INDIAN BANKING SYSTEM – PAST, PRESENT & FUTURE
I.  PAST - HISTORY OF INDIAN BANKING SYSTEM
We can identify three distinct phases in the history of Indian Banking.
Early phase from 1770 to 1969
[bookmark: _Hlk499301092]Nationalization of Banks and up to 1991 prior to banking sector Reforms
New phase of Indian Banking with the advent of Financial & Banking Sector Reforms after 1991.
1. Early Phase from 1770 to 1969
The advent of banking system in India started with the establishment of Bank of Hindustan in 1770, the General Bank of India in the year 1786. 
In the mid of 19th century, East India Company established three banks (1). The Bank of Bengal in 1809, (2). The Bank of Bombay in 1840, and (3). Bank of Madras in 1843. These banks were independent units and called Presidency banks. 
These three banks were amalgamated in 1920 and a new bank, Imperial Bank of India was established. All these institutions started as private shareholders banks and the shareholders were mostly Europeans. 
The Allahabad Bank was established in 1865. The next bank to be set up was the Punjab National Bank Ltd., which was established with its headquarters at Lahore in 1894 for the first time exclusively by Indians. 
Most of the Indian commercial banks, however, owe their origin to the 20th century. Bank of India, Bank of Baroda, Canara Bank, Central Bank of India, Corporation Bank, the Indian Bank, and the Bank of Mysore were established between 1906 and 1913. The last major commercial bank to be set up in this phase was the United Commercial Bank in 1943.
The early phase up to the nationalization of the fourteen largest of Indian scheduled banks was also the traditional or conservative phase of Indian Banking. 
The establishment of Reserve Bank of India in 1935 as the central bank of the country was an important step in the development of commercial banking in India.
The early phase of banking was characterized by slow growth and periodic failures. There were as many as one thousand one hundred small banks failed during the period from 1913 to 1948. The Government of India concerned by the frequent bank failures in the country causing miseries to innumerable small depositors and others enacted The RBI Act 1934 and The Banking Regulation Act 1949. The Act is the first regulatory step undertaken by the Government to streamline the functioning and activities of commercial banks in India. Reserve Bank of India as the Central Banking Authority of the country was vested with extensive powers for banking supervision. 
At the time of Independence of the country in 1947, the banking sector in India was relatively small and extremely weak. The banks were largely confined to urban areas, extending loans primarily to trading sector dealing with agricultural produce. There were a large number of commercial banks, but banking services were not available at rural and semi-urban areas. Such services were not extended to different sectors of the economy like agriculture, small industries, professionals and self-employed entrepreneurs, artisans, retail traders etc.
2. Drawbacks of Indian Banking System before Nationalization: 
Commercial banks, as they were privately owned, on regional or sectarian basis resulted in development of banking on ethnic and provincial basis with parochial outlook. These Institutions did not play their due role in the planned development of the country. Deposit mobilization was slow. Public had less confidence in the banks on account of frequent bank failures. The savings bank facility provided by the Postal department was viewed a comparatively safer field of investment of savings by the public. Even the deficient savings thus mobilized by commercial banks were not channeled for the development of the economy of the country. Funds were largely given to traders, who hoarded agricultural produce after harvest, creating an artificial scarcity, to make a good fortune in selling them at a later period, when prices were soaring. The Reserve Bank of India had to step in at these occasions to introduce selective credit controls on several commodities to remedy this situation. Such controls were imposed on advances against Rice, Paddy, Wheat, Other food grains (like jowar, millets, ragi etc.) pulses, oilseeds etc. Besides, Large industries and Big business houses enjoyed major portion of the credit facilities. 
