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1 Bank and Banking 
Practices 

The Unit Include: 

■ Introduction 

■ Originoftheword 
■ Definition 
• Banking in India 

■ Histo.ry 
■ Post-Independence 

■ Nationali7.ation 
■ Liberalization 
■ Earlyphasefrom 1786to 1969oflndianBanks: 

■ Adoption ofbank:ing technology 

■ Evolution of Commercial Banks in India 
■ Functions of Commercial Bank 

■ Competitive Landscape ofBanks In India 
■ Banking Structure in India 

■ RBI as Bankers' Bank: 
■ Chapter Summary 

• Test YourseJf 

Learning Objectives: 

After going through this chapter, you should be able to: 

• Define what banks are. 

• De cribe the importance of banks. 

• Discuss issues and concerns involved. 

• Understand gross working concept. 
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Introduction 

A bank is a financial institution and a financial intennediary that accepts eposits and 
channels those deposits into lending activities, either directly or through capital markets. 
A bank connects customers that have capital deficits to customers with capital 
surp uses. 

Due to their critical status within the financial system and the economy generally, 
banks are highly regulated in most countries. Most banks operate under a system 
known frac tional reseIVe banking where they hold only a small reserve of the 
funds deposited and lend out the rest fur profit. They are generally subject to minimum 
capital requirements which are based on an international set of capital standards, 
known as the Basel Accords. 

The oldest bank still in existence is Monte dei Paschi di Siena, headquartered 
in Siena, Italy, which bas been operating continuously since 14 72. 

Banking in the modem sense of the word can be traced to medieval and 
early Renmance Italy, to the rich cities in the north like Florence, Venice and Genoa 
The Bardi and Peruzzi families dominated banking in 14th century, establishing 
branches in many other parts of Europe. Perhaps the most fiunous Italian bank was 
the Medici bank, set up by Giovanni Medici in 1397. The earliest known state 
deposit bank, Banco di San Giorgio (Bank of St. George), was founded in 1407 
at Genoa, Italy. 

Origin of the word 

The word bank was borrowed in Middle English from Middle French banque, from 
Old Italian banca, from Old High German bane, bank~ch, cowiter". Benches 
were used as desks or exchange counters during the Renaissance by 
Florentine bankers, who used to make their transactions atop desks covered by 
green tablecloths. 

One of the oldest itffllS found showing money-changing activity· a silver Greek 
d.rachm coin from ancient Hellenic colony Trapezus on the Black Sea, 
modem Trabzon, c. 350-325 BC, presented in the British Museum in London. The 
coin shows a banker's table (trapeza) 1aden with coins, a pun on the name of the 
city. In fuct, even today in Modem Greek the word Trapeza (Tpwre(a) means both 
a table and a bank. 

Another possible origin of the word is from the Sanskrit words Baya (Expense) and 
Onka (Calculation) = BayaOnka. This word still survives in Bangla, which is one 
of the Sanskrit's child languages~+~=~ . Such expense calculations 
were the biggest part of mathematical treaties wiitten by Indian mathematicians as 
early as 500 B.C. 

Definition 

The definition of a bank varies from country to country. Under English coIDIIDn law, 
a banker .is defin d as a pe on who carries on the business of banking, which is 
specifi d as: 



• conciu ting current accounts for his customers 

• paying cheques drawn on him, and 

• Collecting cheques for his customers. 

In most cormnon law jurisdictions there is a Bills of Exchange Act that codifies the 
Jaw in relation to negotiable mstruments, including cheques, and this Act contains a 
statutory definition of the tenn banker. banker includes a body of persons, whether 
incorporated or not, who carry on the business of banking. Although this definition 
seems circular, it is actually functional, because it ensures that the legal basis for 
bank transactions such as cheques does not depend on how the bank is organized 
or regulated 

The business of banking is in many English connnon law countries not defined by 
statute but by common law, the definition above. In other English common law 
jurisdictions th r-e are statutory definitions of the business of banking or banking 
business. When looking at these definitions it, is important to k ep in mind that they 
are defining the business f banking for the purposes oftht 1egislation, and not 
necessarily in general. In particular, most of the definitions are ·om legislation that 
has the purposes of entry regulating and supervising banks rather ban regulating th 
actual business ofbanking. However, in many cases the statuto1;. 1e:finition closely 
mirrors the common law one. Examples of statutory definitions: 

• ' 'Banking Business" means the business of receiving mon / on current or 
deposit account, paying and collecting cheques drawn by or paid in by 
customers, the making of advances to customers, and includes such other 
business as the Authority may prescnbe for the pm:poses of this Act; (Banking 
Act Singapore), Section 2, Interpretation). 

• "Banking Business" means the business of either or both of the following: 

1. receiving from the general public money on current, deposit, savings or 
other similar account repayable on demand or within less than (3 montm] 
.. . or with a period of call or notice of le s than that period; 

2. paying or collecting checks drawn by or paid in by customers 

Since the advent ofEFrPOS (Electronic Funds Transfer at Point Of Sale), direct 
credit, direct debit and internet banking, the cheque has lost its primacy in mos 
banking systems as a payment instrument. This has led legal theorists to suggest that 
the cheque based definition should be broadened to include financial institutions that 
conduct current accounts for customers and enable customers to pay and be paid 
by third parties, even if they do not pay and collect checks. 

Banking in India 

Banking in India originated in the last decades of the 18th century. The first banks 
were The Genera) Bank oflndia, which started in 1786 and Banlc ofKmdustan, 
which started in 1790; both..are now defunct. The oldest bank in existence in India 
is the State Bank of India, which originated in the Bank of Calcutta in June 1806, 
which almost immediately became the Bank of Bengal. This was one of the three 
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presidency banks the other tWi being the Bank of Bombay and the Bank of Madras 
all three of which were established 1.Dlder charteIS from the British F.ast India Company. 
For many years the Presidency banks acted as quasi-central banks, as did their 
successors. The three banks merged in 1921 to form the Imperial Hanle oflndia, 
which, upon India's independence, tsecame the State Bank of India in 1955. 

mstory 

Indian merchants in Calcutta established the Union Bank in 1839, but it failed in 
1848 as a consequence of the economic crisis of 1848-49. The Allahabad Bank, 
established in 1865 and still functioning today, is the oldest Joint Stock bank in 
India.( J oint Stock Bank: A company that issues stock and requires shareholders 
to be held liable for the company's debt) It was not the first though. That honor 
belongs to the Bank of Upper India, which was established in 1863, and which 
survived until 1913, when it failed, with some of its as ets and liabilities being 
transferred to the Alliance Bank of Simla. 

When the American Civil War stopped the supply of cotton to Lancashire from 
the Confederate Stat~ promoters opened banks to finance trading in Indian cotton. 
With large exposure to specuJative ventures most of the banks opened in India 
during that period fey and lost interest in keeping depo its with banks. Subsequently, 
banking in India remained the exclusive domain of Europeans for next several 
decades until the beginning of the 20th century. 

Foreign banks too started to anive, particularly in Calcutta, in the 1860s. 
Th Comptoire d'Escompte de Paris opened a branch in Calcutta in 1860, and 
another in Bombay in 1862; branches in Madras and Pondicherry, then a French 
colony, followed. HSBC established itself in Bengal in 1869. Calcutta was the most 
active trading port in India, mainly due to the trade of the British Empire, and so 
became a banking center. 

The first entirely Indian joint stock bank was the Oudh Commercial Bank, established 
in 1881 in Faizabad It failed in 1958. The next was the Punjab National Bank, 
~tablished in Lahore in 1895, which bas survived to the present and is now one of 
the largest anks · India. 

Around the tum f the 20th Century, the Indian economy was passing through a 
relative period of stability. Around five decades bad eJapsed since the Indian Mutiny, 
and the social, industrial and other :infrastructure had improved. Indians had established 
small banks, 100st of which served particular ethnic and religious cnmmnoities. 

The presidency banks dominated hmking in India but there were also some exchange 
banks and a number oflndianjoint stock banks. All these banks operated in different 
segments of the economy. The exchange banks, mostly owned by Europeans, 
concentrated on financing fo ign trade. Indian joint stock banks were generally 
under capitalized and Jacked the experience and maturity to compete with the 
presidency and exchange banks. This segmentation let Lord Curzon to observe, "In 
respect of banldng it seems we are behind th times. We are like some old 
fashion d ailing ship, divided by solid wooden bulkheads into separate and 
cumbersome compartments. ,, 



The period between 1906 and 1911, saw the establishment of banks inspired by 
the Swadeshi movement. The Swadeshi movement inspired local businessmen and 
political figures to found banks of and for the Indian comnrunity. A number ofbanb 
established then have survived to the present such as Bank oflndia, Coiporation 
Bank, Indian Bank, Bank of Baroda, Canara Bank and Central Bank of India. 

The fervour of Swadeshi movement lead to establishing of many private banks 
in Dakshina Kannada and Udupi district which were unified earlier and known by 
the name South Canara ( South Kanara) district. Four nationalised banks started 
m this distri t and also a leading private sector bank. Hence undivided Dakshina 
Kannada district is known as "Cradle oflnclian Banking". 

During the First World War (1914-1918) through the'end of the Second World 
War (1939-1945), and two years thereafter until the independence of India were 
challenging for Indian banking. The years of the First World War were turbulent, 
and it took its toll with banks simply collapsing despite the Indian economy gaining 
indirect boost due to war-related economi activities. At teast 94 banks in India 
failed between 1913 and 1918 as indicated in the following table: 

Authorized Paid-up 
Years Number of banks 

that failed 
capital Capital 

(Rs. Lakhs) (Rs. Lakbs) 

1913 12 274 35 

1914 42 710 109 ' 

-

1915 11 56 5 

1916 13 231 4 

1917 9 76 25 
-

1918 7 209 1 

Post-Independence 

The partition of India in 1947 adversely impacted the economies of Punjab and West 
Bengal, paralyzing banking activities for months. India's independence marked the 
end of a regime of the Lais ez-faire for the Indian banking. The Government of 
India initiated measures to play an active role in th economic life of the nation, and 
the Industrial Policy Re olution adopted by the government in 1948 envisaged 
a mixed economy. This resulted into greater involvement of the state in different 
segments of the economy including banking and firum . The major steps to regulate 
banking included; 
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• The ~e Bank oflndia, India's central banking authority, was established 
in April 1934, but was nationalized on January 1, 1949 under the terms of 
the Reserve Bank of India (Transfer to Public Ownership) Act, 1948 (RBI, 
2005b). [Refuren www.rbi.org.in] 

• In 1949 the Banking Regulation Act was enacted which empowered the 
Reserve Bank of India (RBI) "to regu]ate, contro~ and inspec the banks in 
India.'' 

• The Banking Regulation Act also provided that no new bank or branch of 
an existing bank could be opened without a license from the RBI, and no 
two banks could have common directors. 

Nationalization 

Despite the provisions, control and regulations of Reserve Bank of India, banks in 
India except the State Bank of India or SBI, continued to be owned and operated 
by private persons. By the 1960s, the Indian banking industry had become an 
in:portant tool to facilitate the development of the Indian. economy. t the same time, 
it had emerged as a large employer, and a debate had ensued about the nationalization 
of the banking industry. Indira Gandhi, then Prime Minister of India, expressed the 
intention of the Governnait oflndia in the annual confurence oftbe All India Congress 
Meeting in a paper entitled "Stray thoughts on Bank Nationalization. "The rmeting 
received the paper with enthusiasm 

Thereafter, her move was swift and sudden. The G vemment of India issued an 
ordinance and nationalised the 14 largest commercial banks with effect from the 
midnight of July 19, 1969.JaYJPrakash Narayan, a national leader of India, descnbed 
the step as a "masterstroke of political sagacity. " WJthin two weeks of the issue 
of the ordinance, the Parliament passed the Banking Companies (Acquisition and 
Transfur of Undertaking) Bill, and it received the presidential approval on 9 August 
1969. 

A second dose of nationalization of6 more commercial banks fo llowed in 1980. 
The stated reason for the nationalization was to give the govemm t more control 
of credit delivery. With the second dose of nationalization, the Government of India 

controlled around 91 % of the banking busin s of India. Later on, in the year 1993, 
the government merged New Bank of India with Punjab National Bank. It was the 
only merger between nationalized banks and resulted in the reduction of the rmmber 
of nationalised banks from 20 to 19. After this, until the 1990s, the nationalised 
banks grew al a pace of around 4%, closer to the average growth rate of the Indian 
economy. 

Liberalization 

In the early 1990s, the then Narasimha Rao government embarked on a policy 
of liberalization, licensing a small number of private banks. These came to be known 
as New Generation tech-savvy banks, and included Global Trust Bank (the first 
of such new generation banks to be set up), which Jater amalgamated with Oriental 
Bank of Commerce, Axis Bank( earlier as UTI Bank), Bank and HDFC Bank. This 

www.rhi.org.in


move, along with the rapid growth in the economy of India, revitalized the banking 
sector in India, which has seen rapid growth with strong contnbution from all the 
three sectors of banks, namely, government banks, private banks and foreign banks. 

The next stage for the Indian banking bas been set up with the proposed relaxation 
in the nonns for Foreign Direct Investment, where all Foreign Investors in banks 
may be given voting rights which could exceed the present cap of 10%, at present 
it has gone up to 74% with some restrictions. 

The new policy shook the Banking sector in India completely. Bankers, till this rum, 
were used to the 4-6-4 method (Borrow at 4%; Lend at 6%;Go home at 4) of 
functioning. The new wave ushered in a modern outlook and tech-savvy methods 
of working for traditional banks. All this Led to the retail boom in India. People not 
just demanded more :from their banks but also received more. 

Currently (2010), banking in India is generally fairly mature in terms of supply, 
product range and reach-even though reach in rural India still remains a challenge 
for the private sector and foreign banks. In terms of quality of assets and capital 
adequacy, Indian banks are considered to have clean, strong and transparent balance 
sheets relative to other banks in comparable economi in its region. The Reserve 
Bank of India is an autonomous body, with minimal pressw-e from the government. 
The stated policy of th Bank on the Indian Rupee is to manage volatility but without 
any fixed exchange rate-and this has mostly been true. 

With the growth in the Indian economy expected to be strong for quite some time
especially in its service ector-the demand for banking s rvices, especially retail 
banking, mortgages and investment services are expected to be strong. One may 
also expect M&As, takeovers, and asset sales. 

In March 2006, the Reserve Bank of India aDowed Warburg Pincus to increase its 
stake in Kotak Mahindra Bank ( a private sector bank) to 10%. This is the first time 
an investor h.a8 been allowed to hold more than 5% in a private sector bank since 
the RBI announced norms in 2005 that any stake exceeding 5% in the private sector 
banks would need to be vetted by them. 

In recent years critics have charged that the non-government owned banks are too 
aggressive in their loan recovery efforts in connection with housing, vehicle and 
per: onal loans. There are pres reports that the banks' loan recovery efforts have 
driven defaulting borrowers to suicide. 

Early phase from 1786 to 1969 of Indian Banks: 

Pha e I 

The General Bank of India was set up in the year J 786. Next Bank that came was 
Hindustan and Bengal Bank came. The East India Company established Bank of 
Bengal (1809), Bank of Bombay (1840) and Bank ofMadras (1843) as independent 
units and called it Presidency Banks. These three banks were amalgamated in 1920 
and Imperial Bank of India was established whl h started as private shareholders 
banks, mostly Europeans shareholders. 
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In 1865 Allahabad Bank was established exclusively by Indians, Punjab National 
Bank Ltd was set up in 1894 with headquarters at Lahore. Between 1906 and 
1913, Bank of India, Cen1ml Bank of India, Bank ofBaroda, Canara Bank, Indian 
Bank, and Bank of Mysore were set up. Reserve Bank of India came in 1935. 

During the first phase the growth was very slow and banks also experienced periodic 
failures between 1913 and 1948. There were approximately 1100 banks, mostly 
small. To streamline the :functioning and activities of commercial banks, the 
Government of India came up with The Banking Companies Act, 1949 which was 
later changed to Banking ReguJationAct 1949 as per amending Act of 1965 (Act 
No. 23 of 1965). Resetve Banlc of India was vested with extensive powers for the 
supervision of banking in India as the CentralBankingAuthority. 

During those day's public has Lesser confidence in the banks. As an aftermath 
deposit mobiliz.ation was slow. Abreast of it the savings bank facility provided by 
the Postal department was comparatively safer. Moreover, funds were largely given 
to traders. 

Pha e II 

Government took major steps in this Indian Banking Sector Reform after 
independence. In 1955, it nationalized Imperial Bank of India with extensive banking 
facilities on a large scale especially in rural and semi-urban areas. It formed State 
Bank of India to act as the principal agent ofRBI and to handle banking transactions 
of the Union and State Governments all over the country. 

Seven banks furming subsidiary of State Bank of India was nationaliud in 1960 on 
19th July, 1969 major process of nationalization was carried out. It was the effort 
of the then Prime Minister oflndia, Mrs. Indira Gandhi. 14 major commercial banks 
in the country was nationalized. 

Second phase of nationalization Indian Banking Sector Reform was carried out in 
1980 with seven more banks. This step brought 80% of the banking segment in 
India under Government ownership. 

The following are the steps taken by the Government of India to Regulate Banking 
Institutions in the Country. 

1949: Enactment of Banking Regulation Act. 

1955: Nationalization of State Bank oflndia. 

1959: NationalizationofSBI subsidiaries. 

1961: Insurance cover extended to deposits. 

1969: Nationalization of 14 major banks. 

1971: Creation of credit· guarantee corporation. 

197 5: Creation of regional rural banks. 

1980: Nationalization of seven banks with deposits over 200 crore. 



After the nationalization of banks the branches of the public sector bank India rose 
to approximately 800% in deposits and advances took a huge jump by 11,000%. 
Banking in the mmshine of Government ownership gave th public implicit faith and 
immense confidence about the sustainability of these institutions. 

Phase m 
This phase has introduced many more products and facilities in the banking sector 
in its reforms meam.ire. In 1991, under the cbamnansbip of M Nara~imha:m, a 
committee was set up by his name which worked for the liberalization of banking 
practices. 

The country is flooded with foreign banks and their ATM stations. rts are .ing 
put to give a satisfactory service to customers. Phone hanlcing and net banking is 
introduced. The entire system became more convenient and swift. Time is given 
more importance than money. 

The financial system of India has shown a great deal of resilience. It is sheltered 
from any crisis triggered by any external macroeconomics shock as other East Asian 
Countries suffered. This is all due to a flexible exchange rate regime, the foreign 
reserves are high, the capital account is not yet fully convemble, and banks and their 
customers have limited foreign exchange exposure. 

Adoption of banking technology 

Th IT revolution had a great impact in the Indian banking system. The use of 
computers had led to introduction of online banking in India. The use of the modem 
innovation and computeruation of the banking sector of India bas increased many 
folds after the economic hberalization of 1991 as the country's banking sector bas 
been exposed to the world's market. The Indian banks were finding it diflicuh to 
compete with the international banks in terms of th customer service without the 
use of the information technology and computers. 

NUMBER OF 8RANCNE5 

Number of branche of scheduled banks of India as of March 2009 

The RBI in 1984 formed Committee on Mechaniz.ation in the Banking Industry 
{1984) whose chalnnan was Dr C Rangarajan, Deputy Govern.or, Reserve Bank of 
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India. The major recommendations of this committee were introducing 
MlCR Technology in all the hanks in the metropolis in India. This provided use of 
standardized cheque forms and encoders. 

In 1988, the RBI set up Committee on Computemation in Banks (1988) headed 
by Dr. C.R Rangarajan which emphasized that settlement operation must be 
computerized in the clearing houses of RBI in Bhubaneshwar, Guwahati, Jaipur, 
Patna and Thiruvananthaptmm1.It further stated that there should be National Clearing 
of inter-city cheques at Kolkata, Mumbai, Delhi, Chennai and MICR should be 
made Operational. It also focused on computerization of branches and increas_ing 
connectivity among branches through computers. It also suggested modalities for 
implementing on-line banking. The coonnittee submitted its reports in 1989 and 
computerization began form 1993 with the settlement between IBA and bank 
employees' association. 

In 1994, Coonnittee on Technology Issues relating to Payments System, Cheque 
Clearing and Secmities Settlement in the Banking Industry (1994) was set up with 
chairman Shri WS Saraf: Executive Director, ResetVe Bank of India. It emphasized 
on Electronic Funds Transfer (EFf) system, with the BANKNET communications 
network as its carrier. It also said that MICR clearing should be set up in all 
branches of all banks with more than l 00 branches. 

C.Ommittee fur propos.ilg Legislation On EJectroruc Funds Tranm aJXl other Electronic 
Payments (1995)l9l emphasized on EFT system Electronic banking refers to DOING 
BANKING by using technologies like computers, internet and networking, MlCR, 
EFf so as to increase efficiency quick service, productivity and transparency .in the 
transaction. 

Number of ATMs of different Scheduled Commercial Banks of India as on end 
March 2009 

Apart from the above mentioned innovations the banks have been selling the third 
party products like Mutual Funds insurances to its clients. Total numbers of ATMs 
ins ailed in India by various banks as on end March 2009 is 17,642. The New 
Private ector Banks in Incha is having the largest numbers of ATMs which is 
followed by the SBI and its c;ub 1diaries and then it is followed by New Private 
Banks, Nationalised banks and foreign banks. While on site is highest for the 
Nationalised banks of India. 



BANK.GROUP NUMBER OF 8 OFFfilTE TOTAL 

BRANCHES ATM ATM 

NAT O ALISED GJG] 33627 4772 
BANKS 

STAIB BANK OF G]GJ 13661 5220 
JNDIA 

OLD PRIVATE GJGJ 4511 1241 
SECTOR BANKS 

NEW PRNA1E GJGJ 1685 5612 
SECTOR BANKS 

I FOREIGN BANKS II 242 I 218 w 797 

EVOLUTION OF COM MERCIAL BANKS IN INDIA 

The commercial banking industry in India started in 1786 with the estahlishment of 
the Bank of Bengal in CaJcutta. The Indian Government at the time established three 
Presidency banks, viz., the Bank of Bengal ( established in 1809), the Bank of 
Bombay (established in 1840) and the Bank of Madras (established in 1843). In 
1921, the three Presidency banks were amalgamated to form the Imperial Bank of 
India, which took up the role of a colllll1ercial bank. a bankers' bank and a banker 
to the Government. The Imperial Bank of India was estabmbed with mainly European 
shareholders. It was only with the establishment ofReserve Bank of India (RBJ) as 
the central bank of the country in 1935, that the quasi-central banking role of th. 
Imperial Bank of India came to an end. In 1860, the concept of limited liability was 
introduced in Indian banking, resuhing in the establishment of joint-stock banks. In 
1865, the Allahabad Bank was established with purely Indian shareholders. Punjab 
National Banlc came into being in 1895. Between 1906 and 1913, other banks like 
Bank of India, Central Bank of India, Bank of Baroda, Canara Bank, Indian Bank. 
and Bank of Mysore were set up. 

After independence, the Government of India started taking steps to encourage the 
spr ad of banking in India In order to serve the economy .in general and the rural 
sector in. particular, the All India Rural Credit Survey Cmmnittee recommended the 
creation of a state-partnered and state-sponsored bank taking over the Imperial 
Bank f lndia and .integrating with it, the former state-owned and state-associat 
banks. Accordingly, State Bank of India (SBD was nstituted in 1955. Subsequently 
in 1959, the State Bank oflndia (subsidiary bank) Act was pass~ enabling the 
SBI to take over eight former state-associate banks as its subsidiaries. To better 
align the banking system to the needs of planning and economic policy, it was 
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considered necessary to have social control over banks. In 1969, 14 of the major 
private sect r banks were nationalized. This was an important milestone in the 
history of Indian banking. This was followed by the nationali7.ation of another six 
private banks in 1980. With the nationalimtion of these banks, the major segment 
of the banking sector came under the control of the Government. The nationaliz.ation 
of banks imparted major impetus to branch expansion in on-banked rura1 and semi
urban areas, which in tum remlted in huge deposit m>bilization, thereby giving boost 
to the overall savings rate of the economy. It also resulted in scaling up oflending 
to agriculture and its allied sectors. However, this arrangement also saw some 
weaknesses like reduced bank profitability, weak capital bases, and banks getting 
burdened with large non-performing assets. To create a strong and competitive 
banking system, a number of reform measures were initiated in early l 990s, The 
thn.m of~ reforms was an increasing operational efficiency, strengthening supervision 
over banks, creating competitive conditions and developing technological and 
institutional infrastructure. These measures led to the improvem:nt in the financial 
health, soundness and efficiency of the banking system. 

One important feature oftberefunm of the 1990s was that the entry ofn~ private 
sector banks was permitted. Following this decision, new banks such as ICICI 
Bank, HDFC Bank, IDBI Bank and UT.I Bank were set up. 

Comm rcial banks in India have traditionally focused on meeting the short-term 
financial needs of industrYi trade and agriculture. However, given the increasing 
sophistication and diversification of the Indian economy, the range of services extended 
by c mmercial banks has increased significantly, leading to an overlap with the 
functions perfonned by other financial institutions. Further, the share oflong-term 
financing (in total bank financing) to meet capital goods and project-financing needs 
of industry has also increas d over the years. 

FUN ONSOF COMMERCIALBANK 

The main functions of a commercial bank can be segregated into three ma.in areas: 

(i) Payment System 

(n) Financial Intenw.diation 

(m) Financial ervices. 

Peym111nt Sys?em ~--... ~ 
(I) PAYMENT SYSTEM 

ction1 of Comm 

Banks are at the core of the payments system in an economy. A payment refers to 
the means by which financial transactions ares ttled. A fundamental method by 
which banks help in settling the financial. transaction rocess 1S by issuing and paying 
cheques issued on behalf of customers. Further, in modern banking, the payments 



system aJso involves electronic banking, wire trans:lers, settlement of credit card 
transactions, etc. In all such transactions, banks play a critical role. 

(ll)FINANCIAL INTERMEDIATION 

The second principal function of a bank is to take different types of deposits from 
customers and then lend these funds to borrowe(S, in other words, financial 
intermediatiop. fn financial terms, bank deposits represent the banks' liabilities, while 
loans disbursed, and investments made by banks are their assets. Bank deposits 
serve the useful pwpose of addressing the needs of depositors, who want to ensure 
liquidity, safety as well as returns in the form of interest. On the other hand, bank 
loans and investments made by banks play an important fimction in. channeling fimds 
into profitable as well as socially productive uses. 

(Ill) FINAN IAL SERVICES 

In addition to acting as financ · intenrediaries, banks today are increasingly involved 
with offering customers a wide variety of financial ervices including investment 
banking, insurance-related services, government-re.lated business, foreign exchange 
businesses weahh management s rvices, etc. Income from providing such services 
improves a bank's profitability. 

COMPETITIVE LANDSCAPE OF BANKS IN INDIA 

In India th banks are being segregated in different groups. Each group has their 
own benefits and limitations in ope ating in India. Each has their own dedicated 
target m.arket. Few of hem only work in rural sector while others in both rural as 
well as urban. Many even are only catering in cities. 

Banlcs face c mpetit:ion from a wide range of financial intermediaries in the public 
and private sectors in the areas of financial intermediation and financial services 
(although th payments system is exclusively for banks). Such intermediaries form 
a diverse group in terrm of size and nature of their activities and play an important 
role in the financial system by not only competing with banks, but also complementing 
th min providing a wide range of financial services. Some of these intermediaries 
include: 

• Term-lending institutions 

• No -banking financial companies 

• Insurance companies 

• Mutual funds 

(i) Term-Lending Institutions 

Term lending institutions exist at both state and all-India levels. They provide 
tenn loans (ie., loans with medium to long-term maturiti ) to various industry, 
service and infrastructure sectors for setting up new projects and for the 
expansion of existing facilities and thereby compete with banks. At too all-India 
levei these institutions are typically speciali7.ed, catering to the needs of specific 
sectors, which make them competitors to banks in those areas.3 These include 
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the Export Import Bank of India (EXIM Bank), Small Industries Development 
Bank of India ( IDBI) Tourism Finance Corporation of India Limited (TFCI), 
and Power Finance Corporation Limited (PFCL). 

At the state levei various State Financial Corporations (SFCs) have been set 
up to finance and promote small and medium-sized enterprises. There are also 
State Industrial Development Corporations (SIDCs), which provide finance 
primarily to medi:um-sized and Jarge-sized enterprises. In addition to SFCs and 
SIDCs the North Eastern Development Financial Institution Ltd. (NEDFI) has 
been set up to cater specifically to the needs of the north-eastern states. 

(Ii) Non-Banking Finance Companies (NBFCs) 

India has many thousands of non-banking financial companies, predominantly 
from the private sector. NBFCs are required to register with RBI in terms of 
the Reserve Bank of India (Amendment) Act, 1997. The principal activities of 
NBFCs include equipment-leasing, hire purchase, loan and investment and 
asset ~-NBFCs have been competing with and complcrreoting the services 
of commercial banks fur a long time. All NBFC together currently account for 
around nine percent of assets of the total financial system Rousing-finance 
companies form a distinct sulrgroup of the NBFCs. As a result of some recent 
government incentives for investing in the housing sector these companies' 
business has grown substantially. Housing Development Finance Corporation 
Limited (HDFC), wm:h is in the private sector and the Government-controlled 
Housing and Urban Development Corporation Limited (HUDCO) are the two 
premier housing-finance companies. These companies are major players in the 
mortgage business, and provide stiff competition to commercial banks in the 
disbursal of housing loans. 

(di) Insurance Companies 

Insurance/reinsurance companies such as Life Insa.rance Corporation oflndia 
(LIC), General Insurance Corporation of India (OICI), and others provide 
substantial long-term financial assistance to the industrial and housing sectors 
and to tba exten are competitors ofbanks. UC· the biggest player in this 
area. 

(IV) Mutual Funds 

Mutual funds offer competition to banks in the area of fund mobiliz;ation, in that 
they offer alternate routes of investment to households. Most nru.tual funds are 
standalone asset management companies. In addition. a number ofbanks, both 
in the private and public sectors have sponsored asset management companies 
to undertake mutual fund business. Banks have thus entered the asset 
management busin ., sometimes on their own and other times in joint venture 
with others. 

BANKING STRUCTURE IN INDIA 

Scheduled Banks in lndi 

Scheduled banks comprise scheduled commercial banks and scheduled co-operative 
banks. Scheduled coJllIIlercial banks furm the basis of the Indian financial system, 



currently accounting fur more than three-fourths of all :financial institutions, assets. 
SCBs are present throughout India, and their branche , having grown more than 
four-fold in the .last 40 years now nmnber more than 80,500 across the country (see 
Table 2.1 ). Our focus in this module will be only on the scheduled commercial 
banks. A pictorial representation of the structure of SCBs in India is given in figure. 

Scheduled Banking Structure in India 

I 
Sc:hedu!ed Commercial 

hnka , ... -•-«-11 

Public Sector Bania 

I 
. SChcdulC!ld Co-opal". Uve 

8i11Jkl -- --,,4 

Public sector banks are those in which the majority stake is held by the Government 
of India (Gol). Public sector banks together make up the largest category in the 
Indian banking system There are currently 2 7 public sector banks in India. They 
include the SBI and its 6 associa e banks (such as State Bank oflndore, State Bank 
ofBikaner and Jaipur etc), l9 nationalized banks (such as Allahabad Bank, Canara 
Bank etc) and IDBI Bank Ltd. Public sector banks have taken the lead role in 
branch expansion, particularly in the rural areas. From Table it can also be seen 
that: 

• Public sector banks account for bulk of the branches in India (88 percent 
in2009). 

• In the rural areas, the presence of th.e public sector banks is overwhelming; 
in 2009, 96 percent of the rural bank branches belonged to the public 
sector. The private sector banks and foreign banks have limited presence in 
the rural areas. 

Regional Rural Banks 

Regional Rural Banlcs (RRBs) were established during 1976-1987 with a view to 
develop the rural economy. Each RRB is owned jointly by the Central Government, 
concerned State Government and a sponsoring public sector commercial bank. 
RRBs provide credit to small fimners, artisans, small entrepreneurs and agricultural 
laborers. Over the years, the Government has introduced a number of measures of 
improve viability and profitability ofRRBs, one of them being the amalgamation of 
the RRBs of the same sponsored bank within a State. This process of consolidation 
has resulted in a steep decline m the total number ofRRBs to 86 as on March 31, 
2009, as compared to 196 a the end of March 2005. 
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Private Sector Banks 

In this type of banks, the majority of share capital is held by private individuals and 
Corporate. Not all private ector banks were nationalized in in 1969, and 1980. 
The private banks which were not nationalized are collectively known as the old 
private ector banks and include banks such as The Ja:mmu and Kashmir Bank Ltd., 
Lord Krishna Bank Ltd etc.5 Entry of private sector banks was however prohibited 
during the post-nationalization period. In July 1993, as part of the banking reform 
process and as a measure to induce competition in the banking sector, RBI permitted 
the private sector to enter into the banking system. This resuhed in the creation of 
a new set of private sector banks, which are collectively known as the new private 
sector banks. As at end Marc~ 2009 there were 7 new private sector banks and 
15 old private sector banks operating in India. 

Foreign Banks 

Foreign banks have their registered and head offices in a foreign couotry but operate 
their branches in India. The RBI permits these banks to operate either through 
branches; or through wholly-owned subsidiaries. The primary activity of most foreign 
banks in India has been in the corporate segment. However, some of the larger 
foreign banks have also made comwm- financing a significant part of their portfolios. 
These banks offer products such as automobile finance, home loans, credit cards, 
household consumer .finance etc. Foreign b~ in lndia are required to adhere to 
all hmking regulations. mcloding priority-sectnr lending DOIIIIS as applicabJe to donr.stic 
banks.8 In addition to the entry of the new private banks in the mid- 90s, the 
increased presence of foreign banks in India has also contributed to boosting 
competition in the banking sector. 

Co-operative Banks 

Co-operative banks cater to the financing needs of agriculture, retail trade, small 
industry and self-employed businessmen in urban, semi-urban and rural areas of 
India. A distinctive feature of the co-operative credit structure in India is its 
heterogeneity. The structure cWfers across urban and rural areas, across states and 
loan maturities. Urban areas are served by urban cooperative banks (UCBs), whose 
operations are either limited to one state or stretch aero s st.ates. The rural co
operative banks comprise State co-operative banks, district central cooperative 
banks, SCARDBs and PCARDBs. The co-operative banking sector is the oldest 
segment of the Indian banking system. The network ofUCBs in India consisted of 
1721 banks as at end-March 2009, while the number of rural co-operative banks 
was 119 as at end-March 2008.10 Owing to their widespread geographical 
penetration; cooperative banks have the potential to become an important instrument 
for large- cale financial inclusio~ provided they are financially strengthened The 
RBI and the NationalAgriculture and Rural DevelopmenJ Bank (NABARD) have 
taken a number of meas\ll'eS in recent years to improve financial soundness of co
operative banks. 

