. This trend exerted 
downward pressure on financial intermediation 
costs.

In 2004, the ceiling for direct investment in pri-
vate sector banks was raised from 49% to 74%, 
with the result that non-residents became major-
ity shareholders in a number of banks. In Febru-
ary 2005, the Reserve Bank published a road map 
for the liberalization of market entry for foreign 
banks. In addition, detailed rules were formulated 
to encourage bank mergers. In September 2005, 
the rules governing the establishment of branches 
were further eased, and instead of applying for ap-

Table 7  Number of Banks and Branches, Total Assets

①Number of banks

1991 96 2001 06 07 08 09

Scheduled commercial banks 272 289 296 218 178 170 166

　SBI Group 8 8 8 8 8 8 7

　State-owned banks 20 19 19 20 20 20 20

　Private sector banks 24 35 31 28 25 23 22

　Foreign banks 24 31 42 29 29 28 31

　Regional rural banks 196 196 196 133 96 91 86

Non-scheduled commercial banks 4 2 5 4 4 4 4

Notes: As of March 31 in each year.
Source: CEIC data base

②Number of branches

1991 96 2001 06 07 08 09

Scheduled commercial banks 62,704 64,918 67,923 72,005 74,563 78,620 82,362

　SBI Group 12,392 13,119 13,650 14,294 14,651 15,814 16,731

　State-owned banks 31,423 32,416 33,993 35,848 37,413 39,204 40,766

　Private sector banks 4,010 4,506 5,381 6,828 7,415 8,294 9,186

　Foreign banks 151 172 205 259 272 279 295

　Regional rural banks 14,728 14,705 14,694 14,776 14,812 15,029 15,384

Non-scheduled commercial banks 36 8 14 41 46 46 46

Notes: As of March 31 in each year.
Source: Reserve Bank of India [2009c]

③Total assets (billions of rupees)

1991 96 2001 06 07 08 09

Scheduled commercial banks 3,358 6,181 13,446 28,755 35,657 44,514 53,872

　SBI Group 1,105 1,868 4,029 6,918 8,058 10,110 12,802

　State-owned banks 1,851 3,191 6,269 13,230 16,344 20,110 24,865

　Private sector banks 119 456 1,634 5,716 7,454 9,401 10,275

　Foreign banks 207 477 1,018 1,994 2,744 3,641 4,471

　Regional rural banks 75 190 496 897 1,058 1,252 1,458

Non-scheduled commercial banks n.a. n.a. n.a. n.a. n.a. n.a. n.a.

Notes: As of March 31 in each year.
Source: CEIC data base
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proval for individual branches, banks became able 
to obtain approval on a yearly basis.

(2) Problems Affecting Market Entry by For-
eign Banks

Foreign banks were active in India even in pre-
independence times. After independence, howev-
er, priority was given to the reinforcement of do-
mestic banks. In the 1990s, India began to encour-
age participation by foreign banks. Negotiations 
on India’s WTO membership played a significant 
role, and as the negotiations advanced, India had 
to give approval for foreign banks to open 12 
branches a year.

Under the February 2005 road map, the period 
to March 2009 was identified as Phase 1. During 
this phase, foreign banks were allowed to acquire 
shareholdings of up to 74% in domestic private 
sector banks, or to move into the Indian market 
by establishing branches or wholly owned subsid-
iaries. They also became able to convert existing 
branches into wholly owned subsidiaries. Invest-
ment in private sector banks was initially limited 
to banks that required restructuring. In Phase 2, 
which was to begin in April 2009, the road map 
calls for the consideration of measures based on 
the progress made so far. Those measures include 
the expansion of the scope of services provided 
by wholly owned subsidiaries to match domestic 
banks as closely as possible, approval for the list-
ing of wholly owned subsidiaries in India (with 
residents to own at least 26%), and approval for 
shareholdings of up to 74% in all private sector 
banks. However, these changes were postponed 
indefinitely amid the turmoil caused by the global 
financial crisis.

For a number of reasons, the Reserve Bank is 
not especially enthusiastic about the entry of for-
eign banks into the market at present. First, while 
there would be benefits, including the introduction 
of financial technology, the costs would be even 
greater. For example, an expanded foreign pres-
ence could stimulate bank mergers and increase 
the concentration of banking, thereby reducing the 
availability of finance to small and medium en-
terprises, which should be given priority. Second, 

while foreign banks are basically on a equal foot-
ing with domestic banks in relation to prudential 
regulations and other requirements, Indian banks 
do not receive equal treatment in other countries. 
There is also concern about the creditworthiness 
of many foreign banks.

Given the situation that exists in the wake of the 
global financial crisis, this stance is unlikely to 
change overnight. Japanese banks, securities com-
panies, insurance companies and other institutions 
are also expanding their presence in India via all 
available routes, including the development of 
stronger links with local banks, and the establish-
ment of local subsidiaries to provide investment 
banking services. This trend reflects a growing 
Japanese business presence in India.

4. Changes in Bank Credit and Earn-
ing Performance

(1) Trends in Bank Credit

The average yearly increase in credit provided 
by all financial institutions rose from 15.7% in the 
1990s to 17.7% in fiscal 2000-05. The balance of 
credit stagnated in the 1990s, moving from 34.2% 
of GDP at the end of March 1991 to 37.1% at the 
end of March 2000. However, the ratio rose rap-
idly thereafter, reaching 54.1% of GDP at the end 
of March 2006.

In the 1990s, bank credit grew at around the 
same rate as credit provided by other financial in-
stitutions. Bank credit grew faster from 2000 on-
wards, however, and its share of total credit rose 
from 59.7% at the end of March 1991 to 78.2% at 
the end of March 2006 (Fig. 4). Reasons for this 
change include a shift away from non-banking fi-
nancial companies as a source of finance for indi-
viduals, increased rural lending by banks, and the 
conversion of the main two development financial 
institutions into banks.

Bank credit continued to stagnate after 2000 for 
a number of reasons, including the increased use 
of retained earnings and overseas borrowing in the 
business sector. However, the annual increase in 
fiscal 2004-06 was 30%. The key factors behind 
this trend are a higher economic growth rate, ris-
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ing household incomes, and lower real interest 
rates, but escalating competition and the reduction 
of non-performing assets also contributed to the 
growth of lending. Non-performing loans were 
reduced from 31.7% of the increase in lending in 
fiscal 2001 to 5.3% in fiscal 2005, thanks to prog-
ress on the disposal of non-performing assets, and 
improvements in risk management technology.

Deregulation also expanded the scope for new 
product development and the diversification of 
loan products. The scope of business was further 
expanded by the easing of restrictions on lending 
to individuals and project finance. The expansion 
was especially dramatic in the individual banking 
category, and many new products were created in 
the areas including housing loans, personal loans 
and education loans. This diversification of ser-
vices also led to growth in the amount of lending.

However, the rate of increase in credit slowed 
as the investment boom began to decelerate after 
fiscal 2005-06 (Fig. 5). There were moves to se-
cure credit immediately after the September 2008 
Lehman shock, but the rate of increase slowed 
dramatically thereafter. This slowdown can be 
attributed to demand-side and supply-side fac-
tors. Demand-side factors included the economic 
slowdown, reduced demand for operating capital 
because of falling international commodity prices 
and raw material prices, as well as persistently 

high loan interest rates. A key supply-side factor 
is risk avoidance on the part of banks, which be-
came increasingly concerned about the outlook 
for economic performance and business earnings.

Initially this credit crunch affected the entire 
business sector, but it gradually turned into a lim-
ited crunch targeting borrowers with low credit 
ratings, especially small and medium enterprises. 
Since the end of the fiscal year in March 2009, 
banks have shifted to a more aggressive lending 
stance than in the past and are lending selectively 
to blue-chip companies. The Reserve Bank has 
repeatedly urged banks to reduce loan interest 
rates and lend actively. However, factors that tend 
to slow the growth of lending are also playing a 
significant role. These include the fact that the de-
mand for funds has not yet recovered fully, and 
the business sectors’ expectations that loan inter-
est rates will fall further.

(2) Changes in Profitability and Efficiency

①Profitability
Overall bank profitability has improved since 

the 1990s. However, we need to be aware that 
there are many indicators of profitability, and that 
profitability is affected by a wide range of factors. 
The most representative indicators are return on 
assets (ROA) and return on equity (ROE). There 

Fig. 4   Average Annual Growth Rate of 
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Fig. 5   Year-on-Year Increase in Bank 
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has been a dramatic improvement in the ROA of 
public sector banks, which were previously affect-
ed by adverse earning conditions, including large 
amounts of non-performing assets. In contrast, 
there has been little improvement in the earn-
ings of private sector banks, and the public sector 
banks are now closing the gap. The high ROA of 
foreign banks are attributable to their extremely 
high levels of off-balance-sheet transactions(12). 
ROE has also improved. However, credit expan-
sion has caused a decline from the fiscal 2003 
peak of 19.1%, and in fiscal 2006 ROE stood at 
14.2%.