When the country attained independence, Indian Banking was exclusively in the private sector. In addition to the Imperial Bank, there were five big banks each holding public deposits aggregating Rs.100 Crores and more, viz. the Central Bank of India Ltd., the Punjab National Bank Ltd., the Bank of India Ltd., the Bank of Baroda Ltd. and the United Commercial Bank Ltd. Rest of the banks were exclusively regional in character holding deposits of less than Rs 50 Crores. Government first implemented the exercise of nationalization of a significant part of the Indian Banking system in the year 1955, when Imperial Bank of India was Nationalized in that year for the stated objective of "extension of banking facilities on a large scale, more particularly in the rural and semi-urban areas, and for diverse other public purposes" to form State Bank of India. SBI was to act as the principal agent of the RBI and handle banking transactions of the Union & State Governments throughout India. The step was in fact in furtherance of the objectives of supporting a powerful rural credit cooperative movement in India and as recommended by the "The All-India Rural Credit Survey Committee Report, 1954". State Bank of India was obliged to open number of branches within five years in unbanked centres. Government subsidized the bank for opening unremunerative branches in non-urban centres. The seven banks now forming subsidiaries of SBI were nationalized in the year 1960. This brought one-third of the banking segment under the direct control of the Government of India.
3. Nationalization of Banks and up to 1991 prior to banking sector Reforms
Many bank failures and crises over two centuries, and the damage they did under laissez faire conditions; the needs of planned growth and equitable distribution of credit, which in privately owned banks was concentrated mainly on the controlling industrial houses and influential borrowers; the needs of growing small scale industry and farming regarding finance, equipment and inputs; from all these there emerged an inexorable demand for banking legislation, some government control and a central banking authority, adding up, in the final analysis, to social control and nationalization.
The major process of nationalization was carried out on 19th July 1969, when the then Prime Minister of India, Smt.Indira Gandhi announced the nationalization of fourteen major commercial banks in the country.  These banks were:
1 Allahabad Bank, 2. Bank of India, 3. Bank of Baroda, 4. Bank of Maharashtra, 5 Canara Bank, 6. Central Bank of India, 7. Dena Bank, 8. Indian Bank, 9. Indian Overseas Bank, 10. Punjab National Bank, 11. Syndicate Bank, 12. Union Bank of India, 13. United Bank of India, 14. United Commercial Bank
One more phase of nationalization was carried out in the year 1980, when Six more banks were nationalized. 
1 Andhra Bank, 2. Corporation Bank, 3. New Bank of India, 4. Oriental Bank of Commerce,            5. Punjab & Sind Bank, 6. Vijaya Bank
Major Objectives Behind Nationalization of Banks in India
Social Welfare: It was the need of the hour to direct the funds for the needy and required sectors of the Indian economy. Sector such as agriculture, small and village industries were in need of funds for their expansion and further economic development.
Controlling Private Monopolies: Prior to nationalization many banks were controlled by private business houses and corporate families. It was necessary to check these monopolies in order to ensure a smooth supply of credit to socially desirable sections.
Expansion of Banking: In a large country like India the numbers of banks existing those days were certainly inadequate. It was necessary to spread banking across the country. It could be done through expanding banking network (by opening new bank branches) in the un-banked areas.
Reducing Regional Imbalance: In a country like India where we have an urban-rural divide; it was necessary for banks to go in the rural areas where the banking facilities were not available. In order to reduce this regional imbalance and economic divide, nationalization was an important tool.
Priority Sector Lending: In India, the agriculture sector and its allied activities were the largest contributor to the national income. But unfortunately, they were deprived of their due share in the credit. Nationalization was needed for catering funds to them.
Economic Development through Inclusive Growth: Channelize the scarce available funds to all sectors of the economy, particularly the weaker sections through directed lending so as to economically uplift the vast population living below the poverty line(BPL).
Overall Economic Development through Social Control:  The primary objective was to eradicate poverty from the country and to reduce the gap between the haves and have nots.
Developing Banking Habits: In India more than 70% population used to stay in rural areas. It was necessary to develop and inculcate the banking habit among such a large population.