Role of Reserve Bank of India vis-a-vis Commercial Banks: 

The Reserve Bank of India (RBD is the central bank of the countiy.12 It was 
established on April 1, 935 under the Reserve Bank of India Act, 1934, which 
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provides the statutory basis for its functioning. When the RBJ was established, it 
took over the functions of currency issue from the Government of Jnclia and the 
power of credit control from the then Imperial Bank of India. As the central bank 
of the country, the RBI performs a wide range of functiom; particularly, it: 

• Acts as the currency authority 

• Controls money supply and credit 

• Manages foreign exchange 

• . Serves as a banker to the government 

• Builds up and strengthens the country's financial infrastructure 

• Acts as the banker of banks 

• Supervises banks 

As regards the commercial banks, the RBI's role mainly relates to the last two 
points stated above. 

RBI as Bankers' Bank: 

As the bankers' bank, RBI holds a part of the cash reserves of banks,; lends the 
banks funds for short periods, and provides them with centralized clearing and 
cheap and quick remittance facilities. 

Banks are supposed to meet their shortfulls of cash from sources other than RBI 
and approach RBI only s a matter ·of last resort, because RBI as the central bank 
is supposed to function as only the 'lender of last r art . 

To ensure liquidity and solvency of individual oommerdal banks and of the banking 
system as a whole, the RBI has stipulated that banks mamtain a Cash Reserve Ratio 
(CRR). The CRRrefers to the share of liquid cash that banks have to maintain with 
RBI of their net demand and time liabilities (NDTL).13 CRR is one of the key 
in.muments of controlling money supply. By increasing CRR the RBI can reduce the 
fimds available with th banb for leooing and thereby tight.en liquidity in th system; 
conversely reducing the CRR increases the funds available with the banks and 
thereby raises liquidity in the financial sy.,tem 

RBI as supervisor 

To ensure a sound banking system in the country, the RBI exercises powers of 
supervision, regulation and control over commercial banks. The bank's regulatory 
functions relating to banks cover their establi.w:nent (ie. liceming), branch expansion, 
liquidity of their asset , management and methods of working, amalgamation, 
reconstruction and liquidation. RBI controls the commercial banks through periodic 
inspection of banks and follow-up action and by calling for returns and other 
information from them, besides holding periodic meetings with the top management 
of the banks. While RBI is directly involved with commercial banks in carrying out 
these two roles, the commercial banks help RBI indirectly to carry out some of its 
other roles as well For example, commercial banks are required by law to invest 
a prescribed minimum percentage of their respective net demand and time liabiliti 
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{NDTL) in prescnbed securities, which are mostly government securities.14 This 
helps the RBI to perfunn its role as the banker to the Government under which the 
RBI conducts the Government's market borrowing program. 

Banking Article (Case) 

Canara Bank is set to become the first state-nm bank to defy a government diktat 
to sell products of multiple insurers. 

The Bangalore-based bank plans to pass a resolution rejecting the government's 
proposal as "not implementable", said two senior Canara Banlc officials, who did 
not want to be named. The bank has already circulated a note in this regard to its 
board members, they said. Resolutions can be passed through board notes when 
directors are unable to meet within a given time:fi:ame. 

The finance ministry bad last month directed state-nm banks to adopt the insurance 
broking modei which would allow them to sell products of nmltiple insurers. Most 
of them currently sell policies under the cotp0rate agency arrangement that prohibits 
them from dealing in the products of more than one life insurer and one general 
insurance company. 

The finance ministry's proposal was aimed at improving the reach of insmance 
products as staterun banks have a wide network ofbranches. However, most large 
banks have floated insurance companies in partnmhip with foreign insurers with an 
mderstanding that they would sell products of only the company they have prmmted. 

For Instance, Canara Bank and Oriental Bank of Commerce, both government-run, 
have floated a joint life insurance company in partnership with HSBC. As per the 
agreement among the three, the partners are prevented from selling products of any 
other life insurance company. 

Check Your Progres 

1. What are banks? 

2. The word bank taken .from the word --
Last week, the Indian Banks' Association had written to the finance ministry, saying 
that the management of each bank should be given the freedom to decide on 
whether they would be competent enough to sell products of more than one insurer. 

According to the association. rot all banks woukl be positioned to provide insurance 
broking service since banking regulator Reserve Bank ofinrua is not in favour of 
banks with bad loans above 3% to get into insurance broking. As of now, State 
Bank of India, Central Bank oflndia and Punjab National Bank have bad loans of 
more than 3%. 

Chapter Summary 

The banking system in India is significantly different from that of other Asian nations 
because ofthe country' unique geographic, sociai and economic characteristics. 
India bas a large population and land size, a diverse culture, and extreme dmparities 



in income, which ar marked among its regions. There are high levels of illiteracy 
among a large percentage of its population but, at the same time, the country bas 
a Jarge reservoir of managerial and technologically advanced talents. Between about 
30 and 35 percent of the population resides in metro and urban cities and the rest 
is spread in several semi-urban and rural centers. The country's economic policy 
framework combines socialistic and capitalistic features with a heavy bias towards 
public sector investment. India has followed the path of growth--led exports rather 
than the "export led growth" of other Asian economies, with emphasis on self
reliance through import substitution. These features are reflected in the structure, 
size, and diversity of the country's banking and financial sector. The banking system 
has bad to serve the goals of economic policies enunciated in succe ive five year 
development p1ans, particularly concerning equitable income distnbution. balanced 
regional economic growth, and the reduction and elimination of private sector 
monopolies in trade and industry. In order for the banking industry to serve as an 
instrument of state policy, it was subjected to various nationalization schemes in 
different phases (1955, 1969, and 1980). As a result, banking rerr;ained internationally 
isolated (few Indian banks had pre ence abroad in intematio I financial centers) 
because of preoccupations with domestic priorities especia 'y massive branch 
expansion and attracting more people to the system Moreover, L e sector bas been 
assigned the role of providing support to other economic sectors & h as agriculture, 
small-scale industries exports, and banking activities in the deve ~ commercial 
centers (ie. metro, urban, and a limited number of semi-urban ce cers). 

The banking system's international isolation was also due to strict branch licensing 
controls on foreign banks already operating m the country as well as entry restrictions 
facing new foreign banks. A criterion of reciprocity is required for any Indian bank 
to open an office abroad. These featur have left the Indian banking ector with 
weaknesses and strengths. A big challenge fu.cing Indian banks is how, under the 
current ownership structure, to attain operational efficiency suitable for modem 
financial mtermediation. On the other hand, it bas been relatively easy for the public 
sector banks to recapitalize, given the increases in nonperforming assets (NPAs), as 
their Government dominated ownership structure bas reduced the conflicts of inteff':St 
that private banks would face. I 

Answers to check your progress 

1. A bank is a financial institution and a financial intermediary that 
accepts deposits and channels those deposit into lending activities, either 
directly or through capital markets. 

2. Banque 

Test YourseH 

1. Describe the history of Banking in India. 

2. Discuss the evolution of Commercial Banks in India. 

3. Discu the various functions of commercial ank. 
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4. Write a sh rt note on: 

~ Term-Leming Imtitutions 

ii) Non-Banking Finance Companies 

iit) Insurance Companies 

iv) Mutual Funds 

5. Explain the structw-e of banking services in India. 

6. Discuss the role ofReserve Bank of India in regu]ating baDk:ing practices in . 
India. 



2 
Bank Deposit Accounts 

Bank Deposit Accounts 
NOTES 

The Unit Include: 

■ lndroduction 

■ Major types 

'fypes of Deposit Accounts: 

■ Certificate f Deposit: 

■ Bank Lending 
■ Compliance with RBI guidelines: 

■ Types of Advances 

■ Secured Advances 

■ Mortgage loan 

■ Mortgage loan types 

■ H)POthecation 
■ Chapt r Sum.,mry 

■ Test yourself 
■ BankingArticL (Case) 

Learning Objectives: 

After going through this chapter, you should be able to: 

• Define what bank accounts are. 

• Describe the importance of bank accounts. 

• Discuss their types. 

• Understand key features. 
25 
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INDRODUCTION 
A deposit account is a current account, savings account, or other type of bank 
account, at a banking institution that allows money to be deposited and withdrawn 
by the account holder. These transactions are recorded on the bank's boo , and 
the resulting balance is recorded as a liability for the bank, and represent the amount 
owed by the bank to the customer. Some banks charge a fee fur this service, while 
others may pay the customer interest on the funds deposited. 

MAJOR TYPES 

• Checking accounts: A deposit account held at a bank or other financial 
institution, for the purpose of secmely and quickly providing frequent access 
to funds on demand, through a variety of different channels. Because money 
is available on demand these accounts are also referred to as d mand 
accounts or demand deposit accounts. 

• Savings accolDlts: Accounts maintained by retail banks that pay interest but 
can not be used directly as money (for example, by writing a cheque). 
Although not as convenient to use as checking accounts, these accounts let 
customers keep liquid assets while still earning a monetary return. 

• Money market account: A deposit account with a relatively high rate of 
interest, and short notice ( or no notice) required for withdrawals. In some 
countries, it is a style of instant access deposit subject to federal savings 
account reguJations, such as a monthly transaction limit. 

• Time deposit: A money deposit at a banking institution that cannot be 
withdrawn for a preset fixed erm' or period of time. When the term is over 
it can be withdrawn or it can be rolled over for another term. Generally 
speaking, the longer the term the better the yield on the money. 

Table. I provides the share of depo its of different classes of scheduled connnercial 
banks (SCBs). It can be seen that he public sector banks continue to dominate the 
Indian banking industry. However, the share of the new private sector banks has 
been raising at th expense of the public sector banks, particularly in the last few 
years. 

Table .3: Share of Deposits of SCBs-GroupWise 

Bank Group At end-March ( in percent) 

2003 2009 

Public Sector Banks 79.6 76.7 

• NatJonallsed Banks so.a 49 .1 

• State Bank Group 28.8 24 .8 

- other Public Sector Banks -- 2.8 

Prtvate Sector Banks 15.3 18.1 

- Old Private Sector Banks 6.7 4.9 

- New Private Sector Banks 8.5 13.2 

Foreign Banks 5.1 5.2 

lbtal SCBs 100.0 100.0 



Tb 3 key features of B nking Deposit Practices 

Safety of deposits: 

At the time of depositing money with the bank, a depositor would want to be certain 
that his/ her money is safe with the bank and at the same time, wants to earn a 
reasonable retunL The safety of depositors ' funds, therefore, fonm a key area of 
the regulatory framework. for banking. In India, this aspect is taken care of in the 
Banking Regulation.Act, 1949 (BR Act). The RBI is empowered to issue directives/ 
advices on several aspects regarding the conduct of deposit accounts from time to 
time. Further, the estahtishrrent of the Deposit Imurance Cotp0ration in 1962 (against 
the backdrop of failure of banks) offered protection to bank depositors, particularly 
small-account holders. 

Deregulation of interest rates: 

The process of deregulation of interest rates started in April 1992. Until then, all 
interest rates were regulated; that is, they were fixed by the RBL In other words, 
banks had no freedom to fix interest rates on their deposits. With liberalization in 
the financial system, nearly all the interest rates have now been deregulated. Now, 
banks have the freedom to fix their own deposit rates with only a very few exceptions. 
The RBI prescribes interest rates only in respect of savings deposits and NRI 
deposits, leaving others for individual banks to determine. 

Deposit policy: 

The Board of Directors of a bank, along with its top management, formulates 
policies relating to the types of deposit the bank hould have, rates of interest 
payable on each type, special deposit schemes to be introduced, types of customem 
to be targeted by the bank, etc. Of course, depending on th changing economic 
environment, the policy of a bank owards deposit mobilization undergoes changes. 

TYPES OF D POSIT ACCOUNTS: 

The bank d posits can also be classified into 

• demand deposits and 

• Thne deposits. 

Demand d posit are defined as deposits payable on demand through cheque or 
otherwise. Demand deposits serve as a medium of exchange, fur their ownership 
can be transferred from one per on to another through cheques and clearing 
arrangements provided by banks. They have no fixed term to maturity. 

Time deposits are defined as those deposits which are not payable on detnand and 
on which cheques cannot be drawn. Th have a fixed term to maturity. A certificate 
of deposit (CD), for example, is a time deposit. 

CERTIFICATE OF DEPOSIT: 

A Certificate of Deposit (CD) is a negotiable money market instrnment and is mued 
in dematerialized form or as Promissory Note, for funds depo ited at a bank or 
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other eligible financial institution for a specified time period Guidelines for issue of 
CDs are currently governed by various directive issued by the RBI, as amended 
from time to time. CDs can be issued by 

0 scheduled commercial banks (SCBs) excluding Regional Rural Banks (RRBs) 
and Local Area Banks (LABs); and 

i) Select all-India Financial Institutions that have been pem:ritted by the RBI to 
raise short-term resources within the umbrella limit fixed by RBI. Deposit 
amounts for CDs are a minimum of Rs.1 lakh, and multiples thereof 

Demand and time deposits are two broad categories of deposits. Note that these 
are only categories of deposits; there are no deposit accounts available in the banks 
by the names demand deposits' or time deposits'. Different deposit accounts 
offer d by a bank, d pending on their characteristics, fall into one of these two 
categories. There are everal deposit accounts offered by banks in India; but they 
can be classified into three main c~egories: 

• Current account 

• Saving bank accoun: 

• Term deposit account 

Current account deposits fall entirely under the demand-deposit category and term 
deposit account falls entirely under time deposit. Savings bank accounts have both 
demand-deposit and time-deposit components. In other words, some parts of savings 
deposits are cons 'dered demand deposits and the rest as time deposits. We provide 
below the broad terms and conditions governing the conduct of current, savings and 
term-deposit account . 

Current Deposits: 

A current account is a form of demand-deposit, as the banker is obliged to repay 
these liabilities on demand from the customer. Wrthdrawals from cwrent accounts 
are allowed any number of times depending upon the balance in the account or up 
to a particular agreed a.JDJunt. Current deposits are non-interest bearing. Ammg the 
three lxoad categories of deposits----anrmt accmmt deposit, savings accounts depo it 
and term deposits--current account deposits account for the smallest fraction. 

A current account js basically a running and actively operated account with very little 
restriction on the number and amount of drawings. The primary objective of a 
current account is to provide convenient operation facility to the custom.er, via 
continuous liquidity. On account of the high cost of maintaining such accounts, banks 
do not pay any interest on wch deposits. In addition, many banks imist on customers 
maintaining minimum balances to offset the transaction costs involved. If min:immn 
balances are not maintained, these banks charge the customers a certain amount. 
Current accounts can be opened by rich individuals/ partnership fums/ private and 
limited companies/ Hindu Undivided Families (lillFs )I societies/ trusts, etc. 



Savings Bank Depo ts: 

Savings deposits are a form of demand deposits, which is subject to restrictions on 
the number of withdrawals as well as on the amounts of withdrawals during any 
specified period Ftnther, mininmm balances may be prescribed in order to offset 
the cost of maintaining and servicmg such deposits. Savings deposits are deposits 
that accrue interest at a fixed rate set by RBI (3.5 percent as of January 2010). 

Savings bank accounts are used b a large segment of small depositors as they can 
put their regular incomes into these accounts, withdraw the m>ney on demand and 
also earn interest on the balance left in the ac unt. 

The flexibility provided by such a product means that savings bank accounts cannot 
,be opened by big trading or busm s firms. Similarly, institutions such as government 
d partments and bodies, local authorities, etc. cannot open savings bank accounts. 

Term Deposits 

A "Term deposit" is a deposit received by the Banlc for a fixed period, after which 
it can be withdrawn. Term deposits include deposits such as Fixed Deposits I 
Reinvestment deposits/ Recurring Deposits etc. The term deposits account for the 
largest share and have remained within th range of 61 % to 67 % of total deposits 
in the recent years. Interest is paid on term-deposits, either on maturity or at 
stipulated intervals depending upon the deposit scheme under which the money is 
placed. Also, a customer can earn interest on a term-deposit for a minimmn period 
of7 days. Interest rates on term-deposits are usually higher than on savings deposits. 
Term deposits include: 

• Fixed deposits on which a fixed rate of interest is paid at fixed, regular 
intervals; 

• Re-investment deposits under which the intere t is compounded quarterly 
and paid on maturity, along with the principal amount of the deposit. Some 
banks have introduced ''flexi" deposits under which, the amount in savings 
deposit accounts beyond a fixed limit is automatically converted into term
deposits; and 

• Recurring depos · s, under which a fixed amount is deposited at regular 
intervals for a fixed tmm and the repayment of principal and accunmlated 
interest is made at the end of the term. These deposits are usually targeted 
at persons who are salaried or receive other regular income. A Recurring 
Deposit can usually be opened for any period from 6 months to 120 months. 

STRATEGIES OF MOBD,JZTNG DEPOSITS: 

To maximize their profits, commercial banks always attempt to mobilize savings at 
the lowest cost possible. While mobilizing depo its, banks have to comply with 
various directives issued by the RBI, the Indian BankAswciation (IBA), Government 
of India and other statu ory authoritiesi'agencies. At the same time, smce banks 
operate in a very coxq:,etitive environmmt, they have to reach out to a wide spectmm 
of custonus and also offer deposit products that lead to higher custorrer satisfuction. 
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Banks devise various strategies to expand the customer base and 'reducing the cost 
of raising deposits. · is done ry identifying target markets, designing the products 
as per the requirements fur customers, taking measures for marketing and promoting 
the deposit products. 

It is essential not only to expand the customer base but also to retain it. · is done 
by providing counseling, after-sales information and also through prompt handling of 
customer complaints. 

While the strategies for mobilizing bank deposits vary from bank to bank, one 
connnon feature is to maximize the share of CASA deposits. 

The other common features generally observed are as follows: 

I) Staff members posted at branches are ad quately trained to offer efficient 
and courteous ervice to ·the customers and to educate them about their 
rights and obligations. A bank often offers personalized banking r Jationship 
for its high-value customers by appointing Customer Relationship Managers 
(CRMs). 

2) Senior citraens/pensioners have become an .important category of customers 
to be targeted by a bank. Product are eveloped by banks to meet the 
specific requirements of this group. 

3) While banks endeavor to provide services to the satisfuction of ustomers, 
they put in place an expeditious mechanism to redress the complaints of the 
customers. 

BANK LENDING 

Basics of Bank Lending 

Banks xtend credit to different categories of borrowers for a wide variety of 
purposes. For many borrowers, bank credit is the easiest to access at reasonable 
interest rat . Bank credit is provided to househol , retail traders, small and medium 
enterprises ( MEs), Corporate, the Government undertaking etc. in the economy. 
Retail banking loans are accessed by conswners of goods and senic for financing 
the purchase of consumer durables, hous.ing or e en for day-to-day consumption. 
In contrast, the need for capital investment, and day-to-day operations of private 
corporate and the Government undertakings are met through wholesale lending. 

Loans for capital expencliture are usually xtended with medium and long-term 
maturities, while day-to-day finance requirements are provided through short-tenn 
credit (working capital loans). Meeting the financing needs of the agriculture sector 
is also an important role that Indian banks play. 

PRINCIPLES OF LENDING: 

To lend, banks depend largely on deposits from the public. Banks act as custodian 
of public deposits. Since the depositors require safety and security of their deposits, 
want to withdraw depo its whenever th y need and also adequate return, bank 
lending must necessarily be based on principles that reflect these concerns of th 
deposito . Toes principles include: safety, liquidity, profitability, and risk diversion. 



Safety: 

Banks need to ensure that advances are safe and money lent out by them will come 
back. Since the repayment of loans depends on the borrowers' capacity to pay, the 
banker must be satisfied before lending that the business for which money is sought 
is a sound one. In addition, bankers many times insist on security against the loan, 
which they fall back on if things go wrong for the business. The security must be 
adequate, readily marketable and free of encumbrance.s. 

Liquidity: 

To maintain liquidity, banks have to ensure that money lent out by them is not locked 
up for long time by designing the loan maturity period appropriately. Further, money 
must come back as per the repayment schedule. If loans become excessively illiquid, 
it may not be possible for bankers to meet their obligations vis-a-vis depositors. 

Profitability: 

To remain viable, a bank must earn adequate profit on its investment Th.is calls for 
adequate margin between deposit rates and lending rates. In this respect, appropriate 
fixing of interest rates on both advances and deposits is critical Unless interest rates 
are competitively fixed and margins are adequate, banks may lose customers to their 
competitors and become unprofitable. 

Risk diversification: 

To mitigate risk, banks should lend to a diversified customer base. Diversification 
should be in terms of geographic location, nature ofbusiness etc. u: for example, 
all the borrowers of a bank are concentrated in one region and that region gets 
affected by a natural disaster, the bank's profitability can be seriously affected. 

LOAN POLICY: 

Based on the general princ~les of lending stated above, the Credit Policy Committee 
(CPC) of individual banks prepares the basic credit policy of the Bank, which has 
to be approved by the Bank's Board of Directors. The loan policy outlines lending 
guidelines and establishes operating procedures in all aspects of credit management 
including standards for presentation of credit proposals, financial covenants, raang 
standards and benchmarks, delegation of credit approving powers, prudential limits 
on large credit exposures, asset concentrations, portfolio management, loan review 
mechanism, risk monitoring and evaluation, pricing ofloans, provisioning for bad 
debts, r gulatory/ legal compliance etc. The lending guidelines reflect the specific 
bank's lending strategy (both at the macro level and individual borrower L vel and 
have to be in conformity with RBI guidelines. The loan policy typically lays down 
lending guidelines in the following areas: 

• Level of credit-deposit ratio 

• Targeted portfolio mix 

• Hmdle ratings 

• Loan pricing 

• Collateral security 
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Credit Deposit (CD) Ratio: 

A bank can lend o t only a certain proportion of its deposits, since some part of 
deposits have to be statutorily maintained as Cash Reserve Ratio (CRR) deposits, 
and an additional part has to be used fur making investment in prescnbed securities 
(Statutory Liquidity Ratio or SLR requirement). It may be noted that these are 
minimum requirem nts. Banks hav the option of having more cashreserves than 
CRR requirement and invest more in SLR securities than they are required to. 
Further, banks also have the option to invest in non-SLR securities. Therefore, the 
CPC has to lay down the quantum of credit that can be granted by the bank as a 
percentage of deposits availa le. Currently, the average CD ratio of the entire 
banking industry is around 70 percent, hough it differs across banks. It is rarely 
observed that banks lend out of their borrowings. 

Targeted Portfolio Ma: 

The CPC aims at a targeted portfolio mix keeping in view both risk and return. 
Toward this end, · lays down guidelines on choosing the preferred areas oflending 
(such as sunrise sectors and profitable sectors) as well as the sectors to avoid.25 
Banks typically monitor all major sectors of the economy. They target a portfolio 
mix in the light of forecasts for growth and profitability for each sector. If a bank 
perceives economi weakness in a sector, it would restrict new exposures to that 
segment and similarly, growing and profitable sectors of the economy prompt banks 
to increase new exposures to those sectors. This entam active portfolio management. 
Further, the bank also bas to decide which ctors to avoid. For example, the CPC 
of a bank may be of the view that the bank is already overextended in a particuJar 
industry and no more loans should be provided in that sector. It may also like to 
avoid certain kinds of loans keeping in mind general credit discipline, say loans for 
speculative purposes, unsecured loans, etc. 

HurdJe ratings: 

There are a number of diverse risk fuctors associated with borrowers. Banks should 
have a mprehensive risk rating system that serves as a single point indicator of 
diverse risk :factors of a borro~ er. This helps taking credit d cisions in a consistent 
.uanner. To filcilitate this, a substantial degree of standardi2ation is required in ratings 
acros borrowers. Th risk rating system sh uld be so designed as to reveal the 
overall risk oflending. For new borrowers, bank usually lays down guidelines 
regarding minimum rating to be achieved by the borrower to become eligible for the 
loan. This is also known as the 'hurdle rating' criterion to be achieved by a new 
borrower. 

Pricing of loans: 

Risk-return trade-off is a fundamental aspect of risk management. Borrowers with 
weak financial position and, hence, placed in higher risk category are provided 
credit facilities at a higher price (that is, at higher interest). The higher the credit risk 
of a borrower the higher would be his cost of borrowing. To price credit risks, 
banks devis appropriate systems, which u ally allow fleXJ.bility for vising the 
pri e (risk premium) due to changes in rating. In other words, if the risk rating of 
a borrower deteriorates his cost of borrowing should rise and · versa. At the 

http:avoid.25


macro levei loan pricing for a bank is dependent upon a number of its cost mctors 
such as cost of raising resources, cost of administration and overheads, cost of 
reserve assets like CRR and SLR., cost of maintaining capital, percentage of bad 
debt etc. Loan pricing is also dependent upon competition. 

Collateral security: 

As part of a prudent lending policy, banks usually advance loans against some 
security. The loan policy provides guidelines for this. In the c~ of term loans and 
working capital assets, banks take as 'primary security' the property or goods 
against which loans are granted In addition to this banks often ask fur additional 
security or 'collateral security' in the form of both phys· al and .financial assets to 
further bind the borrower. This reduces the risk for the bank. Sometimes, loans are 
· extended as 'clean loans' for which only personal guarantee of the. borrower is 
taken. 

COMPLIANCE WITH RBI GUIDELINES: 

The credit policy of a bank should be conformant with RBI guidelines; some of the 
important guidelines of the RBI relating to bank credit are discussed below. 

Directed credit stipulation : 

The RBI lays down guidelines regarding minimum advances to be made fur priority 
sector advances, export credit finance, etc. These guidelines need to be kept in 
iinnd while formulating credit policies for the Bank. 

Capital adequ cy 

If a bank creates assets-loans or investment-they are required to be backed up by 
bank capital; the amount of capital they have to be backed up by depends on the 
risk of individual asset that the bank: acquires. The riskier the asset, the larger 
would be the capital it has to be backed up by. This is o, because bank capital 
provides a cushion against unexpected losses of banks and riskier assets would 
require larger amounts of capital to act as cushion. The Basel Committee for Bank 
Supervision (BCBS) has prescribed a set of norms for the capital requirement for , 
the banks for all countries to follow. These norms ensure that capital should be 
adequate to absorb unexpected losses. In addition, all countries, including India, 
establish then- own guidelines for risk based capital framework known as Capital 
Adequacy Norms. The e norms have to be at least as stringent as the norms set 
by the Basel committee. A key norm of the Basel committee is the Capital Adequacy 
Ratio (CAR), also known as Capital Risk Weighted Assets Ratio, is a simple 
measure of the soundness of a bank. The ratio is the capital with the bank as a 
percentage of its risk-weighted assets. Given the level of capital available with an 
individual bank, this ratio determines the maximum extent to which the bank can 
lend. 

The Basel committee specifies a CAR of at least 8% for banks. This means that the 
capital funds of a bank must be at least 8 percent of the bank's risk weighted assets. 
In India, the I has specified 11 minimum <>f 9% which · more stringent than the 
international norm In fact, the actual ratio of all scheduled COIIllllC[Cial banks (SCBs) 
in India stood at 13.2% in March 2011. 
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The RBI also provides guidelines about how much risk weights banks should ~ 
to different classes of assets (such as loans). The riskier the asset class, the higher 
would be the risk weight. Thus, the real estate assets, for example, are given very 
high risk weights. This regulatory requirement that each individual bank has to 
maintain a minimum level of capital, which is commensurate with the risk profile of 
the bank's assets, plays a critical role in the safety and soundness of individual banks 
and the banking system. 

Credit Expo ure Limits 

As a prudential measure aimed at better risk management and avoidance of 
concentration of credit risks, the Reserve Bank has fixed limits on bank exposure 
to the capital market as well as to individual and group borrowers with reference 
to a bank's capital. Limi on int r-bank exposures have also been placed. Banks 
are further encouraged to place internal caps on their sectoral exposures, their 
exposure to commercial real estate and to unsecured exposures. These exposures 
are closely monitored by the Reserve Bank. Prudential norms on banks ' exposures 
to NBFCs and to related entities ar also in place. Table 2.1 gives a summary of 
the RBI 's guidelines on exposure norms for commercial banks in India. 

Table: Exposure norms for Commercial banks in India 

E>cposure to Limit 

1. Single Borrower 15 per cen of capital fund (Additional 

5 percent on Infrastructure exposure) 

2. Group Borrower 40 percent of capital fund (Additional 

10 percent on Infrastructure exposure) 

3. NBFC 10 percent of capital fund 

4. NBtC -AFC 15 percent of capital fund 

s. Indian Joint Venture/Whollv owned 20 percent of capital fund 

subsidiaries abroad/ Overseas step 

down subsidiaries of Indian 

corporates 

6. Capital Market Exposure 

(a) Banks' holding of shares In any Th lesser of 30 percent of paid-up share 

company capital of t he cumpany or 30 percent or 
the paid-up capital of banks 

(b) Banks' aggregate exposure to 40 percent of Its net worth 
' capital market (solo basiS) 

(c) Banks' aggregate exposure to 40 percent of Its consolldared net worth 

capital market (group basis) 

(d) Banks' direct exposure to capital 20 percent of net worth 

market (solo oasis) 

(e) Banks' direct exposure to capital 20 percent of consolidated net worth 

market (group basts) 

7. Gross Holding of capital among 10 per cent of a,p a1 fund 

banks / financial institutions 



Some of the categories of the above table are discu sed below: 

• Individual Borrowers: A bank's credit exposure to individual borrowers 
must not exceed 15 % of the Bank's capital funds. Credit exposure to 
individual borrowers may exceed the exposure norm of 15 % of capital 
funds by an additional 5 % (ie. up to 20 %) provided the additional credit 
exposure is on account of infrastructure financing. 

• Group Borrowers: A bank's exposure to a group of companies under the 
same management control must not exceed 40% of the Bank's capital funds 
unless the exposure is in respect of an infrastructure project. In that case, 
the exposure to a group of companies under the ame management control 
may be up to 50% of the Bank's capital funds. 

• Aggregate exposure to capital market: A bank's aggregate exposure to the 
capital market, including both fund based and non-fund based exposure to 
capital market, in all forms should not exceed 40 percent of its net worth 
as on March 31 of the previous year. 

In addition to ensuring compliance with th above guidelines laid down by RBI, a 
Bank may fix its own credit exposure limits for mitigating credit risk. The bank may, 
for exampl , set upper caps on exposures to sensitive sectors like commodity 
sector real estate ector and capital markets. Banlcs also may lay down guidelines 
regarding exposure limits to unsecured loans. 

Lending Rates: 

Banks are free to determine their own lending rates on all kinds of advances excep 
a few such as export finance; interest rates on the e exceptional categories of 
advances are regulated by the RBI. It maybe no ed that the Section 21A of the 
BR Act provides that the rate of interest charged by a bank shall not be reopened 
by any court on the ground that the rate of interest charged is e cessive. 

The concept ofberu:hmark prime lending rate (BPLR) was however introduced in 
November 2003 for pricing of loans by commercial banks with the objective of 
enhancing transparency in the pricing of their loan products. Each bank must declare 
its benchmark prime lending rate (BPLR) as approved by its Board of Directors. 
A bank's BPLR is the interest rate to be charged to its best clients; that is, clients 
with the lowest credit risk. Each bank is also required to indicate the maximum 
spread over the BPLR for various credit exposures. 

However, BPLR lost its relevance over time as a meaningful rererence rate, as the 
bulk of loans were advanced below BPLR Further, this also impedes the smooth 
transmission of monetary signals by the RBI. The RBI therefore set up a Working 
Group on Benchmark Prim Lending Rate (BPLR) in June 2009 to go into the 
issues relating to the concept ofBPLR and suggest measures to make credit pricing 
more transparent 

Following the recomnendatiom of the Group, the Reserve Bank bas isrued guidelines 
in February 2010. According to th guidelines the 'Base Rate system' will replace 
the BPLR system with effect from July 01 2010.All categories ofloans should 
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hencefurth be priced only with reference to the Base Rate. Each bank will decide 
its own Base Rate. The actual lending rates charged to borrowers would be the 
Base Rate plus borrower-specific charges, which will include product specific 
operating costs, credit risk premium and tenor premium. 

Since transparency in the pricing ofloans is a key objective, banks are required to 
exhibit the infoonation on their Base Rate at all branches and also on their websites. 
Changes in the Base Rate should also be conveyed to the general public from time 
to time through appropriate channels. Apart :from transparency, banks should ensure 
that interest rates charged to customers in the above arrangement are non
discriminatory in nature. 

TYPES OF ADVANCES: 

Advances can be broadly classified into: fund-based lending and non-fund based 
lending. Fund based lending: This is a direct furmoflending in which a loan with 
an actual cash outflow is given to the borrower by the Bank. In most cases, such 
a loan is backed by primary and/or collateral security. The loan can be provided for 
financing capital goods and/or working capital requirem.en . 

Non-fund based lending: In this type of facility, the Bank makes no funds outlay. 
However. such arrangements may be converted to fund-based advances if the client 
ram to fu.l6Il the terms ofb.is contract with the counterparty. Such fucilities are known 
as contingent liabilities of the bank. Facilities such as 'letters of credit' and ~guarantees' 
fall under the category of non-fund based credit. 

Let us explain with an example how guarantees work. A company talres a term loan 
from Bank A and obtains a guarantee from Bank B fur its loan from Bank A, for 
which he pays a fee. By issuing a bank guarantee, the guarantor bank (Banlc B) 
undertakes to repay Bank A. if the company fails to meet its primary responsibility 
of repaying Bank A 

Methods of Granting Advances 

Following are some of the methods of granting Advances used by banks -

1. Working Capital Finance 

Working capital finance is utilized for operating purposes, resulting in creation 
of current assets (such as inventories and receivables). Th5 is in contrast to term 
loans which are utilrz.ed for establishing or expanding a manufacturing unit by the 
acquisition of fixed ~ets. 

Banks carry out a detailed analysis of borrowers' working capital requirements. 
Credit limits are established in accordance with the process approved by the 
board of directors. The limits on Working capital mcilities are primarily secured 
by inventories and receivables ( chargeable current assets). 

Working capital finance consists mainly of cash credit mcilities, short term loan 
and bill discounting. Under the cash credit facility, a line of credit is provided 
up to a p e-established amount based on the borrower's projected level of sales 



inventories, receivables and cash deficits. Up to this pre-established amount 
disbursements are made~ on the actual level of inventories and receivables. 
Here the borrower is expected to buy inventory on payments and, thereafter, 
seek reimbursement from the Bank. In reality this may not happen. The facility 
is generally given for a period of up to 12 months and is extended after a review 
of the credit limit. For clients facing difficulties, the review may be made after 
a shorter period One problem faced by banks while extending cash credit 
facilities, is that customers can draw up to a maximum level or the approved 
credit limit, but may decide not to. Because of this, liquilit.y managerrent becomes 
difficult for a bank in the case of cash credit facility. RBI has been trying to 

· mitigate this probfem by encouraging the Indian corporate sector to avail of 
working capital finance in two ways: a short-term_ loan component and a cash 
credit component. The loan component wouJd be fully drawn, while the cash 
credit component would vary depending upon th borrower's requirements. 

