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Structure of Banking in India 

As per Section 5(b) of the Banking Regulation Act 1949, “Banking” means the accepting, for the 

purpose of lending or investment, of deposits of money from the public, repayable on demand or 

otherwise, and withdrawal by cheque, draft, order or otherwise. 

 

1. Scheduled Banks: All banks which are included in the Second Schedule to the Reserve Bank of 

India Act, 1934 are scheduled banks. These banks comprise Scheduled Commercial Banks and 

Scheduled Cooperative Banks.  

a. Scheduled Commercial Banks: in India are categorized into five different groups 

according to their ownership or nature of operation.  

i. Public Sector Banks: Majority stake is held by Government of India.  

ii. Private Sector Banks: Majority of share capital is held by private individuals 

iii. Regional Rural Banks: RRBs were established in 1975 with a view of serving 

primarily the rural areas of India with basic banking and financial services 
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iv. Foreign Banks: Incorporated in foreign countries and operate their branches 

in India 

b. Scheduled Cooperative Banks: 

i. Rural Cooperative Banks 

ii. Urban Cooperative Bank: 

 

Differentiated banks: 

• Small Finance Banks: Small finance banks are a type of niche banks in India. Banks with a 

small finance bank license can provide basic banking service of acceptance of deposits and 

lending. The aim behind these to provide financial inclusion to sections of the economy not being 

served by other banks, such as small business units, small and marginal farmers, micro and small 

industries and unorganised sector entities.  

o SFBs are subject to all prudential norms and regulations of RBI as applicable to 

commercial banks including requirement of maintenance of CRR and SLR 

o SFBs are required to extend 75 per cent of its Adjusted Net Bank Credit to the sectors 

eligible for classification as priority sector lending by the RBI 

o At least 50 per cent of its loan portfolio should constitute loans and advances of up to Rs. 

25 lakhs. 

 

• Payments Banks: Payments banks are aimed at deepening financial inclusion and redefine 

banking business models in India. These institutions can accept a restricted deposit, which is 

currently limited to ₹100,000 per customer and may be increased further. These banks cannot 

issue loans and credit cards. Both current account and savings accounts can be operated by such 

banks. Payments banks can issue ATM cards or debit cards and provide online or mobile banking.  

They are sewing up a thread of unorthodox revenue streams including data monetisation, cross-

selling of financial products, forming credit access platforms and creating alternate merchant 

payment models to get around the constraint of not being able to lend. 
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Operating model 
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Important rates in the banking industry 

Term Details 
Current 

Level 

Non-Performing 

Assets 

Loans that have not yielded interest 90 days or more after 

the interest payment 

due date. 

Ratio of gross 

NPAs: 8.5%  

(March 2020) 

MIBOR 

(Overnight) 

The Mumbai Interbank Offer Rate (MIBOR) is one iteration 

of India's interbank rate, which is the rate of interest 

charged by a bank on a short-term loan to another bank 

3.70% 

(1.10.20) 

Repo Rate 

The rate at which commercial banks can borrow from RBI 

for short term liquidity adjustment (net amount after 

borrowing among themselves). 

4.00% 

Reverse Repo 

Rate 

The rate at which the RBI absorbs excess liquidity from the 

commercial banks 
3.35% 

Marginal 

Standing Facility 

Rate 

The rate at which banks borrow funds, in excess of the 

specified threshold, overnight from RBI against government 

securities 

4.25% 

Bank Rate 
The rate at which the RBI lends to commercial banks for 

long term borrowing 
4.25% 

Statutory 

Liquidity Ratio 

The proportion of Net Demand and Time Liabilities that the 

commercial banks have to invest in specified government 

securities 

18.50% 

Cash Reserve 

Ratio 

The proportion of Net Demand and Time Liabilities of 

commercial banks that must be kept as cash or in liquid 

form so as to meet any unexpected demand of money by 

depositors 

3.00% 
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Example of financial statements of a commercial bank 

Income and expenses of a commercial bank 

 

Major components of other income include commission, exchange & brokerage, insurance premium 

income, P/L on sale of investments etc. Major components of operating expenses include employee 

expenses, rent & utilities, insurance, expenses of subsidiary businesses etc. 

