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BANKING SYSTEM 
Sources: PIB, The Hindu, ET,BT 

HELPFUL: ESSAY, GS-3, Economics optional, Interview 

 
WHAT IS THE IMPORTANCE OF THE BANKING 
SYSTEM 
A Bank is a financial institution which is involved 
in borrowing and lending money. Banks take 
customer deposits in return for paying 
customers an annual interest payment. The 
bank then use the majority of these deposits to 
lend to other customers for a variety of loans. 

The difference between the two interest rates is 
effectively the profit margin for banks. Banks 
play an important role in the economy for 
offering a service for people wishing to save. 
Banks also play an important role in offering 
finance to businesses who wish to invest and 
expand. These loans and business investment 
are important for enabling economic growth. 

Banking and associated articles 
1. Role/Importance of Banking system in an economy  
2. Brief History of Banking in India (Ancient India to Current Era) 
3. Indian Banking System Structure 
4. Factors promoting growth of Banking Sector in India 
5. Indian Banking Sector: Emerging Challenges and Way Forward 
6. Steps taken by Government and Banking Sector 
7. Non-Performing Assets (NPAs) Problem in Public Sector Banks , Reasons and Measures to solve this issue 
8. Plan Indradhanush 
9. Retreat for Banks and Financial Institutions” Called “GYAN SANGAM -1 and 2 
10. Important committees  - Nachiket Mor, Urjit Patel and PJ Nayak Committee recommendations 
11. Recent developments – Payment Banks  
12. Draft norms for on-tap bank licences  
13. Mergers and acquisitions (Benefits and Challenges)  
14. Inflation 
15.  Overall Trend in Inflation ( ECONOMIC SURVEY) 
16. Food Inflation in India 
17. Monetary Policy Committee 
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Main purpose of banks 

1. Mobilising Saving for Capital Formation 
The commercial banks help in mobilising savings 
through network of branch banking. People in 
developing countries have low incomes but the 
banks induce them to save by introducing 
variety of deposit schemes to suit the needs of 
individual depositors. They also mobilise idle 
savings of the few rich. By mobilising savings, 
the banks channelize them into productive 
investments. Thus they help in the capital 
formation of a developing country. 

2.  Financing Industry: 
The commercial banks finance the industrial 
sector in a number of ways. They provide short-
term, medium-term and long-term loans to 
industry. In India, the commercial banks 
undertake short-term and medium-term 
financing of small scale industries, and also 
provide hire- purchase finance. Besides, they 
underwrite the shares and debentures of large 
scale industries. Thus they not only provide 
finance for industry but also help in developing 
the capital market which is undeveloped in such 
countries. 

3. Financing Trade: 
The commercial banks help in financing both 
internal and external trade. The banks provide 
loans to retailers and wholesalers to stock goods 
in which they deal. They also help in the 
movement of goods from one place to another 
by providing all types of facilities such as 
discounting and accepting bills of exchange, 

providing overdraft facilities, issuing drafts, etc. 
Moreover, they finance both exports and 
imports of developing countries by providing 
foreign exchange facilities to importers and 
exporters of goods. 

4. Financing Agriculture: 
The commercial banks help the large agricultural 
sector in developing countries in a number of 
ways. They provide loans to traders in 
agricultural commodities. They open a network 
of branches in rural areas to provide agricultural 
credit. They provide finance directly to 
agriculturists for the marketing of their produce, 
for the modernisation and mechanisation of 
their farms, for providing irrigation facilities, for 
developing land, etc. 
They also provide financial assistance for animal 
husbandry, dairy farming, sheep breeding, 
poultry farming, pisciculture and horticulture. 
The small and marginal farmers and landless 
agricultural workers, artisans and petty 
shopkeepers in rural areas are provided financial 
assistance through the regional rural banks in 
India. These regional rural banks operate under 
a commercial bank.  

5. Financing Consumer Activities: 
People in underdeveloped countries being poor 
and having low incomes do not possess 
sufficient financial resources to buy durable 
consumer goods. The commercial banks 
advance loans to consumers for the purchase of 
such items as houses, scooters, fans, 
refrigerators, etc. In this way, they also help in 
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raising the standard of living of the people in 
developing countries by providing loans for 
consumptive activities. 

6. Financing Employment Generating Activities: 
The commercial banks finance employment 
generating activities in developing countries. 
They provide loans for the education of young 
person’s studying in engineering, medical and 
other vocational institutes of higher learning. 
They advance loans to young entrepreneurs, 
medical and engineering graduates, and other 
technically trained persons in establishing their 
own business. Such loan facilities are being 
provided by a number of commercial banks in 
India. Thus the banks not only help inhuman 
capital formation but also in increasing 
entrepreneurial activities in developing 
countries. 

7. Help in Monetary Policy: 
The commercial banks help the economic 
development of a country by faithfully following 
the monetary policy of the central bank. In fact, 
the central bank depends upon the commercial 

banks for the success of its policy of monetary 
management in keeping with requirements of a 
developing economy. 
Thus the commercial banks contribute much to 
the growth of a developing economy by granting 
loans to agriculture, trade and industry, by 
helping in physical and human capital formation 
and by following the monetary policy of the 
country 
Other benefits -  

8. Keep money safe for customers 
9. Offer customers interest on deposits, helping to 

protect against money losing value against 
inflation. 

10. Lending money (Credit) to firms, customers and 
homebuyers. 

11. Rapid Economic development  
12. Offering financial advice and related financial 

services, such as insurance 
 

13. Promotion of Entrepreneurship 
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Brief History of Banking in India  
The origin of western type commercial Banking in India dates back to the 18th century. The story of 
banking starts from Bank of Hindustan established in 1770 and it was first bank at Calcutta under 
European management. It was liquidated in 1830-32. 
Ancient India 

• The Vedas (2000-1400 BCE) are earliest Indian texts to mention the concept of usury. (practice of making 
unethical or immoral monetary loans that unfairly enrich the lender. Originally, usury meant interest of 
any kind).  

• The Sutras (700-100 BCE) and the Jatakas (600-400 BCE) also mention usury.  
• The Manusmriti considers usury an acceptable means of acquiring wealth or leading a livelihood. It also 

considers money lending above a certain rate, different ceiling rates for different caste, a grave sin.  
• The Dharmashastras also supported the use of loan deeds. Kautilya has also mentioned the usage of loan 

deeds. Loans deeds were also called rnalekhaya 
Medieval era 

• The use of loan deeds continued into the Mughal era and were called dastawez 
• The evolution of hundis, a type of credit instrument, also occurred during this period and remain in use 

Colonial era 
During the period of British rule merchants established the Union Bank of Calcutta in 1829 . The Allahabad 
Bank, established in 1865 and still functioning today, is the oldest Joint Stock bank in India, it was not the 
first though.  
Foreign banks too started to appear, particularly in Calcutta, in the 1860s. 
The first entirely Indian joint stock bank was the Oudh Commercial Bank, established in 1881 in Faizabad. 
It failed in 1958. The next was the Punjab National Bank, established in Lahore in 1894, which has survived 
to the present and is now one of the largest banks in India.  
Post-Independence 
The partition of India in 1947 adversely impacted the economies of Punjab and West Bengal, paralysing 
banking activities for months. India's independence marked the end of a regime of the Laissez-faire for the 
Indian banking. The Government of India initiated measures to play an active role in the economic life of 
the nation, and the Industrial Policy Resolution adopted by the government in 1948 envisaged a mixed 
economy. This resulted in greater involvement of the state in different segments of the economy including 
banking and finance. The major steps to regulate banking included: 

• The Reserve Bank of India, India's central banking authority, was established in April 1935, but was 
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nationalised on 1 January 1949 under the terms of the Reserve Bank of India (Transfer to Public 
Ownership) Act, 1948 (RBI, 2005b).[17] 

• In 1949, the Banking Regulation Act was enacted, which empowered the Reserve Bank of India (RBI) "...to 
regulate, control, and inspect the banks in India." 

• The Banking Regulation Act also provided that no new bank or branch of an existing bank could be opened 
without a license from the RBI, and no two banks could have common directors. 
 
Nationalisation in the 1960s 
Despite the provisions, control and regulations of the Reserve Bank of India, banks in India except 
the State Bank of India (SBI), remain owned and operated by private persons. By the 1960s, the Indian 
banking industry had become an important tool to facilitate the development of the Indian economy. At 
the same time, it had emerged as a large employer, and a debate had ensued about the nationalisation of 
the banking industry.  
The Government of India issued an ordinance ('Banking Companies (Acquisition and Transfer of 
Undertakings) Ordinance, 1969') and nationalised the 14 largest commercial banks with effect from the 
midnight of 19 July 1969. 
A second dose of nationalisation of 6 more commercial banks followed in 1980. The stated reason for the 
nationalisation was to give the government more control of credit delivery. With the second dose of 
nationalisation, the Government of India controlled around 91% of the banking business of India. Later on, 
in the year 1993, the government merged New Bank of India with Punjab National Bank. 
Liberalisation in the 1990s 
In the early 1990s, the then government embarked on a policy of liberalisation, licensing a small number 
of private banks. These came to be known as New Generation tech-savvy banks, and included Global Trust 
Bank (the first of such new generation banks to be set up), which later amalgamated with Oriental Bank of 
Commerce, UTI Bank (since renamed Axis Bank), ICICI Bank and HDFC Bank.  
This move, along with the rapid growth in the economy of India, revitalised the banking sector in India, 
which has seen rapid growth with strong contribution from all the three sectors of banks, namely, 
government banks, private banks and foreign banks. 
Current period 
The Indian banking sector is broadly classified into scheduled banks and non-scheduled banks.All banks 
included in the Second Schedule to the Reserve Bank of India Act, 1934 are Scheduled Banks. These banks 
comprise Scheduled Commercial Banks and Scheduled Co-operative Banks. Scheduled Co-operative Banks 
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consist of Scheduled State Co-operative Banks and Scheduled Urban Cooperative Banks.Scheduled 
Commercial Banks in India are categorised into five different groups according to their ownership and/or 
nature of operation: 
State Bank of India and its Associates 

• Nationalised Banks 
• Private Sector Banks 
• Foreign Banks 
• Regional Rural Banks. 

In the bank group-wise classification, IDBI Bank Ltd. is included in Nationalised Banks 
 

                    
 
Factors promoting growth of Banking Sector in 
India 

1. Emergence of Universal Banking System:  
 

• Services provided by banks have expanded 
rapidly in the last decade. In addition to the 

traditional “savings and loans”, banks started 
providing a wide gamut of financial services like 
insurance, investment, asset management, etc 
which increased their in the economy. 