According to RBI guidelines, in the case of borrowers enjoying working capital 
credit limits of Rs. 10 crores and above from the banking system, the loan 
component should nonnally be 80r«, and cash credit component 20 %. Banks, 
however, have the freedom to change the composition of working capital finance 
by increasing the cash credit component beyond 20% or reducing it below 20 
%, as the case may be, if they so desire. Bill discounting facility involves the 
financing of short-tenn trade receivables through negotiable instruments. These 
negotiable instruments can then be discounted with other banks if required, 
providing :financing banks with liquidity. 

2. Project Finance: 

Project fmance business consists mainly of extending medium-term and long
term rupee and foreign currency loans to the mamrracturing and infrastructure 
sectors. Banks also provide financing by way of investment in marketable 
imtrummts such as fixed rate and floating rate debentures. Lending banks usually 
insist on having a first charge on the fixed assets of the borrower. 

During the recent years, the larger banks are increasingly becoming involved in 
financing large projects, including in.fi:amucture projects. GNen the large amnmts 
of financing involved, banks need to have a trong framework for project 
appraisal The adop d framework will need to emphasize proper identification 
of projects. optimal allocation and mitigation of risks. The project finance approval 
proce s entails a detailed evaluation of technical, commercial, :financial and 
management factors and the project sponsor's financial trength and experience. 
As part of the appraisal process, a risk matrix is generated, which identifies each 
of the project risk\ mitigating mctors and risk allocation. Project finance exteixled 
by banks is generally fully secured and bas full recourse to the borrower company. 
1n most project finance cases, banks have a first lien on all the fixed assets and 
a second lien on all the current assets of the borrower company. In addition, 
guarantees may be taken from sponsors/ promoters o the company. Should the 
borrower company mil to repay on time, the lending bank can have full recourse 
to the sponsors/ promoters of the company. (Full recourse means that the lender 
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can claim the entire unpaid amount from the sponsors / promoters of the 
company.) However, while financing very large projects, only partial recourse to 
the sponsors/ promoters may be available to the lending banks. 

3. Loans to Small and Medium Enterprises: 

A substantial qnanbun ofloans is granted by banks to SlDlll and medium enterprises 
(SlvlEs). While granting credit filcilities to smaller units banks often use a cluster
based approach, which encourages financing of small enterprises that have a 
homogeneous profile such~ leather manu:fucturing units, chemical units, or even 
export oriented units. For assessing the credit risk of individual units, banks use 
the credit scoring models. As per RBI guideJines. banks shouki use simplified 
credit appraisal methods for assessment of bank finance for the smaller units. 
Further, banks have also been advised that they should not .insist on collateral 
security for loans up to Rs. IO lakh for the micro enterprises. Small Industries 
Development Bank of India (SIDBI) also mcilitates the flow of credi at reasonable 
.interest rates to the SME sector. This is done by incentiviziog banks and State 
Finance Corporations to lend to S"MEs by refinancing a specified percentage of 
incremental lending to SMBs, besides providing direct finance along with banks. 

4. Rural and Agricultural Loans 

The rural and agricultural loan portfolio of banks comprises loans to :furmers, 
small and medium enterprises in rural areas, dealers and vendors linked to these 
entities and even Corporate. For farmers, banks extend term loans for equiptrents 
used inJimning, including tractors, pump sets, etc. Banlcs also extend crop loan 
fucility to fimners. In agricultural financing, banks prefer an area based' approach; 
for example, by financing 1anners in an adopted village. The regional rural banks 
(RRBs) have a special place in ensuring adequate credit flow to agriculture and 
the rural sector. The concept of 'Lead Bank Scheme (LBS • was first mooted 
by the Gadgil Study Group, which submitted its report in October 1969. Pursuant 
to the recommendatlons of the Gadgil Study Group and those of the Nari.man 
Committee. this suggested the adoption of 'area approach' in .evolving credit 
plans and programmes for development of banking and the credit structure, the 
LBS was introduced by the RBI in December, 1969. The cheme envisages 
allonnent of districts to individual banks to enable them to assume leadership in 
bringing about banking developments in their respective districts. More recently, 
a High Level Committee was constituted by the RBI in November 2007, to 
review the LBS and improve its effectiveness with a fucus on financ_ia)_ inclusion 
and recent developments in the banking sector. The Committee has recommeI¥ied 
several steps to further improve the working of LBS. The importance of the role 
of State Governments for supporting banks in increasing banking business in 
rural areas has been emphasized by the Committee. 

5. Directed Lending 

The RBI requires banks to deploy a certain minimum amount of their credit in 
certain identified ectors of the economy. This is called directed lending. Such 
directed lending comprises priority sector lending and xport credit. 



A. Priority sector lending 

The objective of priority sector lending program is to ensure that adequate 
credit flows into some of the vulnerable sectors of the economy, which may 
not be attractive for the banks from the point of view of profitability. These 
sectors include agriculture, small scale enterpris~, retail trade, etc. Small 
housing loans, loans to individuals for pursuing education, loans to weaker 
sections of the society etc also qualify as priority ector loans. To ensure 
banks channelize a part of their credit to these sectors, the RBI has set 
guidelines defining targets for lending to priority sector as whole and in 
certain cases, sub-targets for lending to individual priority sectors (See Table). 

Table: Targets under Priority Sector Lending 

Domestic commercial banks Foreign banks 

Total Priority 40 per cent of ANBC or CEOBSE, 32 percent of ANBC or CEOBSE, 

Sector advances whichever is higher whichever ,s higher 

Total agricultural 18 percent of ANBC or CEOBSE, No Target 

advances whichever is higher 

Small Enterprise No Target 10 per cent of NBC or CEOBSE, 

advances whlchever Is higher 

Export credit Export credit is not a part of 12 per cent of ANBC or CEOBSE, 

priority sector for domestic Whichever Is higher 

commercial banks 

Advances to 10 percent of ANBC or CEOBSE, No target 

weaker sec ons Whichever is higher 

Differential Rate of 1 percent of total advances No target 

Inter t Scheme outstanding as at the end of 

the pre1( ous year 

Note: ANBC: Adjusted et Bank Credit 

CEOB E: Credit Equivalent of Off-Balance Sh et Exposure 

The RBI guidelines require banks to lend at least 40% of Adjusted Net 
Bank Credit (ANBC) or credit equivalent mmunt of Off-Balance Sheet 
Exposur (CEOB E), whichever is higher. In case of foreign banks, the 
target for priority sector advances is 32% of ANBC or CEOBSE whichever 
is higher. 

In addition to these limits for overall priority sector lending, the RBI sets 
sub-limits for certain sub-sectors within the priority sector such as ago;ulture. 
Banlcs are required to comply with the priority sector lending requirements 
at th end of each.financial year. A bank having shortfiillmlending to priority 
sector lending target or sub-target shall be required to make contnbution to 
the Rural Infrastructure Development Fund (RIDF) established with 
NABARD or funds with other financial institutions as specified by the RBI. 
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B. Export Credit 

As part of directed lending, RBI requires banks to make loans to exporters 
at concess·onalrates of interest. Export credit is provided fur pre-shipment 
and post-shipment requirements of exporter borrowers in rupees and foreign 
currencies. At the end of any fiscal year, 12.0% of a bank's credit is 
required to be in the form of export credit. This requirement is in addition 
to the priority ector lending requirement but credits extended to exporters 
that are small scale industries or small businesses may also meet part of the 
priority sector lending requirement. 

6. Retail Loan 

Banlcs today, offer a range of retail asset products, mcluding home loans, 
automobile loans, personal loans (for marriage, medical expenses etc), credit 
cards, consumer loans (such as TV sets, personal computers etc) and, loans 
against time depo its and loans against shares. Banks also may fund dealers 
who sell autonx>biles two wheelers, comm:ru durables and commercial vehicles. 
The share of retail credit in total loans and advances was 22.63% at end
March 2010. 

Customers for retail loans are typically middle and high-income, salaried or self
employed individuals and. in some oases, proprietorship and partnership firms. 
Except for personal loans and credit through credit cards, banks stipulate that 
(a) a certain percen ag of the cost of the asset (such a a home or a TV set) 
sought to be financed by the loan, to be borne by the borrower and (b) that 
the loans are secured by the asset financed Many banks have implemented a 
credit-scoring program, w~h is an automated credit approval system that assigns 
a credit score to each applkaot based on certain attributes like imx>me, educational 
background and age. The credit score then forms the basis ofloan evaluation. 
External agencies such as field investigation agencies and credit processing 

ageixies may be used to facilitate a comprebemive due diligence proc~ including 
visits to offices and homes in the case ofloans to individual borrowers. Before 
disbursements are made, the credit officer checks a centralized delinquent 
database and reviews th borrower s profile. ID making credit decisions, banks 
draw upon reports from agencies such as the Credit Information Bureau (India) 
Limited (CIBIL). 

Some private sector banks use direct marketing associates as well as their own 
branch network and employees for marketing retail credit products. However, 
credit approval authority lies only with the bank's credit office.rs. 

Two important categories of retail loans-home finance and personal loans
are discussed below. 

Home Finance: 

Banks extend ho finance Joans, either directly or through home finance 
subsidiaries. Such long term housmg loans are provid d to inclividuals and 
corporations and also given as construction finance to builders. The loans are 



secured by a mortgage of the property financed. These loans are extended for 
maturities generally ranging from five to fifteen years and a large proportion of 
these loans are at :floating rates of interest. This reduces the interest rate risk that 
banks assume, since a bank's sources of finance are generally of shorter maturity. 
However, fixed rate loans may also be provided; usually with banks keeping a 
higher margin over benchmark rates in order to compensate for higher interest 
rate mk. Equated imnthly iMtalhmnts are fixed for repaym:m.t of loans depending 
upon the income and age of the borrower(s). 

Penonal Loans: 

These are often unsecured loans provided to customers who use these funds fur 
various purposes such as higher education, medical expenses, social events and 
holidays. Sometimes collateral security in the form of physical and financial 
assets may be available for securing the personal loan. Portfolio of personal 
loans also includes micro-banking loans, which are relatively small value loans 
extended to lower income customers in urban and rural areas. 

7. International Loans Extended by Banks 

Indian Corporate raise foreign cUITency loans from banks based in India as well 
as abroad as per guidelines issued by RBI/ Government of India. Banks raise 
funds abroad for on-lending to Indian Corporate. Further, banks based in India 
have an access to deposits placed by Non Resident Indians (NRis) in the form 
of FCNR (B) deposits, which can be used by banks in India for on-lending to 
Indian customers. 

SECURED ADVAN ES 

A banker secures the advances by means of 

a) Lm 

b) Pledge 

c) Mortgage 

d) Hypothecation 

Lien 

In law, a Hen is a form of security interest granted over an item of property to secure 
the payment of a debt or perfonnance of some other obligation. The owner of the 
property,• who grants the lien, is referred to as the lienor and the person who has 

th benefit of the lien is referred to as the lienee. 

The etymological root is Anglo-French lien, loyen "bond", "restraint", from 
Latin ligamen, from ligare "to bind". 

Common-law liens are divided into special liens and general liens. A special lien, 
the more common kind, requires a close connection between the property and the 

service rendered. A special lien can only be exercised in respect of fees relating to 
the instant tramaction; the lienee cannot use the property held as security for past 

Bank Deposit Accounts 

NOTES 

Check Your Progress: 

1. What are bank 
accounts? 

2. How many types of 
mortgage loans are 
there? 

41 



Banking and 
Insurance Practices 

NOTES 

42 

debts as well A general lien affects all of the property of the lienor in the possession 
of the lienee, and stands as security for all of the debts of the lienor to the lienee. 
A special lien can be extended to a general lien by contract, and this is commonly 
done in the case of carriers. A COilllllon-law lien only gives a passive right to retain; 
there is no power of sale which arises at common law, l although some statutes have 
also conferred an additional power of sale, and it is possible to confer a separate 
power of sale by contract. 

Pledge 

A pledge is a contract whereby an article is deposited with. a lender or a promise 
as security for the repayment of loan or performance of a promise. To complete a 
contract of pledge, delivery of goods to the banker is necessary. Delivery of 
documents of title relating to the good, or the key of the godown where the goods 
are stored may be sufficient to create a valid pledge. 

The pledge has a common law power of sale in the event of a defiwlt on the secured 
obligations which arise if the secured obligations are not satisfied by the agreed 
time ( or, in default of agreement, within a reasonable period of time). If the power 
of sale is exercised, then the holder of the pledge must account to the pJedgor for 
any surplus after payment of the secured obligations. 

A pledge does not confer a right to appoint a receiver or foreclose. If the holder 

of pledge sells or disposes of the pledged assets when not entitled to do so, they 
may be liable in conversion to the pledgor. 

MORTGAGE LOAN 

Baste concepts and legal regulation 

According to Anglo-American property law, a mortgage occurs when an owner 
(usually of a fee simple interest in realty) pledges his or her interest (right to the 
property) as security or collateral for a loan. Therefore, a mortgage is 
an encumbrance (limitation) on the right to the property just as an easement would 
be, but because most mortgages occur as a condition for new loan money, the word 
mortgage has become the generi term for a loan secured by such real property. As 
with other types of loans mortgages have an interest rate and are scheduled 
to amortize over a set period of time, typically 30 years. All types of real property 
can be, and usually are, secured with a mortgage and bear an interest rate that is 

supposed to reflect the lender's risk. 

Mortgage lending is the primary mechanism used in many countries to finance 
private ownership of residential and commercial property (see commercial 
mortgages). Although the terminology and precise forms will cli:frer from country to 
country the basic components tend to be similar: 



• Property: the physical residence being financed. The exact funn of ownership 
will vary from country to country, and may restrict the types of lending that 
are possible. 

• Mortgage: the security interest of the lender in the property, which may 
entail restrictions on the use or disposal of the property. Restrictions may 
include requirements to purchase home insurance and mortgage insurance, 
or pay off outstanding debt before selling the property. 

• Borrower. the person borrowing who either bas or is creating an ownership 
interest in the property. 

• Lender: any lender, but usually a bank or other financial institution. Lenders 
may also be investors who own an interest in the mortgage through 
a mortgage-backed security. In such a· situation. the initial lender is known 
as the rmrtgage originator, which then packages and sells the loan to investors. 
The payments from the borrower are thereafter collected by a loan servicer. 

• Principal: the original s:iz.e of the loan, which may or may not include certain 
other costs; as any principal is repaid, the principal will go down in size. 

• Interest: a financial charge for use of~e lender's money. 

• Foreclosure or repossession: the possibility that the lender has to foreclose, 
repossess or seize the property under certain circumstances is essential to 
a mortgage loan; without this aspect the loan is arguably no different :from 
any other type of loan. 

Many other specific characteristics are common to many markets, but the above are 
the essential features. Governments usually regulate many aspects of rmrtgage lending, 
either directly (through legal requirem2lts, fur example) or iDlirectly (throughreguJation 
of the participants or the financial markets, such as the banking industry), and often 
through state intervention (direct lending by the governnmt, by state-owned banks, 
or sponsorship of various entities). Other aspects that define a specific mortgage 
market may be regional, historical, or driven by specific characteristics of the legal 
or financial system. 

Mortgage loans are generally structured as long-term loans, the periodic payments 
for which are similar to an annuity and calculated according to the time value of 
money fommlae. ~ most msic ammgenient would require a fixed tmnthly payment 
over a period of ten to thirty years, depending on local conditions. Over this period 
the principal component of the loan (the original loan) would be slowly paid down 
through amortization. In practice, many variants are possible and common worldwide 
and within each country. 

Lenders provide fimds against property to earn interest inco~ and generally borrow 
these funds themselves (fur example, by taking deposits or issuing bonds). The price 
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at which the lenders borrow money therefore affects the cost of borrowing. Lenders 
may also, in many courrtri:s, sell the tmrtgage loan to other parties who are interested 
in receiving the stream of cash payments from the borrower, often in the form of a 
security (by meam of a securitization). 

Mortgage lending will also take into account the (perceived)~ of the mortgage 
loan, that is, the likelihood that the funds will be repaid (usually considered a 

:function of the creditworthiness of~e borrower); that if they are not repaid, the 
lender will be able to foreclose and recoup some or all of its original capital; and 
the financial, interest rate risk and time delays that may be involved in certain 
circum&ances. 

MORTGAGE LOAN TYPES 

There are many types of mortgages used worldwide, but several factors broadly 
define the characteristics of the mortgage. All of these may be subject to local 
regulation and legal requirements. 

• Interest: interest may be fixed for the life of the loan or variable, and change 
at certain pre-defined periods; the interest rate can also, of course, be 

higher or lower. 

• Term: mortgage loans generally have a maximum term, that is, the number 
of years after which an amortizing loan will be repaid Some mortgage loans 
may have no amortization. or require full repayment of any ~g balance 
at a certain date or ven negative amortization. 

• Paymea;it amount and frequen:y: the amount paid per period and the frequency 
of payments; in ome cases, the amount paid per period may change or the 

borrower may have the option to increase or decrease the amount paid. 

• Prepayment: some types of mortgages may limit or restrict prepayment of 
all or a portion of the loan, or require paym nt of a penalty to the lender 
for prepayment. 

The two basic types of amortized loans are the fixed rate mortgage (FRM) 
and adjustable-rate mortgage (ARM) (also known as a floating rate or variable rate 
mortgage). In many countries (such as the United States), floating rate mortgages 

are the norm and will simply be referred to as mortgages. Combmations of fixed and 
floating rate are also common, whereby a mortgage Loan will have a fixed rate for . 
some period, and vary after the end of that period. 

• In a fixed rate mortgage the interest rate, and hence periodic payment, 
remains fixed for the life (or term) of the loan. Therefore the payment is 
fixed, although ancillary costs (such as property taxes and insurance) can 



and do c.hange. For a fixed rate mortgage, payments for principal and 

interest should not change over the life of the loan, 

• In an adjustable rate mortgage, the interest rate is generally fixed for a 
period of time, after which it will periodically (for example, annually or 
monthly) adjust up or down to some market index. Adjustable rates transfer 
part of the interest rate risk from the lender to the borrower, and thus are 
widely used where fixed rate funding is difficuh to obtain or prohibitively 
expensive. Since the risk is transferred to the borrower, the initial inter t 
rate may be from 0.5% to 2% lower than the average 30-year fixed rat 
the size of the price differential will be related to debt market conditio 
including the yield curve. 

The charge to the borrower depends upon the credit risk in addition to the interest 
rate risk. The DX>rtgage origination and underwriting process involves checking credit 
scores, debt-to-income, down payments, and ~- Jumbo mortgages and subprime 
lending are not supported by government guarantees and mce higher interest rates. 

HYPOTHECATION 

Hypothecation is the practice where a borrower pledges collateral to secure a debt. 
The borrower retains ownership of the collatera1, but it is "hypothetically" controlled 
by the creditor in that he has the right to seize possession if the borrower defauhs. 
A connnon exampl occurs when a consumer enters into a mortgage agreement, in 
which the consumer's house becomes collateral until the mortgage loan is paid off 

Rehypothecation is a practice that occurs principally in the financial markets where 
a bank or other broker-dealer reuses the collateral pledged by its clients as collateral 
for its own borrowing. 

Hypothecation is a common feature of consumer contracts involving mortgages -
the borrower legally owns the house, but until the mortgage is paid off the creditor 
has the right to take possession in the hypothetical case that the borrower fails to 
keep up with repayments. If a conswmr takes out an additional loan secured against 
the value of his mortgage (approximately the current value of the house minus 
outstanding repayments) the consumer is then hypotbecating the mortgage itself
the creditor can still seize the house but in this case the creditor then becom 
responsible for the outstanding mortgage debt. Sometimes consumer goods and 
business equipment can be bought on credit agreements involving hypothecation -
the goods are legally owned by the borrower, but once again the creditor can seize 
them if required. 

CHAPTER SUMMARY 

Bank deposits serve different purposes for different people. Some people carmot 
save regularly; they deposit money in the bank: only when they have extra income. 
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The purpose of deposit then is to keep money safe for future needs. Some may 
want to deposit money in a bank for as long as possible to earn interest or to 
accumulate savings with interest so as to buy a flat, or to meet hospital expenses 
in old age, etc. Some, mostly businessmen, deposit all their income from sales in a 
bank account and pay all business expenses out of the deposits. Keeping in view 
these diflerences, banks offer the fucility of opening different types of deposit accounts 
by people to suit their purpose and convenience. 

On the basjs of purpose they serve, bank deposit accollilts may be classified as 
fullows: 

a Savings Bank.Account 

b. Current DepositAccolJilt 

c. Fixed Deposit Account 

d. Recurring Deposit Account. 

ANSWERS TO CHECK YOUR PROGRESS 

1. A deposit account · a current account, savings accmmt, or other type ofbank 

account, at a banking .institution that allows money to be deposited and 
withdrawn by the account hokier. 

TESTYOURSELF 

1) Explain what Bank Deposit Accounts are. 

2) Discuss various types of Deposit Accounts that can be opened in Banks. 

3) What are the strategies of mobilizing deposits? 

4) Explain the Principles of lending. 

5) Descn'be various types of Advances at a Bank grants to consumers. 

6) Distinguish between pledge and mortgage. 

7) What js meant by Hypothecation? 

BANKING ARTICLE (CASE) 

How to open a Savings Bank Account 

To open a savings bank account in a commercial bank, you have to first decide 
what ammmt of money you would like to deposit initially. You may enquire and find · 
out from the nearest bank what is the minimum amount to be deposited while 
opening a savings bank a ount. You have to deposit at ast that amount or more 



if you want. On entering a bank ( any branch of a bank) you will find a counter for 
enquiry (or a counter with: 'May I help you ' board). Having known the minimum 
amount to be deposited, you should ask for a form of application for opening 
Savings Bank Account. You are not required to pay anything for it. You should then 
take the following 

Steps: 

i. FilHng up the Form 

The application form has to be filled up givmg the following necessary 
infunmtion: 

a Name of the person (applicant) 

b. His/her occupation 

c. Residential Address 

d. Specimen signature of the applicant 

e. Name, address, account number and signatme of the r,erson introducing 
the applicant 

Besmes the above infonnation you have to give an undertaking that you will 
abide by the rules and regulations of the bank, which are in force. At the 
end of the application form, you have to put your signatw-e. (In some banks 
it is required to attach two passport si7.e photographs of the applicant along 
with the application.) 

ii. Proper Introduction 

Every bank requires that a person known to the bank should introduce the 

applicant. It may be convenient to be introduced by a person having already 
an account in that bank. Some banks may accept the attested copy o 
Passport or Driving License, if any, of the applicant. In that case personal 
introduction i<I not necessary. Introduction ic; required to prevent the possibility 
of opening of account by an undesirable person. 

iii Specimen Signature 

The applicant has to put his/her specim n signatures at the blank space 
pro · ded on the application form for that purpose. In addition, specimen 
signatures have to be put separately on a card on which a photograph of 
the applicant may be pasted, along with his/her name and account number. 

After the above steps have been taken and the officer concerned is satisfied 
that the application form is in order, money is to be deposited at the cash 
counter after filling in a printed 'Pay-in slip'. 
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An account number will then be allotted and written on the application form 
as well as the card having your specimen signatures. At the same time you 
will be issued a Passbook with the initial deposit recorded in it. All future 
deposits and withdrawals will also be entered in the passbook, and it will 
remain with you. If you want to use cheques for withdrawal or pa}1nent of 
money out of your deposits, a cheque book will be issued on your request 
A cheque form is a printed form in which you may issue an order to the 
bank to pay the amount specified in it to a person. 



3 Investment Management 
and Investment Banking 
The Unit Include: 

■ Indroduction 

■ Process of investment management 

■ Key proble~ oflnvesnmnt Management 

■ Representing the owners of shares 
■ Sire of the global fund management industry 

■ Approaches to investment decision making 

■ Investment styles 

■ Preparation of Cheque 

■ Endorsements 
■ Bill of Landing 
■ Main Types of Bill 

■ Government Securities 

■ Exchange Traded Fwid 

■ Structure of ETF's 

■ Banking Article (CASE) 

■ Chapter Summary 

• Test yourself 

Learning Objectives: 

After going through this chapter, you should be able to: 

• Define investment banking. 

• Describe the importance of investment banking. 

• Discuss issues and concerns involved. 

• Undentand various banking provisions. 
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INTRODUCTION 

Investment management is the professional management of various securities 
(shares, bonds and other securities) and assets (e.g., real) in order to meet specified 
investment goals for the benefit of the investors. Investors may be institutions 
(insurance companies, pension funds, corporations, charities, educational 
establishments etc.) or private investors (both directly via investment contracts and 
more connnonly via collective investment schemes e.g. mutual funds or exchange
traded funds). 

The term asset management is often used to refer to the investment management 
of collective investments, (not necessarily) while the more generic fund management 
may refer to all forms of institutional .investment as well as investment management 
for private investor . Investment managers · who speci lize 
in advisory or discretionary management on behalf of (normally wealthy) private 
investors may often refer to their services as wealth management or portfolio 
management often within the context of so-called "private banking". 

The provision of'investment management services' includes elements of financial 
statement analysis, asset selection, stock selection, p1an nq,Iementation and ongoing 
monitoring of investments. Invemnent management is a large and important global 
industry in its own rigbt responsible fur caretaking of trillions of rupees, yuan, dollars, 
euro, pounds and yen. Coming under the remit of financial ervices many of the 
world's largest companie are at least in part investment managers and employ 
millions of staff and create billions in revenue. 

Fund manager refers to both a firm that provides in estment management services 
and an individual who directs fund management decisions. 

The business of investment bas several facets, the employment of professional fimd 
managers, research (of individual assets and asset classes), dealing, settlement, 
marketing, internal auditing, and the preparation of reports for clients. The largest 
financial fund managers are fums that exhibit all the complexity their size demands. 
Apart from the people who bring in the money (marketers) and the people who 
direct investment (the fund managers), there are compliance staff(to ensure accord 
with legislative and regulatory constraints), internal auditors ofvarfous kinds (to 
examine internal S}'Htems and controls), financial controllers (to account for the 
institutions• own money and costs), computer experts, and "back office" employees 
(to track and record transactions and fund valuations for up to thousands of clients 
per institution). 

PROCESS OF INVESTMENT MANAGEl\lENT 

Investment managemmt also known as portfolio management is not a simple activity 
as it involves many complex steps which is broken down into following steps for a 
better understanding. Steps are as follows -

Specification of investment objectives & constraJnts 

Investment needs to be guided by a set of objectives. The main objectives taken 
into consideration by investors a.re capital appreciation, current income and safety 



of principal The relative importance of each of these objectives needs to be 
determined. The main aspect that affects the objectives is risk. Some investors are 
risk takers while others try to reduce risk to the minimum level possible. Identification 
of constrains arising out of liquidity, time horizon, tax and special situations need to 
be addressed. 

Choice of the asset mix 

In investment management the most important decision is with respect to the asset 
mix decision. It is to do with the proportion of equity shares or shares of equity 
oriented mutual funds i.e. stocks and proportion of bonds in the portfolio. The 
combination on the number of stocks and bonds depends upon the risk tolerance 
of the investor. This step also involves which classes of asset investments will be 
placed and also determines which securiti s should be purchased in a particular 
class. 

Formulation of portfolio strategy 

After the stock - bond combination is chosen, it is important to formulate a suitable 
portfolio strategy. There are two types of portfolio strategies. The first is an active 
portfolio strategy which aims to earn greater risk adjusted returns depending on the 
market timing, sector rotation, security selection or a mix of these. The second 
strategy is the passive strategy which involves holding a well diversified portfolio and 
also maintaining a pre,.decided level risk. 

Selection of securities 

Investors usually select stocks after a careful fundamental and technical analysis of 
the security they are intere&ed in purehasing In case of bonds credit ratings liquidity, 
tax shelter, term of maturity and yield to maturity are factors that are considered. 

Portfolio Execution 

This step involves implem!llting the furmulat:ed portfolio strategy by buying or selling 
certain ecwities in specified amounts. This tep is the one which actually affects 
investn:mt results. 

Portfolio Revision 

Fluctuation in the prices of tocks and bonds lead to changes in the value of the 
portfolio and this calls for a rebalancing of the portfolio from time to time. This 
principally involves shifting from bonds to stocks or vice-versa. Sector rotation and 
security changes may also be needed. 

Performance Evalua · on 

The assessment of the performance of the portfolio should be done from time to 
time. It helps the investor to realize if the portfolio retmn is in proportion with its 
risk exposw-e. Along with this it is also necessary to have a benchmark fbr compamon 
with other portfolios that have a similar risk exposure. 

KEY PROBLEMS OF INVESTMENT MANAGEMENT 

Key problems include: 
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• Revenne is directly linked to market valuations, so a major mll in asset 
prices can cause a precipitous decline in revenues relative to costs; 

• Abovt}-average fund performance is difficult to sustain, and clients may not 
be patient during times of poor performance; 

• Successful fund managers are expensive and may be headhunted by 
competitors; 

• Above-average fund perfonnance appears to be dependent on the unique 
skills of the fimd manager; however, clients are loath to stake their inve&m:mt8 
on the ability of a few individua1s- they would rather see firm-wide succ~ 
attnbutable to a single philosophy and internal discipline; 

• Analysts who generate above-average returns often become sufficiently 
wealthy that they avoid corporate employment in favor of managing their 
personal portfolio . 

REPRESENTING THE OWNERS OF SHARES 

Institutions often coatrol lmge shareholdings. In most cases they are acting as fiduciary 
agents rather than principals (direct owners). The owners of shares theoretically 
have great power to alter the companies via the voting right the shares carry and 
the consequent ability to pressure managements, and if necessary out-vote them at 
annual and other meetings. 

In practice, the ultimate owners of hare often do not exercise the power they 
collectively hold (because the owners are many, each with small holdings); financial 
institutions (as agents) om n:nes do. There is a general belief that shareholders 
in this case, the institutions acting as agents-----<Xluld and should exercise 1D>re active 
influence over the companies in which they hold shares ( e.g., to hold managers to 
account, to ensure Boards effective fimctioning). Such action would add a pressure 
group to those (the regulators and the Board) overseeing management. 

However there is the problem of how the ~tituMn should exercise t:lm power. One 
way 5 fur the imtitution to decide, the other is for the institution to poll its beneficiaries. 
Assummg that the institution polls, should it then: (i) Vote the entire holding as 
directed by the majority of votes cast? (ii) Split the vote (where this is allowed) 
according to the proportions oftbe vote? (iii) Or respect the abstainers and only 
vote the respondents holdings? 

The price signa]s generated by large active managers holding or not holding the 
stock may contnlmte to management change. For example, this is the case when a 
large active manager sells his position in a company, leading to (possibly) a decline 
in the stock price, but more importantly a loss of confidence by the markets in the 
management of the company, thus precipitating change in the management team 

Some institutions have been more vocal and active in pursuing such matters; for 
instance, some :finm beheve that there are investment advantages to accumulating 
substantial minority hareholdings (i.e. 10% or more) and putting pressure 
on management to implement ignificant changes in the business. In some cases, 



inm:itutions with minority ho1dings work together to 1brce managea:mt change. Perhaps 
more frequent is the sustained pressure that large institutions bring to bear on 
management temm through persuasive discourse and PR On the other hand, so~ 
of the 1argest investment managers-such as Black Rock and Vanguard-advocate 
simply owning every cotq>any, reducing the incentive to influeooe managemmt teams. 
A reason for this last strategy is that the investment manager prefers a closer, more 
open and honest relationship with a company's management team than would exist 
if they exercised control; allowing them to make a better investment decision. 

The national context in which shareholder representation considerations are set is 
variab1e and important. The USA is a litigious society and shareholders use the law as 
a lever to pressme management teams. In Japan it is traditional for shareholders to 
be low in the 'pecking order,' which often allows management and labor to ignore 
the rights of the uhimate owners. Whereas US ~ generally cater to shareholders, 
Japanese businesses generally exrubit a stakeholdf!r mentalliY: in which they seek 
consensus amongst all interested parties (against a background of strong unions and 
labor legislation). 

SIZE OF THE GLOBAL FUND MANAGEMENT INDUSTRY 

Conventional assets under management of the global fund management industry 
increased by 10% in 2010, to $79.3 trillion. Pension assets accounted for $29.9 
trillion of the to~ with $24.7 trillion invested in mutual fimds and $24.6 trillion in 
insurance funds. Together with alternative assets (sovereign wealth funds, hedge 
funds, private equity funds and exchange traded funds) and funds of wealthy 
individuals, assets of the global fund management industry totaled around $117 
trillion. Growth in.2010 followed a 14% increase in the previous year and was due 
both to the recovery in equity markets during the year and an inflow of new fimds. 

Philosophy, Proces and People 

The 3-P's (Philosophy, Process and People) are often used to describe the reasons 
why the manager is able to produce above average results. 

• Philosophy refers to the over-arching beliefs of the invemment orgmm:ation. 
For example: (i) Does the manager buy growth or value shares, or a 
combination of the two (and why)? (ii) Do they believe m market timmg 
(and on what evidence)? (iii) Do they rely on external research or do they 
employ a team of researchers? It .is helpful if any and all of such fundammtal 
beliefs are supported by proof-statements. 

• Process refers to the way in which the overall philosophy is implemented, 
For example: (i) Which universe of assets is explored before particular 
assets are chosen as suitable investmmts? (ii) How does the manager decide 
what to buy and when? (iii) How does the manager decide what to sell and 
when? (iv) Who takes the decisions and are they taken by committee? (v) 
What controls are in place to ensure that a rogue fund ( one very different 
from others and from what is intended) cannot · e? 
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• People refer to the sta:ll; especially the fund managers. The questions are, 
Who are they? How are they selected? How old are they? Who reports to 
whom? How deep is the team ( and do all the members understand the 
philosophy and process they are supposed to be using)? And most important 
of all, How long bas the team been working together? This last question is 
vital because whatever performance record was presented at the outset of 
the reJationship with the client may or may not relate to (have been produced 
by) a team that is still in place. If the team has changed greatly (high staff 
turnover or changes to the team), then arguably the performance record is 
completely unrelated to the existing team(offund managers). 

At the heart of the investment management industry are the managers who invest 
and divest client investments. 

A certified company investment advisor should conduct an assessment of each 
client's individual needs and risk profile. The advisor then recommends appropriate 
investmeats. 