This brought 80% of the banking segment in India under Government ownership. Since then the banking system in India has played a pivotal role in the Indian economy, acting as an instrument of social and economic change.  Post nationalization, the Indian banking system registered tremendous growth in volume. Despite the undeniable and multifold gains of bank nationalization, it may be noted that the important financial institutions were all state owned and were subject to central direction and control. Banks enjoyed little autonomy as both lending and deposit rates were controlled until the early part of the 1990s. Although nationalization of banks helped in the spread of banking to the rural and hitherto uncovered areas, the monopoly granted to the public sector and lack of competition led to complacency in the functioning of these banks.
4. Shortcomings in the Functioning of Nationalized Banking Institutions
Nationalized banks in their enthusiasm for development banking, looking exclusively to branch opening, deposit accretion and social banking. Basking in the sunshine of Government ownership that gave to the public implicit faith and confidence about the sustainability of Government-owned institutions, the business of banks increased over a period of time.
The major limitations of the bank nationalization in India are: -
Lowered efficiency and profits: After nationalization, banking was done more from the interference of the government and Administration which led to lower efficiency and reduced profitability of banks.
Increased expenditure: Due to huge expansion in the branch network, large staff administrative expenditure, trade union struggle, etc. banks expenditure increased substantially.
Loan Melas, Loans under Government Sponsored Schemes, Write Offs, etc: Impacted the lending methodologies as also the mindset of the borrowers particularly in the rural centres to commit default.
Branch not as Profit centres: With huge network of branches in an unplanned way led to increase in cost of branch operations and many were found unviable. 
5. Economic Reforms of the Banking Sector in India
Indian banking sector has undergone major changes and reforms during economic reforms. Though it was a part of overall economic reforms, it has changed the very functioning of Indian banks. This reform has not only influenced the productivity and efficiency of many of the Indian Banks, but has left everlasting footprints on the working of the banking sector in India.
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Some of the important reforms in the banking sector in India are:
Reduced CRR and SLR: The Cash Reserve Ratio (CRR) and Statutory Liquidity Ratio (SLR) were gradually reduced during the economic reforms period in India. The CRR remained between 3-15% of the Net Demand and Time Liabilities. It was reduced from the earlier high level of 15% to the current 4% level. Similarly, the SLR is also reduced from early 38.5% to current minimum of 21.5% level. This has left more loanable funds with commercial banks, addressing the liquidity problems to support economic growth.
Deregulation of Interest Rate: Interest rates on both Deposits and Advances were liberalized paving way for competition among banking system.
Fixing prudential Norms: In order to align with the international best practices so as to integrate with the world economy, Prudential Norms, IRAC and Asset Classification Norms were introduced in the banking system based on Narasimham Committee Recommendations.  
Introduction of CRAR: Capital to Risk Weighted Asset Ratio (CRAR) was introduced in 1992 based on Basel Committee norms to align the risk-taking abilities linked to the Capital.
Operational Autonomy: During the reforms period commercial banks enjoyed the operational freedom. If a bank satisfies the CAR then it gets freedom in opening new branches, upgrading the extension counters, closing down existing branches and they get liberal lending norms.
Banking Diversification: The Indian banking sector was well diversified, during the economic reforms period. Many of the banks have stared new services and new products. Some of them have established subsidiaries in merchant banking, mutual funds, insurance, venture capital, etc which has led to diversified sources of income of them.
New Generation Banks: During the reforms period many new generation banks have successfully emerged on the financial horizon. Banks such as ICICI Bank, HDFC Bank, UTI Bank have given a big challenge to the public-sector banks leading to a greater degree of competition.
Improved Profitability and Efficiency: During the reform period, the productivity and efficiency of many commercial banks has improved. It has happened due to the reduced Non-performing loans, increased use of technology, more computerization and some other relevant measures adopted by the government.
The reforms have led to increased liquidity in the banking system. This along with setting up of new generation private sector banks and also the deregulation of interest rates have paved way for competition in the banking system.  Besides, foreign banks started establishing their units in India either as banks or NBFCs to take advantage of improved economic conditions. 