②Characteristics of Banks by Type
We will look next at the characteristics of each 

type of bank. First, the ratio of operating costs 
to total revenues has fallen from 71.9% in fiscal 
1992 to 50.2% in fiscal 2007. Foreign banks have 
the lowest ratio (Table 8). If we break down costs 
into labor costs and other items, we find that the 
percentage of labor costs is higher among public 

sector banks and lower among new private sector 
banks and foreign banks.

Labor costs have been falling since the 1990s. 
This reflects restructuring measures, including 
early retirement programs, implemented by public 
sector banks around 2000. Another factor in re-
cent years has been the growing use of outsourc-
ing for simple tasks. The operating costs of new 
private sector banks and foreign banks have been 
affected by the expansion of branch networks and 
the introduction of new technology. Key factors 
influencing the operating costs of foreign banks 
include the use of high salaries to attract highly 
skilled personnel, and a strong emphasis on train-
ing and human resource management. Although 
their labor costs are rising, it is apparent from 
Table 8 that there are major differences in the cost 
structures of these banks compared with public 
sector banks. The fact that labor costs make up a 
large percentage of the total costs of public sec-
tor banks could have a negative influence on their 
long-term profitability.

Table 8  Profitability and Efficiency of Banks
(%, millions of rupees)

①Profitability

Public sector banks
Private sector 

banks Foreign 
banks

Total
SBI 

Group
State-
owned

Old New

Return on assets (ROA)
FY1992 0.2 ▲ 1.7 0.3 1.9 ▲ 2.7 ▲ 1.1

FY2006 0.8 0.8 0.7 0.9 1.7 0.9

Return on equity (ROE)
FY92 12.6 ▲ 52.4 13.6 13.0 ▲ 47.0 ▲ 36.1

FY06 15.3 14.7 10.3 13.6 13.9 14.2

②Operating costs

Operating costs/total revenues
FY92 59.2 86.4 66.8 39.4 59.2 71.9

FY06 52.8 49.4 50.7 52.6 44.6 50.2

Labor costs/other costs
FY92 257.0 227.6 235.2 17.7 33.2 199.6

FY06 189.8 174.5 131.0 39.4 66.1 119.9

③Non-interest revenues

Non-interest revenues/total
revenues

FY92 12.9 9.9 10.8 16.0 7.9 10.7

FY06 12.2 10.5 12.1 19.6 27.8 14.1

④Labor productiivity

(Deposits+loans) /number of
employees

FY92 4.7 4.8 4.4 73.5 23.4 5.0

FY06 43.6 49.0 48.6 81.8 99.5 52.2

(Deposits+loans) /number of
branches

FY92 115.2 90.3 60.1 358.5 1,793.9 100.8

FY06 771.4 627.8 523.1 2,939.6 10,041.0 793.9

⑤Efficiency (intermediation costs)

Net interest margin/total assets
FY92 3.0 2.0 2.9 2.9 3.6 2.5

FY06 2.8 2.6 2.7 2.4 3.7 2.7

Notes: Data for new private sector banks refer to fiscal 1995, not fiscal 1992.
Source: Reserve bank of India [2008b]
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Second, there has been an upward trend in non-
interest revenues (revenues from off-balance-sheet 
transactions and commission revenues). The level 
of non-interest revenues is especially high among 
new private sector banks and foreign banks, pri-
marily because of the large contributions from off-
balance-sheet transactions(13). The stock market 
expanded rapidly in the early 1990s, leading to 
growth in related revenues. Bond trading revenues 
also expanded in the early 2000s but have tended 
to decline since fiscal 2004 because of rising in-
terest rates.

Third, there has been a dramatic improvement 
in labor productivity, as measured by dividing the 
sum of deposits and loans by the number of em-
ployees. Between fiscal 1992 and fiscal 2006, this 
indicator increased by more than 10 times. How-
ever, the labor productivity of foreign banks is 
still more than twice as high as that of public sec-
tor banks. This is explained by the fact that pub-
lic sector banks have many small-scale branches 
in rural areas. Another key indicator is obtained 
by dividing the sum of deposits and loans by the 
number of branches. Banks have achieved major 
improvements through branch rationalization, the 
increased use of ATMs and other factors. How-
ever, there is considerable disparity among the 
different types of banks. New private sector banks 
and foreign banks are focusing on business with 
high-net-worth individuals and blue-chip compa-
nies, primarily in urban areas.

③Efficiency of Financial Intermediation
Efficient financial intermediation is manifested 

in lower intermediation costs. There is no single 
definition of intermediation costs. If we look at 
the ratio of net interest margins to total assets, we 
find that there has been no clear downward trend. 
According to the Reserve Bank, the rapid expan-
sion of credit in recent years has exerted upward 
pressure on net interest margins.

Of course, interest rates are not the only means 
of competition, and this trend alone cannot be 
seen as evidence that competition is not being 
stimulated. One reason for the high net interest 
margins of foreign banks is the fact that demand 
deposits make up a large percentage of their to-

tal deposits. Net interest margins are also influ-
enced by changes in the shape of the yield curve 
(or yield spread). Furthermore, as discussed later 
in this article, there is a growing trend toward 
shorter-term deposits and longer-term loans. Judg-
ing from this trend, the fact that net interest mar-
gins have not changed significantly can be seen as 
evidence of improving efficiency. By the way, in  
many developed economies, net interest margins 
are below 2%. The level in India is not especially 
high compared with other developing economies. 
According to the Reserve Bank, figures for other 
economies in 2006 included 2.7% for South Ko-
rea, 3.3% for Thailand, 2.2% for Malaysia, 5.9% 
for Indonesia and 2.3% for China.

④ Reasons for the Improvement in Profitability 
and Efficiency
Since the 1990s, Indian banks have gradually 

moved closer to their counterparts in developed 
economies in terms of profitability and the effi-
ciency of financial intermediation. Contributing 
factors include the reduction of operating costs 
and the growth of non-interest revenues. This im-
provement was possible for the following reasons.

First, existing banks have worked to catch up 
with the highly profitable banks, including new 
private sector banks and foreign banks, that have 
moved into the Indian market. Specific initiatives 
that have helped them catch up include diversifi-
cation into such areas as trading and services for 
individuals, the improvement of settlement sys-
tems, the installation of more ATMs, computeriza-
tion and other forms of technological innovation, 
and share floats and restructuring by public sector 
banks.

Second, profitability has benefited from the re-
duction of the cash reserve ratio and the statutory 
liquidity ratio, interest rates liberalization, and the 
reduction of non-performing assets.

Third, there has been a trend toward shorter-
term deposits and longer-term loans. The percent-
age of deposits maturing within one year has risen 
from 13% in 1990 to 40% in 2006, and the per-
centage of medium-term and long-term loans from 
17.4% in March 1995 to 53.9% in March 2007(14).
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5. Prudential Regulations and Their 
Effects

(1) The Development of Prudential Regula-
tions

We will next examine the development of pru-
dential regulations. First, regulations relating to cap-
ital adequacy ratios, income recognition, asset cat-
egories and the provision of reserves were gradually 
brought into line with international standards(15). 
The capital to risk weighted assets ratio (CRAR), 
which represents the minimum capital adequacy ra-
tio, was set at 8% in 1994 and 9% in 1999.

Second, steps were taken to improve accounting 
and disclosure standards and diversify ownership, 
with the aim of improving bank governance(16). 
The government’s percentage shareholdings in 
some public sector banks were reduced after those 
banks procured capital from the stock market.

Third, non-performing assets were reduced us-
ing a variety of disposal mechanisms established 
by the government and the Reserve Bank. In 2002, 
the procedures used by banks to protect their in-
terests were strengthened, and financial institu-
tions became able to buy and sell non-performing 
assets. These changes resulted in the gradual ex-
pansion of the options available for the disposal of 
non-performing assets.

Fourth, steps were taken to distribute credit risk 
by limiting the concentration of lending(17). Finan-
cial institutions were also encouraged to securitize 
their assets, and in February 2006 securitization 
guidelines were introduced.

Fifth, the Credit Information Bureau India Lim-
ited (CIBIL) was established in 2000 to improve 

credit information resources.
Sixth, steps were taken to strengthen the risk 

management structures of banks, including the in-
troduction of ALM systems. By March 2009, all 
banks were subject to the Basel II standards. Since 
April 2007, it has become possible for banks to 
implement credit default swaps (CDS) with other 
institutions.