APPROACHES TO INVESTMENT DECISION MAKING 

The stock market is thronged by investors pursuing diverse investment approaches 
which may be broadly divided into four categories as follows 

I. Fundamental approach 

2. Psychological approach 

3. Academic approach 

4. Eclectic approach 

Fundamental approach 

The basic belief of the fundamental approach and commonly used by the majority 
of investment expert are as follows We know that security has an intrinsic value and 
this intrinsic value depends upon the basic economic (fundamental) mctors and it can 
be determined by an in.,ightful analysis of the fimdamental mctors concerning to the 
company, industry and economy. In some cases, at some given period of time the 
CWTent market value of a security will differ from the intrinsic value of the security. 
Over the period of time the market price will fall in line with the intrinsic value. By 
buying under-valued securities (securities whose intrinsic value is more than its 
market value) and selling over-valued securities (securitie whose intrinsic value is 
less than its market value) good amount of returns can be earned 

Psychological approach 

Psychological.mood of an investor is believed to influence the stock price. Therefore 
it is rightly said that psychological approach is based on the belief that the stock 
market is not guided by reason but by emotions. Prices rises to great heights when 
greed and euphoria sweep the market and when the market is surrounded with fear 
and despair, prices falls drastically. J.M.Keynes in his book - The general theory of 
employment, interest and 1mney descnbed this phenomenon in eloquent terms. He 
said: 



" A conventional valuation which is established as the outcome of the 
mass psychology of a large number of ignorant individuals is liable to 
change violently flS the result of a sudden fluctuation of opinion due to 
factors which do not really make much difference to the prospective yield. 

" 
Since psychic value seems to be more valued than the intrinsic value therefore it is 
suggested by the psychological approach for a profitable outcome to analyze how 
investors tend to react as the market is swept by waves of optinmm and pessimism. 
The 'castles-in-the-air' theory by Burton G Malkiel descnbes the psychological · 
approach vividly. It is more of a technical analysis which involves study of internal 
market data and it also concerns in building some trading rules as it beneficial and 
aimed at profit making. By analyzing the market data one can recognize certain 
persistent and recurring patterns of price movement. Variety of tools are used in 
technical analysis such as moving a erage analysis, point and figure chart, bar chart, 
breadth of market analysis etc. 

Academic Approach 

Over the last fuur- five decad , various aspects of capital structure are studied by 
the academic community particularly in the advanced countries rt talcing help of 
comparatively sophisticated methods of examination. There appears to be substantial 
support fur the following belief despite numerous unsolved issues anti controversies 
arising from the studies which are pointing out in different directions. Stock price 
reflect th intrinsic value fairly well as they are practically efficient .in responding 
promptly and reasonably to the flow of information. This means that 

Current market price = Intrinsic value 

We can say that stock price behavior is like a random walk in the park that means 
past price behavior cannot be used to determine or predict future price behavior as 
the successive price changes are independent. The expected return from the security 
is linearly associated to its systematic risk (market risk or non-diversifiable risk) 
because in a capital market there is a positive relationship between risk and retwn. 

Eclectic approach 

It · the ombination of all the three approaches discussed above, the basic beli f 
of eclectic approach are as follows. 

• Total dependency on fundamental analysis is not appreciated as there are 
some un rtainties associated with it but fundamental analysis is helpful in 
forming a basic standard and benchmark. Fundamental analysis should be 
viewed with caution because of excessive refinement and complexity 
associated with it. 

■ Technical analysis is usefully in gauging the current mood of investors and 
comparative strength of supply and demand force . To al dependency on 
technical indicators can resuh in to a situa · n which is very dangerou and 
one might not be able to control it, a the mood of the investors is very 
unpredictable. Complicated fundameatalsystem babituaily represents figments 
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of imagination to a certain extent than tool of proven usefulness therefore it 
should ordinarily be regarded as the suspect. 

• The market is neither as speculative as the psychological approach indicates 
nor as well planned as academic approach recommends. Eclectic approach 
does have some inefficiency and it is not perfect but it does react rationally 
and quite efficiently to the flow of information There are some imtances that 
the securities are mispriced but still there appears to be quit strong association 
between risk and return. 

The operational implications of the eclectic approach are as follows 

• ertain value 'Anchors' are established by conducting fimdamental analysis. 

• The tate of market psychology is assessed by teclmical analysis. 

• Which securities are worth buying, worth selling or worth disposing is 
determined by the combine result of fundamental and technical analysis. 

Asset allocation 

The different ~et class definitions are widely debated, but four common divisions 
are stocks, bonds, real-esta ~ and commodities. The exercise of allocating funds 
among these assets (and among individual securiti within each asset class) is what 

investment management firms are paid for. Asset classes exhibit different market 
dynamics, and different interaction efrects; tlms, the allocation of money among asset 
classes will have a significant effect on the performance of the fund Some research 
suggests that allocation among asset classes has more predictive power than the 
choice of individual holdings in detennining portfolio retmn. Arguably, the skill of a 
successfuJ investment manager resides in constructing the asset allocation, and 
separately the individual holdings so as to outperform certain benchmarks (e.g., the 
peer group of competing funds, bond and stock indices). 

Long-term returns 

It is important t 1 ok at the evidence on the long-term returns to different assets, 
and to holding period returns (the returns that accrue on average over different 
lengths of investment). For example, over very long holding periods (e.g. Io+ years) 

in most countries, quities have generated higher returns than bonds, and bonds 
have generated higher returns than cash. According to financial theory, this is because 
equities are riskier (more volatile) than bonds which are themselves more risky than 

cash. 

Diversification 

Against the backgrolllld of the ~et allocation, fund managers consider the degree 
of diversification t t makes sense for a given client (given its risk preferences) and 
construct a list of planned h>~ accordingly. The list will indicate what percentage 
of the fund should be invested in each particular stock or bond. The theory of 
portfolio diversification was originated by Markowitz ( and many ot.hm) and effective 
diversification requires management of the correlation between the asset returns and 



the liability returns, wues internal to the portfolio (individual holdings volatility), 
and cross-rorrelations between the returns. 

INVESTMENT STYLES 

There are a range of different styles of fund management that the institution can 
implemmt. For example, growth, value, growth at a rearonabJe price (GARP), market 
neutral, small capitali7.ation, indexed, etc. Each of these approaches has its distinctive 
features, adherents and, in any particular :financial environment, distinctive risk 
characteristics. For example, there is evidence that growth styles (buying rapidly 
growing earnings) are especially effective when the companies able to generate such 
growth are sc.arce; conversely, when such growth is plentiful, then there is evidence 
that value styles tend to outperform the indices particularly successfully. 

Investment Banking 

Investment banking includes a wide variety of activities, including Ullderwrit:ing, selling. 
and trading securities, providing financial advisory services, and managing assets. 
Investment banb cater to a diverse group of stakehoklers-co~, governments, 
non-profit institutions, and individuals - and help them raise funds on the capital 
market. They perform the following major functions fur their customers: 

• Serve as trading intermediaries for clients 

• Lend and invest banks' assets 

• · Provide advice on mergers, acquisitions, and other financial transactions 

• Research and develop opinions on securities, markets, and economies 

• Issue, buJi sell, and trade stocks and bonds 

• Manage investment portfolios 

Investment banks once contrasted sharply with commercial banks, where people 
mainly deposited their money and sought commercial and retail loans. In recent 
years, though, the two types of structures have become increasingly similar; 
commercial banks now offer more investment banking services as they attempt to 
comer the market by presenting themselves as one-stop shops. 

INVESTMENT POLICY OF BANKS: 

The financial position of a commercial bank is reflected in its balance sheet. The 
balance sheet is a statement of the assets and liabilities of the bank. The assets of 
the bank are distnbuted in accordance with certain gumig principles. These principles 
underline the investment policy of the bank. They are discussed below: 

1) Liquidity: In the context of the balance sheet ofa bank the tenn liquidity 
has two interpretations. First, it refers to the ability of the bank to honor th 
claims of the depositors. Second, it connotes the ability of the bank to 
convert its non-cash assets into c h easily and without loss. It is a well 
known fact that a bank deals in funds belonging to the public. Hence, the 
bank should always be on its guard in handling these funds. The bank should 
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always have enough cash to meet the demands of the depositors. In fact, 
the success of a bank depends to a considerable extent upon the degree of 
confidence it can instill in the minds of its depositors. If the depositors lose 
confidence in the integrity of their bank, the very existence of the bank will 
be at stake. So, the bank should always be prepared to meet the claims of 
the depositors by having enough cash. Among the various items on the 
assets side of the balance sheet, cash on hand represents the most liquid 
asset. Next come cash with other banks and the central bank. The order 
of liquidity goes on descending. Liquidity also means the ability of the bank 
to convert its non-cash assets into cash easily and without loss. The bank 
cannot have all its assets in the form of cash because each is an idle asset 
which does not fetch any return to the bank. So some of the assets of the 
bank, money at call and short no'tice, bills discounted, etc. could be made 
liquid easily and without loss. 

2) Profitability: A connnercial bank by definition is a profit hunting institution. 
The bank bas to earn profit to earn .income to pay salaries to the staff: 
intere to the depo itors; dividend to the shareholders and to meet the day
to-day expenditure. Since cash is the least profitab 8Sse' to the bank. there 
is no point in keeping all the assets in the form of cash on hand. The bank 
bas got to earn income. Hence, some of the items on the assets side are 
profit yielding assets. They include money at call and short notice, bills 
discounted, investments, loans and advances, etc. Loans and advances, 
though the least liquid ~t, constitute the most profitable asset to the bank 
Much of the income of the bank accrues by way of interest charged on 
loans and advances. But, the bank has to be highly discreet while advancmg 
loans. 

3) Safety or Security: Apart from liquidity and profitability, the bank should 
look to th! principle of safety of its funds also for its smooth working. While 
advancing loans, it is neceswy that the bank should consider the tlrree 'C's 
of credit character, capacity and the collateral of the borrower. The bank 
cannot afford to invest its funds recklessly without considering the principle 
of safety. The loans and investments made by the bank should be adequately 
secured. For this purpose, the bank should always insist on security of the 
borrower. Of late, somehow or other the banks have not been paying 
adequate importance to safety, particularly in India. 

4) Diversity: The bank should invest its funds in such a way as to secure fur 
itself an adequate and permanent return. And while investing its funds, the 
bank should not keep all its eggs in the same basket. Diversification of 
investment is neceswy to avoid the dangerous consequences of investing in 
one or two channels_ If the bank invest its ~ in different types of secmities 
or makes loans and advances to different objectives and enterprises, it shall 
ensure for itself a regular flow of income. 

S) Saleabillty of ecu.ritles: Further, the bank should invest its funds in such 
types of securiti as can be easily marketed at a time of emergency. The 
bank cannot afford to invest its funds in very long term securities or those 



securities whlch are unsaleable. It is necessary for the bank to invest its 
funds in government or in first class securities or in debentures of reputed 
firms. It should aJso advance loans against stocks which can be easily sold. 

6) Stability in the Value of Investments: The bank should invest its funds 
in those stocks and securities the prices of whlch are more or less stable. 
The bank cannot afford to invest its funds in securities, the prices of which 
are subject to frequent fluctuations. 

7) Principles of Tax-Exemption of Investments: Finally, the investment 
policy of a bank should be based on the principle of tax exemption of 
investments. The bank should invest in those government securities whlch 
are exempted from income and other taxes. This will help the bank to 
increase its profits. 

Of late, there has been a controversy regarding the relative importance of the 
various principles influencing the investmmt policy of a bank particularly between 
liquidity and profitability. It is interesting to examine this controversy. 

Let us examine what bapp(:ns if the bank sticks to the principle of liquidity only. It 
is true that if the bank pays importance to liquidity, it can easily meet the demands 
of the depositors. The bank should have adequate cash to meet the claims of the 
depositors. It is true that a succes.mtl banking business calls for installing confidence 
in the minds of the depositors. But, it should be noted that accepting deposits is not 
the only function of a bank. Moreover, the bank cannot aflbrd to forget the fit.ct that 
it has to earn income to pay salaries to the staff: interest to the depositors, dividend 
to the shareholders and meet the day-to-day expenditure. If the bank keeps all its 
resources in liquid form, it will not be able to earn even a rupee. But profitability 
is a must for the bank. Though cash on hand is the most liquid asset, it is the least 
profitable asset as well Cash is an idle asset. Hence, the banker cannot concentrate 
on liquidity only. 

If the bank attaches importance to profitability only, it would be equally dismrous 
to the very survival of a bank. It is true that a bank needs income to meet its 
expenditure and pay returns to the depositors and shareholders. The bank cannot 
undermine the interests of the depositors. If the bank lends out all its funds, it will 
be left with no cash at all to meet the claims of the depositors. It should be noted 
that the bank should have cash to honor the obligations of the depositors. Otherwise, 
there will be a 'nm' on the bank. Aron on the bank would be suicidal to the very 
existence of the bank. Loam and advances, though the most profitablc asset, comtitute 
the Least liquid asset. 

It follows from the above that the choice is between liquidity and profitability. The 
constant tug of war between liquidity and profitability is the feature of the assets 
side. According to Crowther, liquidity and profitability are opposing or conflicting 
considerations. The secret of successful banking lies in striking a balance between 
the two. 

• 
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. PREPARATION OF CHEQUE: 

A cheque ( or check in American English) is a document/instrument {usually a piece 
of paper) that orders a payment of money. The person writing the cheque, the 
drawer, usually has a current account (British), or checking account (US) where 
their money was previously deposited. The drawer writes the various details including 
the money amount, date, and a payee on the cheque, and signs it, ordering their 
bank, known as the drawee, to pay that person or company the amount of money . 
stated 

Cheques are a type of bill of exchange and were developed as a way to make 
payments without the need to cany around large amounts of gold and silver. Paper 
money also evolved ftom bills of exchange, and is similar to cheques in that they 
were originally a written order to pay the given amount to whoever had it in their 
possession (the "bearer"). 

Technically, a cheque is a negotiable instrument instructing a financial institution to 
pay a specific amount of a specific cw-rency from a specified transactional account 
held in the drawer's 118.Im with that institution. Both the drawer and payee may be 
natural persons or legal entities. Specifically, cheques are order instroments, and 
are not in general payable simply to the bearer (as bearer instruments are) but nmst 
be paid to the payee. In ome countries, such as the US, the payee may endorse 
the cheque, allowing them to specify a third party to whom it should be paid. 

Although cheques have been around since at least the 9th century, it was during the 
20th century that cheques became a highly popular non-cash method for making 
payments and the usage of cheques peaked. By the second half of the 20th centwy, 
as cheque processing became automated, billions of cheques were issued each year, 
these volumes peaked in or around the early l 990s. Since then cheque usage has 
fullen, being partly replaced by electronic payment systems. In some countries 
cheques have become a marginal payment symem or have been phased out completely. 

Cheque Payments and Electronic Payments: 

Payments must be made by electronic means or by cheque unless the Treasurer 
authom.es otherwise with the exception of 

• a payment in th natme of an allowance or an advance which is payable in 
accordance with an industrial award and which. is for a small monetary 
amount considered by the Head of Agency to be most appropriately paid 
in the form of cash; and 

• the purchase of minor items from petty cash available for that pwpose, 
subject to any conditions or procedures contained in an Agency's Accounting 
Manual with respect to petty cash. 

Cheques must be drawn "to order'' and must be crossed and marked ''not 
negotiable" except in the following circumstances: 

• • where the cheque is for the recoup of petty cash advances and special 
arrangement have been made with a bank for the responsible officer to 
cash appropriately endorsed cheques; and 



• where the payment is in the nature of a travel advance and the Head of 
Agency, having regard to the nature of the travel and security of the cheque, 
considers· that the requirements may be waived 

In effecting electronic payment of expenditure, agencies are required to implement 
appropriate internal control procedures. Agencies are encouraged to minimize the 
use of cheques by making as many payments as possible by electronic means 
through the Government's banker. 

Preparation and Handling of Cheques: 

ij Amounts payable on cheques must be expressed in ~ords and figures, 
unless the .Treasurer authorizes otherwise. 

ii) Unless otherwise approved by the Treasurer, all cheques must be signed in 
handwriting by two officers, authorized for that purpose, by the Head of 
Agency. 

fu) A cheque signing officer must not sign a blank, incorrect or incompletely 
prepared cheque. 

iv) At least one of the persons who sign a cheque shall not have certified, 
authorized, or otherwise been involved in the preparation process for the 
specific payment to which that cheque relates. 

v) Every alteration to a cheque must be initialed by the signing officer or 
officers. 

vi) Every cheque requiring substantial alteration must be cancelled and a 
replacement cheque drawn. 

vii) Every cancelled cheque must be conspicuously marked or stamped 
"CANCELLED" and retained for audit examination. 

The cheque signing officer must ensure that: 

• every payment has been certified; 

• each cheque is drawn in favor of the payee shown on the pa~ doctuneat; 
and 

• the amount of each cheque agrees with the amount due to the payee 

The Head ofAgency must be satisfied, that in cases of large computerized cheque 
production ~~ and where cheques are signed automaticaily, appropriate internal 
controls are in place to meet the above requirements 

Returned and Uncollected Cheques: 

An Agency must adopt procedures to record the particulars and clearance action 
taken for every cheque returned without explanation or which is uncollected. Where 
action to locate the payee of a returned or uncollected cheque is unsuccessful the 
cheque must be re-banked and the amount credited to the appropriate Public 
Account item. . 
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Replacement Cheques: 

A replacement cheque will be paid to a claimant wh re: 

a) a claim received in respect of a cheque re-banked in accordance with 
paragraph (14) is proved to the satisfuction of the authorized officer to be 
valid, provided that: 

i) the details of the original cheque and the replacement cheque are 
appropriately recorded in a register established for the purpose; and 

ii) the amount so c1aim.ed is charged to the item to which the original 
payment was credited upon its return; 

b) a claim is received in respect of a cheque which has apparently been lost 
or destroyed, provided that: 

i) a notice stopping payment of the original cheque is issued to, and 
acknowledged by the bank at which the account is kept; and 

·o the original cheque has not been paid by the bank to the credit of the 
original payee, up to and including the date of the bank's acknowledgmmt 
of the stop payment order. 

Where a cheque, which has been reported as lost, mislaid or destroyed, has been 
negotiated by a person or organization other than the payee, action must be taken 
to recover the amount involved 

ENDORSEMENTS: 

A cheque or a bill is endoJSed when the transferor puts his signature on the back 
or on along with a cheque and a bill as a part of negotiation if the cheque is bearer 
it needs no endorsement. 

Requirements of Valid Endorsement: 

It must be on the back of the cheque or bill or on an along of them. It may~ in 
ink, print or with stamp. Partial endorsement is not valid of the cheque or bill Partial 
endorsement is not valid legally it must of the entire value of the cheque or bill If 
the number of payees are more than one, then all the payees will sign or that person 
who is authorized 

The endorsement can also add the proper signatures, if the endorse is misprint. If 
the payees are more than two, the endorsement should be in the ~ order which 
is penned down on the back of the bill. 

Classifications of Endorsement: 

If the endorsement makes the payment of a bill subjects to the fulfillment of a 
condition the endor ement is called the conditional If the endorsement sign. but 
does not give his name to whom he wishes to transfer the cheque is called blank 
endorsement. 



An endorsement which specifics the name of the transferee for the payment of the 
bill is called special endorsement. An endorsement which restricts the further 
negotiation of the bill is called restrictive endorsement. 

BILL OF LADING 

A bill of lading (BL - sometimes referred to as BOL or BIL) is a document issued 
by a carrier to a shipper, acknowledging that specified goods have been received 
on board as cargo for conveyance to a named place for delivery to the consignee 
who is usually identified. A through bill of lading involves the use ofat )east two 
different m>des of transport .from road, rail, air, and sea. The term derives from th 
verb 'lo Jade'' which means to load a cargo onto a ship or other foan of t.ramportation. 

A bill oflad.ing can be used as a traded object. The tandard short furm bill of lading 
is evidence of the contract of carriage of goods and it serves a number of purposes: 

• It is evidence that a valid contract of carriage, or a chartering contract, 
exists, and it may incorporate the full terms of the contract between the 
consignor and the carrier by reference (ie. the short fi rm imply refers to 
the main contract as an existing document, whereas the l ng form of a bill 
of Jading (connaissement integral) issued by the cani r sets out all the 
terms of the contract of carriage); 

• It is a receipt signed by the carrier confirming whether good~ matching th 
contract description have been received in good condition (a bill will be 
described as clean if the goods have been receivi d on board in apparent 
good condition and stowed ready for transport ; and 

• It is am a docmnent of transfer, being freely transferable but not a negotiabl · 
instrument in the legal sense, ie. it governs all the legaJ aspects of physical 
carriage, and, like a cheque or other negotiable instrument, · may be endorsed 
affecting ownership of the goods aotually being carried. This matches 
everyday experience in that the contract a person might make with a 
commercial carrier like FedEx for mostly airway parcels, is separate from 
any contract for the sale of the goods to be carried; however, it bin& lU... I 
carrier to its terms, irrespectively of who the actual holder of the BIL, and 
owner of the goods, maybe at a specific moment. 

The BL must contain the following infbanation: 

• Name of the shipping company; 

• Flag of nationality; 

• Shipper's name; 

• Order and notify party; 

• Description of goods; 

• Gross/net/tare weight; and 

• Freight rate/measurements and weigbment of goods/total freight 
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While an air waybill (AWB) :amst have the name and address of the consignee, a 
BL may be consigned to the order of the shipper. Where the word order appears 
in the consignee box, the shipper may endorse it in blank or to a named transferee. 
A BL endorsed in blank is transferable by delivery. Once the goods arrive at the 
destination they will be released to the bearer or the endorsee of the original bill of 
lading. The carrier's duty is to deliver goods to the first person who presents any 
one of the original BL. The carrier need not require all originals to be submitted 
before delivery. It is therefore essential that the exporter retains control over the full 
set of the originals until payment is effected or a bill of exchange is accepted or 
some other assmance for payment has been made to him In general, the importer's 
Dam! is not shown as consignee. The bill of lading has also provision for incorporating 
notify party. This is the person whom the shipping company will notify on arrival of 
the goods at destination. The BL also contains other details such as the ~ of the 
carrying vessel and its flag of nationality, the marks and numbers on the packages 
in which the goods are packed, a brief description of the goods, the number of 
packages, their weight and measurement, whether freight costs have been paid or 
whether payment of freight is due on arrival at the destination. The particu1ars of the 
container in which goods are stuffed are also mentioned in case of containerized 
cargo. The document is dated and signed by the carrier or its agent. The date of 
the BL is deemed to be the date of shipment. If the date on which the goods are 
loaded on board is different :from the date of the bill of lading then the actual date 
of loading on board will be evidenced by a notation the BL. In certain cases a 
carrier may issue a separate on board certificate to the shipper. 

MAIN TYPES OF BILL 

Straight bill of lading: 

In this importer/consignee/agent is named in the bill of lading, it is calted straight bill 
of lading. It is a document, in which a seller agrees to use a certain transportation 
to ship a good to a certain location, where the bill assigned to a certain party. It 
details to the quality and quantity of goods. 

~rder bill of lading: 

This bill-uses express words to make the bill negotiable, e.g. it states that delivery 
is to be made to the further order of the consignee using words such as "delivery 
to A Ltd or to order or assigns". Consequently, it can be indorsed (legal spelling 
of endorse, maintained in all statute, including Bills of Exchange Act 1909 (CTH)) 
by A Ltd. or the right to take delivery can be transferred by physical delivery of the 
bill accompanied by adequate evidence of A Ltd. 's intention to transfer. 

Bearer bill of lading: 

This bill states that delivery shall be made to whosoever holds the bill Such bill may 
be created explicitly or it is an order bill that :fu.i1s to nominate the consignee whether 
in its original furm or through an endorsement in blank A bearer bill can be negotiated 
by physicaJ delivery. 



Surrender bill of lading: 

Under a term import documentary credit the bank releases the documents on 
receipt from the negotiating bank but the importer does not pay the bank until the 
maturity of the draft under the relative credit. This direct liability is called Surrender 
Bill of Lading (SBL), i.e. when we hand over the bill of lading we surrender title 
to the goods and our power of sale over the goods. 

A clean bill of lading states that the cargo has been loaded on board the ship in 
apparent good order and condition. Such a .BL will not bear a clause or notation 
which expressively declares a defective condition of goods and/or the packaging. 
Thus, a BL that reflects the met, carrier received the goods in good condition. The 
opposite term is a soiled bill of lading, which reflects that the goods are received 
by the carrier in anythmg but good condition. 

"Document of Tid to Goods" includes bill of Jading dock-warrant, warehouse 
keeper's certificate, wbarfingers • certificate, railway receipt, 4[ multimodal transport 
document,] warrant or order fur the delivery of goods and any other document used 
in the ordinary course of business as proof of the possession or control of goods 
or authorizing or purporting to authoriz.e, either by endorsement or by delivery, the 

. possessor of the document to transfer or receive goods thereby represented; 

GOVERNMENT SECURITIES: 

Government Securitie are securities issued by the Government fur raising a public 
loan or as notified in the official Gazette. They constst of Government Promissory 
Notes, Bearer Bonds, Stocks or Bonds held in Bond Ledger Account. They may 
be in th form of Treasury Bills or Dated Government Securities. 

Government Securities are IOOstly interest bearing dated securities issued by RBI on 
behalf of the Government of India. GOI uses these funds to meet its expenditure 
commitments. These securities are generally fixed maturity and fixed coupon securities 
carrying semi-annual coupon. Since the date of maturity is specified in the securities 
these are known as dated Government Securities, e.g. 8.24% GOI 2018 is a 
Central GoveCD.IDent Security matwing in 2018, which carries a coupon of8.24% 
payable half yearly. 

Features of Government Securities 

1. Issued at face value 

2. No default risk as the securities carry sovereign guarantee. 

3. Ample liquidity as the investor can sell the security in the secondary market 

4. Interest paym nt on a half yearly basis on face value 

5. No tax deducted at source 

6. Can be held in D-mat form. 

7. Rate of interest and tenor of the security is fixed at the time of issuance and 
is not subject to change (unless intrinsic to the security like FRBs). 
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8. Redeemed at filce value on maturity 

9. Maturity ranges from of2-30 ye.am. 

ro. Securities qualify as SLR investments (unless otherwise stated). 

The dated Government ecurities market in India has two segments: 

L Prim ry Marke . The Primary Market consists of the issuers of the 
securities, viz., Central and Sate Government and buyeIS include Commercial 
Banks, Primary Dealers, Financial Institutions, Insurance Companies & Co
operative Banks. RBI also has a scheme of non-competitive bidding for 
small.investors (see SBIDFJil Invest on our website for further details). 

2. Secondary Market The Secondary Market includes Commercial banks, 
Financial Imtitutions, Insurance Companies, Provident Funds, Trusts, Mutual 
Funds, Primary Dealers and Reserve Bank of India. Even Corporate and 
Individuals can invest in Government Securities. The eligibility criteria are 
specified in the relative Government notification. 

EXCHANGE TRADED FUND 

An exchange-traded fund (ETF) is an investment fimd traded on stock exchanges, 
much like stocks. An ETF holds ~s such as stocks, commodities, or bonds, and 
trades close to its net asse value over the course of the trading day. Most ETFs 
track an index, such as the S&P 500 or MSCI EAFE. ETFs may be attractive as 
investments because of their low costs, tax efficiency; and stock-like features. ETFs 
are the most popular type of exchange-traded product. 

Only so-called authorized participants (typically, large inmitutiona1 investors) actually 
buy or sell shares of an ETF directly from or to the fund manager, and then only 
in creation units, large b ks of tens of thousands ofETF shares, which are usually 
exchanged in-kind with baskets of the underlying securities. Authorized participants 
may wish to inves in the ETF hares for the long-t~ but usually act as market 
mak-ers on the open market, using their ability to exchange creation units with their 
underlying securities to prowl liquidity of the ETF shares and help ensure that their 
jntraday market price approximates to the net asset value of the underlying 
~ets. Other investors, such as individuals using a .retail broker. trade ETF shares 
on this secondary market. 

An ETF combines the valuation feature of a mutual fund or unit investment trust, 
which can be bought or Id at the end of each trading day for its net asset value, 
with the tradability feature of a closed-end fund, which trades throughout the trading 
day at prices that may b more or less than its net asset value. Closed-end funds 

are not considered to be 'ETFs", even though they are funds and are traded on an 
exchange. ETFs have been available in the US since 1993 and in Europe since 
1999. ETFs traditionally have been index funds, but in 2008 the Securities and 
Exchange Commission began to authorize the creation of actively managed ETFs. 



STRUCTURE OF ETF'S 

ETFs offer public investors an undivided interest in a pool of securities and other 
assets and thus are similar in many ways to traditional mutual funds, except that 
shares in an ETF can be bought and sold throughout the day like stocks on a 
securities exchange through a broker-dealer. Unlike traditional nrutual fimds, ETFs 
do not sell or redeem their individual shares at net asset value, or NAV. Instead, 
financial institutions purchase and redeem ETF shares directly from the ETF, but 
only in large blocks, varying in siu by ETF from 25 000 to 200,000 shares, called 
"creation units''. Pm-chases and redemptions of the creation units generally are in 
kind, with the imtitutional investor contributing or receiving a basket of securities of 
the same type and proportion held by the ETF, ahhougb some ETFs may require 
or permit a purcllasing or redeeming shareholder to substitute cash for some or all 
of the securities in the basket of assets. 

The ability to pure~ and redeem creation units gives ETFs an arbitrage mechanism 
intended to mmiroiu the potential deviation between the market price and the net 

· asset value ofETF shares. Existing ETFs have transparent portfolios, so institutional 
investors will know exactly what portfolio assets they must assemble if they wish to 
purclme a creation unit, and the exchange disseminates the updated net asset value 
of the shares throughout the trading day. typically at JS-second intervals. 

If there is strong investor demand for an ETF, its share price will (temporarily) rise 
above its net asset value per share, giving arbitrageurs an incentive to purchase 
additional creation units from the ETF and sell the component ETF shares in the 
open market. The additional supply ofETF shares reduces the market price per 
share, generally eliminatmg the premium over net asset value. A similar process 
applies when there is weak demand for an ETF and its shares trade at a discount 
from net asset value. 

In developed countries, most ETFs are structured as open-end management 
investment companies (the same structure used by mutual funds and money market 
funds), although a few ETFs, including some ofth largest ones, are structured as 
unit investment trusts. ETFs structured as open-end funds have greater flexibility in 
constructing a portfolio and are not prohtbited from participating insecurities 
lending programs or from using futures and options in achieving their investment 
objectives. 

Under existing regulations a new ETF must receive an order :from the Securities and 
Exchange Commis ·on, or SEC, giving it relief from provisions of the Investment 
Company Act of 1940 that would not otherwise allow th ETF structure. In 2008, 
however, the SEC proposed rules that would allow the creation of ETFs without 
the need for exemptive orders. Under the SEC proposal an ETF would be defined 
as a registered open-end management investmenl company that: 

• Issues ( or redeems) creation units in exchange for th deposit ( or delivery) 
of basket as et the current value of which i.s di eminated per share by a 
national securities exchange at regular intervals during the trading day; 

• Identifies itself as an ETF in any sales literature; 
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• ls.gies shares that are approved fur mrt:ing and trading on a securities exchange; 

• Discloses each business day on its publicly available web site the prior 
business day's net asset value and closing market price of the fund's shares, 
and the premium or discol.lllt of the closing market price aganm the net asset 
value of the fund's shares as a percentage of net asset value; and 

• Either is an index fund, or discloses each business day on its publicly available 
web site the identities and weighting of the component secmities and other 
assets held by the fund. 

The SEC rule proposal would allow ETFs either to be index funds or to be fully 
transparent actively managed funds. Historically, all ETFs have been index funds. In 
. 2008, however, the SEC began issuing exemptive orders to fully transparent actively 
managed ETFs. The first such order was to Power Shares Actively Managed 
Exchange-Traded Fund Trust, and the first actively managed ETF was the Bear 
Stearns Current Yield Fund, a short-term income fund that began trading on 
the American Stock Exchange under the symbol YYY on 25 March 2008. The 
SEC rule proposal indicates that the SEC may still consider future applications for 
exemptive orders for actively managed ETFs that do not satisfy the proposed rule s 
transparency requirements. 

Some ETFs invest primarily in commodities or commodity-based instruments, such 
as crude oil and precious metals. Although these commodity ETFs are similar in 
practice to ETFs that invest in securities, they are not "invemnent companies' under 
the Investment Company Act of 1940. 

Publicly traded grantor trust , such as Merrill Lynch's HOLDRs securities, are 
sometimes considered to be ETFs, although they Jack many of the characteristics 
of other ETFs. Investors in a grantor trust have a direct interest ~ the underlying 
basket of securities, which does not change except to reflect COipOrate actions such 
as stock splits and mergers. Funds of this type are not "investment companies" 
under the Inve tment Company Act of 1940. 

As of 2009, there were approximately 1,500 exchange-traded funds traded on US 
exchanges. This count uses the wider definition of ETF, including HOLD.Rs 
and closed-end funds. 

Investment Uses 

ETFs generally provide the easy diversification, low expense ratios, and tax efficiency 
of index funds, while still maintaining all the features of ordinary stock, such as limit 
orders, short selling, and options. B~ause ETFs can be economically acquired, 
held, and disposed o~ so~ investors invest inETF shares as a long-tenn investnxnt 
for asset allocation purposes, while other investors trade ETF shares frequently to 
implement market timing investment strategies. Among the advantages of ETFs are 
the following: 

• Lower costs - ETFs generally have lower costs than other investment products 
becau most ETFs are not actively managed and because ETFs are imu.lated 
from the costs ofbaving to buy and ell securities to accommodate shareholder 



purchases and redemptions. ETFs typically have lower marketing, distnrution 
and accounting expenses, and most ETFs do not have 12b-1 fees. 

■ Buying and selling flexibility - ETFs can be bought and sold at current 
market prices at any time during the trading day, unlike mutual funds and unit 
investment trusts, which can only be traded at the end of the trading day. 
As publicly traded securities, their shares can be purchased on margin and 
sold short enabling the use of hedging strategies, and traded using stop 
orders and limit orders, which allow investors to specify the price points at 
which they are willing to trade. 

■ Tax efficiency- ETFs generally generate relatively low capital gains, because 
they typically have low tum.over of their portfolio securities. While this is an 
advantage they share with other index funds, their tax efficiency is further 
enhanced because they do not have to sell securities to meet investor 
redemptions. 

■ Market exposure and diversification - ETFs provide an economical way to 
rebalance portfolio allocations and to "~ " cash by investing it quickly. 
An index BTF inherently provides diversification across an entire index. 
ETFs offer exposme to a diverse variety of markets, including broad-based 
indices broad-based international and country-specific indices, iooustry sector
specific indices, bond indices, and commodities. 

Transparency- ETFs, whether index funds or actively managed, have transparent 
portfolios and are priced at frequent intervals throughout the trading day. 

BANKING ARTICLE (CASE) 

1. How to transfer 

The online options include e-transfers and power transfers ( a Web-based 
wire transfer that eliminates errors associated with a normal wire tramfer), 
while the most common o:ffline modes are cheques and bank drafts. While 
there is no single option that can be consid red best, you should opt for a 
reputed player with established systems in place so that you can be assured 
of a safe transfer. 