• Through partnerships and acquisitions, banks 
are trying to integrate financial services, wallets, 
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payments, shopping services etc., there by 
adding depth to their financial services. 
 

2. Economic growth:  
 

• Over 9 percent GDP growth in the pre global 
financial crisis period (2009-10) and over 7 
percent in the last two years largely facilitated 
the growth of this sector. 
 

3. Globalisation:  
 

• As India is moving towards closer integration 
with the world economy, India’s merchandise 
trade, service exports and remittances are 
growing at a faster pace. In order to serve these 
‘new needs’ banks have evolved and redeemed 
themselves in India and abroad. 
 

4. Policy initiatives:  
• The Banking Laws (Amendment) Act, 2012 at the 

monetary front, and large scale infusion of funds 
into the public sector banks by the government 
in recent years fuelled the growth of this sector. 

• For the government, the banking sector is at the 
core of governance. Initiatives like Jan Dhan 
Yojana and Direct Benefit Transfer are case in 
point. 
 

5. Usage of technology:    
• Information and communication technologies 

including the mobile phones and internet 

connectivity are the prime reason for expanding 
the reach of banking sector to the youth and 
rural habitations. 
 
Indian Banking Sector: Emerging Challenges 
and Way Forward 
The banks are the lifelines of the economy and 
play a catalytic role in activating and sustaining 
economic growth, especially, in developing 
countries and India is no exception. They play a 
catalytic role in activating and sustaining 
economic growth. As per KPGM-CII report, 
India’s banking sector is expanding rapidly and 
has the potential to become the fifth largest 
banking industry in the world by 2020 and third 
largest by 2025. Our banking system, at the 
present juncture is, however, facing significant 
challenges from several quarters. These 
challenges, if not addressed quickly and 
adequately, may result in loss of opportunities 
as and when the economic growth starts picking 
up momentum.  

1. Asset Quality (Non-Performing Assets) 
 

• NPAs have become a grave concern for the 
banking sector in couple of years and impacted 
credit delivery of banks to a great extent. 

• As per a survey, net NPAs amount to only 2.36 
percent of the total loans in the banking system. 
However, if restructured assets are taken into 
account, stressed assets account will be 10.9 
percent of the total loans in the system.  
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• As per the Global Financial Stability Report 

released by IMF recently 36.9 per cent of 
India's total debt is at risk, which is among the 
highest in the emerging economies while India’s 
banks have only 7.9 per cent loss absorbing 
buffer, which is among the lowest. 

• India’s largest lender State Bank of India 
(SBI) reported a massive 67 per cent fall in 
consolidated net profit  and classified loans 
worth 20692 crore rupees as having turned bad. 

• The Economic Survey 2015-16  also alarmed the 
policy makers about growing bad debts with the 
banks and their potential to disrupt the growth 
prospects in the future. 
RBI has taken various steps to improve the 
system’s ability to deal with corporate and 
financial institution distress. This includes 
issuance of guidelines on  

• Early Recognition of Financial Distress 
• Prompt Steps for Resolution and Fair Recovery 

for Lenders: Framework for Revitalising 
Distressed Assets in the Economy 

• Detailed guidelines on formation of Joint 
Lenders’ Forum (JLF) 

• Corrective Action Plan (CAP), ‘Refinancing of 
Project Loans’, ‘Sale of NPAs by Banks’  
and other regulatory measures, which 
emphasized the need for early recognition of 
financial distress and for taking prompt steps for 
rectification, restructuring or recovery, thereby 
ensuring that interests of lenders and investors 
are protected. 

2. Capital Adequacy of Banks 
Higher level of capital adequacy is needed due 
to higher provisioning requirements resulting 
from deterioration in asset quality, kicking in of 
the Basel III Capital norms. 
Though at present, the banking system is 
adequately capitalized, challenges are on the 
horizon for some of the banks. For the system as 
a whole, the CRAR has been steadily declining. 
Our concerns are larger in respect of the PSBs 
where the CRAR has declined further to 11.24% 
from 11.40% over the last year. 
The poor valuations of bank stocks, especially 
the PSBs, are not helping matters either, as 
raising equity has become difficult. When even 
the best performing PSBs have been hesitant to 
tap the markets for augmenting their capital 
levels, it would be difficult for the weaker PSBs 
to raise resources from the market. There is a 
constraint on the owners insofar as meeting the 
capital needs of the PSBs and hence, the 
underperforming banks are faced with the 
challenge of looking at newer ways of meeting 
their capital needs. A singular emphasis on 
profitability ratios (based on RoA and RoE) 
perhaps fails to capture other aspects of 
performance of banks and could perhaps 
encourage a short term profitability-oriented 
view by bank management.  

3. Reduced profits 
 The banking sector recorded slowdown in 
balance sheet growth for the fourth year in a 
row in 2015-16. Profitability remained 
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depressed with the return on assets (RoA) 
continuing to linger below 1 percent. Further, 
though PSBs account for 72 percent of the total 
banking sector assets, in terms of profits it has 
only 42 percent share in overall profits. 

4. Issue of Monetary Transmission 
Like reduced profits, this is also an off-shoot of 
burgeoning NPAs in the system. With the easing 
of inflation and moderation in inflationary 
expectations, the RBI reduced the repo rate by 
100 basis points between January and 
September 2015. 
However, change in the key policy rate was not 
reflected in lending rates as banks are not 
willing to transmit the benefits of low interest 
policy regime due to low-availability of liquidity 
against the backdrop of high NPAs. 

5. LCR Framework 
The Liquidity Coverage Ratio (LCR) regime has 
kicked in for the banks from January 1, 2015 
with a minimum requirement of 60% to be 
gradually increased to 100% by January 1, 2019 
in a phased manner.  
The LCR is a ratio of High Quality Liquid Assets 
(HQLA) to the Total Net Cash Outflows 
prescribed to address the short term liquidity 
risk of banks and the banks would be required 
to maintain a stock of HQLAs on an ongoing 
basis equal to the Total Net Cash Outflows. 
Banks have been asking for reduction in SLR 
citing the implementation of the LCR 
framework. SLR essentially serves the same 
purpose as the LCR. However, SLR does not 

assume certain outflow rates for liabilities while 
outflow and inflow rates under the LCR 
framework are based on certain assumptions of 
stress. Presently, apart from maintaining LCR at 
60%, the banks have to maintain SLR of 21.5% of 
the NDTL.  

6.  Unhedged Forex Exposures 
The wild variations in the forex market have the 
potential to inflict significant stress in the books 
of Indian companies who have heavily borrowed 
abroad. This stress, besides impacting 
repayment of forex liabilities, eventually 
hampers their debt repayment capability to the 
domestic lenders as well. It is precisely with this 
consideration that RBI has been advocating a 
curb on the increasing tendency of the 
corporates to dollarize their debts without 
adequate risk mitigation. 
Our supervision of banks’ books has highlighted 
the need for the banks to have more robust 
policies for risk mitigation on account of 
unhedged foreign currency exposure of their 
corporate borrowers.  

7.  Human Resource Issues 
While the recruitments would be happening at 
the junior levels, there would be a virtual 
vacuum at the middle and senior level for some 
time to come. The absence of middle 
management could lead to adverse impact on 
banks’ decision making process as this segment 
of officers played a critical role in translating the 
top management’s strategy into workable action 
plans. Some of the major banks are also 
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suffering on account of prolonged leadership 
vacuums at the top. Therefore, bridging 
resource gaps and managing employee turnover 
are major challenges that banks need to be 
prepared to address. 
The banks need to continuously enhance the 
skill levels of their employees so as to remain 
viable and competitive and to take advantage of 
new opportunities. The biggest challenge is to 
build capacity at a rate which matches the loss 
of existing talent and skills to retirement, 
poaching and resignations. 

8. Revision to the Priority Sector Lending 
Guidelines 
 

• Lending to a few new sub-sectors like 
renewable energy, social infrastructure and to 
the medium enterprises would now be treated 
as priority sector lending.  

• Concept of a tradable Priority Sector Lending 
Certificate (PSLC) has also been introduced, 
which would enable the ‘deficit’ banks to buy 
these certificates from ‘surplus’ banks to meet 
their targets. 

• There is also readjustment in some sub-targets, 
whereby the banks are now required to 
progressively achieve 8% of lending to Small and 
Marginal Farmers and 7.5% to the micro 
enterprises among the MSEs in a phased 
manner.  

• This has been brought about with an underlying 
objective of making available finance to the 

most needy and the most alienated of the 
borrowers. This may probably pose a bit of a 
challenge initiall 
 

9. Corruption 
• Scams in the erstwhile Global Trust Bank (GBT) 

and the Bank of Baroda show how few officials 
misuse the freedom they granted under the 
guise of liberalisation for their personal benefit. 
These scams have badly damaged the image of 
these banks and consequently there 
profitability. 
 

10. Competition from Non-Banking Financial 
Institution: 

• As far as deposit mobilisation is concerned, 
commercial banks have been facing stiff 
challenges from non-banking financial interme-
diaries such as mutual funds, housing finance 
corporations, leasing and investment 
companies. All these institutions compete 
closely with commercial banks in attracting 
public deposits and offer higher rates of interest 
than are paid by commercial banks. 

11. Competition with Foreign Banks: 
• Foreign banks and the smaller private sector 

banks have registered higher increase in 
deposits. One reason seems to be that non-
nationalised banks offer betters customer 
service. This creates the impression that a 
diversion of deposits from the nationalised 
banks to other banks has probably taken place. 

12. Globalization of Regulation- making process 
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• Banking regulations are getting increasingly 

globalized. There is a process for peer review of 
regulatory guidelines issued by various 
jurisdictions to ascertain compliance with the 
global standards, failure to adhere to which 
would render the jurisdiction non-compliant to 
the standards.  
 

13.  Technology and its impact 
All PSBs are now on Core Banking 
Solutions  (CBS) platform and have developed 
capabilities to offer anywhere banking. Few 
have also started offering basic banking 
transactions on mobile for their customers. But 
this is just scrapping the surface as the 
technology can be leveraged for a far greater 
effect. PSBs must be able to leverage technology 
for building data warehouses and then be able 
to do data mining and analytics. The goal should 
be to use data for effective decision making at 
various levels, including product customization, 
developing business models and delivery 
channels, etc. 
PSBs must be able to pitch suitable products for 
their customers through internet and mobile 
banking channels. Traditional businesses are 
slowly moving on-line and e-commerce is the 
preferred choice of the gen-next customer. The 
challenge before the PSBs is to upscale their 
capabilities, train their employees on the new 
technologies to benefit from the possibilities 
that adoption of technology can open up. 