(2) Improvement of Bank Soundness

Capital adequacy (CRAR) has improved in 
all bank categories (Table 9). The ratios of state-
owned banks and old private sector banks were 
quite low in the past, but by the end of March 
2007 disparity among the different types of banks 
had been reduced, and all banks were above the 
9% threshold. According to the Reserve Bank, 
the ratio of capital to total assets stood at 8.3% in 
2006. This is not especially high when compared 
with the ratios for East Asian economies, such 
as South Korea (7.8%), Thailand (10.7%), the 
Philippines (13.1%), Malaysia (9.5%), Indonesia 
(12.1%) and China (6.8%).

With the development of prudential regulations 
in the 1990s, banks came under pressure to dis-
pose of their non-performing assets. However, it is 
apparent from trends in the non-performing asset 
ratio that the progress was gradual, in part because 
of legal obstacles. This situation also had a nega-
tive impact on the expansion of credit. The subse-
quent creation of the asset disposal mechanisms 
described above helped to bring about a gradual 
reduction in the non-performing asset ratio, and 
by the end of March 2007, the ratio for all types 
of banks was around 1%. Dramatic reductions 

Table 9  Soundness of Banks
(%, millions of rupees)

Public sector banks Private sector banks
Foreign 
banks

TotalSBI 
Group 

State-
owned

Old New

Capital adequacy (CRAR)
1996/3 11.33 5.73 6.20 22.01 12.98 6.71

2007/3 12.42 12.01 13.66 12.17 13.80 12.88

Net non-performing asset ratio 
(ratio to total loans)

96/3 6.88 10.10 4.44 0.41 0.71 7.68

07/3 1.32 0.92 0.96 0.98 0.73 1.02

Notes: CRAR stands for Capital to Risk Weighted Assets Ratio.
Source: Reserve bank of India [2008b]
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were achieved by public sector banks and old pri-
vate sector banks, which initially had high ratios.

Credit information resources are being continu-
ally improved with the aim of preventing banks 
from incurring new non-performing assets. The 
reinforcement of the prudential regulations ap-
pears to have brought a major improvement in 
asset quality over the past few years. The mainte-
nance of strict controls on capital transactions has 
also made a significant contribution to soundness.

6. Detailed Analysis of Bank Credit

(1) Credit to Individuals

We will conclude this section with an analysis 

of bank credit. The growth rate of credit to indi-
viduals has been consistently high since the 1980s 
(Fig. 6). Credit to individuals showed the highest 
growth in fiscal 2000-06, followed by credit to 
agriculture, industry and small and medium enter-
prises. A comparison of percentages of total bank 
credit in March 1990 and March 2007 shows that 
the share of credit to individuals rose from 6.4% 
to 22.3%, compared with declines from 15.9% 
to 11.8% for credit to agriculture, from 48.7% to 
38.1% for credit to industry, and from 15.4% to 
6.5% for credit to small and medium enterprises 
(Table 10).

Credit to individuals began to expand in the 
second half of the 1990s, after the removal of 
various restrictions, such as limits on total lending 
and interest rates restrictions. The rate of increase 
has almost consistently outpaced the growth of 
total credit. Categories of credit to individuals 
include housing loans, loans secured by time de-
posits, card loans, education loans, and loans for 
the purchase of durable consumer goods. The rate 
of increase has been especially high in the area 
of housing loans. As a percentage of total credit 
to individuals, housing loans have increased from 
37.3% in fiscal 1992 to 52.8% in fiscal 2006 and 
now account for 11.8% of total credit(18). Rea-
sons for this trend include rising income levels, 
increasing urbanization, a real estate boom, and 
tax incentives for salaried workers. Other factors 
affecting credit to individuals include increas-
ing demand for durable consumer goods, and the 
growing popularity of credit cards and Internet 

Fig. 6  Growth of Bank Credit
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Table 10  Distribution of Bank Credit
(%)

1990 95 2000 01 03 05 07 08

To individuals 6.4 9.0 11.2 12.2 15.1 22.2 22.3 20.1

To agriculture 15.9 11.8 9.9 9.6 10.0 10.8 11.8 11.3

To industry 48.7 45.6 46.5 43.9 41.0 38.8 38.1 38.4

To the service sector 22.2 25.1 25.3 26.8 26.2 23.6 24.5 25.5

To others 6.8 8.5 7.1 7.5 7.7 4.6 3.3 4.7

Total 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0

To SMEs 15.4 15.0 14.1 13.0 9.7 7.5 6.5 8.8

Notes: The figures are based on data for the end of March each year. Because data for credit to SMEs 
are from a different source (Reserve Bank of India [2009a]), the figures used as denominators 
are slightly different.This means that items cannot be compared as perfect equivalents. The ratio 
for March 2009 is 9.9%. The figures for SMEs include credit to industry SMEs and credit to the 
service sector SMEs.

Source: Reserve Bank of India [2008b], [2009a]
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banking among the young, who make up a large 
percentage of India’s population. Factors influenc-
ing banks include a decline in business demand 
for capital in the second half of the 1990s, and the 
need to distribute risk because of the high level of 
non-performing assets.

Foreign banks, which have the majority of their 
branches in urban areas, initially focused on the 
development of their business with individuals. 
Subsequently, private sector banks also began to 
target individuals, leading to a rapid rise in credit 
to individuals as a percentage of total business. 
Another factor that helped to drive the expansion 
of credit to individuals was the development of 
new products, such as variable-rate housing loans 
and card loans with various repayment methods.

(2) Credit to Industry

The provision of credit to the industrial sec-
tor is an important activity for banks. Tradition-
ally, this business was divided into short-term and 
long-term segments, with banks providing short-
term operating capital, and development financial 
institutions supplying long-term facility capital. 
This separation of roles gradually disappeared in 
step with the financial reform process and because 
of other factors, including the conversion of the 
development financial institutions into banks. This 
situation has resulted in the expansion of medium-
term and long-term lending by banks, including 
lending for infrastructure development. The per-
centage of short-term lending has shrunk from 
82.5% at the end of March 1995 to 46.1% at the 
end of March 2007.

At 15.4%, the average yearly increase in credit 
to industry was lower in the 1990s than in the 
1980s, and the rate of increase has not been espe-
cially high in recent times. As a result, the amount 
of credit provided to industry has also declined 
gradually as a percentage of total bank credit. This 
is not a desirable trend from the viewpoint of sup-
port for economic growth.

(3) Credit to Small and Medium Enterprises

Small and medium enterprises (SMEs), known 

as “small scale industries” in India, account for 
over 40% of added value and around one-third of 
exports. The accelerated development of SMEs is 
an important component of industrial policy. Until 
the 1960s, bank credit was limited to large enter-
prises and urban borrowers. After the national-
ization of banks in 1969, the government created 
schemes of priority sector lending in 1972 with 
the aim of expanding the availability of credit 
to the other segments of borrowers. SMEs were 
identified as one of the priority sectors for these 
schemes, which will be examined in greater detail 
later in this article.

Because of the low rate of increase in credit to 
SMEs, this sector’s share of total bank credit has 
tended to fall, and the number of accounts regard-
ing loans to SMEs has fallen from 5.8 million in 
March 1992 to 1.9 million in March 2007. The 
broadening of definitions of priority sectors also 
led to a decline in credit to SMEs as a percent-
age of total priority sector lending, from 43.7% in 
March 1998 to 18.6% in March 2007, though this 
share had recovered to 26.6% by March 2009.

The fundamental reason for this lack of growth 
in credit to SMEs is the low growth rate of SMEs, 
which is reflected in a relatively high percent-
age of non-performing assets (Fig. 7). The ratio is 

Fig. 7   Gross Non-Performing Asset 
Ratio (Percentage of Total 
Lending)

Notes: The data are for the end of March in each year.
Source: Reserve Bank of India [2008b]
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tending to decline, but remains relatively high.

(4) Credit to the Agricultural Sector

From an average of 18.1% per annum in the 
1980s, the growth rate of credit to the agricultural 
sector sank to 10.6% per annum in the 1990s. This 
sector’s share of total bank credit also declined, 
from 15.9% in March 1990 to 9.6% in March 
2001(19). Initiatives by the Reserve Bank and gov-
ernment caused the rate of increase to accelerate 
in subsequent years. Specific measures included a 
shift from short-term lending to medium-term and 
long-term lending, and an increase in the target for 
bank lending to the agricultural sector. As a result 
of these measures, the number of loan accounts to 
the agricultural sector increased from 19.84 mil-
lion in fiscal 2000 to 26.66 million in fiscal 2004.

A lack of rural branches would make it difficult 
for new private sector banks and foreign banks to 
expand their lending to agricultural sector. Lend-
ing to the agricultural sector is one of the targets 
included in the priority sector lending by private 
sector banks. They are required to meet this tar-
get in various ways, such as by depositing funds 
with the National Bank for Agriculture and Rural 
Development (NABARD). Methods for lending 
to the agricultural sector through micro-finance 
have also been developed, and this type of activity 
is increasingly seen as a potential area of business 
for banks.