Balance sheet structure of a commercial bank 
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Capital Requirements 

Regulatory capital or capital adequacy is the amount a bank needs to hold as required by the financial 

regulators. It is expressed as a capital adequacy ratio of equity and must be held as a percentage of risk 

weighted assets. These requirements are put into place to ensure that these institutions do not take on 

excess leverage and become insolvent. Capital requirements govern the ratio of equity to debt, 

recorded on the liabilities and equity side of a firm's balance sheet. 

The main international effort to establish rules around capital requirements has been the Basel 

Accords. It sets a framework on how banks and depository institutions must calculate their capital. 

After obtaining the capital ratios, the bank’s capital adequacy can be assessed and regulated. 

As per Basel III regulations, all SCBs were required to maintain a CAR of 11.5% from March 31, 2020 

onwards (CAR of 9.0% along with capital conservation buffer (CCB) of 2.5%). However, with the 

outbreak of COVID-19, RBI decided to defer the implementation of the last tranche of 0.625% of the 

CCB from March 31, 2020 to September 30, 2020 which is likely to be extended further, however, the 

current required CAR stands at 10.875%. 

 Further, systemically important banks need to maintain an additional requirement of over and above 

the 10.875% CAR (which includes SBI: 0.6%, HDFC: 0.2% and ICICI Bank: 0.2%).  

Apart from Yes Bank and Lakshmi Vilas Bank all SCBs reported CAR higher than the minimum 

regulatory requirement as on Jun-20. 
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Key metrics to evaluate a bank’s performance 

1. Net Interest Margin: Measure of profitability for banks and financial institutions. It refers 

to the difference between interest received and interest paid. 

 

(𝐼𝑛𝑡𝑒𝑟𝑒𝑠𝑡 𝐼𝑛𝑐𝑜𝑚𝑒 − 𝐼𝑛𝑡𝑒𝑟𝑒𝑠𝑡 𝐸𝑥𝑝𝑒𝑛𝑠𝑒)

𝐴𝑣𝑒𝑟𝑎𝑔𝑒 𝐸𝑎𝑟𝑛𝑖𝑛𝑔 𝐴𝑠𝑠𝑒𝑡𝑠
× 100% 

 

2. Return on Assets: Since bank assets largely consist of bank loans, the per-dollar return is 

an important metric of bank management. The ROA ratio is a company's net, after-tax income 

divided by its total assets. An important point to note is since banks are highly leveraged, even 

a relatively low ROA  may represent substantial profit. 

 

𝑁𝑒𝑡 𝐼𝑛𝑐𝑜𝑚𝑒

𝑇𝑜𝑡𝑎𝑙 𝐴𝑠𝑠𝑒𝑡𝑠
 × 100% 

 

3. Return on Equity: The return on equity (ROE) metric reveals how effectively a corporation 

is generating profit from the money that investors have put into the business. However, 

minimum capital requirements, such as Basel III, increased the amount of capital banks had 

to keep in hand. This has pushed ROEs down. 

 

𝑁𝑒𝑡 𝐼𝑛𝑐𝑜𝑚𝑒

𝑆ℎ𝑎𝑟𝑒ℎ𝑜𝑙𝑑𝑒𝑟𝑠′𝐸𝑞𝑢𝑖𝑡𝑦
 × 100% 

 

4. Cost to Income Ratio: Cost to income ratio indicated how efficiently the bank is being run. 

Changes in the ratio indicate relative rates of growth of costs and income. 

 

𝑂𝑝𝑒𝑟𝑎𝑡𝑖𝑛𝑔 𝐸𝑥𝑝𝑒𝑛𝑠𝑒𝑠

(𝑁𝑒𝑡 𝐼𝑛𝑡𝑒𝑟𝑒𝑠𝑡 𝐼𝑛𝑐𝑜𝑚𝑒 + 𝑂𝑡ℎ𝑒𝑟 𝐼𝑛𝑐𝑜𝑚𝑒)
 × 100% 
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5. Loan Deposit Ratio: The loan-to-deposit ratio is used to assess a bank's liquidity If the 

ratio is too high, it means that the bank may not have enough liquidity to cover any 

unforeseen fund requirements. Conversely, if the ratio is too low, the bank may not be earning 

as much as it could be. 