A good thing going for the banks is the current 
recruitment of youngsters in the work force. 
This new-generation staff is tech-savvy and can 
quickly connect with technology.  

14.  Treating Customers Fairly 
Protection of bank customers has been one of 
the thrust areas for RBI in recent times. RBI has 
issued a Charter of Customer Rights based on 
the global best practices. The Charter comprises 
of following five rights: 

• Right to Fair Treatment 
• Right to Transparency, Fair and Honest Dealing 
• Right to Suitability 
• Right to Privacy 
• Right to Grievances Redress and Compensation 
15.  KYC/AML Compliance 

Another very important issue which is equally 
challenging for the private sector banks as well 
and that is, compliance with the KYC/ AML 
norms.  
The instances of fake e-mails soliciting 
unsuspecting customers to make payments to 
certain bank accounts as a precursor to 
receiving prize or lottery winnings from abroad, 
have become quite rampant.  
While spreading financial literacy remains a 
huge challenge, the banks cannot be absolved of 
their responsibilities in the sequence of events. 
Most of this money is being transferred through 
banking channels and obviously, there is a 
deficiency in KYC compliance. Money muling is 
another common occurrence which highlights 
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deficiencies in risk categorization of customers 
and monitoring of transactions. 

16.  Balance Sheet Management 
Over the past few years we have witnessed an 
increasing propensity to defer or delay 
provisions in an apparent attempt to post higher 
net profits. Probably, this short term vision is 
also in part attributable to short term tenure 
which the CEOs/ CMDs get. The only thing which 
can perpetuate their existence is a stronger and 
healthier balance sheet. 
Making higher provisions would not only add 
strength to the balance sheet, but also lead to 
better control over tax out-go and the dividend 
pay-out, besides adding credibility to the bank’s 
financial statements.  

17.  Risk Management 
The risk management effectively aims at 
balancing the Risk-Return Trade-off which is 
“maximizing return for a given risk” and 
“minimizing risk for a given return”. The 
responsibility of setting a risk appetite for the 
bank as a whole is that of the Board and the Top 
Management.  
Risk management is integral to the success of 
the bank and hence, the Top Management 
should strive to put in place an efficient risk 
management framework keeping in view the 
changing market dynamics and the regulatory 
prescriptions. 

18. Political Pressures: 
The smooth working of nationalised banks has 
also been hampered by growing political 

pressures from the Centre and the States. 
Nationalised banks often face lots of difficulties 
due to various political pressures. Such 
pressures are created in the selection of 
personnel and grant of loans to particular 
parties without considering their 
creditworthiness. 

19. PMJDY and beyond 
More than 14.5 crore accounts opened. That 
leads to the question- what next? Flow of 
individual savings, albeit howsoever small 
combined with flows from direct benefit 
transfer would be crucial to give an initial push 
to keep these accounts active while extending 
productive/need-based credit would be the 
second crucial step.  
A major challenge for the banks would be to 
manage their banking correspondent model 
effectively. The problems relating to their 
viability, governance, cash management, linkage 
and oversight from a base branch need to be 
quickly addressed. The entire financial inclusion 
ecosystem must progressively develop, if the 
momentum gathered under the PMJDY exercise 
has to be sustained for all-round benefit of all 
stakeholders. 
Steps taken by Government and Banking Sector 
To effectively address the above issues the 
Government including the RBI and the Supreme 
Court and the Banks themselves have taken 
many initiatives. Some of them are – 

1. The Ministry of Finance in its Economic Survey 
2015-16 suggested four R's - Recognition, 
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Recapitalization, Resolution, and Reform to 
address the problem of NPAs. 

2. The Union Government unveiled plans to infuse 
70000 crore rupees in the next few years, but 
PSU banks would need at least 1.8 lakh crore 
rupees by 2019-20. 

3. In October 2015, the Government 
announced Mission Indradhanush under which 
7 key strategies were proposed to reform public 
sector banks (PSBs). 

4. In May 2015, the RBI advised all PSBs to 
appoint internal Ombudsman to further boost 
the quality of customer service and to ensure 
that there is undivided attention to resolution of 
customer complaints in banks. 

5. The Government announced its intention to 
introduce a comprehensive Insolvency and 
Bankruptcy Bill in the Parliament based on the 
recommendations of the Dr T K Viswanathan-
headed Bankruptcy Law Reforms Committee 
(BLRC). 

6. In order to rein in corruption, the Supreme 
Court on 23 February 2016 ruled that the top 
officials and employees of private banks will be 
considered as public servants for the purposes 
of the Prevention of Corruption Act, 1988. 

7. The RBI is also facilitating rectification of 
procedural flaws in the system through a 
number of well-thought-out initiatives like 
restricting incremental non-performing assets 
through early detection, monitoring, corrective 
action plans, shared information, disclosures, 

etc. In this regard, the RBI’s resolve to clean 
banks books by 2017 is commendable. 
What are Non-Performing Assets (NPA’s)?  

• Non-performing assets, also called non-
performing loans, are loans, made by a bank or 
finance company, on which repayments or 
interest payments are not being made on time.  

• Generally speaking, NPA is any asset of a bank 
which is not producing any income.  

• Once the borrower has failed to make interest 
or principal payments for 90 days the loan is 
considered to be a non-performing asset.  

• But in terms of Agriculture / Farm Loans; the 
NPA is defined as under: Short duration crop 
loan : Loan is termed as NPA in this scenario if 
the loan either in terms of installment or 
interest is not paid for 2 crop seasons, it would 
be termed as NPA. Example: Agri loans such as 
paddy, jowar, Bajra etc.  

• For Long Duration Crops, the above would be 1 
Crop season from the due date. 
 
Reasons for NPAs  

• Sluggishness in the domestic growth during the 
recent past 

• slowdown in recovery in the global economy 
and continuing uncertainty in the global markets 
leading to lower exports of various products like 
textiles, engineering goods, leather, gems,  

• external factors including the ban in mining 
projects,  
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• delay in clearances affecting Power, Iron & Steel 

sector,  
• volatility in prices of raw material and the 

shortage in availability of power have impacted 
the operations in the Textiles, Iron & steel, 
Infrastructure sectors,  

• delay in collection of receivables causing a strain 
on various Infrastructure projects,  

• aggressive lending by banks in past.  
 
Borrower’s side  
• Domestic economy slowdown - Lack of 
demand for their products as foreseen by the 
industrialists  
• Willful default  
• Diversion of funds by borrowers for purposes 
other than mentioned in loan documents.  
 
Bank’s side  
• Bad lending practices. Speculation is one of 
the major reason behind the default. Sometimes 
banks provide loans to borrowers with bad 
credit history. There is high probability of 
default in these cases.  
• Inadequate Capacity to evaluate projects – 
poor credit appraisal system  
• Absence of regular industrial visits.  
 
Other external factors:  
• Economic condition of a region effected by 
natural calamities  
• Ineffective recovery tribunals  

• Change in government policies – For example 
– any government scheme diverting manpower 
of PSBs for its implementation affecting the 
regular activities of banks.  
• Administrative hurdles – delay in getting 
permits and other clearances affects the cost of 
project. 
 
Impacts of rising NPAs  
• It affects the profitability & liquidity of the 
banks as annual return on assets comes down 
and also the amount given as loan also gets 
blocked which could have been used for some 
return earning asset otherwise  
• Extra time and effort to handle and manage 
NPAs with added cost  
• Credit loss - Bank is facing problem of NPA 
then it adversely affect the value of bank in 
terms of market credit. It will lose it’s goodwill 
and brand image and credit which have negative 
impact to the people who are putting their 
money in the banks..  
• The assets and liability mismatch will widen.  
• Bank shareholders are adversely affected  
• stocks of state-owned banks will fall further 
and their ability to raise equity will slide.  
• The cost of capital will go up.  Piled-up NPAs 
become a big constraint for banks to pass on the 
RBI-induced rate reductions.  
• Banks tend to restrict credit to small and 
medium enterprises (SMEs) that are India's 
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potential for prosperity of an entrepreneurial 
middle class.  
• Banks may begin charging higher interest rates 
on some products to compensate Non-
performing loan losses  
• Poses threat on quality of asset  
• Bad loans imply redirecting of funds from good 
projects to bad ones. Hence, the economy 
suffers due to loss of good projects and failure 
of bad investments.  

• It leads to a situation of low off take of funds 
from the security market due to increase in cost 
of capital.  
This will hurt the overall demand in the Indian 
economy. And, finally it will lead to lower 
growth rates and of course higher inflation 
because of the higher cost of capital. It becomes 
a vicious cycle. 
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Government measures  
The government has taken specific measures 
to address issues in sectors such as 
Infrastructure (Power, Roads etc.), Steel and 
Textiles, where incidence of NPAs is high.  

• The government has also approved 
establishment of six (6) new Debt Recovery 
Tribunals (DRTs), to speed up the recovery of 
bad loans of the banking sector, in addition to 
existing thirty three.  

• Reserve Bank of India (RBI) has also 
undertaken steps which include  

(i) Formation of Joint Lenders’ Forum (JLF) for 
revitalizing stressed assets in the system,  

(ii) Flexible Structuring for long term project loans 
to Infrastructure and Core industries, and  

(iii) Strategic Debt Restructuring (SDR) scheme.  
(iv) Scheme for Sustainable Structuring of Stressed 

Assets (S4A). 
• The Government has recently issued advisory 

to banks to take action against guarantors in 
event of default by borrower under relevant 
sections of SARFAESI Act, Indian Contract Act 
& RDDB&FI Act, since in the event of default; 
the liability of the guarantor is co-extensive 
with the borrower. 