III. Challenges for the Banking 
Sector

1. Banking Sector Expansion and Ap-
propriate Distribution of Funds

In Part III we will analyze some of the chal-
lenges facing the Indian banking sector. The fol-
lowing overview of those challenges is based on 
the preceding discussion.

The high growth achieved since 2000 has been 
accompanied by rises in the savings and invest-
ment rates. At the same time, businesses have 
become increasingly reliant on external finan-

cial resources, and in addition to a surge in bank 
credit, there has also been an increase in financ-
ing through domestic and overseas stock markets 
and overseas borrowing. These trends show that 
external financial resources will play a major role 
in sustaining India’s high growth in the future. 
Particularly significant is the vast need for infra-
structure development funds. India’s expanding 
savings need to be linked appropriately to invest-
ment. The essential role of the banking sector in 
this context is to provide efficient financial inter-
mediation while ensuring that financial resources 
are distributed efficiently into productive sectors. 
Given the low level of India’s ratio of domestic 
credit to GDP, it will also be necessary to expand 
the banking sector. Another issue that will need 
to be considered is the small size of individual 
banks. However, rapid credit expansion would not 
be desirable from the viewpoint of economic sta-
bility, and another vital priority will be the main-
tenance of soundness through the improvement of 
banks’ risk management capabilities, and the rein-
forcement of regulation and supervision.

The effects of the financial reform process that 
began in the 1990s include the promotion of com-
petition in the banking sector, and improvements 
in earning performance, efficiency and soundness. 
The expansion of credit since 2000 would not 
have been possible without these improvements, 
and in this sense the financial reform process has 
yielded tangible benefits. However, there is still 
room for further improvement in efficiency. Ac-
tion is also needed to remedy the downside rigidi-
ty of loan interest rates, which has been a frequent 
target for criticism. Even during the monetary 
easing phase that followed the onset of the global 
financial crisis, loan interest rates fell by only 
1-2%, despite a 4.25% reduction in the repo rate, 
which is India’s policy interest rate (Table 11). 
This is primarily a problem relating to bank su-
pervision. Action to remedy these issues could be 
expected to stimulate credit expansion.

A number of structural problems will need to be 
tackled if the Indian banking sector is to expand. 
The first problem is the fact that financial savings 
make up only a small portion of total household 
savings (Fig. 8). While the savings rates of both 
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the private corporate sector and the public sector 
have risen in recent years, this trend is not reli-
able, and further growth in household savings is 
essential. This will require initiatives to expand 
financial savings, including an increased emphasis 
on the development of financial products, and in-
duce a shift from physical savings to financial sav-
ings. Physical savings include the purchase of as-
sets, such as real estate, machinery and facilities. 
Some of those assets are held by unincorporated 

business enterprises, which are indistinguishable 
from the household sector. This problem is linked 
to financial inclusion(20). The productivity of unin-
corporated business enterprises is generally low. 
A shift from physical savings to financial savings 
could therefore be expected to contribute to higher 
economic growth, since more financial resources 
could be channeled into areas in which productiv-
ity is relatively high.

Second, the existence of the statutory liquid-
ity ratio has increased the percentage of bank re-
sources invested in government bonds. This may 
have limited the expansion of bank credit.

Third, there has been a shift in the distribu-
tion of financial resources. Credit to individuals is 
tending to increase, while there has been a down-
ward trend in credit to industry. In recent years 
industry’s share of credit has remained static at 
around 38%, while credit to small and medium 
enterprises has remained conspicuously stagnant. 
We need to be aware that credit to industry also 
includes infrastructure-related finance, which has 
expanded dramatically.

Large corporations experience few problems 
with access to financial resources, since they can 
issue shares or procure overseas loans relatively 
easily. These options are not available to small and 
medium enterprises, however, and their access to 
financial resources can be limited. Another factor 
that may hinder access to financial resources for 
small and medium enterprises is the heavy reli-
ance of major corporations on bank borrowing be-
cause of the underdeveloped state of the corporate 
bond market. In this sense, the development of the 
corporate bond market and institutional investors 
is an extremely important priority.

To what extent has the stagnation of credit to in-
dustry imposed financial constraints on business-
es? This is a difficult question to answer. Analysis 
of business sector financing in fiscal 2001-04 in 
Allen et al. [2007] shows that major corporations 
obtained 26% of their finance from formal sourc-
es, 20% from informal sources, and 54% from 
retained earnings, and that formal sources ac-
counted for 8% of finance procured by small and 
medium enterprises, informal sources for 85%, 
and retained earnings for 7%. According to McK-

Table 11   Reduction of Deposit and 
Loan Interest Rates 
(October 2008-October 2009)

（bps）

Deposit 
rate

BPLR
Average 
reduction 
of BPLR

Number 
of banks 
that cut 
their 
BPLR

Public 
sector banks

175－350 125－275 193.5 27／27

Private
sector banks

100－375 100－125 98.9 20／22

Foreign
banks

125－300 125 64.3 14／28

Notes 1:  BPLR stands for “Benchmark Prime Lending 
Rate.”

Notes 2:  The data used to calculate range of interest rate 
changes for foreign banks (the two columns on 
the left) refer only to the five major banks. 

Source: Reserve Bank of India 

Fig. 8   Breakdown of Household 
Savings

Source: Reserve Bank of India [2009a]
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insey & Company [2006], the scale of informal fi-
nance was equivalent to about one-third of formal 
finance, and informal finance accounts for around 
70% of total credit to agriculture. In spite of the 
subsequent expansion of bank credit, there is still 
considerable room for the growth in the role of 
formal finance in business sector financing, espe-
cially for small and medium enterprises.

2. Reassessment of Related Policies

(1) Statutory Liquidity Ratio

The statutory liquidity ratio (SLR) is a regula-
tion requiring banks to place a specified percent-
age of their deposits, referred to as “net demand 
and time liabilities : (NDTL), in government 
bonds or other qualifying bonds(21). The SLR re-
mained at 38.5% between September 1990 and 
December 1992 and was cut gradually to 25% in 
October 1997.

In terms of actual investing activities, banks 
have maintained their investment in qualifying 
bonds at around 35%, and at the end of March 
2004 the ratio was above 40% (Fig. 9). As noted 
earlier, this pattern emerged because of a decline 
of the business sector’s demand for financial re-
sources in the second half of the 1990s. In ad-

dition, banks became increasingly risk averse 
because of pressure to improve their capital ade-
quacy ratios and reduce non-performing assets. A 
downward trend in interest rates further enhanced 
the attractiveness of bond investment.

Demand for credit has expanded dramatically 
after fiscal 2003, and banks curbed new invest-
ment in qualifying bonds. In fiscal 2005 they sold 
off part of their government bond holdings. Since 
then they have again started to invest. Investment 
in government bonds increased with the onset of 
the global financial crisis because of the need to 
avoid risk. Investment in non-qualifying securi-
ties, such as shares, corporate bonds and CP, has 
remained at around 5% of NDTL.

Since the liberalization of government bond in-
terest rates and loan interest rates, the former have 
no longer been substantially lower than the lat-
ter. This situation has prompted banks to invest in 
government bonds of their own accord. In March 
2009 the rate of investment in qualifying bonds 
stood at 28.1%, which is not especially high by in-
ternational standards(22). This means that the SLR 
is not a major limiting factor at present. However, 
the present ratio of 25% or higher could become a 
barrier to the expansion of bank credit as the eco-
nomic growth rate rises in the future. At that stage 
it will probably be necessary to reduce the ratio(23). 

Fig. 9  Percentage of Bank Deposits (NDTL) Invested in Securities

Notes: Based on data for March 31 each year.
Source: Compiled from Reserve Bank of India [2009a], etc.
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In April 2007, the priority sector system was 
substantially rationalized with the announcement 
of new criteria. The sectors now covered by the 
system are agriculture, micro and small enterpris-
es, retail trade, micro credit, education loans and 
housing loans. Export credit is also included in 
the case of foreign banks. The denominator is now 
adjusted net bank credit (ANBC), which consists 
of net bank credit together with part of invest-
ments in non-qualifying bonds.

Under the allocation targets, domestic banks 
are required to allocate at least 18% to agriculture 
and 10% to  “weaker sections.” Foreign banks 
are required to allocate at least 10% to micro and 
small enterprises and at least 12% to export credit. 
Banks that are unable to meet these targets must 
deposit funds with the Rural Infrastructure De-
velopment Fund (RIDF), which is administered 
by NABARD, in the case of domestic banks, and 
with the Small Enterprises Development Fund 
(SEDF), which is administered by the Small In-
dustries Development Bank of India (SIDBI), in 
the case of foreign banks.