 

𝑇𝑜𝑡𝑎𝑙 𝐿𝑜𝑎𝑛𝑠

𝑇𝑜𝑡𝑎𝑙 𝐷𝑒𝑝𝑜𝑠𝑖𝑡𝑠
 × 100% 

6. Capital Adequacy Ratio: 

𝐶𝑎𝑝𝑖𝑡𝑎𝑙 𝐹𝑢𝑛𝑑𝑠

𝑅𝑖𝑠𝑘 𝑊𝑒𝑖𝑔ℎ𝑡𝑒𝑑 𝐴𝑠𝑠𝑒𝑡𝑠
 × 100% 

 

Key performance indicators (RBI Financial Stability Report) 
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Valuation methods: 

1. P/B Ratio: Assets held by banks are typically in the form of financial instruments (loans, bonds 

and other securities as well as derivatives) that have well defined cash flows. These are relatively 

liquid assets that can be valued at fair market value. Book values are much closer to market 

values than is the case for non-financial corporates, where most of the assets are carried at 

depreciated cost. 

 

𝑆𝑡𝑜𝑐𝑘 𝑃𝑟𝑖𝑐𝑒 × 𝑁𝑜. 𝑜𝑓 𝑠ℎ𝑎𝑟𝑒𝑠 𝑜𝑢𝑡𝑠𝑡𝑎𝑛𝑑𝑖𝑛𝑔

𝐵𝑜𝑜𝑘 𝑉𝑎𝑙𝑢𝑒
  

 

2. Intrinsic valuation: Since the book value of equity is more reliable and cash flows are highly 

volatile, and less accurate as a metric of assessing management competence, shareholders equity 

can be used as a starting point for valuing banks. This method is known as the Excess Return 

Model and it arrives at the value of equity as the sum of the current equity capital and the present 

value of expected excess returns to equity. 

𝐸𝑥𝑐𝑒𝑠𝑠 𝑅𝑒𝑡𝑢𝑟𝑛𝑠 =  (𝑃𝑟𝑜𝑗𝑒𝑐𝑡𝑒𝑑 𝑅𝑒𝑡𝑢𝑟𝑛 𝑜𝑛 𝐸𝑞𝑢𝑖𝑡𝑦 –  𝐶𝑜𝑠𝑡 𝑜𝑓 𝐸𝑞𝑢𝑖𝑡𝑦) × (𝐵𝑒𝑔𝑖𝑛𝑛𝑖𝑛𝑔 𝐸𝑞𝑢𝑖𝑡𝑦 𝐶𝑎𝑝𝑖𝑡𝑎𝑙)  

If a bank is earning extremely high excess returns, it is important to do a multi-period valuation 

whereby returns decline to a long-term sustainable level over time. Once the firm reaches its 

long-term sustainable operating level, terminal value can be calculated that incorporates this 

long-run moderate growth. 

 

3. Other methods: Banks can also be valued by discounting the dividend stream using projected 

pay-out ratios, or asset liquidation values, or relative valuation methods with respect to the loan 

book etc. 

  



     CREDENCE CAPITAL 
(Investment Club of IIM Lucknow) 

 

17-10-20 Banking Sector in India Gautam K Goyal 
 

Credit and Deposit Trends: 

1. Rate of deposit growth: After a 53-year low of 3% in November 2017, there has been an 

acceleration in rate of growth of deposits building up since the beginning of 2018.  

Notwithstanding this improvement, it is noteworthy that the recent pick-up is occurring against the 

backdrop of a secular deceleration that has set in since August 2009, barring the demonetisation 

driven spike during November-December 2016.  

 

Deposit growth of ~10% in 2019 was marginally higher than the 15-year downtrend 

After a dip in March 2020, deposit growth has increased faster at ~11.0%, indicating that depositors 

are spending less and saving funds in bank deposits. The growth in deposits is being seen despite 

banks lowering interest rates, disincentivizing customers amid an increase in liquidity. 

