URBAN COOPERATIVE BANKS REGULATION: ECONOMY
NEWS: Decoded: Why RBI stopped New India Co-operative Bank's operations

WHAT’S IN THE NEWS?

The RBI's restrictions on New India Co-operative Bank highlight persistent vulnerabilities in
Urban Cooperative Banks (UCBs), including weak governance, high NPAs, and financial
frauds. Strengthening regulation, improving risk management, and adopting modern
technology are crucial to ensuring their stability and resilience.

What are Cooperative Banks?
Cooperative Banks are financial institutions in India that function based on the principles of
cooperation and mutual benefit. They are community-based banks that provide financial
services to their members, who act both as owners and customers of the bank.
e These banks operate on the principle of “one person, one vote”, ensuring democratic
decision-making in bank operations.
e They provide both lending and deposit services, catering primarily to small
borrowers, businesses, farmers, and individuals in rural and urban areas.

Regulation of Cooperative Banks in India
Cooperative banks in India are regulated under a dual regulatory framework, with
responsibilities shared between the Reserve Bank of India (RBI) and the Registrar of
Cooperative Societies (RCS) of respective State or Central Governments.

1. Regulation by RBI:

e Governed under the Banking Regulation Act, 1949, and the Banking Laws
(Application to Co-operative Societies) Act, 1965.

e Responsible for monitoring capital adequacy, risk management, lending
norms, and overall financial stability of cooperative banks.

o Ensures compliance with prudential norms such as Non-Performing Asset
(NPA) management, Capital Adequacy Ratio (CAR), and liquidity norms.

2. Regulation by Registrar of Cooperative Societies (RCS):

o Handles management-related aspects such as incorporation, registration,
governance, audits, appointment of board members, and liquidation
procedures.

e Operates at both state and central levels, with responsibilities varying
between State and Multi-State Cooperative Banks.

Structure of Cooperative Banks in India
Cooperative banks in India are broadly categorized into two types:
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1. Rural Cooperative Banks (RCBs):
e Primarily serve the agriculture sector and rural communities.
e Operate under a three-tier structure:
= State Cooperative Banks (SCBs): Apex banks at the state level.
= District Central Cooperative Banks (DCCBs): Operate at the district
level.
= Primary Agricultural Credit Societies (PACS): Operate at the
village level, providing credit to farmers.
2. Urban Cooperative Banks (UCBs):

e Operate in urban and semi-urban areas, providing financial services to
small businesses, traders, self-employed individuals, and weaker sections
of society.

o (Categorized based on regulatory status into:

= Scheduled UCBs: Listed under Schedule II of the RBI Act, meeting
stricter financial and operational requirements.

= Non-Scheduled UCBs: Smaller banks that do not meet RBI’s
minimum criteria for scheduled status.

Issues in Urban Cooperative Banks (UCBs)
Urban Cooperative Banks have faced persistent financial vulnerabilities due to weak
governance, financial mismanagement, and systemic inefficiencies. Key challenges include:
1. Low Capitalization and Weak Financial Stability
e Many UCBs operate with low capital reserves, making them vulnerable to financial
shocks.
e Poor financial management leads to an inability to absorb loan defaults and
economic downturns.
2. High Levels of Non-Performing Assets (NPAs)
e Many cooperative banks have high NPA ratios, leading to deteriorating financial
health.



o Lack of effective credit risk management and weak due diligence in loan approvals
contribute to rising defaults.
3. Poor Capital Adequacy Ratio (CAR)
e Capital Adequacy Ratio (CAR) is often below the required threshold, making it
difficult for banks to sustain long-term operations.
o UCBs struggle to maintain capital buffers to meet RBI-mandated norms.
4. Frequent Financial Frauds and Bank Failures
e Several cooperative banks have collapsed due to financial scams, fraudulent loan
approvals, and mismanagement.
e Notable examples include:
e Punjab and Maharashtra Cooperative (PMC) Bank Scam
e Guru Raghavendra Cooperative Bank Fraud
e Maharashtra State Cooperative (MSC) Bank Scam
5. Regulatory Arbitrage and Inadequate Supervision
e Unlike commercial banks, UCBs escape stringent RBI scrutiny, leading to lax
governance and financial mismanagement.
e The dual regulation system creates loopholes, allowing malpractices in lending and
operations.
6. Political Interference and Poor Governance
e Many cooperative banks are influenced by local politicians and political groups,
leading to:
e Unethical lending practices.
e Favoritism in loan approvals.
e Mismanagement of funds.
7. Limited Technological Adoption and Cybersecurity Risks
e Many UCBs lack modern digital banking infrastructure, making them vulnerable
to cyber frauds.
e Delayed adoption of core banking solutions (CBS), mobile banking, and fraud
detection systems results in operational inefficiencies.
8. Weak Risk Management Practices
o Inadequate internal controls allow unchecked lending, increasing the risk of bad
loans and defaults.
e Many UCB:s fail to implement proper credit assessment mechanisms before loan
disbursements.

Measures to Strengthen the Cooperative Banking Sector
To address these vulnerabilities, reforms and policy measures are needed to enhance the
resilience, governance, and stability of cooperative banks.
1. Strengthening Capital Adequacy Norms
e Cooperative banks must maintain higher capital buffers to withstand financial
distress.

o RBI should enforce stricter capital adequacy requirements, similar to commercial
banks.



2. Technology Upgradation and Cybersecurity Measures
e Adoption of Core Banking Solutions (CBS) to enhance operational efficiency.
o Implementation of Al-based fraud detection and stronger cybersecurity protocols
to prevent cyber frauds.
3. Merging and Consolidating Weak Banks
o Financially weak cooperative banks should be merged with larger, stable
cooperative banks to improve resilience.
o Example: The recent trend of merging small cooperative banks to form stronger
banking entities.
4. Strengthening Governance and Transparency
o Enforce stricter norms for:
e Board composition — ensuring professional management rather than political
appointees.
o Independent audits — to improve transparency and detect financial
mismanagement.
o Director qualifications — ensuring expertise in banking and finance.
5. Improving Risk Management Practices
e Introducing stronger credit appraisal systems to reduce NPAs.
o Enforcing risk-based supervision to identify early warning signals of financial
distress.
6. Enhancing RBI’s Supervisory Powers
o Strengthening RBI’s regulatory oversight over cooperative banks by reducing the
dual regulation complexity.
o Allowing RBI to take swift corrective actions in case of financial irregularities.
7. Promoting Financial Literacy Among Cooperative Bank Members
o Educating cooperative bank members on sound financial practices and risks
associated with poor governance.
o Encouraging members to actively participate in bank governance to ensure
transparency.
Conclusion
The recent restrictions on New India Co-operative Bank by RBI highlight the persistent
challenges in the Urban Cooperative Banking Sector. While cooperative banks play a
crucial role in India’s financial ecosystem, their vulnerabilities need urgent regulatory,
governance, and technological improvements. Strengthening capital buffers, enforcing
stricter regulations, modernizing banking operations, and reducing political
interference are essential steps to safeguard depositors and ensure the long-term
stability of cooperative banks in India.

Source: https://www.business-standard.com/finance/news/rbi-restricts-new-india-
cooperative-bank-loans-deposits-withdrawals-125021401067 1.html
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