At the end of March 2009, lending to priority 
sectors accounted for 35.2% of non-food gross 
bank credit (Table 12). The percentage of this 
lending allocated to the agricultural sector and mi-
cro and small enterprises fell from 79.3% in 1990 
to 51.9% in 2006 but had recovered to 65.1% by 
2009. Lending to the agricultural sector has of-
ten fallen short of the 18% target (Table 13). As 
is clear from the breakdown of lending to prior-
ity sectors in Fig. 11, the percentages allocated 
to housing loans and retail trade finance are quite 
high.

②Credit to Agriculture and SMEs
We will look next at the initiatives used to ex-

pand credit to agriculture and SMEs. Efforts to 
increase credit to agriculture in the form of formal 
finance included the expansion of regional rural 
banks and the establishment of NABARD in 1982. 
However, informal finance increased by a big-
ger margin than formal finance during the 1990s. 
Within the formal finance category, there was a 
major shift from co-operative institutions to banks 
as the providers of finance. The rate of increase 

Before that can happen, it will be necessary to re-
duce the fiscal deficit.

In addition to investment in qualifying bonds, 
banks supply 16.7% of their credit to the public 
sector (Fig. 10). This means that at least 30% of 
bank assets are allocated to the government and 
government-affiliated companies through credit 
or investment. Another reason for considering a 
change to the SLR is potential for an increased 
contribution from private sector vitality.

(2) Priority Sector Lending

①Schemes and Outcomes
Priority sector lending requires domestic banks 

to allocate at least 40% of their net bank credit 
(NBC) to priority sectors. The ratio for foreign 
banks is 32%. The main priority sectors are ag-
riculture, micro and small enterprises, “weaker 
sections” of society, and export credit. The defini-
tions of priority sectors have been progressively 
broadened in response to persistent lobbying by 
banks, which were concerned about low rates of 
return on their lending in these areas. The sectors 
that have been added subsequently include export 
credit, education loans, housing loans, loans to the 
software industry, venture capital financing, and 
leasing.

Fig. 10   Recipients of Bank Credit 
(End of March 2008)

Source: Reserve Bank of India [2008a]
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tural changes, including the trend toward large-
scale commercial farming. Another problem is 
that access to banking services is still difficult for 
small-scale farmers and land-less workers. There 
has also been a decline in the percentage of long-
term finance for investment in machinery and fa-
cilities. Reasons for this include the complexity of 
risk management, and a lack of suitable collateral. 
In addition, the Reserve Bank has highlighted the 
need for banks to cooperate with providers of in-
formal finance(24). In the area of credit for the poor, 
NABARD is expanding its Self-Help Group (SHG) 

in bank credit to the agricultural sector has risen 
since 2000, in part because of the policy moves 
described earlier in this article.

Banks have been criticized by the Reserve Bank 
for their failure to adapt their product develop-
ment systems and credit risk assessment and man-
agement systems adequately in response to struc-

Table 13   Achievement of Priority 
Sector Lending Targets

Public sector banks (%)

2007 08 09

All 39.7 44.7 42.5 (40% or higher)

Agriculture 15.4 18.3 17.2 (18% or higher)

SMEs 7.8 11.1 11.3

Weaker sections 7.1 8.9 9.8 (10% or higher)

Private sector banks

2007 08 09

All 42.9 47.8 46.8 (40% or higher)

Agriculture 12.7 17.0 15.9 (18% or higher)

SMEs 3.9 13.7 11.8

Weaker sections 1.6 2.0 3.9 (10% or higher)

Foreign banks

2007 08 09

All 33.4 39.5 34.3 (32% or higher)

SMEs 10.3 12.2 11.2 (10% or higher)

Export  credit 18.3 22.7 19.4 (12% or higher)

Notes 1:  The definition of small and medium enterprises 
has changed between 2007 and 2008.

Notes 2:  The figures for public sector banks are percentag-
es of net bank credit rather than narrowly defined 
target achievement ratios. The figures for private 
sector banks and foreign banks are narrowly de-
fined target achievement ratios.

Notes 3: Data refer to the end of March each year. 
Source: Ministry of Finance, Government of India [2010]

Fig. 11   Breakdown of Lending to 
Priority Sectors 
(End of March 2009)

Notes: The total is equivalent to 40.7% of non-food gross 
bank credit.

Source: Reserve Bank of India [2009b]
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Table 12  Balance of Lending to Priority Sectors
(billions of rupees, %)

All priority sectors Agriculture SMEs

Amount
Percentage of 
bank credit ①

Percentage of 
bank credit ②

Percentage of 
bank credit ③ (②+③)/①

1990 404 40.1 16.4 15.4 79.3

95 642 34.7 13.0 15.0 80.7

2000 1,318 35.1 11.8 14.1 73.8

05 3,815 38.2 12.5 7.5 52.4

06 5,107 36.4 12.4 6.5 51.9

07 6,360 35.3 12.8 6.5 54.7

08 7,474 33.9 12.5 8.8 62.8

09 9,159 35.2 13.0 9.9 65.1

Notes 1: Bank credit is defined as non-food gross bank credit (NFGBC). 
Notes 2: Data refer to the end of March each year. 
Source: Reserve Bank of India [2009a]
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a target is not met, credit must be provided indi-
rectly by depositing financial resources with funds 
as described ealier. Furthermore, the definition 
of priority sectors has been expanded to include 
sectors that are not in line with the original inten-
tions of the program. For example, when housing 
loans were first added to the priority sectors in the 
1990s, eligibility was limited to loans of 500,000 
rupees or less. This limit has since been raised 
to 2 million rupees. To obtain a loan of 2 million 
rupees, the borrower would at least need an an-
nual income of 400,000 rupees and could not be 
classed as poor. Even education loans for people 
studying overseas have been included in the prior-
ity sectors.

The expansion of the definition is closely linked 
to poor returns on credit to the original priority 
sectors. In other words, if the system is adminis-
tered strictly, it would erode the profitability of 
banks.

Moves to retrench the system met with strong 
political resistance, and the expansion of the defi-
nition appears to have been seen as a compromise 
solution. Unfortunately, the growing complexity 
of the system has led to increases in banks’ trans-
action costs. Furthermore, since any increase in 
ordinary lending requires a proportionate increase 
in lending to priority sectors, the system also has 
the potential to impact on other areas of business, 
such as lending to blue-chip companies.

Ideally, sectors to which credit can be provided 
on a commercial basis should be excluded from 
the system, and eligibility should be limited to 
sectors in which there is a genuine need for finan-
cial resources. Other possible solutions include 
the reduction of costs to make lending to priority 
sectors more profitable, the provision of subsidies, 
and the expansion of the role of specialized in-
stitutions. Another issue is the application of dif-
ferent regulations to domestic and foreign banks. 
While this may be unavoidable because of differ-
ences in numbers of branches and other factors, 
it is not ideal from the viewpoint of treating all 
financial institutions equally, and the government 
should consider other approaches.

Bank Linkage program(25). Micro-finance will help 
to reduce the use of informal finance, but this will 
require work in a number of areas, including the 
development of regulations, the provision of funds 
and the accumulation of expertise.

Factors that have hindered the growth of credit 
to small and medium enterprises include a lack of 
credit information, and the fact that it is difficult 
for banks to provide unsecured loans. There has 
also been criticism that banks apply unnecessar-
ily high interest rates to small and medium enter-
prises so that they can provide low-interest loans 
to large corporations.

A range of policy initiatives have been intro-
duced with the aim of expanding credit to small 
and medium enterprises. The government passed 
the Credit Information Companies Regulation Act 
in 2005 and the Micro, Small and Medium Enter-
prises Development Act in 2006. The latter, which 
changes the definition of small and medium enter-
prises, is designed to remedy weaknesses in gov-
ernment policies toward small and medium enter-
prises. The traditional method of providing pref-
erential finance to small and medium enterprises 
robbed them of incentives to expand the scale of 
their activities(26). In addition, the Reserve Bank 
has established committees in each of its domestic 
offices to monitor the expansion of credit to small 
and medium enterprises and progress toward their 
restructuring.

In addition to domestic banks, including SBI 
and ICICI, there are signs that foreign banks, such 
as Standard Chartered and HSBC, are also work-
ing to provide more credit to small and medium 
enterprises and expand their small loan facilities 
for individuals and self-employed people(27). Rat-
ing agencies, such as Credit Rating Information 
Services of India Ltd. (CRISIL) have meanwhile 
started to enhance their rating services for small 
and medium enterprises. These efforts have been 
resulted in accelerated growth in credit to small 
and medium enterprises since fiscal 2007.

③ Review of Priority Sector Lending Needed
While priority sector lending has helped to ex-

pand the supply of credit to the sectors concerned, 
the targets have not always been achieved. When 



28 RIM   Pacific Business and Industries Vol. X, 2010 No. 36

branch establishment will put the rural areas at a 
disadvantage as a target for business.