Growth of Bank Deposits (y-o-y growth%) 

 

As per a 2019 study by the RBI, key factors affecting deposit growth, include income levels, interest 

rates on deposits, substitution effects stemming from small savings & stock markets.  
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2. Rate of credit growth: Even prior to COVID-19 induced recession, bank credit growth had 

slowed down to ~7.5% in 2019. Given the NPA cycle, credit-risk perceptions increased in the economy, 

and banks were cautious towards lending. The decline in growth came on the back of weakness in 

sanctions to industries, mainly small & medium sized businesses. Despite the moderation, growth in 

personal loans remained robust at over 15% per annum before March. 

 

Moderation in Non-Food Credit growth  

 

The credit growth continued to remain less than half the level compared to last year, reflecting weak 

demand & risk aversion. Despite of Government’s Emergency Credit Line Guarantee Scheme for 

MSMEs, the incremental credit growth was weak.  

Growth of Bank Credit (y-o-y growth%) 

Additionally, as the SCBs are cherry picking their credit portfolios with caution due to asset quality 

concerns, and with economic activities remaining subdued, the overall bank credit is expected to 

remain slower in the near term. 

3. Credit split: Lenders have been shifting focus from large industrial loans towards retail loans as 

bad loans of the latter have traditionally been low. With corporate loans rigidly at multi-year lows, 

risk-averse banks lapped up retail credit. The recent slowdown followed by COVID-19 induced 

recession has imposed limits to this growth strategy. 
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Asset quality in India’s banking sector: 

NPA Problem: Banks give loans and advances to borrowers. Based on the performance of the loan, 

it may be categorized as: (i) a standard asset (a loan where the borrower is making regular 

repayments), or (ii) a non-performing asset. NPAs are loans and advances where the borrower has 

stopped making interest or principal repayments for over 90 days. 

In December 2015, the RBI initiated asset quality review (AQR) wherein it listed 150 companies that 

has to be downgraded as non-performing assets. As RBI tightened its grip, Gross NPAs of banks 

increased from 4.3% of total loans in 2015, to 11.5% in 2018, before declining to 8.5% by March 2020.  

A lot of the loans classified as NPAs originated in the mid-2000s, at a time when large corporations 

were granted loans for projects based on recent growth and performance. Corporations grew highly 

leveraged, and when projects for which the loan was taken started underperforming, borrowers lost 

their capability of paying back the bank. Banks took to the practice of ‘evergreening’.  

 

Insolvency and Bankruptcy Code, 2016: The Insolvency and Bankruptcy Code (IBC), which 

came into effect in 2016, provides for a time-bound and market-linked resolution of stressed assets. In 

case, the resolution does not happen, the company concerned goes for liquidation. As per the 

Economic Survey released January 31st, 2020 the “Insolvency and Bankruptcy Code (IBC) has 

improved resolution processes in India compared to the earlier measures.” The proceedings resulted 

in recovery of 42.5% of the amount involved as compared to 14.5% under the Securitisation and 

Reconstruction of Financial Assets and Enforcement of Securities Interest (SARFAESI) Act. In terms 

of duration, the survey stated that the IBC proceedings take 340 days on an average as compared to 

the duration of 4.3 years earlier. 

Impact of COVID-19: 

Loan Moratorium: RBI had announced a 3-month moratorium starting March 1,2020 on loan & 

interest repayment. This was subsequently extended by another 3 months to August 31, 2020. The 

Supreme Court virtually extended this till September 28, 2020 as it directed banks not to declare any 

loan as NPAs till then. Depending upon the nature and scale of the lending institution, the 

outstanding loans that are coming under moratorium ranged from 30% to over 70%. 
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Loan restructuring scheme: RBI announced a one-time restructuring scheme for lenders, which 

will allow them to change repayment terms for their borrowers who have been hit by the COVID-19 

lockdown. Lenders can now do this while keeping the borrower’s account standard and will not have 

to tag them as defaulters/their account as a non-performing loan. Non-performing loans are those 

that remain unpaid for over 90 days. Lenders can now also restructure debt without changing the 

owners of a stressed company, which was the case under existing rules. However, these easier terms 

are only allowed for those borrowers who have been impacted by COVID-19, and no others.  