• Lok Adalat mechanism offers expeditious, in-
expensive and mutually acceptable way of 
settlement of disputes. Government has 
advised the public sector banks to utilize this 
mechanism to its fullest potential for recovery 
in Non-performing Assets (NPAs) cases. 
Recent Initiatives  
100% FDI in Asset Reconstruction companies  
For banks  

• Capacity building of banks – There is a need 
for emergence of additional technical 
capabilities of banks to undertake evaluation 
of projects, restructuring schemes, etc. 
undertaken under JLF. Reserve Bank through 
the Centre for Advanced Financial Research 
and Learning has taken initiative to organise 
capacity building program for bankers.  
• Strategic Debt Restructuring: - Provide 
lenders 51% equity control in a company that 
fails to repay even after its debts are rejigged 
to give the management a second chance. It 
will come into force if the corporate debt 
restructuring (CDR) mechanism fails.  
• 5/25 norms: Permitted banks to structure 
loans for 25 years while giving them the 
flexibility to revise rates or sell the asset to 
another bank every five years in infrastructure 
 
Steps Advised by Finance Standing 
Committee of Parliament  
Finance standing committee of parliament’s 
recommendation on NPAs in its report has 
been adopted on 5th February 2016.  
Some of its key recommendations include:  
• The committee has called for immediate 
forensic audit of all restructured loans that 
had turned into bad debts. Forensic audit is 
also required for wilful defaults  

• Revive Development Financial Institutions 
(DFIs)  
• The panel also recommended the 
development of a “vibrant bond market” to 
finance infrastructure products.  
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• Batting for large infrastructural projects, it 
said the Centre should revive Development 
Financial Institutions for long-term financing of 
such projects.  
Reveal the names of Wilful defaulters  
• The panel asked the apex bank to form 
empowered committees at the level of RBI, 
banks and borrowers to monitor large loans.  
• Name and shame the defaulters - There is no 
justification of keeping the names secret and 
asked the RBI to amend its guidelines.  
• It also recommended that a change in 
management must be made mandatory in 
cases involving wilful default. 

 

 
The present Government has put in place a 
comprehensive framework for improving 
Public Sector Banks (PSBs).  
A) Appointments: 

The Government decided to separate the 
post of Chairman and Managing Director by 
prescribing that in the subsequent vacancies 
to be filled up the CEO will get the designation 
of MD & CEO and there would be another 
person who would be appointed as non-
Executive Chairman of PSBs.  This approach is 
based on global best practices and as per the 
guidelines in the Companies Act to ensure 
appropriate checks and balances. 
B) Bank Board Bureau: 
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The BBB will be a body of eminent 
professionals and officials, which will replace 
the Appointments Board for appointment of 
Whole-time Directors as well as non-Executive 
Chairman of PSBs.  They will also constantly 
engage with the Board of Directors of all the 
PSBs to formulate appropriate strategies for 
their growth and development.The structure 
of the BBB is going to be as follows; the BBB 
will comprise of a Chairman and six more 
members of which three will be officials and 
three experts (of which two would necessarily 
be from the banking sector). The Search 
Committee for members of the BBB would 
comprise of the Governor, RBI and Secretary 
(FS) and Secretary (DoPT) as members. The 
BBB would broadly follow the selection 
methodology as approved in relevant ACC 
guidelines. The members will be selected in 
the next six months and the BBB will start 
functioning from the 01st April, 2016. 
C) Capitalization: 

As of now, the PSBs are adequately 
capitalized and meeting all the Basel III and RBI 
norms.  However, the Government of India 
wants to adequately capitalize all the banks to 
keep a safe buffer over and above the 
minimum norms of Basel III.  We have, 
therefore, estimated how much capital will be 
required this year and in the next three years 
till FY 2019.  If we exclude the internal profit 
generation which is going  to be available to 
PSBs (based on the estimate of average profit 
of the last three years), the capital 
requirement of extra capital for the next four 

years up to FY 2019 is likely to be about 
Rs.1,80,000 crore.  This estimate is based on 
credit growth rate of 12% for the current year 
and 12 to 15% for the next three years 
depending on the size of the bank and their 
growth ability.  We are also presuming that the 
emphasis on PSBs financing will reduce over 
the years by development of vibrant corporate 
debt market and by greater participation of 
Private Sector Banks. 
(D) De-stressing PSBs 

The infrastructure sector and core sector 
have been the major recipient of PSBs’ funding 
during the past decades.  But due to several 
factors, projects are increasingly 
stalled/stressed thus leading to NPA burden on 
banks.  In a recent review, problems causing 
stress in the power, steel and road sectors 
were examined.  It was observed that the 
major reasons affecting these projects were 
delay in obtaining permits / approvals from 
various governmental and regulatory agencies, 
and land acquisition, delaying Commercial 
Operation Date (COD); lack of availability of 
fuel, both coal and gas; cancellation of coal 
blocks; closure of Iron Ore mines affecting 
project viability; lack of transmission capacity; 
limited off-take of power by Discoms given 
their reducing purchasing capacity; funding 
gap faced by limited capacity of promoters to 
raise additional equity and reluctance on part 
of banks to increase their exposure given the 
high leverage ratio; inability of banks to 
restructure projects even when found viable 
due to regulatory constraints.  In case of steel 
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sector the prevailing market conditions, viz. 
global over-capacity coupled with reduction in 
demand led to substantial reduction in global 
prices, and softening in domestic prices added 
to the woes. 
(E) Empowerment: 

The Government has issued a circular that 
there will be no interference from 
Government and Banks are encouraged to 
take their decision independently keeping the 
commercial interest of the organisation in 
mind. A cleaner distinction between 
interference and intervention has been made. 
With autonomy comes accountability, 
accordingly Banks have been asked to build 
robust Grievances Redressal Mechanism for 
customers as well as staff so that concerns of 
the affected are addressed effectively in time 
bound manner. 
(F) Framework of Accountability: 
(a) The present system for the measurement 
of bank’s performance was a system called SoI 
– Statement of Intent.  Based on certain 
criteria decided by Ministry of Finance, the 
banks used to come up with their annual 
target figures which was discussed between 
the Ministry and banks and finalized.  The 
entire exercise took very long and sometimes 
the targets for banks used to be finalized only 
towards the end of the year which is not a 
desirable thing to do.   
A new framework of Key Performance 
Indicators (KPIs) to be measured for 
performance of PSBs is being announced.  
(G) Governance Reforms: 

The process of governance reforms started 
with “Gyan Sangam” - a conclave of PSBs and 
FIs organized at the beginning of 2015 in Pune 
which was attended by all stake-holders 
including Prime Minister, Finance Minister, 
MoS (Finance), Governor, RBI and CMDs of all 
PSBs and FIs.  There was focus group 
discussion on six different topics which 
resulted in specific decisions on optimizing 
capital, digitizing processes, strengthening risk 
management, improving managerial 
performance and financial inclusion.  The 
decision to set up a Bank Board Bureau which 
was subsequently announced in the Budget 
Speech of Hon’ble Finance Minister, came out 
of the recommendations of Gyan Sangam.   
The Indradhanush framework for 
transforming the PSBs represents the most 
comprehensive reform effort undertaken 
since banking nationalisation in the year 
1970.  
 
“Retreat for Banks and Financial Institutions” 
Called “GYAN SANGAM” (2015) 

This retreat has been held to take 
forward the government’s commitment to 
reforms in the financial sector.  The growth 
and change in the financial sector ought to be 
in tune with the development in the real 
sector. 
  

The idea of organising such a retreat is 
to provide an informal academic environment, 
which can bring out the creative best of the 
minds of professionals and regulators.    
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The chief Executives of these 

organisations, from their years of experience 
in the business, have many ideas about the 
reforms in banking sector. The objective of this 
Retreat is to arrive at a common 
understanding among the professionals, 
Regulators and the government on the reform, 
required in the Public sector Banks in the 
current economic situations. 
Two days programme is annexed. 
  

The programme includes a separate 
session devoted to sharing of the best 
Practices followed by different 
Banks. ‘Learning from each other’ is major 
objective of this session.  
 
The six main themes for group discussions are: 
  

·         Achieving universal Financial Inclusion. 
·         Leveraging Technology and digitalisation to 

improve banking operations efficiency. 
·         Rethinking Priority sector lending. 
·         Improving Risk management, asset Quality 

and recovery. 
·         Building a robust people strategy for PSBs. 
·         Consolidation and restructuring of PSBs for 

better efficiency, governance and capital 
efficiency.  
 

  
“GYAN SANGAM 2.0 “ (2016) 
The two day Bankers’ Retreat was held on 4th 
and 5th March, 2016. The Finance Minister 
said that as part of strategy for consolidation 
of banks, an Experts’ Group would be 
constituted immediately to look into all the 
issues related to same.  
The agenda would include 

1. Restructuring and mergers and acquisitions of 
banks 

2. NPA management and recovery 
3. Technology, digital and financial inclusion,  
4. Credit growth, and  
5. Risk management. 

 
In his Budget speech, Finance Minister Arun 
Jaitely had said that 
a roadmap for consolidation of public sector 
banks (PSBs) would also be spelt out. The RBI 
wants to complete the clean-up of bad 
loans through asset quality review (AQR) 
by March 2017, and most banks have reported 
a sharp drop in third-quarter profit, or posted 
losses because of higher provisioning to cover 
potential losses. 
Banks would also be evaluated, on the 
progress on the recommendations from 
the first Gyan Sangam that was held in Pune 
last year. While allocating Rs. 25,000 crore for 
recapitalisation of banks in the Budget 2016-
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17, Jaitley had said the government would also 
unveil a road map for consolidation in state-
run lenders.  
 
Important Committees  
Nachiket Mor Committee  
The “Committee on Comprehensive Financial 
Services for Small Businesses and Low Income 
Households” was set up by the RBI in Sep 2013 
under the chairmanship of Nachiket Mor, an 
RBI board member.  
 
Key Recommendations  
 

1. Providing a universal bank account to all 
Indians above the age of 18 years by January 1, 
2016. To achieve this, a vertically 
differentiated banking system with payments 
banks for deposits and payments and 
wholesale banks for credit outreach. These 
banks need to have Rs.50 crore by way of 
capital, which is a tenth of what is applicable 
for new banks that are to be licensed.  

2. Aadhaar will be the prime driver towards rapid 
expansion in the number of bank accounts.  

3. Monitoring at the district level such as 
deposits and advances as a percentage of 
gross domestic product (GDP).  

4. Adjusted 50 per cent priority sector lending 
target with adjustments for sectors and 
regions based on difficulty in lending. 
 
Universal Electronic Bank Account (UEBA) by 
Jan 1, 2016  

Possessing a bank account is an important pre-
requisite to avail of financial services like loan, 
insurance, etc. Additionally, government also 
wants everyone to have a bank account so it 
can transfer subsidies/benefits directly to 
these accounts. Thus, the Nachiket committee 
recommends that every adult Indian (18 years 
and above) resident should be given a 
universal electronic bank account (UEBA) by 
Jan 1, 2016.  
How will this UEBA be given?  
All people above 18 years who get an Aadhaar 
number will be given a choice to open a bank 
account. He can open the account in any bank 
of his choice. The bank will not charge any fee 
for opening of account. The date fixed for 
provision of UEBA to all adult Indian residents 
is Jan 1, 2016 as it is hoped by the committee 
that by that date, the National Population 
Register (NPR) will finish issuing Aadhaar cards 
to all adult Indians. 
 