Banking activities continue to be concentrated 
in urban areas, and the rural sector’s shares of 
credit and deposits have remained low. As income 
levels have risen, growth in the number of person-
al bank accounts has outpaced population growth, 
and there have been signs of improvement in both 
the urban and rural areas (Table 15). However, 
the number of accounts per 100 people declined 
between 1991 and 2001 and increased only mar-
ginally between 1991 and 2007. Furthermore, in 
2007 there were only 26.2 accounts per 100 peo-
ple in the rural areas, compared with 50.7 in the 
urban areas(28). This shows that progress toward fi-
nancial inclusion cannot be maintained simply by 
increasing the number of branches, since the use 
of banking services is also linked to other factors, 
such as income levels.

②Policy Responses
In its Annual Policy Statement for fiscal 2005, 

the Reserve Bank expressed the view that as far as 
people with no access to formal financial services 
were concerned, the current trend was toward ex-
clusion rather than inclusion. It presented a clear 
agenda, stating that banks should achieve financial 
inclusion(29).

In November 2005, the Reserve Bank advised 
banks to establish “no-frills” accounts that would 
not be subject to minimum balance requirements 
and fees. By the end of 2007, 12.6 million of 
these accounts had been opened. Steps have also 
been taken to simplify the personal identifica-

(3) Lack of Progress toward Financial Inclu-
sion

①Current State of Financial Inclusion
Another important issue is the expansion of fi-

nancial savings as a share of total household sav-
ings. Some physical savings are created by entities 
that do not deal with banks, such as informal sec-
tor businesses. This phenomenon reflects a lack of 
financial inclusion.

Financial inclusion is closely linked to the pro-
motion of inclusive growth. While the balance of 
bank savings has risen from 36% of GDP in fis-
cal 1995 to 72% in fiscal 2008, the continuing 
existence of informal finance indicates that India 
has not made sufficient progress toward financial 
inclusion. Examples of informal financial activ-
ity relating to deposits include the accumulation 
of cash in homes, and the entrustment of money 
to relatives or moneylenders. With these methods, 
there is a high risk that the money will be lost.

Key initiatives to increase financial inclusion in-
clude bank nationalization, priority sector lending, 
and the expansion of networks of various finan-
cial institutions. In recent times, post offices and 
NGOs have also been used to expand networks. In 
the banking sector, priority has been given to rural 
areas when establishing new branches (Table 14). 
The rural sector has received the biggest share 
of new branches in both absolute and percent-
age terms, and in March 2009 almost 40% of all 
branches were in rural areas. However, there has 
been no increase in the number of rural branches 
since the financial reform process began in ear-
nest in 1990. This shows that the liberalization of 

Table 14   Growth in Number of Bank 
Branches

(Times)

Nation-
wide

Rural Suburban Urban
Major
cities

1969 8,262 1,833 3,342 1,584 1,503

  90 59,752 34,791 11,324 8,042 5,595

2009 82,408 31,699 19,082 16,614 15,013

2009／1969 10.0 17.3 5.7 10.5 10.0

  09／  90 1.4 0.9 1.7 2.1 2.7

Notes: Data refer to the end of March each year. 
Source: CEIC data base

Table 15  Number of Bank Accounts
(Accounts)

1981 91 2001 07

Urban

Accounts (millions) 40.9 99.2 110.2 159.7

Accounts per 100 people 25.7 45.6 38.5 50.7

Accounts per 100 adults 42.3 73.1 58.9 75.2

Rural

Accounts (millions) 56.9 153.8 169.8 213.8

Accounts per 100 people 10.9 24.5 22.9 26.2

Accounts per 100 adults 17.9 39.2 35.0 38.8

Total

Accounts (millions) 97.8 253.0 280.0 373.5

Accounts per 100 people 14.3 29.9 27.2 33.0

Accounts per 100 adults 22.9 46.8 41.5 48.9

Notes: Data refer to the end of March each year. 
Source: Reserve Bank of India [2008b]
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In the period after independence, mergers and 
closures reduced the number of banks in India 
from 561 in 1951 to 89 in 1969. Under the Re-
serve Bank guidance, many weaker banks were 
absorbed by banks with sound financial positions.

Between fiscal 1990 and fiscal 2006, one new 
public sector bank, 16 private sector banks and 38 
foreign banks entered the market. During the same 
period, financially healthy public sector banks and 
private sector banks absorbed a number of banks 
(eight in fiscal 1990-99, 13 in fiscal 2000-07). 
Most of the banks that were absorbed were weak, 
small-scale private sector banks. This method is 
commonly used to rescue problem banks in India. 
Of course, there are also mergers between healthy 
banks, though there has been almost no amalga-
mation among public sector banks. Factors reduc-
ing the number of foreign banks include branch 
consolidation and closure as a result of mergers 
among parent banks, or withdrawal from the In-
dian market.

In its 1991 report, the First Narasimham Com-
mittee referred to the small size of Indian banks 
and stated that amalgamation was essential to the 
achievement of international competitiveness. Nu-
merous reports, including the 1998 report of the 
Second Narasimham Committee(33), have since 
stated that India has too many banks, and that the 
size of individual banks needs to be expanded.

Scale is an important factor influencing a bank’s 
ability to develop sophisticated financial products 
and reduce costs through technological innovation. 
However, banks must also be able to fulfill their 
role by providing appropriate services efficiently, 
and the elimination of services that were previ-
ously provided by smaller banks is not a desirable 
outcome of amalgamation. Another challenge is 
to maintain a competitive environment while pro-
moting amalgamation. When banks expand, they 
become vulnerable to the moral hazard of reliance 
on government rescues (the “too big to fail” prob-
lem). The Reserve Bank will need to counter this 
problem by implementing appropriate regulations. 
Because of the need to maintain a competitive en-
vironment, amalgamation is likely to be limited to 
weak, small-scale banks in the foreseeable future. 
Most of the mergers implemented so far have in-

tion procedures required when opening bank ac-
counts. Various other measures have also been 
implemented, including the expansion of financial 
literacy education and credit counseling. In this 
context micro-finance has increasingly been seen 
as an important tool for the promotion of financial 
inclusion.

Improvements will be needed in other areas. 
For example, it will be necessary to increase the 
range of saving options available, including the 
enhancement of investment trust funds and insur-
ance products(30). Other priorities include the in-
creased use of financial technology, such as ATMs 
and Internet banking, and the development of 
products to meet the savings needs of low-income 
people. The stimulation of competition in the 
banking sector will also help, albeit indirectly, to 
bring the rural areas into focus as a business tar-
get. Another challenge will be bring resources that 
are currently invested in gold, which is an impor-
tant savings tool in India with holdings equivalent 
to around one-half of the balance of bank depos-
its, into the financial system(31).

Finally, measures targeting the financial sector 
will not be sufficient to move India away from a 
situation in which physical savings account for a 
large share of total household savings(32). To re-
duce the number of businesses in the informal sec-
tor, it will be necessary to increase employment in 
the rural areas. This will require the improvement 
of rural infrastructure, an easing of labor regula-
tions, and measures to stimulate the growth of 
manufacturing industries.

3. Industry Restructuring

(1) Accelerating Bank Amalgamation and 
Maintaining a Competitive Environment

As observed earlier in this article, Indian banks 
are small by international standards. At the end of 
March 2009, the total assets of the biggest bank, 
SBI, amounted to 9.6 trillion rupees (approxi-
mately $200 billion), while second-ranked ICICI 
had only 3.8 trillion rupees (about $80 billion). 
We will look now at measures to accelerate bank 
amalgamation, which affect the size of banks.
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and stated there was no need to move away from 
government ownership. Subsequent economic re-
forms were accompanied by calls for the privatiza-
tion of banks, but while government-owned banks 
have procured capital from the stock market, they 
have not been privatized. In the 1980s, the assets 
of public sector banks accounted for over 90% of 
all banking sector assets. This share has gradu-
ally fallen since that time and was around 72% in 
March 2009 (Fig. 12).

A number of arguments can be put forward in 
favor of government ownership of banks. First, 
the assumption that public sector banks were cov-
ered by implicit government guarantees helped to 
stave off the effects of the global financial crisis. 
Since fiscal 2008, the public sector banks have re-
corded the largest increases in loans and deposits 
(Table 16), and this growth has been paralleled by 
growing support for government ownership.

Second, as shown in Table 11, monetary easing 
has failed to bring down loan interest rates suffi-
ciently. While all 27 public sector banks cut their 
loan interest rates by an average of around 2% 
between October 2008 and July 2009, 20 of the 
22 private sector banks made reductions averag-
ing about 1%, while 14 of the 28 foreign banks 
cut their rates by only 0.6% on average. The fact 
that public sector banks are relatively loyal to the 

volved small-scale banks, and the impact on the 
competitive environment has been limited. How-
ever, future mergers between major banks could 
have serious implications for competition.

