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Evolution of Indian Rural Banking System

The post-independence era witnessed a gradual change in the banking sector. In
the area of rural finance two broad categories of banking gradually evolved in the Indian
Financial System; a) Social Banking and b) Priority Sector Banking (Lending). Each of
these categories developed gradually with some specific objectives to achieve. The broad
objectives of these sectors are a) increasing bank presence in rural areas and to equalizing
population per bank branch across Indian states, b) directed bank lending towards priority
sectors which included agriculture and small scale industries and within these sectors to
individuals belonging to “weaker sections” of society, which included scheduled castes
and scheduled tribes.

a) Social Banking

Indian rural banking system evolved around 1950s with establishment of
cooperative banks to cater to the need of agriculture and small scale industry sectors.
Since then, it was only big corporate and commercial banks that cornered much of the
bank credit. Though there were many banks in early 1960s, most of them failed to
survive because of multiple reasons. These and many other reasons compelled the then
Indian government to go for nationalization of banks in 1969 broadly to prevent a few
corporations to control all the banks, to limit the concentration of wealth and economic
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power, to enhance deposit mobilization from the public, mostly from the rural area and
to pay more attention to priority sectors. Even the process started much before in the
year 1955 with partial nationalisation of private banks and formation of State Bank of
India (SBI).

The period 1969-1990 was the period of greatest prosperity and productivity for
Indian banking sector. Between 1969 and 1980, thousands of new bank branches were
established across rural India. This period was well known as the evolution of “Social
Banking” in India where social benefit rather than profitability was the overriding
objective of the banking sector. As per Weber (2014), social banking provides long
term relationships with clients and a direct understanding of their economic activities
and the risks involved. During this period banks came up with various innovative methods
and developed strategies to reach the rural poor, who were unbanked and underprivileged.
Banks provided targeted and low-priced loans for the lower income households residing
in rural areas and came up with credit planning, quantitative credit targets and subsidised
credit for the same customer segments. Banks adopted “service area approach’ to focus
on Clients. Under this approach, each of the banks was to identify and select 15-20
operational villages per branch to provide banking services. No other banks were allowed
to open their branches in these villages without a proper no-objection certificate (NOC)
from the bank which was allowed to open its branches. However, many bhanks faced
severe constraints on operational and financial autonomy because of this restriction.

However, though there was huge expansion of bank branches during this period
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The Industrial policy of 1977 placed huge importance on the small scale
sector and decided to take the focal point of development of small scale from big cities
to districtheadquarters. A District Industries Centre (DIC) was set up in each district
to provide the required supports and services to the small industries. To assist in the
growth of small units, a scheme of building buffer stock of essential materials utilizing
Small Industries Development Corporations (SIDC) was introduced in the year 1980. In
1986, in order to coordinate the financial assistance to small units a separate special fund
called the Small Industries Development Fund (SIDF) was set up with IDBI.
In 1988, the Small Industries Development Bank (SIDBI) was proposed to be set up
which would administer both SIDF National Equity Fund to provide equity support
to tiny and small scale sector Projects.

SHG-Bank linkage Programme (SBLP)

A significant portion of Indian population, particularly from rural areas remained
outside the formal banking system in spite of expansion of bank networks. Considering
this fact, alternative models were experimented to meet the objective of financial inclusion
and providing access to different financial services to these unbanked communities. The
SHG-Bank linkage model was the indigenous model of microfinance evolved in India
and was widely applauded as a successful model (Kumar and Golait, 2009). SBLP is
considered as a promising approach to reach the poor and had since its inception made
rapid developments showing considerable characteristics of democratic functioning and
group dynamism. NABARD experimented this programme with NGOs establishing credit
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management groups with concept developed by GTZ (German Technical Cooperation).
The decisive event which brought the linkage approach to the attention of policymakers
and banks in India was the APRACA (Asia-Pacific Rural and Agricultural Credit
Association) regional workshop in Nanjing and China in May 1986. The linkage approach
was subsequently adopted by APRACA as its priority program and supported by a GTZ
regional project. Its operational guidelines were reviewed and revised by NABARD and
discussed at a joint workshop in Jakarta in February 1992 (Seibel, 2005). Inspired by the
APRACA-GTZ regional project, NABARD carried out its own pilot project from the
year 1992 to 1996. On that basis, NABARD initiated mainstreaming of SHG banking,
setting up a Credit and Financial Services Fund in 1996 for extensive capacity building
and a Micro Credit Innovations Department (MCID) in 1998, with MCI cells in every
state.

Seibel (2005) concludes from his study that SHG-Bank linkage programme
brought a paradigm shift in rural finance in India. Through this programme, rural women
got better access to formal finance which substantially reduced their dependency on
money lenders and diminished capital costs. The improved access to financial services
has benefited SHG members and their households in maintaining, intensifying and
diversifying their economic activities, with positive effects on income and employment
generation. This programme was conceived to fill the gap in the formal financial network
and extending the outreach of banking to the poor. However, it has been uneven across
the regions on account of various factors like role of State Governments, performance of
NGOs (SHG promoting institutions), socio-cultural factors, performance of SHGs, etc.
More detailed studies have heen done on thlS field by authors like Bansal (2003) Suran
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Major Milestones in Evolution of Rural Finance in India

Since pre-independence era Indian banking system has gone through several
restructuring and modifications to cater to the broad social needs and providing access
to financial services for mostly rural and unbanked population. The following table gives
an abstract on major happenings in the field of rural finance in India. More detailed
information can be referred from the works done by various author like Gupta (2015),
Kumar (2014), Williams & Abbas (2014), Shah & Shankar (2007).

