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Rediscovering development banks 
[GS3: Indian Economy] 
 
• The Finance Minister recently announced that order to improve access to long-term finance, 

it is proposed to establish an organisation (a development bank) to provide credit 
enhancement for infrastructure and housing projects. 

• The announcement could have far-reaching implications for India’s financial system.  
 A bank is a financial institution whose aim is to provide financial services.  
• Banks are classified according to; 
 Basis of ownership 
• On this basis, banks are either classified into private and public banks.  
 Basis of function 
• Since banks carry out different functions, they are classified based on their roles.  
• These include; commercial banks, development banks, industrial banks, agricultural 

banks, exchange banks, savings banks, and central banks.  
 

What are development banks?  
 
• Development banks are financial institutions that provide long-term credit for capital-

intensive investments spread over a long period and yielding low rates of return, such as 
urban infrastructure, mining and heavy industry, and irrigation systems.  

• Such banks often lend at low and stable rates of interest to promote long-term investments 
with considerable social benefits.  

• Development banks are also known as term-lending institutions or development finance 
institutions.  

• To lend for long term, development banks require correspondingly long-term sources of 
finance, usually obtained by issuing long-dated securities in capital market, subscribed by 
long-term savings institutions such as pension and life insurance funds and post office 
deposits.  

• Considering the social benefits of such investments, and uncertainties associated with them, 
development banks are often supported by governments or international institutions.  

• Such support can be in the form of tax incentives and administrative mandates for private 
sector banks and financial institutions to invest in securities issued by development banks. 

• Development banks are different from commercial banks which mobilise short- to 
medium-term deposits and lend for similar maturities to avoid a maturity mismatch — a 
potential cause for a bank’s liquidity and solvency.  

• The capital market complements commercial banks in providing long-term finance. They 
are together termed as the Anglo-Saxon financial system.  

 Context in view of Commercial banks: 
• Many commercial banks in India are under financial stress.  
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• This has imparted a fragility to the banking system as a whole. Scams and scandals surface 
from time to time, making headline news.  

• There is also a quiet crisis that runs deep. It is not audible yet.  
• But it is mounting, since recurring failures of regulation or governance have not led to 

any accountability or corrective action. If the problem continues to be neglected, a trust 
deficit could develop over time. 

 

 
 

How do Industrial development banks provide finance to industries? 

 By directly giving loans to a company. 
 By buying shares and bonds of a company. 
 By underwriting new IPOs.  
• In the beginning, these organizations started as “All India financial institutions”, their job 

was to provide medium / long term finance to companies. 
• But after the LPG reforms in the 90s, capital market become popular.  
• Businessmen could arrange for finance (via IPOs, bonds).  
• So these All India financial institutions (AIFI) were converted them into Development banks 

(as per Narsimhan Committee’s recommendation). 
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• Now only four AIFI left: NABARD, SIDBI, EXIM and NHB. They are regulated by 
RBI. 

• SIDBI and NHB are allowed to borrow via external commercial borrowing (ECB) route. 
 

Development financial Institutions of India 
 
1. Industrial Credit and Investment Corporation of India. 
• Private sector development bank 
• Setup in 1955. 
• 2002: Merged  with ICICI Bank ltd. (Converted into commercial bank) 
 
2. SIDBI 
• Small industries development bank of India 
• Set up in 1990. 
• It provides finance to State Industrial Development Corporation (SIDC), State finance 

corporations, Commercial banks, cooperative banks and regional rural banks. These 
organizations deliver loans/finance to the ultimate target group (MSME industries). 

 
3. IDBI 
• Industrial development bank of India 
• It borrows money by issuing bonds and lends to industries at a higher interest rate. 
 
4. IFCI (First DFI in India) 
• Industrial finance corp. of India 
• Setup in 1948 
 
5. Industrial investment Bank of India. 
 
6. NABARD (National bank for Agriculture and rural development) 
• Regulatory authority for cooperative banks and regional rural banks 
• NABARD lends to State cooperative banks (SCB), Regional Rural banks (RRBs), 

Microfinance institutions, cooperative credit societies etc. 
• Then farmers, villagers, cottage/handicraft, self-help group (SHG) get loans at low rates. 
• NABARD manages the Rural Infrastructure Development Fund (RIFD.) 
 