While opting for ofiline options, be sure to ask your bank to list its 
correspondent banks. This becomes especially important if you are remitting 
m:mey from abroad Take a look at the foreign banks your financial imtitution 
has partnered with to make the money transfer SDDoth. For :instance, Federal 
Bank ha tied up with the Arab National Bank of Saudi Arabia and Doha 
Bank of Qatar. In addition, several Private Exchange Houses (PEHs) have 
come up in he Gulf region to facilitate remittances to India, and several 
Indian banks have signed up rupee drawing arrangements with them 

On the other hand, when it comes to sending money abroad, not all online 
options fit the bill due to RBI guidelines. For instance, th Money Transfer 
Service Sc.heme (MTSS) is limited to inward personal remittances (to India). 
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2. Speed of disbunement 

If you are in a bmryto tramfer money, your only viable option is an online 
one, such as wire transfur and the National Electronic Funds Tramfur (NEFI) 
system. This typically takes 24-96 hours, but can also take place in real 
time. For instance, you can instantly move nx>ney through 'direct tramfer to 
bank accounts'. This is operated through an arrangement with overseas 
correspondent banks or via the automated clearing house fucility in countries 
such as the US. 

Of course, the offline options take time. If a cheque is issued in a foreign 
currency, there can be a delay of 7-15 days before the holder can encash 
it as the bank needB to verify the deposit. Remittances made through money 
orders can take from three to 30 days, while transfers made through debit/ 
credit cards are quicker, taking 1-4 days. Keep in mind that most banks 
and financial institutions do not remit money on public holidays. 

3. Coverage offered 

Not all money transfer options are available at every location. While you 
can avail of the offlineroute at all bank branches, the online ones are mostly 
limited to urban areas. If you are .remitting money from abroad, you will also 
have to check if the currency you want to transfer is covered by the bank; 
the US dollar, emu and pound sterling are generally remitted by all banks. 
However, remember that not all banks allow you to route money through 
foreign currency cheques. A bandy option for non-resident Indians is the 
Foreign Currency (Non-Resident) Account (Banlcs) Scheme. The currency 
in which the account is denominated covers all freely convertible foreign 
currencies like the Australian dollar, Bahrain dinar, deutsche mark, euros, 
HK dollar, Japanese yen, Knwaiti dinar pounds sterling and the US dollar. 
This can be held jointly with relatives in India. 

4. Cost of service 

Before you choose a mode of transfer, consider the damage to your wallet. 
It's an accepted fuct that there is an inverse relatio~ between the speed 
of transfer and the associated cost. According to an RBI survey, SWIFT 
(an international wire t:rans:fur system) is costlier vis-a-vis drafts and cheques. 
While the cost of sending up to $500 :from the US to India througJ:i SWIFT 
is less than 1-5% of the fimds transferred, the comparative rates for demand 
drafts/cheques is just 2% of the remitted amount. Money transfer services 
like Western Union charge a higher connnission, nearly 25-300/o more than 
banks. 

This is because they offer more specialised services-neither the sender nor 
receiver needs to own a bank accoum for OD! and have a better reach. 
Howev , they don't generally offer a competitive exchange rate, so rate 
shopping is a must befure picking any option. Also check for hldden charges 
such as service tax. 



S. Convenience 

It's not just the speed and cost, but also convenience of transfer for both 
you and the recipient, that matter. If either party is not comfortable using the 
Internet opfun, an offline route would be better. Another factor is the am:nmt 
to be transfurred While there is no ceiling on demand drafts ( cash purchases 
are not permitted for over Rs 50,000), a cap of Rs 5 lakh has been 
imposed by some banks on NEFT transactions, and $2,500 (Rs 1.35 lakh) 
is the maximum limit under the MfSS scheme. Also make sure you ask the 
service provider about its refund policy and your rights in case the money 
is not received within the specified period. 

CHAPTER SUMMARY 

The professional management of assets, such as real estate, and securities, such as 
equities, bond and other debt instruments, is called investment management. 
Investment management services are sought by investors, which coukl be companies, 
banks, insurance_ firms or individuals, with the purpose of meeting stated financial 
goals. 

Every individual practxes investment manage.amt to some degree, ~luding budgeting, 
saving, investing and spending. However, an investment manager is one who 
specializes in placing money in diverse instruments in order to accomplish 
predetellllined goals. ~nt managers are aoo W¥1ely known as fund managers. 
Investment managers may specializ;e in advisory or discretionary management. When 
an investment manager merely offers suggestions regarding where to invest money 

and when to sell securities, the practice is known as advisory investn:mt management 
When an investment manager can take action in managing portfolios without requiring 
client approval, it · called .. discretionary" investment management. 

Investtm:tt manageamt is often used synouyrmuslywith furd managen:m. Moreover, 
tenns like asset management, wealth management and portfolio management are 
used, with a thin line differentiating them Asset management is often used for the 
management of collective investments, which refers to investing money on behalf of 
a large group of clients in a wide range of investment options. An example of this 
is mutual funds. Investment management that involves managing the investments of 
high net worth individuals is often referred to as wealth management. Asset 
management and wealth management are also called portfolio management. 

An invesb:nent bank is a financial institution that assists individuals, corporatiom and 
governments in raising capital by underwriting and/or acting as the client's agent in 
the issuance of securities. An investment bank may also assist companies involved 
in mergers and acquisitions, and provide ancillary services such as market making, 
trading of derivatives, income imt:rum:nts, :foreign exchange, commodities~ and equity 
securities. 

Investment banking is split into front office, middle office, and back office activities. 
While large ~e investment banks offer all lines of business, both sell side and buy 
side, smaller sell ide investment firms such as boutique investment banks and 
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small broker-dealers focus on investment banking and sales/trading/research, 
respectively. 

lnvesbnent banks offer services to both corporations issuing securities and investors 
buying securities. For corporations, investment bankers offer information on when 
and how to place their ecurities on the open market, an activity very important to 
an investment bank's reputation. Therefore, investment bankers play a very important 
role in issuing new security offerings. 

Investment banking is a financial intermediary that performs a variety of services. 
This includes underwriting, acting as an intermediary between an i.ffller of securities 
and the investing public, facilitating mergers and other corporate reorganiz.ations, 
and also acting as a broker for institutional clients. 

ANSWERS TO CHECK YOUR PROGRESS 

1. Investment management is the professional management of 
various securities (shares bonds and other securities) and assets (e.g., real) 
in order to meet specified investment goals for the benefit of the investors. 
Investors may be institutions (insurance companies pension funds, 
corporations, charities, educational establishments etc.) or private investors 
(both directly via investment contracts and more commonly via collective 
investment schemes e.g. mutual funds or exchange--traded funds). 

2. Process refers to the way in which the overall philosophy is implemented 

TEST YOURSELF: 

1) What do you mean by Investment Management? 

2) Explain the Investment Policy of Banks. 

3) What is the mechanism of preparing cheques? 

4) Explain Cheque Payments and Electronic Payments. 

5) What is Endorsements? 

6) What do you mean by Bill of Lading? 

7) Write a short note on Government Securities. 



4 Banking Regulation 
ACT, 1949 
The Unit Include: 

■ Part I - Preliminary 

■ Mioirrnnn capital 
■ Nomination 

■ Cooperative banks: 

■ ExpJaoation: 
• Summary 

■ Test yourself 

Learning Objectives: 

After going through this chapter, you should be able to: 

• Define Banking Regulation Act. 

• Describe various regulations 

• Discuss issues and concerns involved. 

• Understand remittances on debts. 
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PART I 

PRELIMINARY 
1. Short ~ extent and commencement.-

• This Act may be called the Banking Regulation Act, 1949. 

• It extends to the whole of India. 

• It shall come into force on such date as the Central Government may, by 
notification in the Official Gazette, appoint in this behalf 

2. Application of other laws riot barred 

The provisions of this Act shall be in addition to, and not, save as hereinafter 
expressly provided, in derogation of the [Companies Act, 1956 (1 ofl956)] 
and any other Jaw for the time being in force. 

Banking Regulation Act Applicable to Banking CompanJes to Public Sector 
Banks: 

Forms of busines in which banking companie may engage -

I) In addition to the business of banking, banking company may engage in any one 
or more of the following forms of business, namely 

a) the borrowing, raising, or taking up of money; the lending or advancing of 
money either upon or without security; the drawing, making, accepting, 
discounting, boymg, selling, collecting and dealing in bills of exchange, hundis 
promissory notes, coupons, drafts, bills of lading, railway receipts, warrants, 
debentures, certificates, scripts and other instruments, and securities whether 
transferable or negotiable or not; the granting and issuing of letters of credit, 

traveler's cheques and circular notes; the buying, selling and dealing in 
bullion and specie; the buying and selling, of foreign exchange including 

· foreign bank ootes; th, acquiring hokting, ismriag on eommiAAio~ umerwriting 
and dealing in stock, funds, shares debentures, debenture stock, bonds, 
obligations, securities and investments of all kinds; the purcbamng and selling 
of bonds scrips or other forms of securities on behalf of constituents or 
others, the negotiating of loans and advances; the receiving of all kinds of 
bonds, scrips or valuables on deposit or for safe custody or otherwise; the 
providing of safe deposit vaults; the collecting and traoomitting of money and 

securities; 

b) acting as agents for any Government or local authority or any other p~on 
or persom; the canying on of agency business of any description including 
the clearing and forwarding of goods, giving of receipts and cmcharges and 
otherwise acting as an attomey on behalf of customers, but excluding the 
business of a [ managing agent or secretary and treasurer] of a company; 

c) contracting for public and private loans and negotiating aIXl MJing the same; 



d) the effecting, insuring, guaranteeing, underwriting, participating in managing 
and carrying out of any issue, public or private, of State, municipal or other 
loans or of shares, stock, debentures, or debenture stock of any company, 
corporation or association and the lending of money for the purpose of any 
such issue; 

e) carrying on and transacting every kind of guarantee and indemnity business; 

f} managing, selling and realizing any property which may come into the 
posse~ion of the company in satisfaction or part satisfaction of any of its. 
claims; 

g) acquiring and holding and generally dealing with any property or c ny gut 
title or interest in any such property which may form the security or part of 
the security for any loans or advances or which may be connected with any 
such security; 

h) undertaking and executing trusts; 

i) undertaking the administration of estates as executor, trustee or otherwise; 

J) establishing arul' supporting or aiding in the establishment and support of 
association. institutions, funds, trusts and conveniences calculated to benefit 
employees or ex employees of the company OT the dependents or connections 
of such persons; granting pensions and allowances and making payirents 
towards insurance; subscnbing to or guaranteeing moneys fur charitable or 
benevolent objects or for any exhibition or for any public, general or useful 
object; 

k) the acquisition, construction, maintenance and alteration of any building or 
works necessary or convenient for the purposes of the company; 

ij selling, improving, managing, developing, exchanging, leasing, mortgaging, 
wsposing of or turning into account or o~ dealing with all or any part 
of the property and rights ofthe company; 

m) acquiring and undertaking the whole or any part of the business of any 

person or company, when such business is of nature enumerated or described 
in this sub section; 

n) doing all such other things as are incidental OT conducive to the promotion 
or advancement of the business of the company; 

o) any other funns ofbusiness which the Central Goven:orent may by notification 
in the Official Gazette specify as a furm of business in which it is lawful for 
a banking company to engage. 

2) No banking company shall engage in any form of business other than those. 
referred to in sub section (1). 

Objectives of the Banking Regulation Act broadly are: 

1. To safeguard the interest of depositors; 
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2. To develop banking institutions on sound lines; and 

3. To attune the monetary and credit system to the larger interests and priorities 
of the nation 

The Act was originally in force from 16 March 1949 as the Banking Companies 
Act, 1949. It was amended and renamed as Banking Regulation Act, 1949 and 
extended to the cooperative banks from 1 March 1966 as the Banking Regulation 
Act, 1949 (As Applicable to Cooperative Societies) [BR Act, 1949 (AACS)]. 

Some Deflnitions according to BR Act 1949 

A cooperative bank is 

l . a State Cooperative Bank, 

2. a Central Cooperative Bank or 

3. a Primary Cooperative Bank 

Section 5 ( cci) 

A Primary Cooperative Bank is: 

1. a Cooperative Society ( other than a Primacy Agricu1tural Cooperative Society); 

2. primarily in banking business· 

3. with capital and reserves of not less than Rs. I lakh; & 

4. whose byelaws do not permit admission of any other society as a member. 
Section 5 (ccv) 

Banking is: 

1. the accepting, 

2. for the purpose of ending or investment, 

3. of deposits of money 

4. from the public 

5. repayable on demand or otherwise and 

6. Withdrawable by cheque, draft, order or otherwise. 

Section S (b) 

A cooperative society which accepts deposits from the public ie., members and 
non-members and utilizes these fur lending will be deemed to be transacting oonicing 
business. ' 

Secured Loan is: 

• a loan made on the security of assets, the market value of which is not at 
any time less than the amount of such loan. 



BUSINESS 

The businesses a bank may carry on are smnmarized into three categories: 

1. Main business ie., Banking ie., borrowing, taking or lending tmney, dealing 
in Bills of Exchange, Bills oflending and Debentures, isffling letters of credit, 
buying/selling foreign exchange, acquiring or underwriting stocks. 

2. Allied business: Acting as agent/1Iastee/administrator, carrying on guarantee 
business, providing safe custody. 

3. Dealing in property is restricted to (i) property coming in satisfaction of 
claims or as security and (it) property necessary for its own sake. 
Section6 

A bank is prohibited from doing any b~ other than those mentioned in Section 
6. Section 8 specifically prohibits a bank from engaging in trading. However, banks, 
as agents, have supplied registers, articles or have financed hire purchase. What is 
important is that the purchases should be carried out purely on indent basis; bank 
nmst have no ownership of the article and it should not involve bank's own funds. 

Immovable property, howsoever acquired., shall, except such as is required for its 
own use, be disposed of within 7 years. Reserve Banlc of India (RBI) may extend 
the period if it is in the interest of the depositors. Section 9 

MINIMUM CAPITAL 

The value of paid up capital and reserves should not be less than Rs. I lalch. Value 
is the-real value or exchangeable value and decision of RBI on valuation is final 

. Section 11 

Section 14 and 14A prohibit creation of floating charge on unpaid capital or any 
property of the bank unless RBI certifies that it is not detrimental to the depositors' 
interest. A floating charge attaches assets in conditions varying from time to tiire until 
the charge crystallizes when it will be a specific charge. The above Sections ensure 
that future assets are not earmarked to preferred creditors, but are available to all 

Cash Reserve Ratio (CRR) and Statutory Liquidity Ratio (SLR) 

~ Section 18 every non-scheduled urban cooperative bank (UCB) has to 
maintain, on daily basis. by way of cash reserve, an amount not less than 
3% of the total of its Demand and Time Liabilities (DTL) as obtaining on 
the last Friday of the second preceding fortnight. It can maintain the balance 
in the form of cash resources with itself or in current account with RBI or 
State Bank of India (SBI) or concerned State Cooperative Bank (SCB) / 
D.istrict Central Cooperative Bank (DCCB) or by way of net balance with 
any other bank notified by the Gov.t. of India [presently a.llPublic Sector 
Banks (PSBs)]. It has to submit aretum (in Form I) every month to the 
concerned Regional Office (RO) of the Urban Banks Department (UBD) of 
RBI showing the position of cash reserve so maintained and its DTL at the 
close of alternate Fridays during the pre.cooing imnth. Banlcs have to submit 
the return within 20 days from the month to which it relates. Balance in 
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cw-rent accowrt with SBI and PSBs is net balance ie. after setting off the 
balance held by that bank in current account with the cooperative bank. 
Netting of assets and liabilities is applicable also to the dealings with the 
Discount and Financ House of India (DFHI). 

it) Section 24, Every UCB (scheduled and non-scheduled) bas to also maintain, 
on daily basis liquid assets amounting to not less than 25% ( or such other 
percentage not exceeding 40% as the RBI may specify) of the total of its 
DTL as on the last Friday of the second preceding fortnight. The liquid 
assets have to be maintained in the form of cash or gold or unencumbered 
approved securities. UCBs have to submit to the concerned RO of UBD, 
RBI every month a return (in Form I) showing the pos,ition of liquid assets 
so maintained. Banks have to submit the return within 20 days from the 
month to which it relates. 

A fortnight means the period from Saturday to the second following Friday, both 
days inclusive. The CRR and SLR to be maintained by a UCB for the fortnight from 
January 20, 2007 to February 2, 2007 is required to be based on the amount of 
its DTL as on January 5, 2007. 

For the purpose of Section 18 and Section 24, DTL will not include: 

• Paid up capital and reserves; 

• Provis.ions not involving payment to outside parties for example, those for 
bad debts, depreciation; 

• Advances from State Govt. RBI, SCB, DCCB, etc; 

• Balance maintained with the bank to the extent of the outstanding advance 
granted against it; 

• Bank's borrowings against approved securities. 

Approved securities are securities in which a registered Trust may invest money 
under Section 20 of the lnclian Trust Act 1982 and such other securities authorized 
by the Central Government under Section 20 of the act ibid. However, not all 
securities under Section 20 of the Indian Trust Act, 1982 will qualify as approved 
securities for the purpose of Section 24 of the BR Act 1949 (AACS). RBI has 
to specify such securities as approved securities for the pmpo of Section 24 ibid. 

RBI has prescribed, fur the purpose of vahmtion fur SLR purpose, the same guidelines 
as applicable for classification and valuation ofUCBs' investment portfolio. 

Shares in other cooperative societies 

No cooperative bank shall hold shares in any other cooperative society except as 
RBI may approve. The provision does not apply to the share acquired through 
Govt. funds or shares of the concerned DCCB and SCB. ection 19 

RBI has given general approval vide its circular No.ACD.BR388/A(Il)l 9/ 65-66 
dated Mar h l, 1966 that a UCB may invest in shares of cooperatives if 



ij the total of such investment does not exceed 2% of its owned funds and 

iL) it does not cause holding of all the cooperatives to exceed 5% of the 
subscnbed capital of the receiving institution. 

Restriction on loans and advances 

No cooperative bank shall: 

a) make loans on the security of its own shares; 

b) Grant unsecured loans to any Director or to fums / individuals / companies 
in which a Director is interested or is a guarantor. Section 20 

The term "Director" inchldes, near relatives of the Director. 

The restrictions do not apply to loans against Govt. supply bills, bona fide commercial 
bills and trust receipts or to advances granted with RBI approval 

Rule 5 provides that a monthly return be submitted to RBI in form II. 

Restriction on remitting debts 

A cooperative bank shall not, except with RBI's approval, remit debts due by 
Directors, past or present, or by others in whom/in which a Director is interested 
or is a guarantor. 

Section20A 

RBI's power to control advances 

RBI, in the public interest or in the interest of depositors, may determine policy in 
relation to advances of banks, or a bank in particular, and all banks or the concerned 
bank shall be bound to follow the policy. 

RBI may also give directions to: 

a) purpose; 

b) margin; 

c) maximum mmunt; 

d) rate of interest; and 

e) Other terms and conditions on which advances or other financial 
acconnnodation may be given. 

Section21 

The RBI hM been issuing directives fur controlling the advances against sensitive 
commodities, such as food grains, sugar and gur, to avoid hoarding of essential 
conumdities. In addition to these powers regarding advances, RBI can isrue directions 
under Section 35A regarding all aspects of functions ofUCBs. 

Licensing 

No UCB shall carry on banking business unless it holds a license issued by RBI. 
Before granting a license, RBI needs to be satisfied, by an inspection or otherwise, 
that the fullowing conditions are fulfiiled: 
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a) · that the bank will be in a position to pay its present or future depositors; 

b) that the affairs of the bank are not being conducted in a manner detrimental 
to the interest of depositors; 

c) that the general character of the proposed management will not be prejudicial 
to the public interest or the interest of its depositors 

d) that the Bank has adequate capital structure and earning prospects, 

e) that the public interest will be served 

The RBI may cancel a license if the bank rails to comply/ fulfill any of the conditions 
referred to above. A bank aggrieved by the decision of RBI may, within 30 days, 
appeal to the Central Govt. whose decision will be final Section 22 

Opening of new offices 

No bank shall open new place of business or change the location of existing place 
of business without obtaining prior permission ofRBL Before granting pennission, 
RBI may need to be satisfied by an inspection under Section 35 or otherwise as 
to: 

i) financial condition and history of the bank; 

ii) general character of its management; 

iit) adequacy of its capital structure; 

iv) earning prospects; and 

v) that public interest would be served. Section 23 

The restriction does not apply to the opening of a temporary place of business in 
the same city or village for a period not exceeding one month on special occasions 
like exhibition or meta. 

Every UCB is required to submit to RBI a quarterly retmn showing Offices opened 
and closed in Form - VI. 

Returns 

Every UCB shall, before the close of succeeding month, submit to RBI a return 
showing assets and liabilities in India as at the close of business on the last Friday 
of every month in Form IX. 

RBI may direct a bank to furnish it with such statement and information relating to 
the business and affairs of the bank as may be considered necessary. 

Section 27 

Accounts and Balance sheet 

Every CB shall prepare Balance Sheet (BS) and Profit & Loss (P & L) Account 
as on·the last working day of the year in the prescribed form. The Principal Officer 
and three Directors should sign the BS and P & L Account. Th.e accounts and BS, 

. together with auditor's report, should be published in a local newspaper and three 
copies thereof submitted to RBI within six months from the end of the year. 

Sectio 2 & 31 

Banks with deposits ofless than Rs.20 1akbs may only display the accounts in every 
office of the bank instead of publishing in newspaper. 



Inspection 

RBI may on its own, and on a direction from the Govt. of India, inspect, thr ugh 
its officers, any UCB and its books and accounts. RBI shall supply to the bank a 
copy of its report. 

It shall be the duty of every Director, officer or employee of the UCB to produce 
to any officer making inspection all such books, accounts and other documents in 
his custody or power and to furnish to him any statement and information relating 
to the Bank within such time as the said Officer may specify. 
Section 35 

RBI directions 

RBI may 

1. in the public interest; 

2. in the interest of banking policy; or 

3. to prevent affairs detrimental to the interest of depositors; or 

4. to ecure proper management of the busin s of the bank issue directions 
and an UCB shall be bound to comply. 

Section 35A 

Further powen of RBI 

RBI may 

1. caution or prohibit a bank against any transaction; 

2. give assistance of loan; 

3. In order to ensure reorganization or expansion of cooperative credit on 
sound lines 

a) Depute its officers to watch the proceedings of the Board meeting and 
the officers shall be heard. 

b) Appoint one or more of its officers to observe the manner in which 
affairs of the UCB or its branches are being conducted. 

Section 36 

Suspension of Busine : 

RBI may apply to the Central Government for issuing an Order of moratorium in 
respect of any UCB, where it feels that there is a good reason to do so. Sec ·on 
45 

NOMINATION 

1. Section 45ZA, Where a deposit is held by an UCB, all the depositor/s 
together may nominate, in the prescribed manner, one person to whom (in 
case of minor to whose guardian). the amount may be returned by the 
bank, in the event of death of the sole depositor or the death of all the 
depositors. Payment by the bank in accordan e with this provision shall 
constitute a full discharge to the UCB of its liability . 

. In the case of a joint deposit account, the nominee's right arises only after 
the death of all the depositors. 
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2. Section 45ZC, any person leaving any article in Safe Custody may nominate, 
in the prescnbed manner, one person to whom, in the event of death, the 
article may be returned. The UCB shall, before returning any article under 
this Section to the Nominee (to the guardian, if the nominee is a minor) 
prepares (as laid down by RBI) an invento.ry of the said articles which shall 
be signed by such nominee ( or guardian). 

Nomination facilitie in respect of Safe Custody articles are available only 
in case of the sole depositors. 

3. Section 45ZE, 

~ An individual who is a sole hirer of a locker may nominate one person. 

i) Where such locker is hired by two or more individuals jointly and the 
locker is to be operated jointly by two or more hirers, such hirers may 
nominate one or more persons to whom, in the event of the death of 
such joint hirer or joint heirs, the UCB imy give, jointly with the surviving 
joint hirer or joint hirers, access to the locker. The bank. befure permitting 
the removal of contents of any locker shall prepare (as laid down by 
RBI) an inventory of the contents of the locker, which shall be signed 
jointly by the nominee and the survivor/s. On the removal of the contents 
of any locker jointly by the nominee and the swvivor/s, the liability of 
the Bank in rela ·on to the contents of the locker shall stand discharged. 

Nomination facility is intended only for individuals, and hence, is not available for 
sole proprietorship concems, officia1s etc. Nominee should also be an individual. 
The Cooperative Bank (Nomination) Rules 1985 have been framed and the form 
prescnbed. 

Penaltie : 

Section 46 provides for penalties in case of: 

1. False stateirent/data furnished in any return, balance sheet etc., or fur the 
purpose of any provisions of this Act (3 years imprisonment and fine). 

2. Failure to produce books of accounts documents etc. for inspection. (A 
fine up to Rs.2, 000 for each failure + Rs. I 00 for every day the failure 
continues). 

3. Deposits received in contravention of Sec. 35(4) (A fine up to twice the 
amoun of depostt received). 

4. Contravention or non-compliance with the provisions of the Act, Rule, order 
or direction made under the Act. (A fine up to Rs.50, 000@ for each f.ailure 
or twice the amount involved in such contravention or defu.uh + Rs.2500/ 
-@for every day the failure continues). 

COOPERATIVE BANKS: 
1) The provisions of the Banking Regulation Act (as applicable to cooperative 

societies) shall apply to a cooperative bank registered under this Act. 

2) No cooperative society other than a cooperative bank shall use as part of 
its name the words 'bank' , 'banker' or 'banking'. 



3) No cooperative society other than a cooperative bank shall accept deposits 
from any person other than its members or accept deposits withdrawabl 
by cheque. 

4) No cooperative bank shall change its name open a new place of business 
or change its existing place of business outside the city ,town or village 
where it is located without the prior approval of the Reserve Bank 

5) Every cooperative bank shall have at ]east 3 of its directors who have 
special knowledge or experience in the field of accountancy, law, banking, 
management, agriculture or rural economy. 

6) The Chief Executive Officer, by whatever name called, of cooperative 
bank shall have such qualifications as may be specified by Reseive Banlc . 

7) Every cooperative bank shall have its account audited by a qualified chartered 
accountant in each financial year, subject to such directiom as the Reserve 
Bank may issue from time to time. 

8) Every cooperative bank shall abide by the directiom, guidelines and prudential 
norms issued by the Reserve Bank from time to time in respect of acceptance 
of deposits borrowing, lending, investment or any other financial matters . . 

9) No cooperative bank shall be given exemption from the provisio of this 
chapter by the State Govermrent in exercise of its powers to exetl1)t societ · 
from the provision of the Act without the prior approval of the Reserve 
Ban1c. 

10) a) The Reserve Bank may in the public interest or for preventing the 
affirirs of the cooperative bank being conducted in a manner detrimental 
to the interests of the depositors or for securing the proper management 
of the bank ,order the sup ession of the board and appointment of an 
Administra or therefore for such period or periods not exceeding five 
years in the aggregate as may from time to time be specified by the 
Reserve Batik, and the Administrator so appointed shall continue in 
office after the expiry of his term of office until the day immediately 
preceding the date of the first meeting of the new committee; 

b) No order for supersession of the board of a cooperative bank shall be 
made by the Regimar without the prior approval in writing of the Reserve 
Bank; 

c) An order of supersession of the board and appointment of Administrator 
therefore made by the Reserve Bank shall not be liable to be called in 
question in any manner. 

EXPLANATION: 

"Cooperative bank'' means a cooperative bank as defined in section S ( cci) of the 
Banking Regulation Act, 1949 (as applicable to the cooperative societies). · 

Banking Article (Ca e) 

Targetting young individuals, public sector Indian Overseas Bank today lallllched 
'Connect Card'. a new ATMcum Debit card in association with VISA that can be 
used for e-commerce across five lakhmerchant outle . 

Banking Regulation 
ACT, 1949 
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Though all IOB cust mers have been provided ATM cum Debit card, Connect 
Card is targeted at the younger generation aged between 10 and 28 years, the city
based bank said in a statement. 

JOB Connect cards can b used at over five Jakh outlets as well as for online 
shopping. Encouraging o-payments, the bank ofrers five per cent cash back offer till 
the end of this financial year, it said. 

Besides, the bank a1so launched Channel Financing for its corporate, institutional 
and SME credit customers. 

''IOB Channel Financing is a fucility fur financing supply chain partners. AD activities 
under Channel Financing are digitally signed and electro 'cally exchanged for speedy 
disposal and effective management," it added. 

SUMMARY 

Banking means accepting for the purpose oflending or investment of deposits of 
money from public repayable on demand or otherwise and withdrawable by cheque, 
drafts order or otherwise (5 (i) (b)). 

• Bankmg company means any company which transacts the business of 
banking (5(i c) 

• Transact banking business in India (5 (i) (e) . . 

• Demand liabilities are the liabilities which JIDJSt be met on demand and time 
liabilities means Jiabiliti which are not demand liabilities (S(i)(f) 

• Secured loan or advances means a loan or advance made on the security 
of asset the market v lue of which is not at any time less than the amount 
of such loan or advances and unsecured Joan or advances means a loan or 
advance not seemed (5(i)(h). 

• Defines business a banking company may be engaged in like borrowing, 
lockers, letter of credit, traveller cheques, mortgages etc (6(1). 

• States that no company shall engage in any form of business other than 
those referred in Section 6(1) (6(2). 

ANSWERS TO CHECK YOUR PROGRESS 

I. 1949 

2. ''Cooperative bank" means a cooperative bank as defined.in section 5 (cci) 
of the Banking Regulation Act, 1949 (as applicab e to the cooperative 
societies). 

TEST YOURSELF 

1) Write a short note on :Ranking Regulation Act, 1949. 

2) What different Jo~ ofbusiness are there in which banking companies may 
engage? 

3) What are the objectives of the Banking Regulation Act? 

4) Explain various powers of RBI. 

5) What do you mean by the term Cooperative bank'? 



5 Functions of I - I 
Functions of RBI - I 

The Unit Include: 

■ Monetary Management NOTES 
■ Monetary Policy in India 
■ Monetary Policy FiaDlework 
■ Monetary Policy Transmission 
■ Institutional Mechanism fur Monetary Policy making 
■ Monetary policy oflndia 2011-12 Report 
■ Introduction 
■ General Analysis of Monetary Policy 2011-12 
■ Functions of RBI - II 
■ Currency Unit and denomination 
■ Combating Counterfeiting 
■ Banker to the Central Government 
■ Management of Publi Debt 
■ Reserve Bank as Banker to Banks 
■ Lender of last resort 
■ Regulatory and Supervisory Functions 
■ Commercial Banks 
■ Prudential Norms 
■ Foreign Banks 
■ Financial Institutions 
■ Ruml Financing Imtitu.tions 
■ Urban Cooperative Banks 
■ Non Banking Financial Companies 
■ Primary Dealers 
■ Financial Markets 
■ Foreign Exchange Reserves Management - The RBI's 

approach 
■ Evoh.Jtim 
■ Exchange rate policy 
■ Development, Consolidation and Integration 
■ Legal Framework 
■ Rural Credit 
■ Data and Research Dissemination 
• Summary 
■ Test yourself 
■ Banking Article (Case) 

Learning Objectives: 

After going through this chapter, you should be able to: 

• Define RBI. 
• Describe various functions of RBI. 
• Discus monetary policy. 
• Undentand cash transactions 85 
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MONETARY MANAGEMENT 

One of the most important functions of central banks is formulation and execution 
of monetary policy. In the Indian context the basic functions of the Reserve Bank 
of India as enunciated in th Preamble to the RBI Act, 1934 are: "to regulate the 
issue of Banknotes and the keepmg of reserves with a view to securing monetary 
stability in India and generally to operate the currency and credit system of the 
country to its advantage.' Thus, the Reserve Bank's mandate for monetary policy 
flows from its monetary stability objective. Essentially, monetary policy deals with 
the use of various policy instruments for influencing the cost and availability of 
money in the economy. 

As macroeconomic conditions change, a central bank may change the choice of 
instruments in its monetary policy. The overall goal is to promote economic growth 
and ensure price stability. 

MONETARY POLICY IN INDIA 

Over time, the objectives of monetary policy in India have evolved to include 
maintaining pri stability, ensuring adequate flow of credit to productive sectors of 
the economy for supporting economic growth, and achieving financial stability. 

Based on its assessment of macroeconomic and financial conditions, the Reserve 
Bank take the call on th stance of monetary policy and monetruy measures. Its 
monetary policy sta~nts reflect the changing circumstances and priorities of the 
Reserve Bank and the thrust of policy measures for the future. 

Faced with multiple tasks and a comp~ mandate, the Reserve Bank emphasizes 
clear and structured communication fur eifective functioning of the monetary policy. 
Improving transparency in its decisions and actions is a constant endeavor at the 
Reserve Bank. 

The Go emor of the Reserve Bank annoanc~ the Monetary Policy in April every 
year for the financial.year that eruk in th following March. This is followed by three 
quarterly reviews in July, October and Januazy. However, depending on the evolving 
situation, the Reserve Bank.may announce monetary measures at any point of time. 
The Monetary Policy in April and it 

Second Quart r R view in October consists of two part : 

Part provides a review of the macroeconomic and monetary developments and 
sets the stance of the monetary policy and the monetary measures. Part B provides 
a synopsis of the action taken and the status of past policy announcements together 
with fresh policy measures. It also deals with important topics, such as, financial 
stability, financial markets, interest rates, credit delivery, reguJatory norms, financial 
inclusion and institutional developments. 

However, th First Quarter Review in July and the Third Quarter Review in January 
consist of only Part 'N . 

http:enunciated.in


MONETARY POLICY FRAMEWORK 

The monetary policy framework in India, as it is today, bas evolved over the years. 
The success of monetary policy depends on many factors. These are -

Operating Target 

There was a time when the Reserve Bank used broad money (M3) as the policy 
target However, with the weakened relationship between money, output and pri~, 
it replaced M3 as a policy target with a multiple indicator approach. As the name 

suggests, the multip1e indicators approach looks at a large mimber of indicators :ffom 
which policy perspectives are derived. Interest rates or rates of return in different 
segments of the financial markets along with data on currency, credit, trade, capital 
flows, meal position, inflation, exchange rate, and such other .indicators, are juxtaposed 
with the output data to assess the underlying trends in different sectors. Such an 
approach provides considerable flexibility to the Reserve Bank to respond more 
effectively to changes in doirestic and intanational economic enviromneot and financial 
market conditions. 