 

The KV Kamath committee has selected 26 sectors (29% of the banking credit) which will require 

restructuring based on its analyses of financial parameters hit due to the economic crash caused by 

the Covid-19 pandemic. In its report the five-member committee said power, construction, iron and 

steel, roads, real estate, wholesale trading, textiles, consumer durables, aviation, logistics, hotels, 

restaurants and tourism, mining are among the sectors that will need restructuring. The committee 

selected five financial parameters related to leverage, liquidity, & debt serviceability. 
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RBI Macro Stress Tests: The resilience of Indian banking in the face of macroeconomic shocks was 

tested through macro-stress tests which attempt to assess the impact of cumulative shocks on SCBs’ 

balance sheet and generate projections of GNPA ratios over a one-year horizon under a baseline and 

three adverse (medium, severe and very severe) scenarios. The stress tests indicate that the GNPA 

ratio of all SCBs may increase from 8.5% in March 2020 to 12.5% by March 2021 under the baseline 

scenario. If the macroeconomic environment worsens further, the ratio may escalate to 14.7% under 

the very severely stressed scenario. 
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Other trends and developments: 

Digital disruption and Neobanks: FinTech and digital innovations have emerged as a potentially 

transformative force in the banking services space, with payment and settlement systems migrating 

from cash transactions to electronic payments in recent years. India has witnessed a rapid increase in 

the volume of cashless payments in the last 5 years at a CAGR of 51%. The steep increase towards 

digital payments is largely attributed to mobile banking and a growing penetration of smartphones 

particularly in the rural India. Yet, among countries in the Asia Pacific region, cash propensity in India 

remains high, at 49.3%, against China (35.9%) and Japan (3.4%). Neobanks are digital branchless 

entities that provide a suite of financial services. They have been seeing steady growth and many 

players say they have got a boost post-Covid and are looking to launch new products.  

PSB bank mergers: 10 public sector banks were consolidated into 4 banks. The mega-merger was 

announced by the Finance Minister in 2019 and closed in 1st April, 2020. The amalgamation of PSBs is 

based on bad loans intensity and regional factors. There were as many as 27 PSBs in 2017, compared 

to 7 large and 5 smaller PSBs post this merger. 

Co-operative banks regulatory changes: The Banking Regulation (Amendment) Bill, 2020 

brings cooperative banks under the supervision of the RBI. The bill, which comes in the backdrop of 

the PMC Bank scam, seeks to strengthen cooperative banks by increasing their professionalism, 

enabling access to capital, improving governance and ensuring sound banking through the RBI. 

Operation Twist: The Reserve Bank of India conducted several simultaneous sales and purchases of 

government securities under open market operations since March. The actions were taken following a 

review of current and evolving liquidity and market conditions induced by covid-19 pandemic. RBI’s 

simultaneous sales and purchases of government securities, termed 'Operation Twist’ is a way to 

manage yields in the market.  

The idea is that by purchasing longer-term bonds, the RBI can help drive the bond prices up and 

yields down. At the same time, selling shorter-term bonds should cause their yields to go up. In 

combination, these two actions twist the shape of the yield curve. Lower longer-term yields help boost 

the economy by making loans less expensive for those looking to buy homes, purchase cars, and 

finance projects. 

LTRO / TLTRO: The Reserve Bank of India on March 27 announced Targeted Long-Term Repo 

Operations (TLTROs) as a tool to enhance liquidity in the system, particularly the corporate bond 

market, in the wake of the COVID-19 crisis. LTROs provide banks with access to cheaper long-term 

capital from the RBI at the repo rate. This, in turn, encourages them to lend more and spur economic 

activity. They can also invest these long-term funds in assets that yield better returns to improve 

profitability. Also, as banks provide government securities as collateral, the demand for such 

government bonds increases and helps in lowering yield.  
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Emergency Credit Line Guarantee Scheme: As part of the COVID-19 relief, the government, in 

May, had announced the 100% collateral-free loans of up to Rs 3 lakh crore with a 100% guarantee for 

severely impacted MSMEs, which is being provided by the National Credit Guarantee Trustee 

Company (NCGTC) through banks, NBFCs and Financial Institutions. Amount extended as credit 

under ECLGS to a business/MSME will be up to 20 percent of total outstanding as on 29 February 

2020. Actual loan extended can therefore be less than 20 percent, depending on terms agreed between 

the borrower and lender. Coverage 100% guarantee cover will be provided for additional funds 

sanctioned under the ECLGS. 

 

 