Payment banks  
According to Nachiket Mor, RBI should give 
licenses for a new type of banks known as 
“payment banks”, which will be similar to the 
pre-paid instrument providers (PPI) operating 
currently. PPI can be understood with the help 
of an example. Airtel Money is an example of 
PPI. The customer deposits money into his 
airtel money account in exchange of which he 
gets a digital wallet tied to his mobile number. 
Thereafter, he can do shopping, pay bills, etc. 
through his digital wallet linked to his mobile 
number. So he doesn’t have to carry cash, 
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credit card, debit card, etc. with him and can 
use his mobile phone only for payment. 
 
Sufficient access to affordable formal 
credit:  The Committee recommended a 
number of steps to be taken to help banks 
manage their credit exposures effectively, 
including allowing banks to purchase portfolio 
insurance.  Universal reporting of information 
with credit bureaus should be mandatory for 
all loans, especially kisan credit cards and 
general credit cards. 
Priority Sector Lending:  The Committee 
suggested that investment by banks in bonds 
and equities and provision of guarantees to 
PSL beneficiaries be counted towards meeting 
the banks’ PSL targets. 
It recommended the removal of the cap on 
interest rate on loans at the base rate plus 8% 
per annum.  It also recommended that the PSL 
target be revised from 40% to 50% of credit 
provided. 
Customer protection issues:  The Committee 
proposed that financial service providers be 
required to commit capital against customer 
protection risk. 
The Urjit Patel Committee  
The Expert Committee to Revise and 
Strengthen the Monetary Policy Framework, 
headed by RBI Deputy Governor Urjit R Patel . 
Recommendations of the Urjit R Patel 
committee:  

• The headline Consumer Price Index (CPI) 
should be the nominal anchor for monetary 

policy and the Reserve Bank of India (RBI) 
should make this the predominant objective. 

• Set the inflation target at 4% with a band of 
+/- 2% around it.  

• Monetary policy decision making should be 
vested in a Monetary Policy Committee (MPC) 
that should be headed by the Governor.  

• The two schemes- Dependence on Market 
Stabilisation Scheme (MSS) and Cash 
Management Bills (CMBs) may be discontinue 
and  the government debt and cash 
management must be taken over by the 
government’s Debt Management Office. 

• All fixed income financial products should be 
treated on par with the bank deposits for the 
purposes of taxation and TDS.  

• Detachment of Open Market Operations 
(OMOs) from the fiscal operations and instead 
linked solely to the liquidity management. 
OMOs should not be used for managing yields 
on government on government securities.  

• Main objective of the committee was to 
recommend what needs to be done to revise 
and strengthen the current monetary policy 
framework with a view to making it 
transparent and predictable. 
 
PJ Nayak Committee  
 
The report of an RBI-appointed committee 
under the chairmanship of former Axis Bank 
head P.J. Nayak has reviewed issues of 
governance in banks. The Committee had 
underlined its recommendations with the fact 
that empowerment of bank boards is vital.  
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The recommendations are as follows: 
• Repealing of Bank nationalization Act (1970, 

1980) and SBI and SBI subsidiaries Act as these 
acts mandate the Government to keep 
shareholding >50% in PSB’s and appointment 
of CMDs and board directors. 

• Government should setup a Bank Investment 
Company (BIC), under Companies act, 2013 as 
a “Core investment company”. 

• Government should transfer its shares of 
PSB’s, to BIC. 

• Register all PSB’s as ‘subsidiary companies’ of 
BIC, under Companies act. 

• Bank Board Bureau  
• As per the Bank Nationalisation Act, the 

qualification for board membership is narrow 
professionally in contrast to the private sector 
banks which allow highly qualified individuals 
of great experience as members of their 
boards. Furthermore, all non-official directors 
are appointed externally without consulting 
bank chairmen of the board. All directors apart 
from elected shareholder directors are 
nominated either by the government or RBI. 
Thus, they are not completely independent. 
Also, most of these members are government 
nominated only as LIC has a major 
shareholding in almost all PSBs. Thus, 
independent directors on PSB boards are 
highly prominent due to their absence.  

• The PSBs boards have no “fit and proper” 
assessment for incoming directors as done by 
private sector banks. These directors usually 
get appointed due to their political affiliation. 

The deserving candidates thus do not get a 
chance. 
 
Recent developments  
Payment banks (The Hindu) 
What are they? 
New stripped-down type of banks, which are 
expected to reach customers mainly through 
their mobile phones rather than traditional 
bank branches. 
What they can and can’t do 
-They can’t offer loans but can raise deposits 
of upto Rs. 1 lakh, and pay interest on these 
balances just like a savings bank account does. 
-They can enable transfers and remittances 
through a mobile phone. 
-They can offer services such as automatic 
payments of bills, and purchases in cashless, 
chequeless transactions through a phone. 
-They can issue debit cards and ATM cards 
usable on ATM networks of all banks. 
(PRELIMS 2016) 
-They can transfer money directly to bank 
accounts at nearly no cost being a part of the 
gateway that connects banks. 
-They can provide forex cards to travellers, 
usable again as a debit or ATM card all over 
India. 
-They can offer forex services at charges lower 
than banks. 
-They can also offer card acceptance 
mechanisms to third parties such as the ‘Apple 
Pay.’ 
Why are they going to be a game-changer? 
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This is for the first time in the history of India's 
banking sector that RBI is giving out 
differentiated licences for specific activities. 
RBI is expected to come out with a second set 
of such licences — for small finance banks — 
and the process for those is in its final stage. 
The move is seen as a major step in pushing 
financial inclusion in the country. 
It’s a step to redefine banking in India. The 
Reserve Bank expects payment banks to target 
India’s migrant labourers, low-income 
households and small businesses, offering 
savings accounts and remittance services with 
a low transaction cost. It hopes payments 
banks will enable poorer citizens who transact 
only in cash to take their first step into formal 
banking. It could be uneconomical for 
traditional banks to open branches in every 
village but the mobile phones coverage is a 
promising low-cost platform for quickly taking 
basic banking services to every rural citizen. 
The innovation is also expected to accelerate 
India’s journey into a cashless economy. 
India’s domestic remittance market is 
estimated to be about Rs. 800-900 billion and 
growing. With money transfers made possible 
through mobile phones, a big chunk of it, 
especially that of the migrant labour, could 
shift to this new platform. Payment banks can 
also play a crucial role in implementing the 
government’s direct benefit transfer scheme, 
where subsidies on healthcare, education and 
gas are paid directly to beneficiaries’ accounts. 
Also, this is the first time since banks were 
nationalized, that private sector business 

groups have bagged the RBI’s nod for banking 
services. 
What has the experience been in other 
countries? 
Payment technologies have proved hugely 
popular in other developing countries. In 
Kenya, the most cited success story, 
Vodafone’s M-Pesa is used by two in three of 
adults to store money, make purchases and 
transfer funds to friends and relatives. 
Draft norms for on-tap bank licences released 
(The Hindu) 
The Reserve Bank of India (RBI) issued draft 
norms for on-tap licensing for universal banks, 
in which stiff conditions have been set for 
industrial houses that aspire to become banks. 
This is first time since the financial sector was 
opened up in 1991 that the banking regulator 
has decided to make the bank licensing 
process continuous, as opposed to the ‘stop 
and go’ approach adopted hitherto.. 
“Groups in the private sector that are ‘owned 
and controlled by residents’ and have a 
successful track record for at least 10 years, 
provided such a group has total assets of Rs. 
5,000 crore or more, and the non-financial 
business of the group does not account for 40 
per cent or more in terms of total assets/in 
terms of gross income,” RBI said, regarding 
eligibility of the promoters. Preference will be 
given to promoting entities having diversified 
shareholding, it added. 
Individuals can also apply for a licence but they 
should have at least 10 years of experience in 
banking and finance. 
The central bank has allowed individuals as 
well as companies who are directly or 
indirectly connected with large industrial 
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houses to have 10 per cent stake in a bank, as 
compared to 5 per cent earlier. However, the 
regulator said such companies should not have 
such shareholders should not have any 
director on the board of the bank on account 
of shareholder agreements or otherwise. 
The initial capital requirement for opening a 
bank is set at Rs. 500 crore and the entity have 
to maintain 13 per cent capital adequacy ratio 
for three years. The entity has to maintain a 
net worth of Rs. 500 crore at all times. 
Regarding the corporate structure, it is 
proposed that individuals or standalone 
promoting entities need not have a non-
operating financial holding company structure 
(NOFHC), but this is mandatory if the promoter 
entities have other businesses. The NOFHC, 
which will be registered with RBI as NBFC, will 
hold the bank as well as the other financial 
services companies of the group. 
The NOFHC will not be allowed to set up any 
financial services companies for three years 
from the date it commences. Promoters’ 
minimum stake in the NOFHC will be 51 per 
cent. 
The promoter (or NOFHC, as is the case may 
be), should have 40 per cent equity in the 
bank which will be locked in for five years, 
from the date the bank starts business, RBI 
said. In case promoters (or NOFHC) hold more 
than 40 per cent, then it has to be brought 
down over five years. 
The RBI also mandated that promoters’ stake 
be brought down to 30 per cent over 10 years 
and to 15 per cent over 12 years. 
The bank has to list its shares on the stock 
exchange within six years. 
“The bank shall maintain arm’s length 
relationship with Promoter / Promoter Group 
entities, and the major suppliers and major 

customers of these entities,” the draft norms 
said. 
RBI will set up a standing external advisory 
committee (SEAC), comprising eminent 
personalities, to vet the applications. The SEAC 
will, in turn, submit its recommendations to 
RBI for consideration. 
RBI will put out the name of entities that have 
applied for a licence and also of successful 
candidates in the public domain. The regulator 
will also inform the unsuccessful candidates 
about the decision. Unsuccessful candidates 
will not be allowed to apply within three years 
of rejection. 
The unsuccessful candidates can appeal 
against the regulator’s decision to the RBI’s 
central board of directors within one month of 
rejection. 
Mergers and acquisitions  (The Hindu) 
The proposed merger of the State Bank of 
India with its five associate banks and the 
Bharatiya Mahila Bank is a long-delayed and 
welcome move on the path to banking 
consolidation, especially among state-owned 
lenders. SBI’s takeover of its five subsidiaries 
and the three-year-old niche provider of 
banking services for women will, once 
consummated, vault the merged entity higher 
up the rankings ladder on the global banking 
stage. 
Benefits  

• The increased balance sheet size will enable 
the bank to obtain better pricing on both 
internationally sourced funds and domestic 
deposits, thus helping it lower lending rates 
and improve profitability.  
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• The added branch network and customer base 
will also help it expand reach and enable the 
lender to rationalise resources across the 
board.  