Monetary Policy Instruments 

The Reserve Bank traditionally relied on direct inmuments of monetary control such 
as Cash Reserve Ratio (CRR) and Statutory Liquidity Ratio (SLR). Cash Reserve 
Ratio indicates the quantum of cash that banks are required to keep with ~.he 
Reserve Bank as a proportion of their net demand and t:irm liabilities. SLR prescribes 
the amount of money that banks must invest in securities issued by the govern:ment. 

In the late 1990s, the Reserve Bank restructured its operating framework for 
monetary policy to rely more on indirect instruments such as Open Market Operations 
(OMOs). In addition, in the early 2000s, the Reserve Bank instituted Liquidity 
Adjustment Facility (LAF) to manage day-to-day liquidity in the banking system 

These fucilities enable injection or absorption of liquidity that is consistent with e 
prevailing monetary policy stance. The repo rate (at which liquidity is injected) and 
reverse repo rate (at which liquidity is absorbed) under the LAF have emerged as 
the main instruments for the Reserve Bank's interest rate signaling in the Indian 
economy. The annour of instraments with the Reserve Bank to manage liquidity v.ras 
strengthened 

in.April 2004 with the Market Stabilization Scheme (MSS). The MSS was specifically 
introduced to manage exce~ liquidityarising out of huge capital.flows coming to 
India from abroad. 

In addition, the Reserve Bank also uses prudential tools to modulate the flow of 
credit to certain sectors so as to ensure financial stability. The availability of nmltiple 
instruments and their flexible use in the implementation of monetary policy has 
enabled the Reserve Bank to successfully influence the liquidity and interest rate 
conditions .in the economy. While the Reserve Bank prefers indirect instruments of 
monetary policy, it bas not hesitated in taking recourse to direct instruments if 
circumstances warrant such actions. Often, compl x situations requjre varied 
combinafun of direct and indirect imtrunmts to make the policy tranmJis.ron effi:ctivc. 
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The recent legislative amendments to the Reserve Bank ofinruaAct, 1934 enable 
a flexible use of CRR for monetary management, without being constrained by a 
statutory floor or ceiling on the level of the CRR The amendments to the Banking 
Regulation Act, 1949 also provide further flexibility in liquidity management by 
enabling the Reserve Bank to lower the SLR to levels below the pre-amendment 
statutory minimum of25 per cent of net demand and time liabilities (NDTL) of 
banks. 

MONETARY POLICY TRANSMISSION 

-An impo1:1ant factor that determines the effectiveness of monetary policy is its 
transmission - a process through which changes in the policy achieve the objectives 
of controlling inflation and achieving growth. 

In tine implementation of monetary policy, a number of transmission channels have 
been identified fur influencing real sector activity. These are (a) the quantum channel 
relating to money supply and credit; (b) the interest rate channe · (c).the exchange 
rate: channel; and ( d) the asset price channel 

How these channels function in an economy depends on its stage of development 
and its underlying financial structure. For example, in an open economy one would 
exp t th exchange rate channel to be important; similarly, in an economy where 
banks are the major source of finance as against the capital market, credit channel 
could be a major conduit for monetary transmission. Of course, these channels are 
not mutually exclusive, and there could be considerable feedback and interaction 
amongthem. 

INSTITUTIONAL MECHANISM FOR MONETARY POLICY 
MAKING 

The Reserve Bank bas made internal imtitutional ammgermnts fur guiding the process 
of monetary policy fDouulation. 

Financial Markets Committee (FMC) 

Constituted in 1997, the inter-departmental Financial Markets Committee is chaired 
by the Deputy Governor in-charge of monetary policy funnulation. Heads of various 
departments dealing with markets, and the bead of the Monetary Policy Department 
(MPD are its members. They meet every morning and review developments in 
money, foreign exchange and government securities markets. The FMC also makes 
an assessment of liquidity conditions and suggests appropriate market interventions 
on a day-to-day basis. 

Monetary Policy Strategy Group 

The Monetary Policy Strategy Group is headed by the Deputy Governor in charge 
of MPD. The group comprises Executive Directors (EDs) in-charge of different 
markets departments and heads of other departments. It generally meets twice in a 
quarter to review monetary and credit conditions and takes a view on the stance 
of the monetary licy. 



Technical Advisory Committee (TAC) on Monetary Policy 

The Reserve Bank had constituted a Technical Advisory Committee (TAC) on 
Monetary Policy in July 2005 with a view to strengthening the consultative pro~ 
in the conduct of monetary policy. This TAC reviews macroeconomic and monetary 
developments and advises the Reserve Bank on the stance of the monetary policy 
and monetary measures that may be undertaken in the ensuing policy reviews. The 
Committee has, as its members, five external experts and two Directors from the 
Reserve Bank's Central Board. The external experts are chosen from the areas of 
monetary economics, central banking, financial markets and public finance. 

The Committee is chaired by the Governor, with the Deputy Governor in charge of 
rmnetary policy as the vice-chairman. The other Deputy Governors of the Reserve 
Bank are aJso members of this Committee. The TAC normally meets once in a 
quart~ although a meeting could be convened at any other time, if necessary. The 
ro1e of the TAC is advisory in nature. The responsibility, accountability and time path 
of the decision making remains entirely with the Reserve Bank. 

Pre-Policy Consultation Meetings 

The Reserve Bank aims to make the policy making process consultative, reaching 
out to a variety of stakeholders and experts ahead of each Monetary Policy and 
quarterly Review. 

From October 2005, the Reserve Bank has introduced pre-policy consultation 
meetings with the Indian Banks' Association (IBA), market participants, 
representatives of trade and industry, credit rating agencies and other institutions, 
such as, urban co-operative banks micro-finance institutions, small and medium 
enteiprises non-banking finance companies, rural cooperatives and regional rural 
banks. In order to further improve monetary policy cormmmication, the Governor 
also meets economists, journalists and media analysts. These meetings focus on 
macroeconomic developments, liquidity position, interest rate environment and 
monetary am credit developments. This consultative proc~ contnbutes to eoricbing 
the policy formulation process and enhances the effectiveness of monetary policy 
measures. 

Resource Management Discussions 

The Reserve Bank holds Resource Management Discussions (RM])) meetings with 
select banks about one and a half months prior to the ann01.mcement of the Monetary 
Policy and the Second Quarter Review. These discussions are chaired by the Deputy 
Governor in-charge of monetary policy formulation. 

These meetings mainly focus on perception and outlook of bankers on the economy, 
liquidity conditio~ credit outflows, developments in different market segments and 
the direction of interest rates. Bankers offer their suggestions for the policy. The 
feedback received from these meetings is analyzed and taken as inputs while 
fomnlating monetary policy. 

Functions of RBI - I 

NOTES 

89 



Banking and 
Insurance Practices 

NOTES 

90 

MONETARY POLICY OF INDIA 2011-12 REPORT 

Third Quarter Review of Monetary Policy 2011-12 

ByOr. D. 
Subbarao 

Governor 

INTRODUCTION 

1. Since the Second Quarter Review (SQR) of Monetary Policy in October 
2011, there have been.significant changes in the global scenario. On the one 
band, concerns over the sustainability of sovereign debt problem in the euro 
area have intensified On the other, there are rmdest signs of improvement 
in the US. In the emerging and developing economies (EDEs), growth has 
been moderating, reflecting the sluggislm in the advanced economies and 
the impact of earlier monetary tightening. Overall, notwithstanding the signs 
of recovery in the US, global growth prospects have weakened since the 
SQR. 

2. Growth in India has also moderated In particular, investment activity has 
decelerated sharply, reflecting heightened global uncertainty and domestic 
fiscal, monetary, political and administrative conditions. 

3. Inflation is beginning to moderate as projected, despite the significant 
depreciation of the rupee. In particu1ar, the higher than expected deceleration 
in food inflation has provided some relief: even though this was caused 
largely by a seasonal decline in vegetable prices. Consistent with the Reserve 
Bank's earlier projections, inflation is likely to decelerate further to 7 per 
cent by March 2012. 

4. Non-food manufactured products inflation, however, continues to remain 
high and well above the comfort zone. While indicators of pricing power 
su~ that the JOOderat:ing trend will continue, upsi1e risks remain significant. 
The momentum indicator of non-food manufuctured products inflation is yet 

to show a discermble downward trend. Accordingly, while the Reserve 
Bank's policy stance has to become more sensitive to growth risks, it also 
needs to guard against persistent inflation risks. 

5. This poli;y review is set in the context of a highly tmeertain global environment 
and a delicately poised domestic balance between growth and inflation. It 
should be read and understood together with the detailed review 
in Macroeconomic and Monetary Developments released yesterday by 
the Reserve Banlc. 

6. This Statement is organired in fuur sections: Section I provides an overview 
of global and domestic macroeconomic developments; Section II sets out 
the outlook and projections for growth, inflation and monetary 
aggregates; Section III explains the stance of monetary policy; and Section 
N specifies the monetary measures. 



L The State of the Economy 

Global Economy 

7. US GDP growth in Q3 of 2011 [quarter-on-qoarter (q-o-q), seasonally 
, adjusted annualized rate (saar) was revised downwards from 2 per cent to 

1.8 per cent. Although this is better than the sub-one per cent growth in the 
first ha1f of 2011, it is still substantially below trend In the euro area, GDP 
growth (q-o-q, saar) decelerated from 0.8 per cent in Q2 to 0.4 per cent 
in Q3. In Japan, growth (q-o-q, saar) recovered to 5.6 per cent in Q3 from 
the etbacks uffi d · Q2 (-2.0 per cent) and QI (-6.6 per cent) due to 
earthquake/tsunan:n. 

8. Amongst the major EDEs, growth [year-on-year (y-o-y)] in China slowed 
to 8.9 per cen in Q4 of2011 from 9.1 per cent in Q3 and 9.5 per cent 
in Q2; it also slowed in Brazil to 2.1 per cent .in Q3 from 3.3 per cent in 
Q2 and in SouthAfiica to 3.1 per cent from 3.2 per cent. Growth in Russia, 
however accel rated to 4.8 per cent in Q3 from 3.4 per cent in Q2 of 
2011. Various international agencies have sc.a.led down their growth estimate 
for 2011 and projection for 2012 both for the advanced economies and 
EDEs. 

9. The global purchasing managers' index (PMI) for manumcturing recovered 
to an expansionary tmde in December after remaining below the benchmark 
50-mark (suggesting contraction) in both October and November 2011 . 
The services index.remains above the 50-mark (suggesting expansion) and 
improved from 52.7 in November to 53.2 in December. The composite 
PMI of the emo area has remained well below the benchmark of 50 since 
September 2011, although the index improved marginally to 48.3 in December 
ftom 47.0 in November. 

10. Beginning the fourth week ofDecember 2011, increase in international crude 
oil prices has been driven largely by geo-political uncertainties. In contrast, 
weak global ecooomic activi1y bas Jed to some softening of non-oil commodity 
prices. The World Bank's index of non-energy prices declined by 11 per 
cent (y-o-y) in December 2011 

11. Reflecting .international commodity price dynamics, headline measures of 
inflation nx>derated in November-December 2011 in a number of untries, 
but still remain at elevated levels. Among the major advanced economi , 
headline inflation was 3.0 per cent in the US and 2.7 per cent in the em 
area Amongst the EDEs, headline inflation was 4.1 per cent in China, 6.5 
per cent in Brazil and 6.1 per cent in Russia and South Africa Notably, in 
many EDEs, the softening, in varying degrees, of the impact of global 
commodity prices on inflation was offset by the meable depreciation of their 
currencies in the second half of 2011 . 

12. Given the renewed strains in global finan ial markets, six major central 
banks announced coordinated actions in November 2011 to enhance their 
capacity to provide liquidity support to the global financial system The 
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European Central Bank (ECB) also announced longer-term refinancing 
operations (LTR.Os) with a maturity of 36 months. These measures are 
intended to encourage bank lending in imney markets and sovereign bond 
markets. 

Domestic Economy 

13. At home, GDP gro~ moderated from 7.7 per cent in Ql (April-June) to 
6.9 per cent in Q2 (July-September) of2011-12. This was mainly due to 
deceleration in industrial growth fi:om 6.7 per cent to 2.8 per cent. However, 
the services sector be]d up re1atively well. Consequently, GDP growth during 
Hl (April-September) of2011-12 slowed to 7.3 per cent fi:om s:6 per cent 
in Hl of last year. 

14. On the demand side, the contraction in fixed capital formation in Q2 was 
the main mctor behind the slowdown in growth. The real gross fir.eel capital 
formation to GDP ratio declined from 31.2 per cent in Ql to 30.5 per cent 
in Q2. This pattern, should it persist, will hurt m:d.ium-term growth. Private 
consumption grew by 5.9 per cent in Q2, slightly slower than 6.3 per cent 
in QI, but substantially slower than 9.0 per cent a year ago. The global 
environment is only partly respoDSible for the weak industrial performance 
and sluggish investment activity; several domestic factors - the unhealthy 
:fiscal situation, rugh interest rates and policy and admnristrative uncertainty 
- are also playing a role. 

15. The mdex of industrial production (IIP) remained volatile. The y-o-y ~ 
growth recovered from(-) 4.7 per cent in October to _ 5.9 per cent in 
November. Over the year: however, growth in :industrial production slowed 
down to 3.8 per cent during April-November 2011 from 8.4 per cent a year 
ago. The slowdown was mainly on account of the manufacturing and mining 
sectors. In terms of the use-based classification, weakness in the capital 
goods, intermediate goods and consumer durables sectors dragged down 
industrial production. However, the PMI-Manumcturing rebounded to 54.2 
in December 2011 from 51.0 in.November. The PMI-Services aBO recovered 
markedly to S3.2 in November and further to 54.2 in December from the 
below 50 levels in the preceding two months. On the agriculture 
front, rabisowing as of January 20 2012 was marginally lower (-1.1 per 
cent) than that in last year. 

16. According to the Reserve Bank's order books, inventories and capacity 
utilization survey, capacity utilization of the ma.mrlacturing sector in Q2 of 
2011-12 remained broadly the same as in the preceding quarter. Business 
confidence, as measured by the business expectations indices of the Reserve 
Bank's industrial outlook survey, showed a slight p'ck-up in Q3 of 2011-
12, while it pointed towards moderation in the next quarter. 

17. Headline wholesale price index (WPI) inflation, which averaged 9. 7 per 
cent (y-o-y) during April-October 2011, moderated to 9.1 per cent in 
November and further to 7.5 per cent in December. The decline in inflation 
WM driven largely by a decline in primary food and non-fuod articles inflati.m. 



The momentum indicator ofWPI, as measured by the seasonally adjusted 
3-month moving average inflation rate, also showed a decline. 

18. Primary articles inflation, which was in double digits fur over two years from 
September 2009 to October 2011, moderated to 8.5 per cent in November 
and further to 3.1 per cent in December. This was essentially on account of 
vegetables and non-fuod articles, particularly, fibers'. However, inflation in 
protem items - 'eggs, fish and meat', milk and pum - remained in double 
digits. Excluding vegetables. fuod articles inflation moderated only marginally 
from 8.0 per cent in November to 7.1 per cent in December in contrast to 
the sharp decline in fuod articles inflafun (including vegetables) from 8.5 per 
cent to 0.7 per cent during the same period. 

19. Fuel group inflation remained high at 14.9 per cent in December 2011, 
reflecting high global crude oil prices and rupee depreciation. In met, there 
is siuable suppressed inflation in the fuel-group as administered prices do 
not fully reftect the market prices. 

20. Notably, non-food manufactured products inflation remains elevated. It 
declined from 8.1 per cent in October to 7.9 per cent in November and 
further to 7. 7 per cent in December. However, going by the revision in the 
number fur October 2011, the inflation m.unbers fur November and December 
too are likely to be revised upwards. This indicator is sensitive to international 
COIDIOOdity prices am currency movements and the recent rupee depreciation 
has accentuated price pressures as reflected by this indicatoL 

21. As measured by the consumer price index (CPI) for industrial workers, 
inflation moderated from double digits in September to 9 .3 per cent in 
November. Inflation in tenm; of comumer price indices for agricultural and 
rural laborers moderated ignificantly in December. The new combined (rural 
and urban) consumer price index (base: 201 O= I 00) declined marginally 
from 114.4 in November to 113.9 in December, reflecting softening offuod 
prices. 

22. Money supply~) growth, which was 17.2 per cent at the beginning of 
the financial year, reflecting the strong growth in time deposits following 
increase in interest rates by banks, moderated to 15.6 per cent by end
December 2011 consistent with the projected trajectory of 15.5 per cent 
for the year. 

23. However, non-food credit growth moderated from 21.3 per cent at end

March to 15. 7 per cent by end-December 2011, a rate below the indicative 
projection of 18 per cent set out in the SQR Credit deceleration was 
particularly sharp fur public sector banks, with. growth moderating from 21 
per cent to about 15 per cent during the same period. Disaggregated data 
for November showed that there was a general deceleration in the credit 
flow across sectors, except for personal loans. The deceleration was 
particularly sharp in agriculture, real estate, inftast:ructure, engineering, cetrent 

and cement products. 
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24. Resource flows to th commercial sector :from other ources partly offset 
the deceleration in bank credit. The estimated total flow of~ial resources 
from banks non-banks and external sources to th: co~rcial sector during 
April-December of2011 at around '9.2 trillion was, however, lower than 
that of '9.5 trillion during the same period of last year. 

25. During Q3 of2011-12, the modal deposit rate ofbanks increased by44 
basis points fur maturity up to I year, and 9 bas· points for maturity 
between 1 to 3 years. During Q3. 23 banks raised their base rates by 10-
100 basis points even as the modal base rate of banks remained unchanged 
at 10.75 per cent. The slowdown in total resource flow to the commercial 
sector and the peaking of base rates of banks reflect slowing down of 
investment activity. 

26. Liquidity conditions, which have generally remained in deficit during 2011-
12, tightened further beginning the second week ofNovember 2011, partly 
reflecting the Reserve Bank's furex market operations and advance tax 
outflows around mid-December. Average borrowing under the Reserve 
Bank's daily liquidity adjustment facility (LAF) increased from around '480 
billion during Apnl-September 2011 to around '920 billion during November 
and further to l, l 70 billion in December 2011. Average daily borrowings 
under the LAP were about 1,200 billion during January(up to January 20, 
2012). To ease the tightness in liquidity, and consistent with its monetary 
policy stance of managing liquidity to ensure that it remained in moderate 
deficit, the Reserve Bank conducted open market operations (OMOs) 
aggregating over '700 billion during November 2011-mid January 2012. 

27. Under the marginal tanding fucility (MSF), banks can drawdowa up to one 
per cent of their net demand and time liabilities (NDTL) from their prescribed 
statutory~ ratio (SLR) portfolio. On December 21, 2011, the Reserve 
Bank clarified that banks could access the MSF even if they had excess 
SLR holdings. In view of the tight liquidity conditions some banks accessed 
funds from the MSF window during December 2011.January 20i2. 

28. Wrth the introduction of the new operating procedure of monetary policy in 
May 2011, overnight money market rates hav become more stable. The 
overnight interest rates generally remained close to the repo rate during 
2011-12 (up to January 20, 2012), barring a few days when the call rate 
breached the interest rate ceiling determined by the MSF rate owing to 
tightness of liquidity on account of advance tax outflows. 

29. The Central Government's key deficit indicators widened during 2011-12 
(April•November) relative to the levels in the corresponding period of last . 
year, and were higher even when compared with the deficit levels adjusted 

for the one--off ~trum receipts last year. This was reflected in the increase 
in borrowings by the Government. Beyond the budgeted estimate of '4,170 
billion, the Central Govenmrnt announced an increase in borrowings through 
dated securities of about '530 billion in September and further • 400 billion 
in December. Consequently, the revised gross (net) borrowings for the year 



now work out to about '5,100 billion ('4,360 billion). About 83 per cent of 
revised gross ('4,220 billion) and 80 per cen of net market borrowings 
('3,480 billion) were nmed up to Januazy 16, 20U. The Central Government 
has also annmmced an increase in the borrowing through net issuances of 
Treasury Bills by' 1,025 billion over the budgeted amount of'l50 billion fur 
2011-12. 

30. The I 0-year benchmark government security yield, which remained range
bound during the first half of 2011-12, rose during October, after the 
commencement of second ha1fborrowing programme of the government. 
The yield, however, eased subsequently from 8.89 per cent at end-October 
to 8. 74 per cent at end-November and further to 8.22 per cent as on 
January 20, 2012. The moderation in yield reflected improved demand for 
government securities as credit demand slackened, OMO purchases by the 
Reserve Bank, increase in debt cap for foreign institutional investors (Fils) 
for investment in government securities, and expectation of moderation in 
inflation. 

31. The foreign exchange market remained under pressure in Q3 of 2011-12, 
reflecting adverse global sentirrents and rmderation m capital inflows. Between 
end-March 2011 and January 13, 2012, the 6, 30 and 36-currency trade 
weight d re.al effective exchange rates (REER) depreciated by about 9 per 
cent each, primarily reflecting the nominal depreciation of rupee agaimt the 
US dollar by about 13.2 per cent. Much of the depreciation happened 
during August-December. The Reserve Bank took a number of steps to 
stimulate capital inflows and curb speculation. besides also intervening in the 
market consistent with its policy of containing volatility and preventing 
disruptive movements. The Reserve Bank continues to closely monitor 
developments in the external sector and their impact on the exchange rate 
and, as indicated in the Mid-Quarter Review (MQR) of December 2011, 
will take action, as appropriate. 

32. During HI {April-September) of2011-12, the cummt account deficit (CAD), 
in absolute ~. widened relative t HI of last year, reflecting widening of 
the trade deficit due to significant increase in international prices of imported 
commodities, especially crude il and gold as well as moderation of growth 
in exports of services. However, as a proportion of GDP, the CAD at 3 .6 
per cent was a shade lower than 3.7 per cent in HI of last yeai: During Q3 
of2011-12, merchandise exports growth decelerated, on an average, to 7.7 
p r cent y-o-y from an verage of 36.9 per cent during the first half of 
2011-12. Wlth n:J1X)rts growth moderating more slowly than expom growth, 
the trade deficit for Q3 widened further. 

n. Outlook and Projections 

Global Outlook 

Growth 

33. Global growth prospects for 2012 have deteriorated in an environment of 
increasing concerns over the sovereign debt crisis in the emo area amidst 
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limited monetary and fiscal policy space. Given the weak growth prospects 
in advanced economies and past monetary tightening undertaken by EDEs 
to contain :inflafun, growth in the EDEs has also been rmderating. Accordingly, 
global growth during 2012 is expected to be lower than the International 
Monetary Fund's September 2011 projection of 4.0 per cent. 

Inflation 

34. Although non-oil connnodity prices showed some correction in 2011, crude 
oil prices have remained firm Supply limitations and continued ultra 
accotm00dative monetary policies in major advanced economies pose upside 
risks to commodity prices in 2012. Currency depreciation in EDEs witnessed 
in the second half of 2011 and the Jagged pass-through to domestic prices 
could also add to .inflationary pressures in EDEs. 

Domestic Outlook 

Growth 

35. In the SQRofOctober 2011, the Reserve Bank projected GDP growth of 
7.6 per cent for 2011-12, though with significant downside risks. In the 
MQR of December 2011, the Reserve Bank indicated that some of these 
risks were indeed materializing such as incr~ in global uncertamty, weak 
industrial growth, slowdown in investment activity and deceleration in the 
resource flow to the co11m1ercial sector. Consequently, while agricultural 
prospects look ruoyant, industrial production bas decelerated. The slowdown 
in industrial production will also impact service sect.or growth. Further, weaker 
global growth will also have an adverse impact. Accordingly, the baseline 
projection of GDP growth for 2011-12 is revised downwards from 7.6 per 
cent to 7.0 per cent (Chart 1). 
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36. Looking ahead to 2012-13, while a furmalprojection will be-made in the 
Annual Policy Statement in April. the Reserve Bank's baseline scenario is 



1;. 

:: 

that the economy will exhibit a modest recovery, with growth being slightly 
faster than that during the current year. 

3 7. It mast be emphasized that investment activity has slowed down significantly. 
As indicated above, while global ractors are contributing. domestic conditions 
are also responsible and a change in the investment climate is contingent on 
these adverse conditions being addressed by policy actions. Without this, a 
continuing decline in investmmt will push the economy's trend rate of growth 
down, further aggravating inflationary pressures and threatening external and 
internal stability. 

Inflation 

38. Food inflation has moderated more than anticipated because of a sharp 
drop in vegetable prices. This benefit , however, been offset to a large 
extent by the lower than expected moderation in non-food manufactured 
products inflation. Fuel inflation remains well above double ctigits. Keeping 
in view the expected moderation in non-fuod tnanUfactured products inflation, 
domestic supply fuctors and global trends in conmodity prices, the baseline 
projection for WP1 inflation is retained at 7 per cent as set out in the SQR 
(Chart 2). 
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39. A significant downgrade in the growth projection wou1d nonnally have been 
accompanied by a downward revision in the inflation projection However, 
in the current circw:mtances, two mctors have prevented this :from happening. 
First, rupee depreciation has been feeding into core inflation, delaying the 
adjustment of inflation to slower growth. Second, very importantly, suppressed 
inflation in petroleum product and coal prices remains quite significant. While 
a rationalization of prices is welcome for a variety of well known reasons, 
it will impact observed inflation in the short-term. This projection · based 
o~ the likelihood of some adjustments being made in these prices. 
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40. Looking ahead to 2012-13, while a formal projection will be made in the 
AnnuaJ Policy Statement in April, the Reserve .Bank's baseline scenario is 
that headline inflation may show some moderation, though remaining 
vulnerable to a variety of upside risks, indicated later in this Review. 

41. Ahhough :inflation has remained persistently high over the past two years, it 
is important to note that during the 2000s, it averaged around 5.5 per cent, 
both in terms of WPI and CPI, down from its earlier trend rate of about 
7 .5 per cent. Given this record, the conduct of IIHJnetary policy will continue 
to condition and contain perception of inflation in the range of 4.0-4.5 per 
cent. This is in line with the medium-term objective of3.0 per cent inflation 
consjstent with India's broader integration into the global economy. 

Monetary Aggregate 

42. Money supply (MJ growth at 15.6 per cent (y-~y) in December 2011 was 
in line with the indicative trajectory of 15.5 per cent for 2011-12. However, 
non-fuod credit growth at 15. 7 per cent was below the indicative projection 
of 18 per cent, reflecting the combined effect of a slowing economy and 
increasing risk aversion by banks. The deceleration in non-food bank credit 
is explained, to a large extent, by the expansion in net bank credit to the 
government which increased at a significantly higher rate of24.4 per cent 
as compared with 17 .3 per cent last year. Keeping in view the increased 
government borrowings and slowdown in private credit demand, ~ growth 
projection for 2011-12 has been retained at 15.5 per cent, while non-food 
credit growth has been scaled down to 16.0 per cent. These numbers, as 
always, are indicative projections and not targets. 

Risk Facton 

43. The indicative projections of growth and inflation for 2011-12 are subject 
to a number of risks as indicated below: 

j) Sovereign debt concerns in the euro area pose a major downside risk 
to overall growth outlook. The absenc of a credible solution to the 
euro area problem is weighing on global growth prospects even as 
recent data suggest that there is soim improvement in the US recovery. 
Continuing uncertainty in the euro area will adversely aflect Indian growth 
through trade, finance and confidence channels. 

ii) Capital inflows to India have slowed down on account of portfolio re
balancing by FIis due to global W1certainty. This raises concerns, 
especially because the current account deficit oflndia bas widened. The 
exchange rate has already come under significant pressure, which has 
also added to inflationary pressures. If the global situation does not 
improve, capital inflows could continue to be adversely affected. In this 
scenario, the size oftbe cmrent account deficit poses a significant tbreat 
to macroeconomic stability. 

iii) Even as global food and metal prices have moderated further, global 
e ergy price have increased. Should crude prices spike due to supply 



constraints on account of geo-political factors or decline significantly 
due to deterioration in the global macro conomic situation, they will . 
have implications for domestic growth and inflation. Exchange rate 
movements will also be an important f.actor in shaping the impact of 
global crude prices on domestic prices. 

iv) Non-food credit growth has slowed down. Although some slowdown in 
credit growth was expected on account of monetary tightening, credit 
growth bas decelerated more than expected and is currently below the 
indicative trajectory of 18 per cent. Apart :from slowdown of economic 
activity, it also reflects increasing risk aversion by banks due to increase 
in non-performing assets. Although banks need to be prudent while 
sanctioning credit proposals, risk aversion by the banking sector could 
adversely affect credit flow to productive sectors of the economy. 

v) Ahhough fuod inflation bas declined in the recent period, this was mainly 
due to a easonal decline in vegetable pric . Going by past trends, the 
extent of decline in vegetable prices een in December this year is 
usually observed in the winter season (December-February). As such, 
the decline in food inflation is likely to be limited in coming months. 
Beyond this, inflation in respect of protein-based items remains high. In 
the absen;e of appropriate supply responses of those commodities where 
there are structmal imba)aoces, particularly protein-based items, risks to 
food inflation will continue to be on the up ide. Significantly, there has 
been reduction in rabi acreage for pulses, which may have an adverse 
impact on pri es. 

vi) There is still a large element of suppressed inflation as domestic prices 
of ome administered products do not reflect the underlying marke 
conditions This is particularly true of coal which....... ..,.; _, sm increase 
towards the end of last year but no increase this year so far. Since coal 
is an input for electricity, coal prices, as and when raised. will also have 
implications for electricity tariffs. Further, the current levels of domestic 
prices of petroleum. products do not reflect international prices. Petrolemn 
product prices have also not been revised in response to crude oil 
pri es, contnbuting to both fiscal slippages and suppressed inflation. 
Revision in domestic administered prices will add to inflationary presmres, 
although such revisions are necessary to maintain the balance between 
supply and demand. Particularly, as the food subsidy bill is expected to 
rise it will be prudent to fully deregulate die el prices to contain both 
aggregate demand and trade deficit. 

viI) The .fiscal deficit of the government has remained elevated since 2008-
09. If the increase in government borrowing already announced is an 
indication, the gros fiscal deficit for 2011-12 will overshoot the budget 
estimate substantially. At the current juncture when there is a ne to 
boost private investment, the increase in cal deficit could potentially 
crowd out credit to the private sector. Moreover, slippage in the fiscal 
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deficit has been adding to inflationary pressures and it continues to be 
a risk for inflation. 

III. The Policy Stance 

44. The Reserve Bank began exiting from the crisis driven expansionary policy 
in October 2009. Between January 2010 and October 2011, the Reseive 
Bank cumulatively raised the cash reserve ratio (CRR) by l 00 basis points 
and the policy rate (the repo rate) 13 times by 375 basis points. This 
monetary policy response was calibrated on the basis of India specific 
growth-inflation dynamics. The focus of the monetary policy stance during 
May-October 2011 was on containing inflation and anchoring inflation 
expectations even as it meant sacrificing some growth. However, in view of 
slowdown in growth, especially investment: activity and expected m:>deration 
in inflation beginning December, it was decided to pause in the MQR of 
December 2011. 

45. Since November 2011 in:ftation has broadly fuDowed the projected trajectory 
and has shown m:>deration as expected. Even as inflation remains elevated, 
despite moderation, downside risks to growth have increased The growth
inflation balance of the monetary policy stance has now shifted to growth, 
while at the same time ensuring that inflationary pressw-es remain contained. 
Accordingly, the policy stance in this review is shaped by the fullowing three 
major considerations. 

46. First, growth is d celerating. This reflects the combined impact of several 
factors: the uncertain global environm nt, the cumulative impact of past 
monetary policy tightening and domestic policy uncertainties. Credit off take 
has also been below the projected trajectory. While slowdown in the growth 
of demand was the expected outcome ofm:metary policy actions that were 
taken to contain inflation, at this juncture, risks to growth have increased. 
This is also reflected in the scaling down of the growth projection for 2011-
12 by the Reseive Bank. 

47. Second, though headline WPI inflation is moderating, it .largely reflects a 
sharp deceleration in prices of seasonal food items. Inflation in respect of 
other key components, particularly protein-based food ite~ and non-fuod 
manufactured products remains high. Moreover upside risks to inflation 
arise from global crude oil prices, the lingering impact of rupee depreciation 
and slippage in the fiscal defic~. 

48. Third, liquidity conditions have remained tight beyond the comfort zone of 
the Reserve Banic. Although the Reserve Bank has conducted open market 
purchase of government securities to inject liquidity of over •700 billion, the 
structural deficit in the systemhas increased significantly, which could hurt 
the credit flow to productive seotors of the economy. The large structural 
deficit in the system presents a strong case for injecting pennanent primary 
liquidity into the system. 



49. Against this backdrop, the stance of monetary policy is intended to: 

• Maintain an interest rate environment to contain inflation and anchor 
inflation expectations. 

• Manage liquidity to ensure that it remains in.moderate deficit, consistent 
with effective monetary transmission. 

• Respond to increasing downside risks to growth. 

Iv. Monetary Measures 

50. On th basis of current assessment and in line with the policy stance outlined 
in Section ill, the Reserve Bank announces the following policy measures: 

Cash Reserve Ratio 

51. It has been decided to: 

• reduce the cash reserve ratio (CRR) of scheduled banks by 50 basis 
points from 6.0 per cent to 5.5 per cent ofthe.ir et demand and time 
liabilities (ND1L) effective the fortnight beginning January 28, 2012. 

52. As a result of the reduction in the CRR, around 320 billion of primary 
liquidity will be injected into the banking system 

Repo Rate 

53. The policy repo rate under the liquidity adjustment fucility (LAP) has been 
retained at 8.5 per cent. 

Revene Repo Rate 

54. The reverse repo rate under the LAF, determined with a spread of 100 
basis points below the repo rate, stands at 7 .5 per cent. 

Marginal Standing Facility (MSF) Rate 

55. The Marginal Standing Facility (M F) rate, determined with a spread of 
100 basis points above the repo rate, stands at 9.5 pe cent. 

Bank Rate 

56. The Bank Rate has been retained at 6.0 per cent. 

Guidance 

57. In reducing the CRR, the Reserve Bank has attempted to address the 
structural pressures on liquidity in a way that is not inconsistent with the 
prevailing monetary stance. In the two previous guidances, it was indicated 
that the cycle of rate increases had peaked and furth r actions were likely 
to reverse the cycle. Based on th current inflation traj ctory, including 
consideration of suppressed inflation, it is premature to begin reducing the 
policy rate. Th redu ion in the policy rate will be conditioned by signs of 
sustainable OX>deration in inflation However. the persistence of tight liquidity 
conditions could disrupt credit flow and further exacerbate growth risks. In 
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this context, the CRR · the IJ.X) effective instrument for permanent liquidity 
injections over a sustained period of time. The reduction can also be viewed 
as a reinforcement of the guidance that future rate actions will be towards 
lowering them. 