The Economic reforms ushered in huge growth in Banking Business as is evidenced hereunder:
                                                                                                                            (Rs in Crore)
	                           
	March 1991
	March 2000
	March 2010
	March 2017
	Sept 2017

	Aggregate Deposits
	1,92,541
	8,13,345
	44,92,826
	107,57,656
	112,58,700

	Demand Deposit
	    33,192
	1,27,366
	 6,45,610
	12,81,439
	12,73,356

	Time Deposit
	1,59,349
	6,85,979
	38,47,216
	94,76,217
	99,85,339

	Gross Credit
	1,16,301
	4,35,958
	32,44,788
	78,41,466
	82,54,230

	Agg. Business ( Dep + Advances)
	3,08,842
	12,49,303
	77,37,614
	185,99,122
	195,12,930

	Priority Sector Credit
	42,900
	1,31,800
	10,92,200
	24,35,653
	24,26,600

	Industry- Small, Medium & Large
	80,500 (1994)
	2,00,100
	13,11,500
	26,80,025
	26,40,400

	Infrastructure Advances
	-
	7200
	3,79,900
	9,06,400
	8,94,900

	Power
	-
	3200
	1,87,800
	5,25,393
	5,26,200

	Telecom
	-
	2000
	59,400
	 85,066
	87,100

	Road & Ports
	-
	2000
	73,600
	1,79,978
	1,71,700

	Other Infra
	-
	
	59,100
	1,15,963
	1,09,900



As can be seen from the above data, the economic reforms led to exponential growth in the banking business. 
	
	March 1991
	Sept 2017
	Agg. Growth %age
	Simple Average Growth %age
	CAGR

	Agg Deposits
	1,92,541
	112,58,700
	5747%
	221%
	18%

	Gross Credit
	1,16,301
	82,54,230
	6997%
	269%
	16%

	Agg Business
	3,08,842
	195,12,930
	6218%
	239%
	18%

	Industrial Advances
	80,500
	26,40,400
	3180%
	122%
	15%

	Infrastructure Advances
	7200
	8,94,900
	12329%
	725%
	



6. GDP Growth Post Economic Reforms
“No power on earth can stop an idea whose time has come,” said then finance minister                 Dr. Manmohan Singh quoting Victor Hugo while presenting the Union Budget on 24 July 1991. And with these words started the long process of economic liberalization in India
The liberalization was aimed at ending the license-permit raj by decreasing the government intervention in the business, thereby pushing economic growth through reforms. The policy opened up the country to global economy. It discouraged public sector monopoly and paved the way for competition in the market. The policy was seen as the only way out for India after the balance of payments crisis that brought the country to its knees.  India’s GDP stood at Rs 5,86,212 crore in 1991. About 25 years later, it stands at Rs 1,35,76,086 crore, up by 2216 percent. In dollar terms, India’s GDP crossed the $2 trillion mark in 2015-16
 
Once admonished for its “Hindu rate of growth” – cliché for low rate of economic growth – post-reforms, India remained the second fastest growing economy in the world, behind China until 2015. Especially, between 2005 and 2008, the economy clocked the 9% mark annually. With the government revising the GDP growth figures and China slowing down, India is now being billed as the fastest growing major economy in the world, with a growth rate of 7.6% in 2015-16.
II. PRESENT - PERFORMANCE OF BANKS FOR THE LAST 3 YEARS ( Rs in crore)
	
	March 2015
	%age growth
	March 2016
	%age growth
	March 2017
	%age growth
	Sept 2017
	%age growth

	Agg Deposits
	91,47,125
	12.62%
	99,27,861
	8.53%
	107,57,656
	8.35%
	112,58,700
	4.65%

	Gross Credit
	70,38,297
	12.58%
	77,26,152
	9.77%
	78,41,466
	1.49%
	82,54,230
	5.26%

	Total Business
	161,85,422
	12.60%
	176,54,013
	9.07%
	185,99,122
	5.35%
	195,12,930
	4.91%


During 2016-17, while deposit growth of scheduled commercial banks (SCBs) picked up, credit growth remained sluggish putting pressure on net interest income (NII), particularly of the public-sector banks (PSBs). While profitability ratios showed a marginal increase, PSBs continued to show a negative Return on Assets (RoA). 

The banks’ share in the flow of credit which was around 50 per cent in 2015-16 declined sharply to 38 per cent in 2016-17. The aggregate flow of resources to the commercial sector was managed through private placements of debt by non-financial entities and net issuance of commercial papers (CPs); The aggregate share of these two in total credit flow to commercial sector increased to 24.3 per cent in 2016- 17. 
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The performance of the banks even during the current financial year 2017-18 continues to be low.