Because of the potential effects on the competi-
tive environment, the government should urgently 
reconsider its roadmap for the entry of foreign 
banks into the market, which has been shelved(34). 
In principle, the amalgamation process should 
also include mergers between public sector banks, 
and the acquisition of public sector banks by pri-
vate sector banks.

(2) Problems Surrounding Public Sector 
Banks

① Positive Stance toward Bank Ownership by 
the Government
Should the government continue to own banks? 

This is an important question. The nationalization 
of banks in 1969 and 1980 resulted in increases 
in the number of branches in rural areas and led 
to the distribution of financial resources in accor-
dance with government plans. However, govern-
ment ownership has been the focus of continual 
debate since 1990. The First Narasimham Com-
mittee took the view that the ownership structure 
was irrelevant to bank profitability and efficiency 

Fig. 12  Bank Assets

Notes: Data refer to the end of March each year.
Source: CEIC data base
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Fourth, the main reason for the nationaliza-
tion of banks was to expand branch networks and 
increase business in rural areas. Priority sector 
lenging has certainly increased the availability of 
credit to agriculture and small and medium enter-
prises, and in this sense we can say that national-
ization has been basically successful.

② Problems with Government Ownership of 
Banks and the Future Outlook(35)

Problems have also been identified in relation 
to government ownership of banks. First, while 
gaps in earning performance and soundness have 
been eliminated, there are significant differences 
between public sector banks and private sector 
and foreign banks in terms of the business models 
used (Table 17). There is doubt about the competi-
tiveness of the business model of the public sector 
banks amid the continuing trend toward economic 
and financial globalization. Their ability to in-
crease their capital is also limited because of the 
requirement to maintain at least 51% government 
ownership.

Because of their large branch networks and 
work forces, public sector banks have substantial 
labor costs, and their labor productivity is relative-

wishes of the government and the Reserve Bank 
has helped to ease the downside rigidity of loan 
interest rates and enhance the effectiveness of 
monetary policy transmission mechanisms.

Third, there is no longer any variation in the 
earning performance, efficiency and soundness 
of banks in each of the categories. One reason for 
this is the promotion of competition, which en-
couraged public sector banks to make increased 
efforts to improve their performance. In addition, 
public sector banks became subject to market 
discipline to some extent after procuring capital 
through the stock market. In addition, the relative-
ly large size of public sector banks makes it easier 
for them to achieve economies of scale.

Table 16   YoY Increases in Loans and 
Deposits

(%)

2008/3 09/3 09/7

Public sector banks
Loans 22.5 20.4 21.9

Deposits 22.9 24.1 26.4

Private sector banks
Loans 19.9 10.9 4.2

Deposits 19.9 8.0 6.7

Foreign banks
Loans 28.5 4.0 ▲ 7.1

Deposits 29.1 7.8 16.4

Total
Loans 22.3 17.3 16.3

Deposits 22.4 19.8 21.9

Source: Reserve Bank of India 

Table 17  Bank Balance Sheets (End of March 2009)
(%)

Public sector banks Private sector banks Foreign banks

Assets

Cash and reserves 6.0 5.6 3.5

Interbank deposits, etc. 3.5 3.3 7.4

Investments 26.9 29.8 29.2

  Qualifying investments 22.7 21.1 22.4

  Non-qualifying investments 4.2 8.7 6.8

Loans 60.0 56.0 37.0

  Subtotal: Medium/long-term 32.8 38.9 17.3

Others 3.7 5.3 23.0

Total 100.0 100.0 100.0

Liabilities

Capital, reserves, surpluses 5.6 9.8 13.4

Deposits 82.6 71.7 47.9

  Demand 8.3 9.8 13.5

  Savings 18.7 13.7 6.4

  Time 55.6 48.2 27.9

Borrowings 4.2 9.2 15.7

Others 7.6 9.4 23.0

Total 100.0 100.0 100.0

Source: Reserve Bank of India [2009b]
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ly low. Furthermore, private sector banks and for-
eign banks earn substantial non-interest revenues 
and have been able to diversify their activities. 
Foreign banks in particular have high return on as-
sets because of the high level of their off-balance-
sheet transactions.

Public sector banks are heavily reliant on in-
come from business with individuals, especially 
their existing customer bases. In contrast, private 
sector banks and foreign banks have focused on 
business with urban enterprises and urban indi-
viduals, who are relatively wealthy and young on 
average. Public sector banks have lagged behind 
private sector and foreign banks in many areas of 
business, including investment trust fund sales, 
cash management and credit card services, and 
private banking. There are also gaps in organiza-
tional capacity(36), sales channels, the ability to 
manage credit risk and other types of risk, finan-
cial technology, including investment know-how, 
and the ability to use IT to reduce costs. Although 
public sector banks are catching up in these areas, 
they have a long way to go.

Second, the government has sought to achieve 
its targets for priority sector lending by expanding 
the definition of priority sectors. It needs to return 
to the original aim of the policy, which was to ex-
pand credit to agriculture and small and medium 
enterprises. Also, there is little variation among 
the types of banks in terms of the achievement of 
targets.

Although the expansion of rural branch net-
works by public sector banks has played a major 
role in overall progress toward financial inclusion, 
there has been no increase in the number of rural 
branches operated by public sector banks since 
the 1990s. There is considerable variation in the 
business activities of the different types of banks 
in urban areas, but there is little difference in their 
activities in the rural areas. The government has 
recognized that the scope for progress under ex-
isting financial inclusion policies is limited and is 
diversifying its approach. Banks need the capac-
ity to adapt flexibly to this change. Specifically, 
they will need to be efficient and able to introduce 
new technology. In short, banks will need to place 
greater emphasis on economic rationality in the 

future(37).
To strengthen their international competitive-

ness, banks must be capable of management flex-
ibility. They also need to strengthen their capital 
positions substantially. In the longer-term perspec-
tive, it will probably be necessary to intensify the 
debate on options for public sector banks, includ-
ing privatization and the reduction of government 
ownership ratios. Of course, none of these options 
can be implemented overnight, and the reform 
process will have to be gradual. First, public sec-
tor banks should expand employee remuneration 
systems that will provide incentives for the im-
provement of business performance. Second, there 
is a need for governance reform, including the re-
inforcement of the decision-making authority of 
boards of directors, so that the rights of minority 
shareholders can be respected.

Conclusions

Some observers see the fact that the Indian 
banking sector has never experienced a major fi-
nancial crisis as evidence that there are no serious 
problems. However, the ratio of domestic credit 
to GDP is not high by international standards, and 
the scale of individual banks is relatively small. 
There are also characteristic systems, including 
priority sector lending and government ownership 
of banks.

India’s rapid growth since 2000 has been ac-
companied by increases in both savings and in-
vestment rates. This process has also brought 
an increase in external procurement of financial 
resources. This suggests that external financing 
plays an important role in the achievement of high 
economic growth. Priorities in this context include 
the structural expansion of bank credit through the 
expansion of financial savings, and the improve-
ment of the efficiency of financial intermediation 
and the allocation of financial resources.

These goals will require further improvements 
in the efficiency of the banking sector, and the 
setting of loan and deposit interest rates at levels 
that reflect market realities. Other essential steps 
include a review of the statutory liquidity ratio 
(SLR) system and priority sector lending, and the 
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8. See Shimizu [2009a] for a detailed analysis of the de-
velopment of India’s foreign exchange and monetary 
policies.

9. Interest rates on loans under 200,000 rupees must not 
exceed the PLRs.

10. In India, interest rate changes are reflected relatively 
quickly in loan interest rates, but deposit interest rates 
are not adjusted until maturity. As a result, the net in-
terest margin tends to shrink when interest rates are 
falling.

11. In effect, interest rates were liberalized, since banks 
were able to set lending rates lower than their prime 
lending rates.

12. The exposure of public sector banks and old private 
sector banks to off-balance-sheet transactions is equiv-
alent to about 20-30% of total assets, compared with 
around 200% for new private sector banks and 1,800% 
for foreign banks.

13. For example, the services provided in India by one ma-
jor foreign bank, the Standard Chartered Bank, include 
deposits, settlement services, investment products, 
loans and credit card services for individual customers, 
and cash management services, loans, guarantees, trade 
finance, deposits, capital market products, derivatives, 
corporate advisory services and custody services for 
corporate customers.

14. Obviously, this trend has brought with it the risk of 
term mismatching.

15. The asset categories used since 1994 are standard as-
sets, sub-standard assets, doubtful assets and loss as-
sets. Except for standard assets, all are classed as non-
performing assets. Loans on which principal and in-
terest payments are overdue by 90 days or longer are 
classed as sub-standard assets. Loans that have been 
sub-standard for 12 months are recategorized as doubt-
ful assets. Regulations relating to asset classification 
and the provision of reserves were progressively tight-
ened. The expansion of credit in recent years has been 
an important motive for the reinforcement of regula-
tions.