58. However, it must be emphasised that the timing and magnitude of future rate 
actions i'i contingent on a number of mctors. Policy and administrative actions, 
which induce investment that will help alleviat supply constraints in food 
and infrastructure, are critical Initiatives to narrow skill mismatches in labor 
markets will help ease the pressure on wages. The anticipated fiscal slippage, 
which is caused largely by high levels of consumption spending by the 
government, po s a significant threat to both inflation management and, 
more broadly, to macroeconomic stability. 

59. Strong signs of fiscal consolidation, which will shift the balance of aggregate 
demand from public to private and from consumption to capital formation, 
are critical to create the space for lowering the policy rate without the 
imminent risk of resurgent inflation. In th absence of credible fiscal 
consolidation, the Reserve Bank will be constrained from lowering the policy 
rate in response to decelerating pnvate consumption and invesl:Imnt spetding. 
The forthcoming Union Budget must exploit the opportunity to begin this 
process in a credible and sustainable way. 

Expected Outcomes 

60. The policy actions and the guidance in this Statement given are expected to: 

i Ease liquidity conditions. 

JL Mitigate downside risks to growth. 

DL Continue to anchor med.ium--term inflation expectations on the basis of 
a credible commitment to low and stable inflation. 

Mid-Quarter Review of Monetary Policy 2011-U 

61. The next mid-quarter review of Monetary Policy for 2011-12 will be 
announced through a press release on Thursday, March 15, 2012. 

Monetary Policy 2012-13 

62. The Monetary Policy for 2012-13 will be announced on Tuesday. April 17, 
2012. 

GENERAL ANALYSIS OF MONETARY POL.ICY 2011-12 

Monetary and Liquidity Measures (Analysis) 

1. On the basis of the curreal macroeconomic assesmient, it has been decided 
to: 

• keep the cas re erve ratio (CRR) of sch duled banks unchanged at 
4.75 per cent of heir net demand and ti.In liabilitie · and 



• keep the policy repo rate under the liquidity adjustment mcility (LAF) 
unchanged at 8.5 per cent. 

Consequently, the reverse repo rate under the LAF will remain unchanged 
at 7.5 per cent, and the marginal standmg facility (MSF) rate and the Bank 
Rate at 9.5 per cent. 

2. The Reserve Bank reduced the CRR by 75 basis points from 5.5 per cent 
to 4. 75 per cent effective March 10, 2012. Th.is measure was necessitated 
ahead of this scheduled Mid-Quarter Review to address the persistent 
structural liquidity deficit beyond the Reserve Bank's comfort levei which 
would have further worsened during the week of March 12-16 due to 
advance tax outflows. 

3. Since the Reserve Bank's Third Quarter Review (TQR) of January 24, 
2012, there has been modest improvement in the global macroeconomic 
situation. The recent macroeconomic data for the US economy show some 
positive signs. In particular, labor market conditions have improved. How~ 
the US Fed expects that economic conditions warrant exceptionally low 
levels for the federal funds rate at least through late 2014. 

4. The irnn:Jroiate financial market presmires in the euro area have been alleviated 
to some extent by the European Central Bank (ECB) injecting liquidity of 
more than one trillion euro through the two long-term refinancing 
operations. Growth in the euro area, however, turned negative in Q4. The 
emerging and developing economies (ED Es) are showing igm of growth 
slowdown. As a result, the global growth for 2012 and 2013 is expected 
to be lower than earlier anticipated. 

5. Inflation pressures in both. advanced economies and EDEs moderated 
towards the end of 2011 on account of subdued domestic demand and 
correction in non-fuel commodity prices. Global crude prices. however, 
have spiked suddenly reflecting both geo-political concerns and abundant 
global liquidity, accentuating the.risks to growth and inflation. 

6. GDP growth [year-on-year (y-o-y)] decelerated to 6.1 per cent in Q3 of 
2011-12 from 6.9 per cent in Q2 mainly reflecting a slowdown in industrial 
activity. On the expenditure side, the growth moderation was mainly due to 
a deceleration in investment activity and weak external demand. Th Central 
Statistics Office (CSO) has estimated the full year growth for 2011-12 at 
6.9 per cent, which is in line with the Re erve Bank's projection. 

7. Growth in industrial production, as reflected in the index of industrial 
production (TIP). moderated to 4.0 per cent during 2011-12 (April-January) 
from 8.3 per cent in the corresponding period a year ago. While growth in 

. the capital goods and intermediate goods sectors was negative, growth in 
the basic goods and consumer goods sectors decelerated marginally. Given 
the significant volatility in IIP numbers, the Reserve Bank also uses several 
other indicators to assess the overall industrial activity. The Manufacturing 
PMI for February suggested that industrial activity remained in an 
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expansionary mode. While corporate sales growth in Q3 of 2011-12 was 
robust, margins moderated, reflecting increasing difficulty in pas.mg on rising 
input prices. 

8. After remaining above 9 per cent during April-November 2011, y-o-y 
headline wholesale price index (WPI) inflation rate moderated to 7. 7 per 
cent in December and further to 6.6 per cent in January 2012, before rising 
to 7.0 per cent in February. While moderation in WPI inflation stemmed 
mainly from primacy food articles, fuel and manufactured products groups 
also contributed. 

9. Primary food articles inflation, which was modest at 0. 8 per cent .in December, 
turned negative (-0.5 per cent) in January 2012> before rising to 6.1 per 
cent in February. Despite the sharp increase in global erode oil prices, fuel 
group inflation moderated from 15.0 per cent in December to 12.8 per cent 

in February, reflecting the absence of coliltMDSWBte pass-through to do~ 
consumers. 

10. Non-food manufactured products inflation moderated from 7.9 per cent in 
December to 5.8 per cent in February 2012, reflecting both a slowdown in 
domestic demand following the monetary tightening and m,deration in global 
non-oil coll'.IIDJdityprices. The momentum irv:ti~r ofnon-fuod manu.fuctured 
products inflation (seasonally adjusted 3-month moving average inflation 
rate) also showed a moderating trend. 

11. Notably, Consumer Price Index (CPI) inflation (as measured by the new 
series, base year 2010) for the month of January 2012 was 7.7 per cent 
suggesting that price pressures persist at the retail level. 

12. The Centre's fiscal conditions deteriorated during 2011-12 (April-January) 
with key deficit indicators aJready crossing the budget emimates for the full 
year. Apart ftom sluggishness in tax revenues, Government's non-plan 
expenditure, particularly subsidie increased sharply. As indicated in the 
TQR, the slippage in the meal deficit has been adding to inflationary pressures. 
Credible fiscal consolidation, therefore, will be an important factor in shaping 
the inflation outlook. 

13. The y-0-y rmney supply (MJ growth and non,.food credit growth moderated, 
reflecting the slowdown in the economy. Liquidity conditions have remained 
significantly in deficit mode. In order to mitigate the liquidity ~. the . 
Reserve Bank undertook steps to inject primary liquidity of a more durable 
natw-e through open market operations (OMOs) aggregating '1,247 billion 
during November 2011- March 9, 2012 and reduced the CRR by 125 
basis points (50 basis points effective January 28 and 75 basis points effective 
March 10), injecting primary liquidity of about '800 billion. The liquidity 
situation has since improved and it is expected to ease further in the weeks 
ahead 

14. While Im'Ch.andi5e exports growth decelerated, m:>deration in imports growth 
was less pronounced leading to a widening of the trade deficit. After the 



TQR, the rupee bas moved in a range of '48.69 to '50.58 per USO. With 
sluggish demand conditions in the advanced economies impeding exports 
growth and crude oil prices rising sharply, the current account deficit (CAD) 
is likely to remainhigh. The financing of the CAD will continue to pose a 
challenge so long as the global situation remains uncertain. 

15. While the recovery in the US bas been progressing, economic activity in the 
emo area has contracted. Although abundant liquidity injection by the ECB 
has mitigated the immediate pressures in :financial markets, a credible solution 
to the sovereign debt problem is yet to emerge. Sluggish global economic 
activity, uncertainty in the euro area and rising crude oil prices will hamper 
growth prospects ofEDEs. 

16. On the domestic front, while most indicators suggest that the economy is 
slowing down, the performance in Q4 of2011-12 is expected to be better 
than that in Q3. Inflation has broadly evolved along the projected trajectory 
so far. However, upside risks to .inflation have increased from the recent 
surge in crude oil prices fiscal slippage and rupee depreciation. Besides, 
there continues to be significant suppressed inflation in fuel, fertilizer and 
power as administered prices do not fully reflect the costs of production. 

17. Recent growth-inflation dynamics have prompted the Reserve Bank to indicate 
that no further tightening is required and that future actions will be towards 
lowering the rat s. However, notwithstanding the deceleration in growth, 
inflation risks remain, which will mfluence both the timing and magnitude of 
future rate actions. 

FUNCTIONS OF RBI - II 

II - Issuer of Currency 

Management of currency is one of the core central banking fimctions of the Reseive 
Bank for which it derives the necessary statutory powers from Section 22 of the 
RBIAct, 1934. AJong with the Government oflndia, the Reserve Banlc is respoDSible 
for the design, production and overall.management of the nation's currency, with the 
goal of ensuring an adequate supply of clean and gemrine notes. In coDSUltation with 
the Government, the Reserve Bank routinely addresses security issue and targets 
ways to enhance security features to reduce the risk of COlDlterfeiting or forgery of 
currency notes. 

The Paper Currency Act of 1861 conferred upon the Government of India the 
monopoly of note issues, thus ending the practice of private and presidency banks 
issuing currency. Between 1861 and 1935, the Government of India managed the 
issue of paper currency. In 1935, when the Reserve Bank began operations, it took 
over the function of note issue from the Office of the 

Controller of Currency, Government oflndia . 

URRENCY UNIT AND DENOMINATION 

The Indian Currency is called the Indian Rupee (abbTY!viated as Re. in singular 
and Rs. in plural), and its sub-denomination the Paisa (plural Pav;e). At present 
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notes in India are issued in the denomination of Rs.5, Rs.10. Rs.20, Rs.50, Rs.100, 
Rs.500 and Rs.1,000. The printing of Re.I and Rs.2 denominations has been 
discontinued. However, notes in these denominations is.ffled earlier are still valid and 
in circu1ation. The Reserve Bank is a1so authorized to ismie notes in the dennn:rinatiom 
of five thousand rupees and ten thousand rupees r any other denomination, but not 
exceeding ten thousand rupees that the Central Government may specify. Thus, in 
team of current provisions of RBI Act 1934, notes in denominations higher than ten 
thousand rupees cannot be issued. 

Coin Denomination 

Coins in India are available in denominations of 10 paisa, 20 paisa, 25 paisa, 50 
paisa, one rupee, two rupees, five rupees and ten rupees. Coins up to 50 paisa are 
called "small coins" and coins of Rupee ne and above are called "Rupee coins". 
As per th pr visions of Coinage Act, 1906, coins can be is ed up to the 
denomination of Rs.1,000. 

Currency Management 

The Reserve Bank carries out the currency management function through its 
Department of ClllTency Management located at its Central Office in Mumbai, 19 
Issue Offices located across the country and a cmrency chest at its Kochi branch. 
To fucilitate the distribution of notes and rupee coins across the cotmtry, the Reserve 
Banlc has authorized sel cted branch of banks to establish currency chests. There 
is a network of 4,281 Currency Chests and 4,044 Small Coin Depot with other 
banks. Curr ncy chests are storehouses where bank notes and rupee oins are 
stocked on behalf of the Reserve Bank. The currency chests ha e been established 
with State Bank of India, six associate banks nationalized banks private sector 
banks, a foreign ~ a state cooperative bank and a regional rural bank. Deposits 
into the currency chest are treated as reserves with the Reserve Bank and are 
included in the CRR. The reverse is applicabl for withdrawals from chests. Like 
currency chests, there are also small coin depots which have been established by 
the authorized bank branche to stock small coins. The small coin depots distribute 
small coins to ther bank branches in their area of operation. 

The Depertmen of Currency Management makes recommendations on design of 
bank notes to the Central Government, forecasts th demand fur notes, and ensures 
smooth distribution of notes and coins through ut the country. It arranges to withdraw 
unfit notes, administers the provisions of the RBI {Note Refund) Rules, 2009 (these 
rules deal with the payment of value of the soiled or mutilated not s) and reviews/ 
rationalizes the work systems and procedures at the issue offices on an ongoing 
basis. 

The RBI Act requires that the Reserve Bank' affilirs relating to note issue and its 
general banking business be conducted through two eparate departments - the 
Issue Department and the Banking Department. All transactions relating to the issue 
f currency notes are separately conducted, for accounting purposes, in th Issue 

Department. The Issue Department is liable for the aggregate value of the currency 
notes of the Govemmmt oflndia (ct.men notes issued by the Govermmnt of India 



prior to the issue of bank notes by the Reserve Bank) and bank notes of the 
Reserve Bank .in circulation from time to time and it maintains eligible assets for 
equivalent value. The assets which form the backing for note issue are kept wholly 
distinct from those of the 

Banking Department. The ls.sue Department is permitted to issue notes only in 
exchange for notes of other denominations or against prescribed assets. This 
Department is also responsible for getting its periodical.requirements of notes/coins 
:from the CWTency printing presse&l'mints, distnbution of notes and coins among the 
public as well as withdrawal of unserviceable notes and coins from circulation. The 
mechanism for putting cWTency into circulation and its withdrawal from circulation 
(that is, expansi and contraction of currency, respectively) is effected through the 
Banking Department. 

Currency Distribution 

The Government of India on the advice of the Reserve Bank decides on the various 
denominations of the notes to be printed. The Reserve Bank coordinates with the 
Government in designing the bankn tes including their secwity features. 

For printing of notes, the Security Printing and Minting Cruporation of India Limited 
(SPMCIL), a wholly owned company of the Government of India, has set up 
printing presses at Nasik, Maharashtra and Dewas, Madhya Pradesh. The Bharatiya 
Reserve Bank Note Mudran Pvt. Ltd. (BRBNMPL), a wholly owned subsidiary of 
the Reserve Bank, also has set up printing presses at 

Mysore in Kamataka and Salboni in West Bengal. The Reserve Bank estimates the 
quantity of notes (denomination-wise) that is likely to be required and places indents 
with the various pre ses. The notes received from th presses are then issued for 
circulation both through remittances to banks as also across the Reserve Bank 
counters. Currency chests, which are maintained by banks, store soiled and re
issuable notes, as also ftesh banknotes. The banks send notes, which in their opinion 
are unfit for circulation, back to the Reserve Bank. The Reserve Bank examines 

· these notes and re-issues those that are found fit for circulation. The soiled notes 
are destroyed, through shredding, so ~ to maintain ~ quality of notes in circulation. 

Coin Distribution 

The Indian Coinage Act, 1906 governs the minting of rupee coins, including small 
coins of the value ofless than one rupee. One rupee notes (no longer issued now) 
and coins are legal tender in India for unlimit amounts. Fifty paisa coins are legal 
t nder for any sum not exceeding ten rupees and smaller coins for any sum not 
exceeding one rupee. The Reserve Bank acts as an agent of the Central Government 
for ilistnbution, issue and handling of the coins (including one rupee note) and fur 
withdrawing and remitting them back to Government as may be necessary. SPMCIL 
has four mints at Mumbai, Noida (UP), Kolkata and Hyderabad for coin production. 

Similar to distnbution ofbanknot , coins are distributed through various channels 
such as Reserve Bank counters, banks, post offices regional roral banks and urban 
cooperative banks. The Reserve Bank offices also sometmies organize special coin 
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me/as fur exchanging notes into coim through retail ctistabution. Just as unfit banknotes 
are destroyed, unfit coins are also withdrawn from circu.lation and sent to the' mint 
for IMlting. 

Special types of notes 

A special Star series of notes in three denominations of rupees ten, twenty and fifty 
have been issued since August 2006 to replace defectively printed notes at the 
printing presses. The Star series banknotes are exactly .like the existing Mahatma 
Gandhi Series banknotes, but have an additional character - a (star) in the number 
panel in the space between the prefix and the number. The packets containing these 
banknotes will not, therefore ve sequential serial numbers, but contain 100 
banknotes, as usual This facility bas been further extended to Rs. l 00 notes with 
effect from June 2009. The bands on such packets indicate the presence of such 
notes. 

Exchange of notes 

Basically there are two categories of notes which are exchanged between banks and 
the Reserve Banlc - soiled notes and mutilated notes. WbiL oiled notes are notes 
which have become dirty and limp due to exce sive use or a two-piece note, · 
nnrtilated ote means a note of which a portion is missing or which is composed of 
more than two pieces. While soiled notes can be tendered and exchanged at all 
bank branches, mutilated notes are exchanged at designated bank branches and 
such notes can be exchanged for value through an adjudication process which is 
governed by Reserve Bank of India (Note Refund) Rules 2009. Under current 
provisions, either full or no value for notes of denomination up to Rs.20 is paid, 
while notes' ofRs.50 and above would get full, halt or no lue, depending on the 
area of the sing1e largest undivided portion of the note. Special adjudication procedures 
exist at the Reserve Bank Issue offices for notes which have twned extremely brittle 
or badly burnt, charred or inseparably stuck together and, therefore, cannot withstand 
normal handling, 

COMBATING COUNTERFEITING 

To combat the incidence of forged notes, the Reserve Bank bas taken certain 
measures like publicity campaigns on security feature of bank notes and display of 
"Know Your Bank note" poster at bank branches mclnding at offsite ATMs. The 
Reserve Bank, in consulta ·on with the Government of India, periodically reviews 
and upgrades the secmity features of the bank notes to deter counterfeiting. It also 
shar~s information with various law enforcement agencies to address the issue of 
counterfeiting. It h$ also issued detailed guidelines to banks and government treasmy 
offices on how to dete and impound counterfeit notes. 

ill - Banker and Debt Manager to Government 

Since its inception. the Reserve Bank has undertaken the traditional central banking 
ftmction of managing the government's banking transactions. The Reseive Hanle of 
India Act, 1934 requires the Central Government to entrust the Reserve Bank with 
all its money, remittance, exchange and banking transactions in India and the 



management of its public debt The Government also deposits its cam balances with 
the Reserve Bank. The Reserve Bank may also, by agreement, act as the banker 
to a State Government. Currently, the Reserve Bank act as banker to all the State 
Governments in India, except Jammu & Kashmir and Sikkim. It bas limited agreem;;ots 
for the management of the public debt of these two State Governments. 

As a banker to the Government, the Reserve Bank receives and pays money on 
behalf of the various Government departments. As it has offices .in only 27 locations, 
the Reserve Bank appoints other banks to act as its agents for undertaking the 
banking business on behalf of the governments. The Reserve Bank pays agency 
bank charges to the banks for undertaking the government business on its behalf 
The Reserve Bank has well defined obligations and provides several services to the 
governments. The Central Government and State Governments may make rules for 
the receipt, custody and disbursement of money from the consolidated fund, 
contingency fund, and public account. These rules are legally binding on the Reserve 
Bank. 

The Reserve Bank also undertakes to float loans and manage them on behalf of the 
Governments. It also provides Ways and Means Advances - a short-term interest 
bearing advance - to the Governments, to meet the temporary mismatches in their 
receipts and payments. Besides, it arrange for investmerr of surplus cash balances 
of the Governments as a portfolio manager. The Reserve Bank also acts as adviser 
to Government, whenever called upon to do so, on monetary and banking related 
matters. 

The banking functions for the govemments are carried out by the Public Accounts 
Departments at the offices/ branches of the Reserve Ban.le, while management of 
public debt including floatation of new loans is done at Publi Debt Office at offices 
/ branches of the Reserve Bank and by the Internal Debt Management Department 
at the Central Office. For the final compilation of the Government accounts, both 
of the centre and state , the Nagpur office of the Reserve Bank ha a Central 
Accounts Section 

BANKER TO THE CENTRAL GOVERNMENT 

Umer the ad.mimstrative arrangements, the Central Governm:nt . required to maintain 
a minimum cash balance with the Reserve Bank. Currently, this amount is Rs.10 
crore on a daily basis and Rs.100 crore on Fridays, as also at the end of March 
and July. 

Under a scheme introduced in 197 6, every ministry and department of the Central 
Govemm:n1 bas been allotted a specific public sector bank fur bardling its transactions.. 
Hence, the Reserve Bank does not handle government's day-to-day transactions as 
before, except where it has been nominated as banker to a particular ministry or 
department. In 2004, a Market Stabilisation Scheme (MS ) wa introduced for 
issuing of treasury bills and dated securities over .and above the normal market 
borrowing programme of the Central Govermnent for ab orbing excess liquidity. 
The Reserve Bank maintains a separate MSS cash balanc of the Government, 
which is not part of th Consolidated Fund of India. 
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As banker to the Government, the Reserve Bank works out the overaII funds 
position and sends daily advice showing the balances in its books, Ways and Means 
Advances granted to the government and investments made from the smplus fund. 
The daily advices are followed up with monthly statements. 

Banker to the State Government 

All the State Governments are required to maintain a minimum balance with the 
Reserve Bank, which varies from state to state depending on the relative siz.e of the 
state budget and economi activity. To tide over temporary .mismatches in the cash 
flow of receipts and payments, the Reserve Bank provides Ways and Means 
Advances to the State Governments. The WMA scheme for the State Governments 
has provision for Special and Normal WMA. The Special WMA is extended 
against the collateral of the government securities held by the State Government. 
Aft r the exhaustion of the special WMA limit, the State Government is provided 
a normal WMA. The nonnal WMA limits are based on three-year average of actual 
revenue and capital expenditure of the state. The withdrawal above the WMA limit 
is considered an overdraft. A State Government account can be in. overdraft for a 
maximum 14 consecutive working days with a limit of36 days in a quarter. The rate 
of interest on WMA is linked to the Repo Rate. Surplus balances of State 

overnments are invested in Government oflnclia 14-daylntermediate 

Treasury bills in accordance with the instructions of the State Governments. 

MANAGEMENT OF PUBLIC DEBT 

The Reserve Bank.manages the public debt and issues new loans on behalf of the 
Central and State Governments. It involves issue and retirement of rupee loans, 
inter st payment on the loan and operational matters about debt certificates and 
their registration. The union budget decides the annual borrowing needs of the 
C ntral Government. Parameters, such ~ interest rate, timing and manner of raising 
of loans are influenced by the tate of liquidity and the expectations of the market. 
The Reserve Bank's debt management policy aims at minimizing the cost ofbormwing 
reducing th roll-over ml<, sm>othening the maturity structure of debt, and improving 
depth and liquidity of Government securities markets by developing an active 
secondary market. While formulating the borrowing programme for the year, the 
Government and th Reserve Bank take into account a number of factors, such as, 
the amount of Central and State loans maturing during the year, the estimated. 
available resources, and the absorptive capacity of the market. 

IV - Banker to Banks 

Banks are required to maintain a portion of their demand and time liabilities as cash 
reserves with the Reserve Bank, thus necessitating a need for maintaining accounts 
with the Bank. Further, banks are in the busin.~s of accepting deposits and giving 
loans. S · ce difrerent persons deal with different banks in order to settle transactions 
between various customers maintaining accounts with different banks, these banks 
have to settle ansactions among each other. S ttlement of inter-bank obligations 
thus assumes importance. 



To :facilitate smo th operation of this function of banks, an arrangement has to be 
made to transfer money from one bank to another. This is usually done through the 
mechanism of a clearing house where banks pr sent cheques and other such 
instruments for clearing. Many banks aJso engage in other financial activities, such 
as, buying and selling securities and foreign currencies. Here too, they need to 
exchange funds between themselves. In order to facilitate a smooth inter-bank 
transfer of funds, or to make payments and to receive funds on their behalf: banks 
need a common banker. 

In order to meet the above objectives, in India, the Reserve Bank provides banks 
with the fitcility of opening accounts with itself. This is the 'Banker to Banks' 
function of the Reserve Bank, which is delivered through the Deposit Accounts 
Department (DAD) at the Regional offices. The Department of Government and 
Bank.Accounts ve ees this function and formulates policy and issues operational 
instructions to DAD. 

RESERVE BANK AS BANKER TO BANKS 

To fulfill this fimction, the Reserve Bank opens current accounts of banks with itself: 
enabling these banks to maintain cash reserves as well as to carry out inter-bank 
transactions through these accounts. Inter-bank accounts can also be settled by 
transfer of money through electronic fund transfer system. such as, the Real Time 
Gross Settlement System (RTGS). 

Tqe Reserve Bank continuously monitors operations of these accomits to ensure 
that defaults do not take place. Among other provisions, the Reserve Bank stipulates 
minimum balances to be maintained by banks in these accounts. Since banks need 
to settle funds with each other at various places in India, they are allowed to open 
accounts with different regional offices of the Reserve Banlc. The Reseive Banlc also 
fac ilitates remittan of funds from a bank's surplus account at one location to its 
deficit account at another. Such transfers are electronically routed through a 
computerized system The computerization of ace unts at the Reserve Banlc has 
greatlyiacilitated banks' rmnitoring of their funds po ition in various accounts across 
different locations n a real-time basis. 

As Banker to Banks, RBI focuses on 

• Enabling smooth, swift and seamless clearing and settlement of inter-bank 
obligations. 

• Providing an efficient means of funds transfer for banks. 

• Enabling banks to maintain their accounts with the Reserve Bank for statutoiy

reserve requirements and maintenance of transact.Jon balances. 

• Acting as a lender of last resort. 

In addition, the Reserve Baok bas also introduced the Centralized Funds Management 
System (CFMS) to fucilitate centralized funds enquiry and transfer of funds across 
DADs. This helps banks in th ir fund management as they can access information 
on their balances maintained across different DADs from a single location. Currently, 
75 banks ar using the system and all 
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DADs are connected to the system. 

As Banker to Banks, the Reserve Banlc provides short-term loans and advances to 
select banks, when necessary; to facilitate lending to specific sectors and for specific 
purposes. These loans are provided against promissory notes and other collateral 
given by the banks. 

LENDER OF LAST RESORT 

As a Banker to Banks, the Reserve Bank also acts as the 'lender of last resort'. 
It can come to the rescue of a bank that is solvent but faces temporary liquidity 
problems by supplying it with much needed liquidity when no one else is willing to 
extend credit to that bank. The Reserve Bank extends this facility to protect the 
interest of the depositor of the bank and to prevent possible failure of a bank, 
which in tum may aJso affect other banks and institutions and can have an adverse 
impact on fmancial stability and thus on the economy. 

V - Financial Regulation and Supervision 

The Reserve Bank's regulatory and supervisory domain extends not only to the 
Indian banking system but also to the development :financial imtitutions (DFls ), non
banking financial companies (NBFCs), primary dealers, credit infunnation companies 
and select segments of the financial markets. In respect of banks, the Reserve Bank 
derives its powers from th provisions of the Banking Regulation Act, 1949, while 
the other entities and markets are regulated and supervised under the provisions of 
the Reserve Bank of India Act, 1934. Th credit information companies are regulated 
under the provisions of Credit Information Companies (Regulation) Act, 2005. 

As the regulator and the supervisor of the banking system, the Reserve Bank has 
a critical role to play m ensuring the system's safety and soundness on an ongoing 
basis. The objective of this function is to protect the interest of depositors through 
an effective prudential regulatory framework fur orderly development and conduct 
of banking operations, and to maintain overall financial stability through various 
policy measures. 

India's financial system includes commercial banks, regional rural banks local area 
banks, cooperative banks, financial institutions and non-banking financial oompanies. 
The banking sector reforms since the l 990s made stability in the finan ial sector an 
important plank of the Reserve Bank's functions. Besides, the global financial markets 
have, in the last 75 years, grown phenomenally in terms of volumes, number of 
players and instrument . The Reserve Bank's regulatory and supervisory role has, 
therefore, acquired added importance. The Board for Financial Supervision (BFS), 
constituted in November l 994, is the principal guiding force behind the Reserve 
Bank's regulatory and supervisory initiatives. There are various departments in the 
Reserve Bank that perform these regulatory and supervisory functions. The 
Department ofBankmg Operations and Development (DBOD) frames regulations 
for commercial banks. 

Department of Banking Supervision (DBS) undertake supervision of commercial 
banks, including th local area banks and all-India financial institutions. The 



Department ofNon-Bank:ing Supervision (DNBS) regulate and supervises the 
Non-Banking Financial Comparues (NBFCs) while the Urban Banks Department 
(UBD) regu]ates and supervises the Urban Cooperative Banks (UCBs). Rural 
Planning and Credit Departm:mt (RPCD) regulates the Regional Rural Banks (RRBs) 
and the Rural Cooperative Banlcs, whereas their supervision bas been entrusted to 
NABARD. 

REGULATORY AND SUPERVISORY FUNCTIONS 

Traditionally, the Reserve Banlc's regulatory and supervisory policy initiatives are 
aimed at protection of the depositors' interests, orderly development and conduct 
of banking operations, and liquidity and solvency of banks. With the onset of 
banking sector reforms during the 1990s various prudential meastU"eS were intitated 
that have, in effect, strengthened the Indian banking system over a period of time. 
Improved financial SQnodness ofbankshas helped them to show stability and resilience 
in the face of the recent evere global financial crisis, which had seriously impacted 
several banks and financial imtitutions in advanced countries. However, there is still 
a need to strengthen the regulatory and supervisory architecture. The Reserve Banlc 
represents India in various international fora, such as, the Basel Committee on 
Banking Supervision (BCBS) and the Financ:ial Stability Board (FSB). Its presence 
on such bodies has enab1 d the Reserve Bank's active participation in the process 
of evolving global standards for enhanced regulation and supervision of banks. 

The major regulatory :functions of the Reserve Bank with respect to the various 
components offu :financial system are as follows: 

COMMERCIAL BANKS 

Licensing 

For commencing banking operations in India, whether by an ..ndlan or a foreign 
bank, a license from the Reserve Bank is required The opening of n w branches 
by banks and change in the location of existing branches are also regulated as per 
the BraoohAuthoriz.ation Poley. This policy has recently been liberalized significantly 
and Indian banks no longer require a licence from the RJ erve Bank for opening 
a branch at a place with population of below 50,000. The R erve Bank continues 
to emphasise opening of branches by banks in unbanked and under-banked areas 
of the country. The Reserve Bank also regu]ates merger, amalgamation and winding 
p of banks. 

Corporate Governance 

The Reserve Bank's policy objective is to ensure high-quality corporate governance 
in banks. It bas issued guidelines stipulating fit and proper' criteria for directors of 
banks. In terms of the guidelines, a majority ofth directors of banks are required 
to have special knowledge or practical experience in various relevant areas. The 
Reserve Bank also has powers to appoint additional directors on the board of a 
banking company. 
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Statutory Pre-emptiou 

Commercial banks are required to maintain a certain portion of their Net Demand 
and Time Liabilities (NDTL) in the form of cash with the ReseJve Banlc, called Cash 
Reserve Ratio (CRR) and in the form of investment in unencumbered approved 
securities, ca1L d Statutory Liquidity Ratio (SLR). The Reserve Bank also monitors 
compliance with thes requirements by banks in their day-to-day operations. 

Interest Rate 

The interest rate on mo t of the categories of deposits and lending transactions 
have been deregulated and are hugely determined by banks. However, the Reserve 
Bank regulates the interest rates on savings bank accounts and deposits of non
resident Indians (NRI) mall loans up to rupees two lakh, export credits and a few 
other categories of advances. 

Prudential Norms 

The Reserve Bank has prescnoed prudential norms to be followed by banks in · 
several areas of their operations. It keeps a close watch on developing trends in the 
financial markets, and fine--tunes the prudential policies. 

PRUDENTIAL NORMS 

In order to strengthen the balance sheets of banks, the Reserve Banlc has been 
preSCiibing appropriate prudential norms for them in regard to income recognition, 
asset classification and provisioning, capital adequacy, investments portfolio and 
capital market exposures, to name a few. A brief description of these norms is 
.furnished below: 

Capital Adequacy 

The Reserve Bank bas instructed banks to maintain adequate capital on a continuous 
basis. The adequacy of capital is measured in terms of Capital to Risk-Weighted 
Assets Ratio (CRAR). Under the recently revised framework, banks are required 
to maintain adequate capital for credit risk, market risk, operational risk and other 
risks. Basel II standardized approach is applicable with road map drawn up for 
advanced approach . 

Loans and Advance 

In order to maintain the quality of their loans and advances, the Reserve Bank 
requires banks to classify their an assets as performing and non-performing assets . 
(NPA), primarily ba ed on the record of recovery from the borrowers. NPAs are 
further categorized into Sub-standard, Doubtful and Loss Assets depending upon 
age of the NPAs and value of available secmities. Banks are also required to make 
appropriate provisions against each category ofNPAs. Banks are also required to 
have exposure limits in place to prevent credit concentration risk and limit exposures 
to sensitive ectors, such as, capital markets and real estate. 



For Investments 

The Reserve Bank requires banks to classify their investment portfolios into three 
categories for the purpose of valuation: Held to Maturity (HTM),Available fo.r Sale 
(AFS) and Held for Trading (HFT). The securities held under HFT and AFS 
categories have to be marked-to-market periodically and depreciation, if any, needs 
appropriate provisions by banks. Securities under HTM category must be carried 
at acquisition/ amortized cost, subject to certain conditions. 

Risk Maru!gement 

Banlcs, in their daily business, race various kinds of mks. The Reserve Bank requires 
banks to have effective risk management systems to cover credit risk, market risk, 
operational risk and other risks. It has issu d guidelines, based on the Basel TI 
capital adequacy framework, on how to measure these risks as well as how to 
manage them. 

Disclosure Norms 

Public disclosu.r of relevant information is an important tool for enforcing market 
discipline. Hence, over the years, the Reseive Bank bas strengthened the disclosme 
norms for banks. Banks are now required to make disclosures in their annual report 
among others, about capital adequacy, asset quality, liquidity, earnings aspects and 
penahies, if any, imposed on them by the regulator. 

Know Your Customer orms 

To prevent money laundering through the banking system, the Reserve Bank has 
issued 'Know Your Customer' (KYC), Anti-Money Laundering (AML) and 

ombating Financing ofTerrorism CFT) guidelines. Banks are required to carry 
out KYC exer ise for all their customers to establish their identity and report 
suspicious transactiom to authorities .. 

Protection of Small Depositors 

The Reserve Bank has set up Deposit Insurance and Credit Guarantee Cotp0ration 
(DICGC) to protect the interest of small depositors, .in case of bank failure. The 
DICGC provides insurance cover to all eligible bank depositors up to Rs.I lakh per 
depositor per bank 

Para - banking Activities 

The banking sector reforms and the gradual deregulation of the sector inspired many 
banks to undertake non-traditional banking activities, also known as para-banking. 
The Reserve Bank has permitted banks to undertake diversified activities, such as, 
asset management, mutual funds business, insurance business, merchant banking 
activities, :fuctoring services, ventme capital, card busine equity participation in 
venture funds and leasing. 