• There are various estimates of the potential 
cost savings, with one projection putting the 
possible reduction in cost-to-income ratio at 1 
percentage point.  

• The lender’s increased size, in terms of assets, 
will also give it the requisite muscle to take on 
new competition from larger banking entities 
that are likely to be created by consolidation in 
the banking industry.  

• The Bank Board Bureau has been tasked with 
overseeing a restructuring among public sector 
banks in keeping with the government’s aim of 
reducing the number of state-owned lenders 
and improving their financial health. 
Challenges  
The merger will, however, pose its unique set 
of challenges.  

• The scale of the task is substantial given the 
total staff strength. With more than two lakh 
employees, the parent will add close to one-
fifth that number by way of additions posing a 
huge test in terms of integration of roles, 
salary, perquisite and pension structures and, 
no less importantly, work cultures.  

• Much of the opposition from the bank unions 
stems from concerns relating to these issues. 
Customers of the smaller, community or 
regional market-focussed subsidiaries such as 
the State Bank of Travancore may be 
discomfited by having to deal with a larger, 
more impersonal lender, one where the size of 

their accounts may be viewed as 
comparatively marginal. For regulators, the 
new entity will throw up interesting oversight 
issues. 

•  Already identified by the Reserve Bank of 
India as the country’s key Domestic 
Systemically Important Bank, or too big to fail 
in simple terms, the enlarged SBI’s capital 
adequacy norms will climb and may require far 
more by way of infusion of funds than the 
Centre has committed so far. But such 
challenges must not be used to undermine the 
obvious benefits of merger. 
Inflation  
Inflation is rate of increase in the observed 
general price index between two time periods. 
The inflation rate is usually expressed as 
the annual percentage change of the general 
price index. Inflation results in loss of value of 
money.  
 
According to the Bank of England, “the 
inflation rate is a measure of the average 
change in prices across the economy over a 
specified period, most commonly 12 months -
the annual rate of inflation.  
 
Types of inflation  
a) Creeping Inflation: When prices are gently 
rising, it is referred as Creeping Inflation. It is 
the mildest form of inflation and also known as 
a Mild Inflation or Low Inflation. When prices 
rise by not more than (upto) 3% per annum 
(year), it is called Creeping Inflation. 
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b) Chronic Inflation: If creeping inflation 
persist (continues to increase) for a longer 
period of time then it is often called as Chronic 
or Secular Inflation. Chronic Creeping Inflation 
can be either Continuous (which remains 
consistent without any downward movement) 
or Intermittent (which occurs at regular 
intervals). It is called chronic because if an 
inflation rate continues to grow for a longer 
period without any downturn, then it possibly 
leads to Hyperinflation. 
 
c) Walking Inflation: When the rate of rising 
prices is more than the Creeping Inflation, it is 
known as Walking Inflation. When prices rise 
by more than 3% but less than 10% per annum 
(i.e between 3% and 10% per annum), it is 
called as Walking Inflation. According to some 
economists, walking inflation must be taken 
seriously as it gives a cautionary signal for the 
occurrence of running inflation. Furthermore, 
if walking inflation is not checked in due time it 
can eventually result in Galloping inflation. 
 
d) Moderate Inflation: Concept of Creeping 
and Walking inflation clubbed together are 
called Moderate Inflation. When prices rise by 
less than 10% per annum (single digit inflation 
rate), it is known as Moderate Inflation. It is a 
stable inflation and not a serious economic 
problem. 
 
e) Running Inflation: A rapid acceleration in 
the rate of rising prices is referred as Running 
Inflation. When prices rise by more than 10% 

per annum, running inflation occurs. Though 
economists have not suggested a fixed range 
for measuring running inflation, we may 
consider price rise between 10% to 20% per 
annum (double digit inflation rate) as a 
running inflation. 
 
f) Galloping Inflation: If prices rise by 
double or triple digit inflation rates like 30% or 
400% or 999% per annum, then the situation 
can be termed as Galloping Inflation. When 
prices rise by more than 20% but less than 
1000% per annum (i.e. between 20% to 1000% 
per annum), galloping inflation occurs. It is 
also referred as jumping inflation. India has 
been witnessing galloping inflation since the 
second five year plan period. 
 
g) Hyperinflation: Hyperinflation refers to a 
situation where the prices rise at an alarming 
high rate. The prices rise so fast that it 
becomes very difficult to measure its 
magnitude. However, in quantitative terms, 
when prices rise above 1000% per annum 
(quadruple or four digit inflation rate), it is 
termed as Hyperinflation.  
 
During a worst case scenario of hyperinflation, 
value of national currency (money) of an 
affected country reduces almost to zero. Paper 
money becomes worthless and people start 
trading either in gold and silver or sometimes 
even use the old barter system of commerce. 
Two worst examples of hyperinflation 
recorded in world history are of those 
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experienced by Hungary in year 1946 and 
Zimbabwe during 2004-2009 under Robert 
Mugabe's regime. 
 
Causes of Inflation : 
 
 
1. Demand-Pull Effect :  
 
The demand-pull effect states that as wages 
increase within an economic system (often the 
case in a growing economy with low 
unemployment), people will have more money 
to spend on consumer goods. This increase in 
liquidity and demand for consumer goods 
results in an increase in demand for products. 
As a result of the increased demand, 
companies will raise prices to the level the 
consumer will bear in order to balance supply 
and demand. 
 
 

• The Money Supply: Inflation is primarily 
caused by an increase in the money supply 
that outpaces economic growth. When the 
Federal bank of a country decides to put more 
money into circulation at a rate higher than 
the economy’s growth rate, the value of 
money can fall because of the changing public 
perception of the value of the underlying 
currency. As a result, this devaluation will 
force prices to rise due to the fact that each 
unit of currency is now worth less.  
 

• A reduction in direct or indirect taxation: If 
direct taxes are reduced consumers have more 
disposable income causing demand to rise.  A 
reduction in indirect taxes will mean that a 
given amount of income will now buy a greater 
real volume of goods and services. Both 
factors can take aggregate demand and real 
GDP higher and beyond potential GDP 
 
 
2. Cost-Push Effect : 
 
Another factor in driving up prices of 
consumer goods and services is explained by 
an economic theory known as the cost-push 
effect. Essentially, this theory states that when 
companies are faced with increased input 
costs like raw goods and materials or wages, 
they will preserve their profitability by passing 
this increased cost of production onto the 
consumer in the form of higher prices. Cost 
push inflation can be caused by many factors. 

• Rising wages Rising wages are a key cause of 
cost push inflation because wages are the 
most significant cost for many firms. Higher 
wages may also contribute to rising demand. 

• Import prices. 
• Raw Material Prices. 
• Profit Push Inflation: When firms push up 

prices to get higher rates of inflation. This is 
more likely to occur during strong economic 
growth. 

• Declining productivity: If firms become less 
productive and allow costs to rise, this 
invariably leads to higher prices. 
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• An increase in world oil prices is a major 

contribution in cost push in oil importing 
countries. 

• Higher taxes: If the government put up taxes, 
such as VAT and Excise duty, this will lead to 
higher prices, and therefore CPI will increase.  
 
3. Exchange Rates : 
Inflation can be made worse by Country’s 
increasing exposure to foreign marketplaces. 
When the exchange rate suffers such that the 
Rupees has become less valuable relative to 
foreign currency, this makes foreign 
commodities and goods more expensive to 
Indian consumers while simultaneously 
making Indian. goods, services, and exports 
cheaper to consumers overseas. 
 
 
4. The National Debt :  
 
A country in National debt has two options: 
they can either raise taxes or print more 
money to pay off the debt. 
 
A rise in taxes will cause businesses to react by 
raising their prices to offset the increased 
corporate tax rate. Alternatively, should the 
government choose the latter option, printing 
more money will lead directly to an increase in 
the money supply, which will in turn lead to 
the devaluation of the currency and increased 
prices. 
 
5. Other Reasons: These are mostly local 

factors 
 

• Lack of competition in the market between 
firms i.e monopoly power either being a single 
large firm or due to cartelization, will give 
price making ability. This will result in higher 
costs of other firms. 

• Trade Unions one of the major contributor 
increase costs by demanding a wage increase 
without increasing productivity. As a result 
costs of production increase which increase 
price level further and a wage price spiral 
starts. 

• During a boom too much profiteering by some 
large firms increase costs of production of 
other firms often referred as profit push 
inflation. 

• Sometimes artificial shortage (hoarding) or 
genuine shortage of an essential good can 
create a generalized increase in costs. 

• Demand pull inflation will lead to cost push 
inflation. If prices of factors of production 
increase due to demand pull it will push costs 
of the firms up. 

• Failure of Monsoon in country. 
 
Effects of Inflation : 
 
1) Impact of Inflation on Savers/Borrowers:  
 

• Inflation encourages current consumption (buy 
goods and services now before prices rise) and 
discourages savings. 
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• People with savings suffer in times of inflation 

as the purchasing power of their savings 
decreases as price levels rise. 

• The real rate of interest (nominal rate less the 
inflation rate) is reduced in times of inflation.  

• Real interest rates may be negative if inflation 
rate is greater than the interest rate. If so the 
purchasing power of savings declines. This 
discourages savings. 

• People who have borrowed money benefit as 
the real value of loans decreases as price levels 
rise (loans are easier to repay in the future as 
prices and income rise over time). 

• Borrowers benefit as inflation reduces the real 
value (the purchasing power) of the money 
they owe. 

• People who have borrowed money benefit as 
the real value of loans decreases as price levels 
rise (loans are easier to repay in the future as 
prices and income rise over time). 
 
2) Growth and Employment : 
 

• High levels of inflation reduce confidence and 
increase uncertainty (difficult to predict the 
future). 

• This reduces investment, increases levels of 
imports, reduces exports, depreciates the 
value of the local currency, increases 
unemployment and reduces economic growth. 
(Increasing prices together with rising 
unemployment is referred to as “stagflation”.). 
 
3) Business Planning and Investment:  

• Inflation can disrupt business planning. 
Budgeting becomes difficult because of the 
uncertainty created by rising inflation of both 
prices and costs - and this may reduce planned 
investment spending. 
 
4) Damage to export competitiveness:  

• High rate of inflation will hit hard the export 
industry in the economy. The cost of 
production will rise and the exports will 
become less competitive in the international 
market. Thus, inflation has an adverse effect 
on the balance of payments. 
 