16. Shareholdings in private sector banks must not exceed 
10% of paid-up capital. Banks are not allowed to hold 
more than 5% of the shares of other banks.

promotion of financial inclusion. When design-
ing financial inclusion systems, including priority 
sector lending, greater emphasis will need to be 
placed on economic rationality. To expand finan-
cial savings, it will also be necessary to focus on 
measures to reduce the number of informal sector 
enterprises, including the expansion of rural em-
ployment.

By further developing its banking sector and 
building a strong financial system, India should be 
able to look forward to sustained high growth over 
many years.

End Notes

1. A scheduled commercial bank is a bank that is soundly 
managed and has paid-up capital and reserves totaling 
at least 500,000 rupees.

2. The following observations are based in part on inter-
views conducted in Delhi and Mumbai in July 2009.

3. The following description is based mainly on Mohan 
[2009].

4. In the wake of the Lehman shock, the risk weighting 
for loans to unrated companies was reduced from 150% 
to 100% in November 2008. Provisioning regulations 
on standard assets of personal loans, capital market-
related loans, lending on commercial real estate and 
housing loans were first tightened in January 2007 and 
then eased in November 2008, when a uniform provi-
sioning rate of 0.4% was introduced.

5. Moreover, it is estimated that investment totaling about 
$1 trillion will be required during the period covered 
by the 12th Five Year Plan. The government has stated 
that it is necessary to spend one-half of domestic sav-
ings on infrastructure investment during the 11th Five 
Year Plan (Reserve Bank of India[2008b], Page 271).

6. Development financial institutions played an important 
role in the 1990s. However, that role has shrunk since 
2000. Internationally, the involvement of banks in the 
procurement of financial resources for infrastructure 
development has generally declined in recent years, 
and there are few countries other than India in which 
that role is expanding.

7. One of the recommendations in the 1991 report of the 
First Narasimham Committee was that the entry of pri-
vate sector banks and foreign banks was essential in 
terms of stimulating competition.
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25. Under the SHG-Bank Linkage program, which was 
launched by NABARD in 1992, NGOs act as agents 
and perform a variety of tasks, including the organi-
zation of the poor into groups. Other micro-finance 
methods include the issuance of credit cards (known as  
“Kisan Credit Cards”) and the provision of card loans, 
and the provision of indirect finance in the form of 
bank loans to companies specializing in micro-finance. 
Interest rates for these loans have been liberalized, 
and these types of lending are treated as priority sector 
lending. Private sector banks and foreign banks are ac-
tively moving into this area.

26. Previously small and medium enterprises (known as  
“small scale industries”) were defined as enterprises 
whose capital investment in plant and machinery was 
below a specific level. Capital investment is also used 
as an indicator under the new definition, but enterprises 
are also divided according to their investment size into 
micro enterprises, small enterprises and medium enter-
prises, each subject to different regulations.

27. For example, the Standard Chartered Bank has estab-
lished a separate company with numerous branches, 
with the aim of providing increased finance to small 
and medium enterprises.

28. Post offices and regional rural banks also hold many 
deposit accounts in rural areas. However, the size of 
these deposits is small, and the growth rate is low com-
pared with bank deposits.

29. This was the first time that the phrase  “financial inclu-
sion” was used explicitly.

30. As of November 2007, there were 3.41 million insur-
ance policies. This is equivalent to just 3.1 policies per 
1,000 people.

31. Mckinsey & Company [2006]. However, from statisti-
cal viewpoint, gold purchases are included in consump-
tion.

32. The following observations are based on Mckinsey & 
Company [2006].

33. The report of the Second Narasimham Committee on 
banking reform was published in April 1998 in re-
sponse to the 1997 Asian currency crisis.

34. Other measures that need to be considered in order to 
stimulate competition include the removal of all re-
strictions on the establishment of branches, and further 
liberalization of restrictions on market entry (Planning 
Commission, Government of India[2009]).

17. In principle, the ceiling for lending to any one bor-
rower is 15% of bank capital (20% for loans relating 
to infrastructure projects), and 40% of bank capital for 
borrowers in the same group (50% for loans relating 
to infrastructure projects). In some cases, banks need 
to increase their capital in order to provide large loans. 
There are also limits on lending to specific industries, 
such as the textile industry, lending to non-banking fi-
nancial companies, and exposure to capital markets.

18. The average size of housing loans quadrupled between 
March 2000 and March 2005.

19. However, there was no real decline in credit, since the 
agricultural sector’s share of GDP also fell.

20. “Financial inclusion” means the availability of diverse 
formal financial services, including banking, insur-
ance and stock markets, to as many people as possible. 
There are over 40 million tiny unincorporated busi-
ness enterprises in India. When estimating savings and 
investment statistics, Indian statisticians calculate the 
figures for the household sector as the residual amounts 
remaining after the subtraction of figures for the private 
corporate sector and public sector from total savings 
and investment. As a result, unincorporated business 
enterprises are included in the household sector. In ad-
dition to trends in the unincorporated business sector, 
the growth of physical savings in recent years has also 
been attributed to increased purchasing of real estate 
for residential and investment purposes as a result of 
factors that include the reduction of interest rates as a 
consequence of monetary easing, rising real estate pric-
es, an increase in the number of high-net-worth house-
holds, and the expansion of housing finance (Ministry 
of Statistics and Programme Implementation, Govern-
ment of India [2009]).

21. Government bonds have made up a steadily increasing 
percentage of qualifying bonds in recent years, and the 
ratio has risen from 66.6% in March 1991 to 99.1% in 
March 2009. This is attributable to a rapid increase in 
government bond issues, resulting in part from the de-
velopment of the government bond market.

22. In general, banks in advanced economies invest a larger 
proportion of their total assets in government bonds 
than banks in developing economies.

23. For reference, the deposit-loan ratio has risen from 
53.5% in March 2001 to 73.9% in March 2009.

24. Reserve Bank of India [2008b]
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6. Shimizu, Satoshi (2009c). Sekai Doji Fukyoka deno 
Indo no Kawase Kinyu Seisaku [India’s Foreign Ex-
change and Monetary Policies During the Global Re-
cession]. in Center for Pacific Business Studies. Eco-
nomics Department. Japan Research Institute. RIM. 
Vol.9 No.35

7. Nikaido, Yuko (2006). Shijo Kaihogo no Shokibo Ko-
gyo [Small-Scale Industry after Market Liberaliza-
tion]. in Uchikawa, S. ed., Yakudo Suru Indo Keizai 
[The Surging Indian Economy] (Aji Ken Sensho No.2). 
IDE-JETRO

8. Allen, Franklin, Chakrabarti, Rajesh, De, Sankar, Qian, 
Jun, Qian, Meijun (2007). Financing Firms in India. 
Oct.

9. McKinsey & Company (2006). Accelerating India’s 
Growth through Financial System Reform. May.

10. McKinsey & Company (2007). Indian Banking: To-
wards Global Best Practices. Nov.

11. Ministry of Finance, Government of India (2009). Eco-
nomic Survey 2008-2009. Jul.

12. Ministry of Finance. Government of India (2010). Eco-
nomic Survey 2009-2010. Feb.

13. Ministry of Statistics and Programme Implementation, 
Government of India (2009). Report of the High Level 
Committee on Estimation of Saving and Investment

14. Mohan, Rakesh (2008a). The Growth Record of the 
Indian Economy, 1950-2008: A Story of Sustained Sav-
ings and Investment. RBI Bulletin. Mar.

15. Mohan, Rakesh (2008b). Global Financial Crisis and 
Key Risks: Impact on India and Asia. RBI Bulletin. 
Nov.

16. Mohan, Rakesh (2009). Global Financial Crisis: 
Causes, Impact, Policy Responses and Lessons. RBI 
Bulletin. May.

17. OECD (2007). India. OECD Economic Surveys. Oct.

18. Oura, Hiroko (2008). Financial Development and 
Growth in India: A Growing Tiger in a Cage? IMF 
Working Paper No.79. Mar.

19. Panagariya, Arvind (2008). India: The Emerging Giant. 
Oxford University Press.

35. The following analysis was produced with reference to 
Planning Commission, Government of India [2009].

36. Because the employees of public sector banks are pub-
lic servants, remuneration is not always linked to per-
formance. Other problems include the fact that employ-
ees who incur non-performing assets are likely to be 
held responsible by the government. As a result, there 
is little incentive to expand revenues. Public sector 
banks also tend to be conservative toward technological 
innovation.

37. We also need to recognize the growing importance of 
financial inclusion measures targeting the urban poor. 
Also, while the relatively large work forces of public 
sector banks contribute to the creation of employment 
opportunities, they are also linked to low labor produc-
tivity.
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