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• Comprehensive Coverage 

• Must for UPSC/SSC/ 

 Banking Exams 

• Doubts Clearing 

• PDFs 
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 BANKING IN INDIA 
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Capital Adequacy Ratio 



Why Capital Adequacy Ratio Norm 
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• Banks are at high exposure 

• Banks Lifeline of Economy 

• Complete payment system is dependent upon them 

• Hence Shock absorbers for banks  
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Shock absorbers  

• Cash Reserve Ratio 

• Statutory Liquidity Ratio 

• Capital Adequacy Ratio 



9 

CAR 

• last provision to emerge in the area of Bank regulation 

 

• Developed in 1988 by central banking bodies of the 

developed economies  

 

• It is also known as the Basel Accord 
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What is CAR 

• The capital adequacy ratio (CAR) is a measurement of a 

bank's available capital expressed as a percentage of a 

bank's risk-weighted credit exposures.  

• The capital adequacy ratio, also known as capital-to-risk 

weighted assets ratio (CRAR), is used to protect 

depositors and promote the stability and efficiency of 

financial systems around the world.  
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Tier-I capital or core capital, 

• It consists of equity capital, ordinary share capital, intangible 

assets and audited revenue reserves.  

• Tier-1 capital is used to absorb losses and does not require 

a bank to cease operations.  

• Tier-1 capital is the capital that is permanently and easily 

available to cushion losses suffered by a bank without it 

being required to stop operating.  

• A good example of a bank’s tier one capital is its ordinary 

share capital. 
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Tier – 2 Capital 

• It comprises unaudited retained earnings, unaudited 

reserves and general loss reserves.  

• This capital absorbs losses in the event of a 

company winding up or liquidating.  

• Tier-2 capital is the one that cushions losses in case the 

bank is winding up, so it provides a lesser degree of 

protection to depositors and creditors.  

• It is used to absorb losses if a bank loses all its Tier-1 

capital. 

https://www.investopedia.com/terms/w/windingup.asp
https://www.investopedia.com/terms/w/windingup.asp
https://www.investopedia.com/terms/w/windingup.asp
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Tier – 2 Capital 

• The Tier 1 capital for a bank is its core capital and includes 

items that will you traditionally see on a Bank’s balance 

sheet.  

• The Tier 2 capital, is a supplementary type and mostly 

includes all the other forms of a bank’s capital which include 

undisclosed reserves, revaluation reserves, hybrid 

instruments, and subordinated term debt.  

• A bank’s total capital is the sum of Tier 1 and Tier 2 capital. 

 

https://www.wallstreetmojo.com/tier-2-capital/
https://www.wallstreetmojo.com/tier-2-capital/
https://www.wallstreetmojo.com/tier-2-capital/
https://www.wallstreetmojo.com/tier-2-capital/
https://www.wallstreetmojo.com/tier-2-capital/
https://www.wallstreetmojo.com/tier-2-capital/
https://www.wallstreetmojo.com/tier-2-capital/
https://www.wallstreetmojo.com/bank-capital/
https://www.wallstreetmojo.com/bank-capital/
https://www.wallstreetmojo.com/bank-capital/
https://www.wallstreetmojo.com/subordinated-debt/
https://www.wallstreetmojo.com/subordinated-debt/
https://www.wallstreetmojo.com/subordinated-debt/
https://www.wallstreetmojo.com/subordinated-debt/
https://www.wallstreetmojo.com/subordinated-debt/
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Tier  - 3 Capital 

• Tier 3 capital is tertiary capital, which many banks hold to 

support their market risk, commodities risk, and foreign 

currency risk, derived from trading activities.  

• Tier 3 capital includes a greater variety of debt than tier 

1 and tier 2 capital but is of a much lower quality than either 

of the two.  

• Under the Basel III accords, tier 3 capital is being 

completely abolished. 

https://www.investopedia.com/terms/t/tier1capital.asp
https://www.investopedia.com/terms/t/tier1capital.asp
https://www.investopedia.com/terms/t/tier1capital.asp
https://www.investopedia.com/terms/t/tier2capital.asp
https://www.investopedia.com/terms/t/tier2capital.asp
https://www.investopedia.com/terms/t/tier2capital.asp
https://www.investopedia.com/terms/t/tier2capital.asp
https://www.investopedia.com/terms/t/tier2capital.asp
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Basel III Provisions 

 • improve the banking sector’s ability to absorb shocks 

arising from financial and economic stress, whatever the 

source be; 

 

• improve risk management and governance; and 

 

• strengthen banks’ transparency and disclosures. 
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Basel III Compliance of The PSBs & RRBs 

• The Basel III norms stipulated a capital to risk weighted assets of 

8%. 

• However, as per RBI norms, Indian scheduled commercial 

banks are required to maintain a CAR of 9% while Indian 

public sector banks are emphasized to maintain a CAR of 

12%. 

• As per the latest Economic Survey 2019–20, by September, the 

capital to risk-weighted asset ratio (CRAR) of the scheduled 

commercial banks (SCBs) was 12.8 per cent (it was 13.9 per cent 

by March 2018)—largely due to an improvement among the 

PVBs (private sector banks). 
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What is Prompt Corrective Action (PCA)? 

• PCA is a framework under which banks with weak financial 

metrics are put under watch by the RBI. 

• The RBI introduced the PCA framework in 2002 as a structured 

early-intervention mechanism for banks that become 

undercapitalised due to poor asset quality, or vulnerable due to 

loss of profitability. 

• It aims to check the problem of Non-Performing Assets (NPAs) in 

the Indian banking sector. 

• PCA is intended to help alert the regulator as well as investors 

and depositors if a bank is heading for trouble. 
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What is Prompt Corrective Action (PCA)? 

• Essentially PCA helps RBI monitor key performance indicators of 

banks, and taking corrective measures, to restore the financial 

health of a bank. 

• The PCA framework deems banks as risky if they slip some 

trigger points - capital to risk weighted assets ratio (CRAR), 

net NPA, Return on Assets (RoA) and Tier 1 Leverage ratio. 

• The PCA framework is applicable only to commercial banks and 

not to co-operative banks and non-banking financial companies 

(NBFCs). 
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Recapitalization Bonds 

23 



• The bond, once issued by the Govt, will be 
subscribed by public sector banks themselves.  

 

• Fund from the issue of bonds will be used to 
subscribe shares of PSBs and will be treated 
as additional government equity or capital.  

 

• In this way, capital of PSBs will be enhanced 
thereby helping them to tackle the present 
NPA problems. 
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• The PSBs will get additional capital from the 
government from the issue of the bonds.  

 

• The amount of capital (money) to be obtained by 
each PSB will be determined later and it depends 
upon the depth of their NPA problem.  

 

• Now, banks once obtained funds, can write-off the 
bad assets (loans) by using the fund from 
recapitalisation. 
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Mission Indradhanush 
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