Year Events

1904  The first Cooperative Law of India was enacted by the British, which was
amended in 1912.

1921 Establishment of Imperial Bank of India

1950 Establishment of Cooperative banks

1956 Nationalization of Imperial Bank of India and formation of State Bank of India.
1969 Nationalization of commercial banks and Introduction of Lead bank scheme
1975 Establishment of Regional Rural Banks.

1977 Introduction of 1:4 license policy by RBI

1980 Introduction of Priority Sector Banking

1982 Establishment of NABARD

1988 Establishment of SIDBI

1991 Narshimham committee report on financial sector reform and bank liberisation
1992 Launching of Self Help Groups Linkage Programme hy NABARD

1998 Launching of Kishan Credit Cards

2000 Establishment of SIDBI foundation for micro credit

2001 Vyas expert committee on rural credit and establishment of PACS
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2007 Proposed bill on Microfinance Regulation introduced in parliament.
2008 Rangarajan Committee report instituted by NABARD
2011 Malegam Committee Report by Reserve Bank of India

2012 Microfinance Institutions (Development and Regulations) Bill by Finance
Department, Government of India

2014 Establishment of Small Finance Banks and Payment banks

Way forward

Access to financial Services is important for poor people. Low-income households
and microenterprises can benefit from credit, savings, and insurance services. Access to
financial services for the rural households is still the need of the hour and in spite of
decades of experiments Indian banking sector is struggling to address the problem of
access and this is being proved by the following few findings. World Bank Global Findex
(2011) report tells that 38% of age group of 254 years do not have a bank account and
only 8.8% of the same age group have a loan from formal financial institutes (FIs). RBI

(2013) report suggests that 90% of small businesses have no Ilnks with formal FIs and
NIl ovUp o
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The microcredit loan cycles are usually
shorter than traditional commercial
loans with terms from typically six
months to a year with payments plus
interest, payed weekly. Shorter loan
cycles and weekly payments help the
borrowers stay current and not become
surprised by large payments. Clearly the
transaction-intense nature of weekly
payment collections, often in rural
areas, is more expensive than running a
bank branch that provides large loans to
economically secure borrowers in a
metropolitan area. As a result, MFIs
must charge interest rates that might

sound high.
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Data from the MicroBanking Bulletin
reports that 63 of the world’s top MFIs
had an average rate of return, after
adjusting for inflation and after taking
out subsidies programs, of about 2.5%
of total assets. This lends to the hope
that microfinance can be sufficiently
attractive for investors, as well as the

mainstream in the retail banking sector.

Typical microcredit products look like

this (the numbers are only

hypethetical):

Product

Income Generation
Loan (IGL)

Mid-Term Loan
(MTL)

Emergency Loan (EL)

Individual Loan (IL)

Vo)) LTE Vo))
LTET 44 Il LTE2, -

Purpose

Income generation, as

development

Same as IGL, available

(week 25) of IGL
ii

Income generation, as

All emergencies such

funerals, hospitalizat

development



The Emergency Loan is available to all
clients over the course of a fiscal year.
The loan is interest free and the amount
and repayment terms are agreed upon
by the MFI and the client on a case by
case basis. The amount 1s small
compared to the income generating
products and is only given in times of
dire need to meet expenses such as
funerals, hospital admissions, prenatal

care and other crisis situations.
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Banks typically lend up to four rupees
for every rupee in the group fund;

e Micro insurance — Gives the
entrepreneurs the chance to focus
more on their corebusiness which
drastically reduces the risk affecting
their property, health or
workingpossibilities. The is different
types of insurance services like life
insurance, property insurance, healt
insurance and disability insurance.
The spectrum of services in this
sphere is constantly expanded, as
schemes and terms of providing
insurance services are determined by
each company individually;

» Micro leasing — For entrepreneurs or
small businesses who can't afford
buy at full cost they can instead lease
equipment, agricultural machinery or
vehicles. Often no limitations of
minimum cost of the leased object;

e Money transfer — A service for
transferring money, mainly overseas
to family or friends. Money transfers

without opening current accounts are
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since in case of microcredit non-
repayment they will have more debts,
becoming poorer. For such people
special programs of social assistance
are needed, which are able to support
main needs of people living in the

poorest dwellings, lacking garments
and food.

There is some restrictions regarding
what the money is used for. Usually
micro credits can’t be used for the

purposes like:

e Payments of other loans or other
debts;

e Production of tobacco and liquor;

e Forming turnover capital of trade and
intermediary business;

e Organization or purchasing products
for gambling or entertainment
services for the population;

e Establishing trading points;

 Purchase of property that’s not used

for business.

In the microfinance sector there’s other
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