5) Social unrest:  

• High rate of inflation leads to social unrest in 
the economy. There is increase dissatisfaction 
in among the workers as they demand higher 
wages to sustain their present living standard. 
Moreover, high rate of inflation leads to a 
general feeling of discomfort for the 
household as their purchasing power is 
consistently falling. 
 
6) Market efficiency: 
 

• Inflation distorts the price signals to the 
market and causes inefficient allocation of 
resources. 

• Resources are often allocated to speculative 
assets (precious metals, shares on the stock 
market, antiques etc) whose nominal value 
rises with inflation, but do not add to the 
levels of output and employment in a country. 
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7) Interest rates: The Central Bank might use 
monetary tools to control high inflation rate by 
increasing interest rates. This will increase the 
cost of borrowing and will have a negative 
effect on both consumption and investment. 
 
8) Creditors lose and debtors gain if the 
lender does not anticipate inflation correctly. 
For those who borrow, this is similar to getting 
an interest-free loan.  
 
9) Inflation leads to balance of payments 
problems. When domestic prices rise faster 
than prices in foreign countries, exports tend 
to lag behind imports. The, rate of exchange 
also tends to depreciate both on account of 
falling purchasing power of currency within 
the country and adverse balance of payments. 
In some cases, there may also be an outflow of 
capital. A developed country may be able to 
handle the problem of adverse balance of 
payments through structural adjustment, but a 
developing country is not able to do so easily 
because they suffer from large institutional 
and other rigidities. 
 
10) Inflation distorts the financial system of 
the country. In its initial stages, the system is 
able to withstand its adverse effect because 
the financial institutions by their very nature 
tend to ignore the purchasing power of money 
and operate with reference to interest rates 
and maturity of financial instruments. 
However, when inflation gathers strength, the 
financial system cannot withstand it and 

collapses. 
 
11) Hidden tax: Inflation is a hidden tax as it 
leads to fall in purchasing power of money. It 
happens particularly when authorities resort 
to deficit spending when their tax receipts lag 
behind and their expenditure does not 
decrease. The taxpayers therefore lose on 
account of reduced purchasing power of their 
money incomes. In other words, the 
authorities are able to collect resources from 
the taxpayers without specifically levying 
additional taxes on them. When prices rise, 
the fixed income earners find that the 
purchasing power of their money incomes is 
falling while the real income of the profit 
earners is increasing. When inflation becomes 
still stronger, the holders of financial wealth 
also lose. This way, inflation is a hidden tax by 
entrepreneurs on consumers and on recipients 
of contractual incomes. 
 
12) The Good Aspects of Inflation: A healthy 
rate of inflation is considered to be 
approximately 2-3% per year. The goal is for 
inflation (which is measured by the Consumer 
Price Index, or CPI) to outpace the growth of 
the underlying economy (measured by Gross 
Domestic Product, or GDP) by a small amount 
per year. 
 
A healthy rate of inflation is considered a 
positive because it results in increasing wages 
and corporate profitability and keeps capital 
flowing in a presumably growing economy. As 
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long as things are moving in relative unison, 
inflation will not be detrimental. 
 
Another way of looking at small amounts of 
inflation is that it encourages consumption. 
For example, if you wanted to buy a specific 
item, and knew that the price of it would rise 
by 2-3% in a year, you would be encouraged to 
buy it now. Thus, inflation can encourage 
consumption which can in turn further 
stimulate the economy and create more jobs 
 
 
Priorities before Government to Contain 
Inflation: 
 
The strategy to control inflation has to take 
into account the following factors: 
1. Move to market prices: It is important to 
be cognizant of the fact that deregulation of 
diesel prices, power–sector reforms, and 
generally the move from administered to 
market-determined prices will release 
suppressed inflation in the short run. 
Nevertheless, the consequent reduction in 
subsidy and fiscal deficit will have the salutary 
effect of reducing inflation 
 
2.  Improving efficiency of public 
programmes and breaking the wage-price 
spiral: The projects selected for schemes like 
the Mahatma Gandhi National Rural 
Employment Guarantee Scheme (MGNREGS) 
do not improve the productivity of the 
agricultural sector commensurately. The 

increasing wages under such schemes have 
reportedly created shortage of labour in the 
agricultural sector as well as caused a wage-
price spiral. The solution lies in selection of 
productivity enhancing projects for ambitious 
public policy programmes like the MGNREGS. 
 
3.  Rationalization of government support 
to farmers: If the policy of supporting farmers 
through MSP and procurement is to continue, 
the MSP should be scrupulously linked to the 
cost of production. Procurement should not be 
open-ended, and the practice of some state 
governments of charging as high as 14-15 per 
cent mandi fee/tax and paying high bonuses 
over and above the MSP must be discouraged. 
Experience has shown that the Food 
Corporation of India (FCI) has not been able to 
release enough stocks in the market to soften 
cereal prices while recovering its economic 
cost. While farmers can be incentivized by 
gradually removing restrictions on exports, the 
FCI can learn to procure stocks from markets 
more efficiently and manage risks through the 
futures market. 
 
4. Role of APMC Acts: The State Agricultural 
produce marketing committee (APMC) Acts 
have created monopolies and distributional 
inefficiencies. They constitute a major 
roadblock in the way of creating a national 
market for agricultural commodities. Apart 
from breaking the monopoly and dissuading 
state governments from treating the APMCs as 
liberal sources of revenue, substantive efforts 
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have to be made to create alternative trading 
platforms in the private sector where it is 
possible to reduce the layers of 
intermediation. Since this may take time, fruits 
and vegetables should be taken out of the 
purview of the APMC Acts immediately. A 
processor should be able to buy directly from 
farmers without having to pay any mandi 
fee/tax to the APMC. 
 
5.  Role of public deficits: Fiscal deficit 
should be brought down by setting stringent 
time-bound targets under the Fiscal 
Responsibility and Budget Management 
(FRBM) Act. 
 
Overall Trend in Inflation ( ECONOMIC 
SURVEY CHAPTER 5: PRICES, AGRICULTURE 
AND FOOD MANAGEMENT)  
 
• Since 2014-15 onwards, the economy has 
been experiencing sustained moderation in 
general inflation.  
• Headline inflation i.e. CPI (combined) 
declined from 5.9 per cent in 2014-15 to 4.8 
per cent in April-December 2015-16.  
• However, it has been ticking upwards lately 
and has touched 5.6 per cent in December 
2015 owing to build up in food group inflation 
and adverse base effect.  
• The decline in inflation was mainly driven 
by the decline in the inflation in food articles 
and items under non-food non-fuel category.  
• The decline in CPI core inflation was largely 
on account of decline in the inflation of 

housing (rent), transport, communication, 
education and other services.  
• The largest impact of the decline in crude oil 
prices during 2014-15 and 2015-16 has been 
on the WPI basket.  

• Impact of fall in crude oil Price on Inflation: 
Since India is dependent on import of crude oil 
to meet about 80 per cent of its crude 
requirement, global fluctuation in crude oil 
prices has significant impact on domestic 
inflation.  

• Price of the Indian basket of crude oil declined 
by 46 per cent in April-December 2015.  

• The decline in crude oil prices had helped India 
deregulate diesel prices.  

• Deregulation has reduced the subsidy burden, 
thereby helping reduce fiscal deficit. Post 
deregulation, decline in diesel prices has 
resulted in reduction in overall inflation.  

• Fall in crude prices has impacted WPI fuel and 
power inflation significantly, however the 
impact on CPI fuel& light is minimal.  
 
• Food Inflation:  

 The consumer food price index (CFPI) basket 
comprises various categories such as cereals, 
pulses, vegetables, fruit, milk and eggs, meat 
and fish.  

 CFPI-based inflation averaged 11.8 per cent 
during 2012-13 to 2013-14 and thereafter 
declined sharply to 6.4 per cent in 2014-15 and 
further eased to 4.6 per cent in April 
December 2015-16.  

 The urban CPI basket has been experiencing 
lower inflation as compared to the rural 
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consumer expenditure-based basket. The 
global commodity prices meltdown has pulled 
down prices of fuel products and other 
tradable and has benefited urban consumers.  
• Urban and Rural Sector Inflation  

 The general inflation measured separately for 
the urban and rural segments of the CPI have 
been widening in recent months.  

 Headline inflation for the urban sector stood 
at 4.7 per cent in December 2015, whereas the 
corresponding figure for the rural sector was 
6.3 per cent.  

 The global commodity prices meltdown has 
pulled down prices of fuel products and other 
tradeables and has benefited urban 
consumers.  
 
• Wedge between CPI and WPI  

 The wedge between CPI- and WPI-based 
inflation during the current financial year has 
been significantly wide.  

 While WPI-based inflation continues to be in 
the negative zone for fourteen months in a 
row from November 2014 to December 2015, 
CPI-based inflation averaged 4.8 per cent 
during the same period.  

 The base years of the two series are eight 
years apart as WPI base revision is long 
overdue.  

 The weakness in global commodity prices, in 
particular crude prices, during the last one and 
half years has been the cause of decline in the 
WPI. 
 
 

Food Inflation in India 
 
A number of proximate factors such as 
increasing demand particularly arising from 
higher rural wages, rising agricultural cost of 
production, changing consumption pattern 
favoring protein items, increases in minimum 
support prices (MSPs) and droughts in certain 
years are believed to have led to higher food 
inflation. 
 
Rise in pulses price has become an annual 
phenomenon. Lack of change in cropping 
pattern and increasing gap of demand and 
supply has aggravated the food inflation. 
Demand is increasing every year with current 
demand of 22 million tons whereas the supply 
is hovering around 18 million tons. This leads 
to increased imports, which is majorly done 
by private sector than government. As a 
matter of fact, Myanmar and African countries 
are approached to supply the Indian markets 
with legumes to control the rising prices. 
There have been increased cases of farmer 
suicides and distress migration 
Major reasons of price rise— 

• Unchanged focus on wheat and rice 
production, 

• Non-inclusion of pulses in National Food 
Security Act, 

• Unseasonal rains hampering crop production 
and thus supply and distribution 

• Hoarders and traders in addition create 
artificial food scarcity to spike up the prices 
during peak and crash them when with 

Aspire IASThe name associated with excellence 

10/70 Old  Rajeneder Nagar N.Delhi          www.aspireias.com          8010068998/9999801394 



36 

Newspaper Analysis Programe TM  
Additional Note-2 (UPSC PTcumMAINS-2020) 

(Bank and bank reforms) 
 

abundant market supply (one of the reason 
farmers do not venture into growing pulses) 
Way Forward: 
Long term measures to deal with the price 
rise— 

• Structural changes in cropping pattern by 
incorporating pulses with cereals in Haryana, 
Punjab 

• Investment in agricultural research 
• Introducing pulses in NFSA 
• Strengthen back-end infrastructure like 

warehousing facilities, cold storage, and rural 
infrastructure to arrest inflation 

• Allowing different varieties of pulses to be 
grown in different areas instead of any 
uniform cropping policy for it 
Short term measures— 

• Importing as a practice to stabilize price rise 
• Change in FCI working as well as the 

procurement process 
• Rational MSP for different crops 
• Stopping wheat procurement which is already 

overflowing in FCI godowns 
• Implementing efficient supply chain 

management 
• Optimally using the funds from Market 

Stabilization Fund 
• Effective utilization of Administered Price 

Mechanism by creating synergy between 
government and market procurement 
Government has introduced measures in the 
annual budget to combat price rise through 
buffer stock of pulses, MSP and Market 
Stabilization Fund of Rs. 900 crores. 
 