NPA Position in the Banking:
The gross non-performing advances (GNPAs) of the banking sector rose but the stressed advances ratio declined between September 2016 and March 2017 on account of agriculture, services and retail sectors. Overall, capital to risk-weighted assets ratio (CRAR) improved from 13.4 per cent to 13.6 per cent between September 2016 and March 2017 owing to improvement in capital adequacy of private and foreign banks. The share of large borrowers both in SCBs’ total loans portfolio as well as GNPAs showed a reduction between September 2016 and March 2017.
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Stress Tests and Network Analysis
The banking stability indicator (BSI) worsened between September 2016 and March 2017 due to deterioration in asset quality and profitability. The macro stress test indicates that under the baseline scenario, GNPAs of SCBs may rise from 9.6 per cent in March 2017 to 10.2 per cent by March 2018. A severe credit shock is likely to impact capital adequacy and profitability of a significant number of banks.
Focus of Old Generation Banks Vs New Generation Banks
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III. FUTURE OF INDIAN BANKING
The banking industry in India seems to be unaffected from the global financial crises which started from U.S in the last quarter of 2008. Despite the fallout and nationalization of banks across developed economies, banks in India seems to be on the strong fundamental base and seems to be well insulated from the financial turbulence emerging from the western economies. The Indian banking industry is well placed as compared to their banking industries western counterparts which are depending upon government bailout and stimulus packages. The strong economic growth in the past, low defaulter ratio, absence of complex financial products, regular intervention by central bank, proactive adjustment of monetary policy and so called close banking culture has favored the banking industry in India in recent global financial turmoil. Although there will no impact on the Indian banking system similar to that in west but the banks in India will adopt for more of defensive approach in credit disbursal in coming period. In order to safe guard their interest, banks will follow stringent norms for credit disbursal. There will be more focus on analyzing borrower financial health.
India is well positioned to become the fourth-largest economy in the world by 2025 with a GDP growth rate of 7 - 8 % a year. This robust economic growth would be possible if the banking sector is able to adequately and efficiently meet the needs of a growing economy. Moreover, the Indian Economic Environment has witnessed path breaking reform measures initiated by the Government since early 1990s. As the socio-economic development of a country depends on how strong the banking sector is and vice versa, reforms measures were also targeted towards the financial sector. In fact, the banking sector – the dominating segment of any Financial System – affects the economic performance of a country and there exist a causal link between the banking sector and the real sector. The causal link is, however, quite significant. Thus, the Indian banking system too, has been acting as an important agent of economic growth and intermingles with different segment of the financial sector. Therefore, it can be anticipated that in the light of the present economic situation and its increased industrial financing requirements, the Indian banking system will further grow in size and complexity while acting as a change agent. However, as banks grow in size and complexity, they now have to function increasingly under competitive pressures. 
Furthermore, with economic reform initiatives undertaken by the Government since early 1990s and subsequent implementation of wide range of financial sector reforms, Indian banking has also undergone complete metamorphosis. All these have brought in a sea-change in the operating environment of the banks. Moreover, increasing emphasis on globalization of the Indian economy has opened up new avenues and challenges for Indian banks but at the same time profit margin is reduced. In view of these developments, Indian banks are subjected to tremendous pressures for enhancing profitability to sustain competition in the market. These pressures may emanate from within the banking system as well as from non-banking institutions because the product boundaries have blurred, the number of players in the sector has increased and more importantly there has been increasing participation of shareholders even in case of public sector banks. Thus, all these factors are mounting pressures on the performance of banks and in their quest to remain competitive, Indian banks are now more concerned for enhanced profitability and they have become even more accountable to their stakeholders.