7. NHB (National Housing Bank (NHB)) 
• As the subsidiary of RBI 
• It is the apex institution for housing finance in India   
 
 



P a g e  | 6 
 

©Jatin Verma All Rights Reserved.                                                                                        https://www.jatinverma.org 

Why Development financial Institutions of India got discredited? 
• As the domestic saving rate was low, and capital market was absent, development finance 

institutions were financed by  
(i) lines of credit from the Reserve Bank of India (that is, some of its profits were channelled as 
long-term credit)  
(ii) Statutory Liquidity Ratio bonds, into which commercial banks had to invest a proportion of 
their deposits.   
• However, development banks got discredited for mounting non-performing assets, 

allegedly caused by politically motivated lending and inadequate professionalism. 
• After 1991, following the Narasimham Committee reports on financial sector reforms, 

development finance institutions were disbanded and got converted to commercial 
banks.  

• The result was a steep fall in long-term credit from a tenure of 10-15 years to five years.  
 

Recommendations of First Narasimhan Committee Report – 1991 
1. Establishment of 4 tier hierarchy for banking structure with 3 to 4 large banks (including 

SBI) at the top and at bottom rural banks engaged in agricultural activities. 
2. The supervisory functions over banks and financial institutions can be assigned to a quasi-

autonomous body sponsored by RBI. 
3. A phased reduction in statutory liquidity ratio. 
4. Phased achievement of 8% capital adequacy ratio. 
5. Abolition of branch licensing policy. 
6. Proper classification of assets and full disclosure of accounts of banks and financial 

institutions. 
7. Deregulation of Interest rates. 
8. Delegation of direct lending activity of IDBI to a separate corporate body. 
9. Competition among financial institutions on participating approach. 
10. Setting up Asset Reconstruction fund to take over a portion of the loan portfolio of banks 

whose recovery has become difficult. 
 

Performance of Development Banks 
• The role of development banks was diluted during the early 2000s, not only in India but 

also in other developing countries. This was due to withdrawal of concessional funds made 
available by governments. 

• The China Development Bank was established as late as 1994, and it performed a critical 
role in the industrialization surge that began in the mid-1990s.  

• Between 2000 and 2010, the outstanding loans of development banks as a percentage of 
gross domestic product dropped from 7.4% to 0.8% in India, but rose from 6.4% to 9.7% in 
Brazil and 6.2% to 11.2% in China, and declined from 8.6% to 6.8% in Korea, while this 
proportion rose from 8.5% to 15.9% in Germany and from 3% to 7.2% in Japan. 
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Reforms Needed 
• The shortcomings of DFIs in India, highlighted above, obviously needed correctives.  
• But their shutdown was a serious mistake, because their role was necessary and could not be 

dispensed with.  
• It simply passed on the burden to commercial banks, not equipped for the task, which have 

accumulated NPAs as a consequence.  
• John Maynard Keynes argued that when business confidence is low on account of an 

uncertain future with low-interest rates, the government can set up a National Investment 
Bank to mop up the society’s savings and make it available for long-term development by 
the private sector and local governments.   

• The time has come to establish a National Development Bank (NDB) in India. Such a new 
institution would start with a clean slate, without any baggage from the past.  

• It must incorporate lessons from our past experience with DFIs to eliminate errors of 
omission and commission. 

 

Way forward to reindustrialize economy 
• However, a few hard questions need to be addressed in designing the proposed institution. 

How will it be financed?  
• If foreign private capital is expected to contribute equity capital (hence part ownership), such 

an option needs to be carefully analysed, especially in the current political juncture.  
• It is just as important to introduce institutional control mechanisms that were missing from 

the conception and design of the erstwhile DFIs. 
• Thus, it is essential to have an institutionalized system of checks and balances that can 

prevent collusion between governments and firms, or between development banks and firms, 
to capture rents by imposing discipline on the self-seeking behaviour of any one stakeholder, 
or even two stakeholders who wish to collude, by other stakeholders.  