 
Food lifts WPI inflation to 23-month high  
( The Hindu , August 2016)  
 

 
Wholesale price inflation accelerated to a 23-
month high of 3.6 per cent in July, driven 
mainly by higher food prices, according to 
official data.The pace of price gains as 
measured by the wholesale price index more 
than doubled in July from 1.62 per cent in 
June, leaving the Reserve Bank of India even 
less elbow room to cut benchmark interest 
rates at its next meeting, according to experts.  
Food inflation came in at a blistering 11.8 per 
cent, the fastest in 31 months and compared 
with June’s 8.2 per cent. “The spike in the WPI 
seems to be driven by food inflation which 
itself has been driven by inflation in the 
foodgrain and vegetable categories,” said D.K. 
Srivastava, Chief Policy Advisor, EY India. “One 
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expects that after the beneficial effects of the 
monsoon are factored in, then this will trend 
down.” 
Within the food category, inflation in 
foodgrains accelerated to 13.6 per cent in July 
from 10.9 per cent in June. The fruits and 
vegetables category saw a whopping 22 per 
cent increase in prices in July but this could be 
due to a low base effect because the category 
saw a contraction of 15 per cent in the year-
earlier period.The Consumer Price Index for 
July also saw inflation accelerating to above 6 
per cent, with the food component reaching 
almost 8 per cent. 
 
Monetary Policy Committee (MPC) 
 
Budget 2016: Monetary policy panel to have 6 
members; RBI Governor Raghuram Rajan gets 
casting vote  (The Economic Times)  
The history of suggestions for setting up a MPC 
is not new and traces back to 2002 when the Y. 
V. Reddy Committee recommended for a MPC 
to decide policy actions. Subsequently, 
suggestions were made to set up a MPC in 
2006 by the Tarapore Committee, in 2007 by 
the Percy Mistry Committee, in 2009 by 
the Raghuram Rajan Committee and then in 
2013, both in the report of the Financial Sector 
Legislative Reforms Commission (FSLRC) and 
the Dr. Urjit R. Patel (URP) Committee 
The government proposed to amend the RBI 
Act for setting up the Monetary Policy 
Committee consisting of six members and 

headed by RBI Governor to fix the benchmark 
interest rates and inflation targets.  
Of the six members, three will be nominated 
by the government while three others will be 
from the Reserve Bank, including the 
Governor.  
The Monetary Policy Committee will take 
decision based on the majority vote. Each 
member will have one vote but RBI Governor 
will  .. 
Functions of the MPC 
 
Under the Monetary Policy Framework 
Agreement, the RBI will be responsible for 
containing inflation targets at 4% (with a 
standard deviation of 2%) in the medium term 
(For more details see here). Under Section 
45ZA(1) of the RBI Act, 1934, the Central 
Government determines the inflation target in 
terms of the Consumer Price Index, once in 
every five years in consultation with the RBI. 
This target would be notified in the Official 
Gazette. Though the central bank already had 
a monetary framework and was implementing 
the monetary policy, the newly designed 
statutory framework would mean that the RBI 
would have to give an explanation in the form 
of a report to the Central Government, if it 
failed to reach the specified inflation targets. It 
shall, in the report, give reasons for failure, 
remedial actions as well as estimated time 
within which the inflation target shall be 
achieved. (The factors that constitute failure 
shall be such as may be notified by the Central 
Government in the Official Gazette.) Further, 
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RBI is mandated to publish a Monetary Policy 
Report every six months, explaining the 
sources of inflation and the forecasts of 
inflation for the coming period of six to 
eighteen months. 
Given this backdrop, MPC decides the changes 
to be made to the policy rate (repo rate) so as 
to contain the inflation within the target level 
specified to it by the Central 
Government.  Each Member of the Monetary 
Policy Committee has to write a statement 
specifying the reasons for voting in favour of, 
or against the proposed resolution, and the 
same alongwith the resolution adopted by the 
MPC is published as minutes of the meeting by 
RBI after 14 days of the said meeting. In 
addition, subsequent to the MPC meeting, RBI 
has to publish a document explaining the steps 
to be taken by it to implement the decisions of 
the Monetary Policy Committee, including any 
changes thereto. 
 
RECENT UPDATE  - NPA 
State run banks will take lead in setting up an 
asset management company (AMC) for 
resolution of loans above Rs 500 crore. They 
will also set up alternate investment funds to 
raise money and back this asset management 
company.  

Finance minister said that government has 
accepted a report submitted by a committee of 
bankers led by Punjab National Bank chairman 
Sunil Mehta.  

Sunil Mehta committee on bad loans resolution 
has recommended a five-pronged strategy -- 

Project 'Sashakt' -- to deal with Non-
performing Assets in the country's banking 
system. The five-pronged strategy includes -- 
SME resolution approach, bank-led resolution 
approach, AMC/AIF led resolution approach, 
NCLT/IBC approach, and asset-trading 
platform.  
“An independent AMC would be setup, and 
AIF would raise funds from institutional 
investors,”  
“AMC/AIF will become a market maker and 
ensure healthy competition, fair price and cash 
recovery,” adding that there was no proposal to 
set up a bad bank.  
There could, however, be more than one AMC. 
PIB 
The Gross Advances of Scheduled Commercial 
Banks (SCBs) increased from Rs.25,03,431 
crore as on 31.3.2008 to Rs. 68,75,748 crore as 
on 31.3.2014, as per the Global Operations 
Data of the Reserve Bank of India (RBI). As 
per RBI inputs, the primary reasons for spurt in 
stressed assets have been observed to be, inter-
alia, aggressive lending practices, wilful default 
/loan frauds/corruption in some cases, and 
economic slowdown. Asset Quality Review 
(AQR) initiated in 2015 for clean and fully 
provisioned bank balance-sheets revealed high 
incidence of non-performing assets (NPAs). As 
a result of AQR and subsequent transparent 
recognition by PSBs, stressed accounts were 
reclassified as NPAs and expected losses on 
stressed loans, not provided for earlier under 
flexibility given to restructured loans, were 
provided for.  During the financial year 2017-
18, all such schemes for restructuring stressed 
loans were withdrawn. Primarily as a result of 
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transparent recognition of stressed assets as 
NPAs, gross NPAs of SCBs, as per RBI data 
on domestic operations, increased from Rs. 
2,51,054 crore as on 31.3.2014, to Rs. 3,09,399 
crore as on 31.3.2015, Rs. 5,66,247 crore as on 
31.3.2016, Rs. 7,28,740 crore as on 31.3.2017, 
and Rs. 9,61,962 crore as on 31.3.2018, (as per 
provisional data) respectively. RBI has 
apprised that it does not have information as 
regards to NPAs as on May 2014. 
 
A number of steps have been taken to expedite 
and enable resolution of NPAs of banks.The 
Insolvency and Bankruptcy Code, 2016 (IBC) 
has been enacted to create a unified framework 
for resolving insolvency and bankruptcy 
matters. Under this, by adopting a creditor-in-
saddle approach, with the interim resolution 
professional taking over management of affairs 
of corporate debtor at the outset, the incentive 
to resort to abuse of the legal system has been 
taken away. This, coupled with debarment of 
wilful defaulters and persons associated with 
NPA accounts from the resolution process, has 
effected a fundamental change in the creditor-
debtor relationship. The Banking Regulation 
Act, 1949 has been amended to provide for 
authorisation to RBI to issue directions to 
banks to initiate the insolvency resolution 
process under IBC. As per RBI’s directions, 
cases have been filed under IBC before the 
National Company Law Tribunal in respect of 
39 large defaulters, amounting to about Rs. 
2.69 lakh crore funded exposure (as of 
December 2017). 
 
  

 
The Securitisation and Reconstruction of 
Financial Assets and Enforcement of Security 
Interest Act, 2002 has been amended to make it 
more effective with provision for three months 
imprisonment in case the borrower does not 
provide asset details and for the lender to get 
possession of mortgaged property within 30 
days. Also, six new Debts Recovery Tribunals 
have been established to expedite recovery. 
 
  
 
In addition, under the Public Sector Banks 
(PSBs) Reforms Agenda, PSBs have created 
stressed asset management verticals for 
stringent recovery, segregated pre- and post-
sanction follow-up roles for clean and effective 
monitoring, initiated creation of online one-
time settlement platforms and committed to 
monitoring large-value accounts by tying up 
with specialised monitoring agencies for loans 
of Rs. 250 crore and above. 
As regards outcome, enabled by these steps, 
NPAs of SCBs reduced by Rs. 2,57,979 crore 
due to recoveries during the last four financial 
years (as per RBI data on domestic 
operations).Action with regard to control and 
resolution of NPAs has been taken through the 
above legislative, legal, regulatory and 
reform measures, and no specific panel has 
been formed by the Government in this regard. 

 
What are haircuts in the Indian banking 
system? 
A haircut is the difference between the loan 
amount and the actual value of the asset 
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used as collateral. It reflects the lender's 
perception of the risk of fall in the value of 
assets. But in the context of loan recoveries, it 
is the difference between the actual dues from a 
borrower and the amount he settles with the 
bank.  
Haircuts are not common in India. However, 
there have been instances in the past when a 
lender settles for some equity of a borrower to 
compensate for a loan loss. But it is often a last 
resort when there is absolutely no hope of a 
recovery and the loan is written off for a one 
time settlement. The regulators in the recent 
past have made many other options for banks 
like the corporate-debt restructuring or 
allowing sale of bad loans to asset 
reconstruction companies among others.  
 

 
 

All the best 
Hope this material helps you in your PT-

Mains preparation 
JAI HIND JAI BHARAT 
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