The future of banking in India looks not only exciting but also transformative. Despite the somewhat difficult current operating environment, banks remain the largest financial sector intermediary in India. In future, technology will make the engagement with banks more multi-dimensional even as other entities, markets and instruments for credit and financial services continue to develop and expand. 
The current weakness in economic activity has muted credit demand from banks. Part of this slowdown is due to excess capacities in many sectors, together with the increase in leverage on corporate balance sheets, impeding their ability to absorb credit. In addition, alternative sources of financing, both domestic and offshore, have also emerged.
Stressed assets in banks’ credit portfolios have also constrained credit delivery, but the situation is gradually improving. While banks have taken measures to clean their portfolios, with write-offs and provisions, the Reserve Bank of India has also facilitated rectification through a number of well-thought-out initiatives. Restricting incremental non-performing assets through early detection, monitoring, corrective action plans, shared information and disclosures is also likely to keep a future recurrence in check. Proposed mechanisms for asset resolution, including the Bankruptcy Code, will help speedier recovery.
The financial demands of creating infrastructure to support the aspiration of sustained high growth will be enormous. Institutions like the National Infrastructure Investment Fund will catalyse increasing funds flows to infrastructure.
As India’s integration with the global economy increases, and the rupee gets internationalized, Indian banks will facilitate corporate access to offshore markets and capital pools. Bond, currency and derivatives markets will develop and deepen; rather than being a threat to banks, these markets will complement banking services and products, with a diversity of risk management and hedging options, and enable banks to hand off credit risk.
However, as global markets become more competitive and volatile, commercial success will depend on the ability to operate and scale up in an uncertain environment. Managing risk will become increasingly important. Technology and analytics will become the cornerstones of improved risk management in the country.
In the wider banking context, technology is enabling more effective, lower cost delivery of corporate financial services, facilitating rapid and seamless payments, enhancing the retail customer experience, and increasingly, allowing increased access to financial services among the hitherto excluded. Many services can now be delivered in almost real time, including credit assessment and loan approvals. Increasing penetration of the Internet and mobile connectivity will permit delivery of an ever-widening suite of services “on the move”.
The biggest impact of technology will be the ability to personalize delivery of products and services to customers. Data analytics is an integral part of this ability to customize. Increasing use of unstructured data, generated largely from social media, will vastly add to behavioural understanding and prediction. In an environment where delivery of financial services will become increasingly commoditized, customer experience will become the differentiating norm for a preferred service provider. The ability to tailor financial solutions to customers across multiple platforms will unleash a wave of product innovations and thereby demand for financial services. 
The landscape of India’s financial sector is changing. Anytime, anywhere banking, using differentiated channels and technology, will enable a multi-fold increase of reach in rural and remote areas. Coupled with the emergence of a new class of banks—the small and payments banks—one of the biggest impacts of technology adoption will be rapidly accelerating financial inclusion by making last-mile access more cost effective and expanding the reach of banking to the unbanked. The Pradhan Mantri Jan-Dhan Yojana has been an outstanding example. Direct transfers to bank accounts coupled with the range of services, envisioned in the government’s Digital India programme, will drive customer adoption and promote a savings culture. Partnerships between these specialized entities and universal banks will effectively leverage their networks to deliver financial services, including micro-credit.
Customers are increasingly weaving their digital and physical worlds together, with transactions conducted using multiple channels. Competition from unconventional entities will quicken the pace of technology innovation. Collaboration between banks and the retail ecosystem will also deepen to provide customers with a bouquet of products. In general, distinctions between financial and non-financial service providers will blur; an inter-connected and collaborative ecosystem of service providers will emerge. Through partnerships and acquisitions, banks will integrate financial services, wallets, payments, shopping services etc., to deliver an enhanced customer experience.
Yet, despite the array of financial services on offer, customers in a volatile and uncertain world will increasingly need a sense of permanency and security for their deposits. Banks will be the institutions that can fulfil this need, partly due to stringent regulatory norms, which will enhance systemic safety. In addition, due to the low penetration of formal, organized financial services among households and small and medium enterprises, the opportunities for financial intermediaries, particularly banks, remain very bright.
Indian economy with a size of USD 2 Trillion plus is the 7th largest economy of the world. World Economic Forum and other Economic Fora have named India as the Bright Spot in the World and the Fastest Growing Economy of the world, growing at a better pace than China. The Economists have predicted that India would be the 4th largest economy of the world by 2026 and 3rd largest by 2030. Obviously, banking being the other side of the coin of the economy has a great future too.
Indian Banking presently is the 14th largest in the world. Going forward, notwithstanding the present dull situation, which is expected to be overcome on account of various governmental/ regulatory measures, Indian Banking is expected to become the 3rd largest in the world by the next 10 years. In terms of business, it may increase by 5 to 6 times in the next 10 years.  
Point is opportunities are plenty, but, laggards have no place. The world is moving towards ´Perform or Perish” and banking is no exception. Banks need to come out of their shelves and     reorient their strategies to be most effective under a compulsive global competition and thus be a major player for a great future. 
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Figure A: Stressed Assets Ratio (%) for Indian banks
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