• The design and blueprint will need careful thought. 
• At this juncture, an NDB is both necessary and desirable. It would help reindustrialize 

India. It would also de-stress commercial banks. 
• Policymakers should set suitable incentives and allow independent banks to pursue 

efficiency in that setting, not meddle in their functioning through action-specific 
regulations. Therein lies the essence of second generation reforms in Indian banking. 

• The rot in the Indian banking system is deep but it can be treated. Unless the measures 
suggested are implemented effectively, the banking system would continue to burn cash for 
the politicians, bureaucrats, and businessmen.  

• And the people of India, including the poorest of the poor would continue to pay the price. 
• Banks operational risk management, risk culture, internal control frameworks and 

external audit function should typically play a central role in preventing fraud. 
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Mains question 
Q) What is Development Finance Institution? In what way is it different from 
commercial banks? Discuss the need for India to have DFIs to Fund 
Infrastructure. 
 

A monumental litmus test 
[GS2: Judicial review] 
 

• How the Supreme Court decides the cases around Article 370 will have a deep bearing on 
democracy. 

• The Supreme Court had earlier faced a litmus test in ADM Jabalpur case.  
• It ruled that fundamental rights, including a person’s right to life, could be validly 

suspended during a period of emergency,  
• This judgment was a shock to the democracy. 
• Now the cases before SC are about the validity of the government’s decision to virtually 

revoke Article 370 of the Constitution.  
• The cases also relate to the legality of the chilling limitations placed on civil liberties in J&K.  
 
 Dilutions of Article 370, 
• It pledged relative autonomy in governance to J&K. It was premised on the idea that ultimate 

sovereignty rested with the people.  
• But time after time this basic compact has been weakened by successive regimes at the 

Centre. the Supreme Court has invariably overlooked these transgressions 
• But this govt. has stripped Article 370 of all its meaning. When the Supreme Court hears 

arguments on the questions arising out of these events, the government will likely point to the 
political nature of the dispute. 

• But the rule of law demands that any state action is bound by the Constitution and its limits.  
• The Article clearly envisaged the idea that J&K would have a Constitution of its own.  
• Its chief drafter, N. Gopalaswami Ayyangar, was conscious of the fact that any permanent 

arrangement between the State and the Union could be arrived at only once the State’s 
Constitution was brought into force.  

 

Condition for abrogation 
• Article 370  granted the President the power to make orders applying specific 

provisions of the Constitution other than Articles 1 and 370 to J&K.  
• But even such orders required subsequent ratification by the State’s Constituent Assembly.  
• It was thus clear that once J&K’s Constitution came into force, together with Article 370, it 

would form a cohesive means of governing the State. 
• Article 370(3) accorded the President a power to declare either the Article in full or any 

part of it inoperative on the recommendation of the Constituent Assembly of the State.  
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• This recommendation, as was a “condition precedent” to any effort at abrogating the 
provision.  

• But it was temporary only in the sense that the structure of governance would eventually be 
elucidated by the J&K Constitution that the State’s Constituent Assembly was meant to 
frame.  

• The Supreme Court recognised in December 2016, unless the conditions in clause (3) 
were met, Article 370 would have to remain. 

 

Misreading Article 367 
• Article 367, which provides rules for interpreting the Constitution, has been modified in 

so far as it applies to J&K by providing that wherever the term “Constituent Assembly 
of the State” was used in Article 370 it would refer only to the “Legislative Assembly of 
the State”.  

• The substitution, in effect, does not merely alter Article 367, but it also impinges on Article 
370 itself. 

• Because J&K was under President’s Rule, Parliament had now stepped into the shoes of the 
State’s Legislative Assembly.  

• The Union executive vested in Parliament an unrepresentative constituent power, which 
meant it could recommend to the President the absolute nullification of Article 370.  

• This was done without the will of the people of the State. 
 

All eyes on court now 
• Under no circumstances do they license government to use the excuse of a supposed noble 

end to trump the Constitution’s guarantees.  
• The processes concretised by the Constitution are important.  
• When those processes are allowed to be broken they strike at the understanding that 

sovereignty rests with the people. 
• Now when the court reviews the government’s decisions it may want to recall its past 

blunders. 
 