Supervisory Functions 

The Reserve Bank undertakes supervmc>n ofbanks to monitor and emure compliance 
by them with its regulatory policy framework. This is achieved through on-site 
inspection, off-site surveillance and periodic meetings with top management of banks. 
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On-site Inspection 

The Reserve Bank undertakes annual on-site inspection of banks to assess their 
financial health and to evaluate their performance in team of quality of management, 
capital adequacy, asset quality, earnings liquidity position as well as internal control 
ystems. Based on the findings of the inspection, banks are assigned supervisory 

ratings based on the CAMELS (CALCS for foreign banks in India) supervisory 
model and are required to address the weaknesses identified. 

Off-site Surveillance 

The Reserve Bank requires banks to submit detailed and structured information 
peri dicaily llllder its Off Site Surveillance and Monitoring System (OSMOS). This 
information is thoroughly analyzed by the RBI to assess the health of individual 
banks and that fthe banking system, and also glean early warning signa]s which 
cou d serve a a trigger for necessary supervisory intervention. 

Periodic Meetings 

The Reserve Bank periodically meets the top management of banks to discuss the 
findings fits inspections. In addition, it ~ has quarterly/ monthly ~as.mns with 
them on important aspects based on OSMOS returns and other inputs. 

Monitoring of Fraud 

The Reserve Bank regularly sensitizes banks about comrmn :fraud-prone areas, the 
modus operandi and the measures necessary to prevent frauds. It also cautions 
banks about unscrupulous borrowers who have peipetrated frauds with other banks. 

FOREIGN BANKS 

In February 2005, the Government of India and the Re erve Bank released the 
'Roadmap for presence of Foreign Banlcs in India laying out a two-track and 
gradualist approach aimBd at increasing th efficiency and stability of the banking 
sector in India. One track was the consolidation of the domestic banking system, 
both in private and public sectors and the second track was the gradual enhancement 
of the presence of foreign banlcs .in a synchronized manner. 

The roadmap was divided into two phases, the :first phase spanning the period 
March 2005 - March 2009, and the second phase beginning April 2009 after a 
review of the experience gained in the first phase. In view of the recent global 
financial market tunnoil, there are uncertainties surroUDding the financial strength of 
banks around the world. Fmther, the regu]atory and supervisory policies at national 
and international levels are under review. In view of this, the current policy and 
procedures governing the presence of foreign banks in India will continue. The 
proposed review will be taken up after coDSUltation with the stakeholders once there 
is greater clarity regarding stability, recovery of the global financial system and a 
shared understanding on the regulatory and supervisory architecture around the 
world. 



FINANCIAL INSTITUTIONS 

Financial institutions are an important part of the Indian financial system as they 
provide medium to long term finance to different sectors of the economy. These 
institutions have been set up to meet the growing demands of particular segments, 
such as, export, rural, housing and small industries. These institutions· have been 
playing a crucial role in chamelizing credit to the above sectors and addressing the 
challenges / issues meed by them. 

There are four financial institutions - Exim Bank, National Bank for Agriculture and 
Rural Developmmt (NABARD), National Housing Bank (NHB) and Small Industries 
Development Bank of India (SIDBI) which are under full-fledged regu)ation and 
supervision of the Reserve Bank. 

As in the case of commercial banks, prudentialnonm relating to income recognition, 
asset classification and provisioning, and capital adequacy ratio are applicable to 
these :financial institutions as well. These institutions also are subject to on-site 
inspection as well as off-site surveillance. 

RURAL FINANCING INSTITUTIONS 

(A) Rural Cooperative Banks 

Rural cooperatives occupy an important position in the fndian financial system. 
These were the first formal institutions established to purvey credit to rural India. 
Thus far, cooperatives have been a key instrument of financial inclusion .in reaching 
out to the last mil in rural. areas. Cooperative banks are registered under the 
respective State Co-operative Societies Act or Multi 

State Cooperative Socie ·es Act, 2002 and governed by the provisions of the 
respective acts. The legal character, ownership, managemen , clientele and the role 
of state govemrrents in the functioning of the cooperative bmb make these .institutions 
distinctively different from coIIIIDm31 bmks. The distinctive reature of the cooperative 
credit structure in India is its heterogeneity. 

Structure of Rur11l Cooperative Credit Institutions 

Rural cooperatives structure is bifurcated into short-term and long-term structure. 
The short-term cooperative structure is a three-tier structure with State Cooperative 
Banks (StCBs) at the apex (State) tevei District Central Cooperative Banks (DCCBs) 
at the intermediate ( district) level and Primary Agricultural Credit Societies (PACS) 
at the ground (village) level The short term structure caters primarily to the various 
short / medium-term production and marketing credit needs for agriculture. 

The long-term cooperative tructure has the State Cooperative Agriculture and 
Rmal Develo~ Banks (SCARDBs) at the apex level and the Primary Cooperative 
Agriculture and Rural Development Banks (PCARDBs) at the district or block 
level These institutions were conceived with the objective of meeting long-term 
credit needs in agriculture. 

As on end-March, there were 95,352 Short-term Rural Cooperative Credit 
Institutions (STCCls). This included 31 StCBs, 371 DCCBs and 94,950 PACS. 
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There were 717 Long Term Rmal Cooperative Credit Institutions (LTCCis) 
comprising 20 SCARDB and 697 PCARDBs. 

Regulatory and Supervisory Framework 

While regulation of State Cooperative Banlcs and District Central Cooperative Banks 
vests with Reserve Ban1c, their supervision is carried out by National Bank for 
Agriculture and Rural Development (NABARD). The Board of Supervision, a 
Committee of the Board of Directors ofNABARD, gives directions and guidance 
in respect f policies and matters relating to supervision and inspection of StCBs 
and DCCBs. A large number of StCBs as well as DCCBs are unlicensed and are 
allowed to function as banks till they are either granted licence or their applications 
for liceru:: are rejected The Committee on Financial Sector Assessment (Chairman: 
Dr. Rak:esh Mohan and Co-Chairman: Shri Ashok Chawla) bad observed that there 
is a need for a roadmap to ensure that only licenced banks operate in the cooperative 
space and that banks which fail to obtain a licence by 2012 should not be allowed 
to operate to expedite the process of consolidation and weeding out of non viable 
entities from the cooperative space. A roadmap bas been put in place to achieve this 
position. 

Capital Adequacy Norms 

At present, the CRAR norms are not applicable to StCBs and DCCBs. However, 
since March 31, 2008 they are required to disclose the level of CR.AR in the 'notes 
on accounts' to their balance sheets every year. The income recognition, asset 
classification and provisioning norms are appli able as in the case of commercial 
banks. 

(B) Regional Rural Banks 

Regional Rural Banks were set up under the Regional Rural Banks Act, 1976 with 
a view t developing the rural economy by providing credit and other facilities, 
particularly to the small and marginal farmers, agricu1tural laborers artisans and 
small entrepreneurs. Being local level institutions RRBs together with commercial 
and co-operative banks, were assigned a critical role to play in the delivery of 
agriculture and rural credit. 

The equity of the RRBs was contributed by the Central Government, concerned 
Stat Government and the sponsor bank in the proportion of 50: 15 :3 5. As of March 
3 , 2009, there were 86 RRBs having a total of 15,107 branches. The function of 
financial r gulation over RRBs .is exercised by Re.sezve Bank and the supervisory 
powers have been vested with NABARD. CRAR norms are not applicable to 
RRBs. However, the income recognition. asset classi:fication and provisioning norms 
as applicable to commercial banks are applicable to RRBs. 

URBAN COOPERATIVE BANKS 

Urban co-operative banks play a significant role in providing banking services to the 
. middle and lower income groups of society in urban and semi urban areas. The 
primary (urban) co-operative banks (UCBs), like other co-operative societies, are 
registered under the respective State Co-operative Societies Act or Multi State 



Cooperative Societies Act, 2002 and governed by the provisions of the respective 
acts. 

With a view to bringing primary (urban) co-operative banks under the purview of 
the Banking Regulation Act, 1949. certain provisions of the Banking Regulation Act 

· 1949 were made applicable to co-operative banks effective March 1, 1966. Wrth 
this, these banks came under the dual control of respective State Governments/ 
CentraJ Government and the Reserve Bank. While the non-banking aspects like 
registration. management, administration and recra.it:rDm, amaJgamation and liquxlation 
are regulated by the State/ Central Governments, matters related to banking are 
reguJated and supervised by the Reserve Bank under the Banking Regulation Act, 
1949 (as applicable to co-operative societies). · 

As of now, there are 1721 primacy ( urban) co-operative banks including 53 scbeduJed 
banks. The UCBs are largely concentrated in a rew States such as, Andhra Pradesh, 
Gujarat, Kamatak~ Maharashtra and Tamil Nadu. Apart from a few large banks 
most of the UCBs are often functioning as a unit bank. 

(A) Regulatory Framework 

Licensing 

UCBs have to obtain a licence from the Reserve Bank for domg banking business. 
The unlicensed primary (urban) co-operative banks can continue to carry on banking 
business till they are refused a licence. Further UCBs also have o obtain prior 
authorization of the Reserve Bank to open a new place of business. 

Prudential Norms 

Prudential norms relating to income recognitioDt ~ classification, mi provisioning 
and capital adequacy ratio are applicable to urban co-operative banks as well. 

(B) Supervisory Framework 

To ensure that primary (urban) co-operative banks function on mmd lines and their 
methods of operation are coasistent with statutory provis· ns and are not detrimental 
to the interests of depo itors they are subject to (i) on-site ~1> tion. and (ii) off
site surveillance. 

On-site Inspection 

The principaJ objective of inspection of primary (urban) co-operative banks is to 
safeguard the interests of depositors and to build and maintain a sound banking 
ystem in conformity with the banking laws and regulations. While all scheduled 

urban co-operative banks, and select non-scheduled urban co-operative banks are 
inspected on an annual oos· , other non-scheduled UCBs are inspected once in two 
years. The banks are graded into four categories based on four parameters viz., 
CR.AR. net NPA, profitability and compliance with CRR/SLR stipulations. 

Off-site Surveillance 

In order to have continuous supervision over the UCBs, the Reserve Bank bas 
supplemented the system of periodic on-site inspection with off-site surveillance 
(OSS) through a set of ~odical prudential returns to be ubmitted by UCBs. 
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NON BANKING FINANCIAL COMPANIES 

Non-banking Financ.ial Companies play an important role in the financial system. An 
NBFC is defined as a company engaged in the business oflending, investment in 
shares and securities hire purchase, chit fund, insurance or collection of monies. 
Depending upon the line of activity, NBFCs are categorized into different types. 
Recognizing the growth in the sector, initially the regulatory set-up primarily focused 
on the deposit taking activity in terms of limits and interest rate. 

The recommendations of the Joint Parliamentary Committee which looked into the 
stock market scam of early 90s and the Shah Committee (1992) suggested that 
there was a need to expand the regulatory and supervisory focus also to the asset 
side ofNBFCs • balance sheet. Legislative amendments were adopted to empower 
the Reserve Bank to regulate Non-Banking 

Financial Companies to ensure that they integrate their functioning within the Indian 
financial system. 

The amended Act provides that for commencing /carrying on the business ofNon 
- Banking Financial Institution {NBFI), a company has to have a minimum level of 
Net Owned Funds (NoF). At end- June 2009 there were 12 740 NBFCs. Out of 
these, 336 have been p rmitted to accept deposits and are classified as NBFC-D. 
The non-deposit taking companie are etas ified as NBFC-ND. 

(A) Regulatory Framework 

NBFCs accepting Public Deposits 

The Reserve Bank issues directions about the quantum of public deposits that can 
be accepted, the penod of deposits, which should not be less than 12 months and . 
should not exceed 60 months, the maximum rate of interest payable on such deposits 
(presently 12.5 per cent), t:rokemge fees and other expenses am>tmting to a maximmn 
of2 per cent and 0.5 per cent of the deposits, respectively, and the contents of the 
application forms, as well as the advertisement for soliciting deposits. 

Companies which areept public deposits are required to co~ly with all the prudential 
nonn.s on income recognition, asset c~ification, accounting standards, provisioning 
for bad and doubtful debts, capital adequacy, and credit and investment concentration. 
Additional disclosures in balance sheets have also been prescribed 

In order to restrict indiscriminate investment by Non-Banking Financial Companies 
in real estate and in unquoted shares, they have been directed to limit their investment 
in real estate, except for their own use, up to l 0 per cent of their owned funds. 
Further, a ceiling of 20 per cent bas also been prescribed for investment in unquoted 
shares of other than group / subsidiary companies. 

In case an NBFC defiwlts in the payment of matured deposits, the depositors can 
lodge their claims against the Company with the Company Law Board (CLB). 
NBFCs also have to maintain SLR (15 per cent) as a percentage of deposits. 
However, there is no CRR prescription for NBFCs as they do not accept demand 
depo its. 



NBFCs not accepting Public Deposits 

Non-Banking Financial Companies not accepting public deposits are regulated in a 
limited manner. However. with the opening up of foreign direct investment in NBFCs 
and the opportunities for credit growth in the economy, the sector has witnessed the 
emy of some large CODJ)anies in the category ofNBFC-ND. Sm;e these companies, 
unlike the NBFC-D, were earlier not subject to prudential nonm for capital adequacy 
and exposures, their borrowings increased considerably. Further, since, unlike banks, 
the NBFC sector does not have any cap on exposure to the capital market, these 
entities have, as a part of their business, been taking significant exposure on the 
capital market. In view of the above, non-deposit taking NBFCs with asset size of 
Rs l 00 crore and above were classified as Systemically Important and were required 
to comply with exposure and capital adequacy norms . To facilitate off-site 
supervision, they are also required to provide additional information to the Reserve 
Bank through tmnthly and annual returns. Further, to contain. the risks of the NBFC 
sector spilling over to the banking sector, exposure of banks to the NBFC sector, 
either in the form of credit fucilities or in the form of equity contnbuti.on has been 
prudent.ially capped 

(B) Supervisory Framework 

On-Site Inspection 

AllNBFC-D and all large NBFC-NDs are subjected to regular annual inspection 
to ass~ their financial performance and the general compliance with the directions 
issued by the Reserve Bank. The inspection focuses on Capital, Asset Quality, 
Management, Earnings, Liquidity and Systei:m (CAMELS pattern) and identifies the 
supervisory concerns. These are taken up with the 

respective .institutions for remedial action. 

Off-Site Surveillance System 

In order to supplem!nt infurmation between on-site ~ections, several returns have 
been prescribed fur NBFCs as part of the off-site~ system. The information 
provided is analyzed to identify potential supervisory concerns and in certain cases 
serves as a trigger for on- · e inspection. 

External Auditing 

The responsibility of ensuring compliance with the direc ions i$ued by the Reserve 
Banlc, as well as adherence to the provisions of the RBI Act bas also been entrusted 
to the statutory auditors of the Non-Banking Financial Companies. The statutory 
auditors are required to report to the Reserve Bank about any irregularity or violation 
of regulations concerning acceptance of public depo its, credit rating, prudential 
nonns and exposure limit , capital adequacy, maintenance of liquid assets and 
regularization of excess deposits lie1d by the companies. 

PRIMARY DEALERS 

In 1995, the Reserve Bank introduced the system of Primary Dealers (PDs) in the 
Government Secmities Market, which comprised indepen ent entiti s ondertaking 
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Primacy Dealer activity. PDs play an active role in the Government securities market 
by underwriting and bidding for fresh issuances and acting as market makers for 
these securities. In order to broaden the Primary 

Dealership system, banks were permitted to undertake Primary Dealership business 
departmentally in 2006-07. Further, the standalon PDs were permitted to diversify 
into business activities other than the core PD business, in 2006-07, subject to 
certain conditions. As on June 30, 2010, there were six stand,alone PDs and eleven 
banks authorized to undertake PD business departmentally. 

Regulation 

PDs are required to meet registration and such other requirements as stipulated by 
the Securities and Exchange Board of India (SEBI) including operations on the 
Stock Exchanges, if they undertake any activity regulated by SEBI. PDs are expected 
to .join the Primary Dealers Association of India (PDAI) and the Fixed Income 
Money Market and Derivatives Associatio (FIMMDA) and abide by the code of 
conduct and such other actions as initiated by these Associations in the interest of 
the securities markets. Any change in the shareholding pattern / capital structure of 
a PD needs prior approval of the Reserve Bank. The Res rve Bank reserves the 
right to cancel the Primary Dealership if; in its view, the concerned institution bas 
failed to adhere to the terms of authorizatio or any other applicable guideline. A 
Primacy Dealer should bring to the Reserve Bank's attention any major compJaint 
against it or action initiated/taken against it by the Stock Exchanges, SEBI, CBI, 
Enfurcement Directorate, Income Tax, or any other authority. 

Supervision 

Off-site supervision: PDs are required to submit to the Reserve Bank, periodic 
returns which are ~ed to identify any concerns. On-site inspection: The Reserve 
Bank bas the right to inspect the books, records, documents and accounts of the 
PD. PDs are required to make available all such documents and records to the 
Re erve Bank officers and render all necessary assistance as and when required. 

CREDIT INFORMATION COMPANIES 

Credit lnfurmation Companies (CIC) play an important role in filcilitating credit to 
various borrowers on the basis of their track record. Credit Information Companies 
(Regulation) Act 2005 empowers the Reserve Bank to regu]ate CICs. The Reserve 
Bank announced in November 2008 that Foreign Direct Investment up to 49 per 
cent in CJCs would be considered :in cases: where the investor was a company with 
an estabmbed track record of running a credit information bureau in a well regulated 
enviromrent; (b) no shareholder in the investor company held more than 10 per cent 
voting rights in that conwany; and ( c) preferably, the company was a listed company 
on a recognized stock exchange. The Reserve Bank, in April 2009, issued 'in 
principle approval' to four companies to set up CICs. 

FINANCIAL MARKETS 

Deep and efficient financial markets are essential for realizing the growth potential 
of an economy; however, disorderly financial markets could be a source of risk to 



both financial institutions and the economy. The Reserve Bank regulates only certain 
segments of :financial markets, namely, the money market the government securities 
market and the foreign exchange market. Various measures have been taken to 
deepen these markets over a period of time. 

VI - Foreign Exchange Reserve Management 

The Reserve Bank, as th custodian of the country's foreign exchange reserves, is 
vested with the responsibility of managing their investment. The legal provisions 
governing management of foreign exchange reserves are laid down in the Reserve 
Bank of India Act 1934. 

The Reserve Bank's reserves management function bas in recent years grown both 
in tenns of importance and sophistication for two main reasons. First, the are of 
foreign currency assets in the balance sheet of the Reserve Bank has substantially 
increased. Second, with the increased volatility in exchange and interest rates in the 
global market, the task of preserving the value of reserves and obtaining a reasonable 
return on them has beco~ challenging. The basic parameters of the Reserve Bank's 
policies for foreign exchange reserves management are safety, liquidity and returns. 

Within this framewor~ the Reserve Bank focuses on: 

a) Maintaining market's confidencem monetary and exchange rate policies. 

b) Enhancing the Reserve Bank's intervention capa ity to stabilise foreign 
exchange market . 

c) Limiting external vulnerability by maintaining foreign currency liquidity to 
absorb shocks during times of crisis, including national disasters or 
emergencies. 

d) Providing confidence to the markets that external obligations can always be 
tret, thus reducing the costs at which foreign exchange resources are available 
to market participants. 

e) Adding to the comfort of market participants by demcmstrating the backmg 
of domestic currency by external assets. 
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INVESTMENT OF RESERVES 

The Reserve Bank of India Act permits the Reserve Bank to invest the reserves in 
the following types of imtruments: 

1) Deposits with Bank for International Settlements and other central banks 

2) Deposits with foreign commercial banks 

3) Debt instruments representing sovereign or sovereign-guaranteed liability of 
not more than 10 years ofresidual maturity 

4) Other instruments and institutions as approved bytbe Central Board of the 
Reserve Bank in accordance with the provisions of the Act 

5) Certain types of derivatives 

While safety and liquidity continue to be the twin-pillars of reserves management, 
return optimization bas become an embedded strategy within this framework. The 
Reserve Bank has framed policy guidelines stipulating stringent eligibility criteria fur 
issuers, counterparties, and investments to be made with them to enhance the safety 
and liquidity of reserves. The Reserve 

Bank, in consultation with the Government, continuously reviews the reserves 
management strategies. 

Deployment of Resenes 

The foreign exchange reserves ioclude fureign curreacy ~ (FCA), Special Drawing 
Rights (SDRs) and gold SDRs are held by the Government ofindia. The foreign 
CWTency assets are managed following the principles of portfolio management. 

In deploying reserves, the Reserve Bank pays close attention to currency composition, 
interest rate · and liquidity needs. All foreign currency assets are invested in 
assets of top qu.a1it} and a good proportion is convertible into cash at short notice. 
The counterparties with whom deals are conducted are also subject to a rigorous 
selection process. In assessing the retmns from deployment, the total return (both 
interest and capital gaim) is taken into consideration. One crucial area in the process 
of investment of the foreign currency assets in the overseas markets relates to the 
risks involved in the process. While there is no set formula to m=et all situations, the 
Reserve Bank follows the accepted portfolio management principles for risk 
management 

FOREIGN EXCHANGE RESERVES MANAGEMENT -
THE RBl'S APPROACH 
The Reserve Bank's approach to foreign exchange reserves Jil3ll8gement has also 
undergone a change. Until the balance of payments crisis of 1991, India's approach 
to foreign exchange reserves was essentially aim d at maintaining an appropriate 
import cover. The approach underwent a paradigm shift following the 
recommendations of the High Level Connnittee on Balance of Payments chaired by 
Dr. C. Rangarajan ( 1993). The committee stressed the need to maintain sufficient 
reserves to meet all external payment obligations ensure a reasonable level of 
confidence in the international community about India's capacity to honor its 
obligations, and counter speculative tendencies in the market. After the introduction 
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of system of market-detemrined exchange rates in 1993, the objective of smoothening 
out the volatility in the exchange rates asswned importance. 

The overall approach to the management of foreign exchange reserves also reflects 
the changing corqmsition ofBaJance of Payments (BoP) and 1xJuidity mks ~iated 
with different types of flows. In 1997, the Report of the Committee on Capital 
Account Convertibility under the chairmanship of Shri S.S. Tarapore, suggested 
alternative measures for adequacy of reserves. The committee in addition to trade
based indicators also suggested money-based and debt-based indicators. Similar 
views have been held by the Committee on Fuller Capital Account Convertibility 
(Chairman: Shri S. S. Tarapore, July 2006). 

The traditional approach of assessing reserve adequacy in. tenm of import cover has 
been widened o include a number of parameters about the size, composition, and 
risk profiles of various types of capital flows. The Reserve Bank also looks at the 
types of external shocks to whi:;h the economy is pou:ntially wlnerable. The objective 
is to ensure that the quantum of reserves is in tine with the growth potential of the 
economy, the size of risk-adjusted capital flows and national security requirements. 

VII - Foreign Exchange Management 

The Reserve Bank oversees the foreign exchange market in India. It supervises and 
regulates it through the provisions of the Foreign Exchange Management Act, 1999. 
Like other markets, the foreign exchange market bas also evolved over time, and 
the Reserve Banlc has been IIDdulating its approach towards its function of supervising 
the market. 

EVOLUTION , 

For a long time, foreign exchange in India was treated as a controlled commodity 
because of its limited availability. The early stages of foreign exchange management 
in the country focused on control of foreign exchange by regulating the demand due 
to limited supply. Exchange control was introduced in India under the Defence of 
India Rules on September 3, 1939 on a temporary basis. The statutory power for 
exchange control was provided by the Foreign Exchange Regulation Act (FERA) 
of 1947, which was subsequently replaced by a more comprehensive Foreign 
Exchange Regulation Act. 1973. This Act empowered the Reserve Bank, and in 
certain cases the Central Government, to control and regulate dealings in foreign 
exchange pa}fflCDtS outside India, exports and import of currency notes and bullion, 
transfer of securities between residents and non-residents acquisition of foreign 
securities, and acquisition of immovable property in and outside India, among other 
transactions. Extensive relaxations in the rules governing foreign exchange were 
initiated. prompted by the hberaliz.ation measures introduced since 1991 and the Act 
was amended as ·a new Foreign Exchange Regulation (Amendment) Act 1993. 
Significant developments m the external sector, such as, substantial increase in foreign 
exchange reserves, growth in foreign trade, rationalisation of tariffs, cwrent account 
convertibility, hberali7.afun of Indian investments abroad, increased access to external 
commercial borrowings by Indian corporates and participation of foreign institutional 
investors in Indian stock market, resulted in a changed environment. Keeping in 
view the changed environment, the Foreign Exchange Management Act (FEMA) 
was enacted in 1999 to replace 
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FERA with effect from June 1, 2000. FEMA aimed at consolidating and amending 
the laws relating to foreign exchange with the objective of filcilitating externaJ trade 
and payments and for promoting the orderly development and maintenance of foreign 
exchange mark ts in Irulia. Emphasising the shift in focus the Reserve Bank in due 
course also amended (since January 31, 2004) the name of its department dealing 
with the foreign exchange transactions tQ Foreign Exchange Departm:nt from Excllange 
Control Department. 

Liberalized Approach 

The Reserve Bank ~ licenses to banks and other institutions to act as Authorized 
Deal rs in the foreign exchange market. In keeping with the move towards 
hberali7.ation, the Reserve Bank has undertaken substantial elimination of licensing, 
quantitative restrictions and other regulatory and discretionary controls. 

Apart from easing restrictions on fore_ign exchange transactions in terms of processes 
and procedure, the Reserve Banlc has also provided the exchange facility for liberalized 
travel abroad for purposes, such as, conducting business, attending international 
conferences, undertaking technical study tours, setting up joint venture abroad, 
negotiating foreign collaboration, pursuing higher studies and training, and also for 
medical treatment. 

Moreover, the Reserve Bank has permitted residents to hold foreign currency up to 
a maximum ofUSD 2 000 or its equivalent. Resident can now also open foreign 
currency accounts in India and credit specified foreign exchange receipts into it. 

Foreign Investment 

Foreign investment comes into India in various fonns. Following th reforms path, 
the Reserve Bank has hberalized the provisions relating to such investments. 

■ The Reserve Bank has permitted foreign invesbnent in almost all sectors, 
with a few exceptions. Foreign companies are permitted to set up 100 per 
cent subsidiari in India. 

■ In many sectors, no prior approval from the Government or the Reserve 
Bank is required for non-residents investing in India. 

■ Foreign institutional investors are allowed to invest in all equity securities 
traded in the primary and secondary marke . The total in trnent by all the 
foreign institutional investors put together should not expeed 24 per cent of 
the issued and paid up capital of a company which can be raised up to the 
level of the prescribed sectoral cap by the respective companies by passing 
a special resolution to the effect. 

■ Foreign institutional investors have also been permitted to invest in 
Government of India treasury bills and dated securities, corporate debt 
instruments and mutual funds. The NRis have the flexibility of investing 
under the options of repatriation and non-repatriation 

■ The Govemnx:m allows Indian companies to ·~ Global Depository Receipts 
(GD ) andAm ricanDepositoryReceipts (ADRs) to foreign investors 
The GDRs/ADRs issued by Indian companie to non-resident have free 
converttbility outside India. 



Indian Investment Abroad 

Any Indian entity can make inves~nt in an overseas joint venture or in a wholly
owned subsidiary, up to 400 per cent of its net-worth. 

External Commercial Borrowings 

Indian companies are allowed to .raise external commercial borrowings including 
coJl111leI'cial-bank loans, buyers' credit, suppliers' credit, and securitized instruments. 
Foreign Currency Convertible Bonds (FCCBs) and Foreign Currency Exchangeable 
Bonds (FCEBs) are also governed by the ECB guidelines. 

Liberalized Remittance Scheme 

As a step towards further simplification and hbera.lil'Jltion of the foreign exchange 
.facilities available to the residents, the Reserve Bank has permitted.resident .indMiuals 
to freely remit abroad up to USD 200,000 per financial year for any permissible 
purpo 

Currency Futures 

In a recent developxrent, regulators have pennitted exchange-traded etnTency futures 
in India. Such trading facilities are currently being offered by the National Stock 
Exchange, the Bombay Stock Exchange and the MCX-Stock Exchange. As the 
product is exchange traded. the conduct of currency futures trading facility is being 
regulated jointly by the Reserve Bank and the Securities and Exchange Board of 
India 

Indian Depository Receipts (IDRs) 

Under another reform measure, authorities in India have allowed eligible companies 
resident outsjde India to issue Indian Depository Receipts (IDRs through a domestic 
depository. Such issuances are subject to approval of the sectoral regulators. 

EXCHANGE RATE POLICY 

Tue foreign exchange market in India comprises Authorized Persons (banks, money 
changers and other entities) in foreign exchange business, foreign exchange brokers 
who act as intermediaries and customers - individuals as well as corporate - who 
need foreign exchange for their transactions. 

The customer segment is dominated by major public sector entities and Government 
of India (for civil debt service and defence) on the one hand and large private sector 
corporate on the otheL Foreign Institutional Investors (FilsJ have emerged as an 
important constituent in the equity market and thus contribut significantly to the 
foreign exchange market activity. The Indian foreign exchange market primarily 
comprises two segments - the spot market and the derivatives market. As in other 
emerging market economies, the spot market is the dominant segment of the Indian 
foreign exchange market. 

India's exchange rate policy has evolved in tandem with the domestic as well as 
international developments. The period aft r independence was marked by a fixed 
exchange rate regime, which was in line with the Bretton Woods system prevalent 
then. The Indian Rupee was pegged to the Pound Sterling on account of historic 
links with Britain. After th breakdown of Bretton 
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Woods System in the early seventies, most of the countries moved towards a 
system of flexible/managed exchange rates. With the decline in the share of Britain 
in India's trade, increased diversification of India's intematio.nal transactions together 
with the weaknesse of pegging to a single currency, the Indian Rupee was de
linked from the P01:m.d Sterling in September 1975. The exchange rate subsequently 
came to be determined with reference to the daily exchange rate movements of an 
undisclosed basket of currencies of India's major trading partners. As the basket
linked management of the exchange rate of the Rupee did not capture the market 
dynamics and the developments in the exchange rates of competing countries fully, 
the Rupee's external value was allowed to be detennined by market forces in a 
phased manner fullowing the balance of payment difmllties in the nineties. Asignificant 
two-step downward adjustment in the exchange rate of the Rupee was made in 
1991. In March 1992 Liberalized Exchange Rate Management System (LERMS) 
involving the dual exchange rate was instituted. 

A unified single market-determined exchange rate system based on the demand for 
and supply of foreign exchange replaced the LERMS effective March 1, 1993. 

The Reserve Bank' exchange rate policy focuses on ensuring orderly conditions in 
the foreign exchange market. For the purpose, it closely monitors the developments 
in tne financial markets at home and abroad When nee ary, it intervenes in the 
market by buying or Iling foreign cmrencies. The madret operations are UIJdertaken 
either directly or through public sector banks. 

In addition to the traditional instruments like forward and swap co~ the Reserve 
Bank has facilitated increased availability of derivative instruments in the foreign 
exchange market. It has allowed trading in Rn_pe~foreign currency swaps, foreign 
currency-Rupee options, cross-currency options, inter t rate swaps and currency 
swaps, forward rate agreements and currency futures. 

VIII - Market Operations 

The Reserve Bank. oprationalises its monetary policy through its operations in 
government securitii , foreign exchange and money markets. 

Open Market Operation 

Open Market Operations in the form of outright purchase/sale of Government 
securities are an imp rtant tool of the Reserve Bank's monetary management. The 
Bank carries out such operatiom in the secondary market on the electronic Negotiated 
Dealing System - Order Matching (NDS-OM) platform by placing bids and/or 
taking the offers fur secmities. All the secondary market transactions in Government 
Securities are settled through Clearing CoIJ>Oration oflndia Limited (CCil,). The 
entire settlement is under Delivery versus Payment rmde. The netted funds settlement 
is carried out through members' CtnTentAccount maintained at the Reserve Bank 
and through Designated Settlement Bank for those members who do not maintain 
current account with fue Reserve Bank. The securities settlement is done in SGL/ 
CSGL Accounts of members maintained at the central bank CCIL acts as central 
counter party to all Government securities trade fitcilitating smooth settlement and 
also guaranteeing settlement, thus reducing gridlocks and mitigating cascading impact 
that default by one member could have on the system 



Liquidity Adjustment Facility Auctions 

The liquidity management operations are aimed at modulating liquidity conditions 
such that the overnight rates in the money market remains within the informal corridor 
set by the repo and reverse repo rates for the liquidity adjustment facility (LAF) 
operations. In a repo transaction, the Reserve Bank infuses liquidity into the system 
by taking securities as collateral, while in a reverse repo transaction it absorbs 
liquidity ftom the system with the Reserve Bank providing securities to the counter 
parties. The LAF auctions are also conducted electronically with the market 
participants, such as, banks and Primary Dealers. The LAF auctions are conducted 
either only once or two times in a day with the operations effectively modulating 
overnight liquidity conditions in the market. 

Market Stabilization Scheme 

The Market Stabilisation Scheme (MSS) was introduced in April 2004 under which 
Government of India dated securities/ treasury bills could be issued to absorb 
swplus structural/ durable liquidity created by the Reserve Bank's foreign exchange 
operations. MSS operations are a sterili7.ation tool used for offsetting the liquidity 
impact created by intervention in the foreign exchange markets. The dated securities 
/ treasury bills are the same as those issued for norma) market borrowings for 
avoiding segmentation of the market. The MoU between the Reserve Bank and th 
Government of India envisaged an aom1a] ceiling, to be fixed through mutual 
consultations, for MSS operations along with a threshold which would trigger a 
review of the ceiling. The issuances under MSS are matched by an equivalent cash 
balance held by the Government in a separate identifiable cash account maintained 
and operated by the Reserve Banlc. While these issuances do not provide budgetary 

· support to the Government, interest costs are borne by the Government. These 
securities are also traded in the secondary market. By design, the MSS has the 
flexibility of not only absorbing liquidity but also of injecting liquidity, if required, 
through llllwinding as well as buy-back of securities issued under the MSS. 

Domestic Foreign Exchange Market Operation 

Operations in the domestic foreign exchange market are conducted witlrin the 
Reserve Banks framework of exchange ra emanagement policy. The exchange rate 
management policy in recent years has been guided by the broad principles of 
careful monitoring and manag~ of exchange rates with f1 xibility. without a :fixed 
target or a pre-announced target or a band coupled with the ability to intervene if 
and when necessary. It a o allows underlying demand and supply conditions to 
determine the exchange rate movements over a period .in an orderly way. Subject 
to this predominant objective, the exchange rate management policy is guided by the 
need to reduce excess volatility, prevent the emergence of destabilizing speculative 
activities, help maintain adequate level of reserves and d velop an orderly foreign 
exchange market. The Reserve Bank also collates computes and disseminates RBI 
Reference rate on daily basis. 

Money Market 

The Reserve Bank also carries out regulation and development of money market 
instruments such as call / notice / term money market, repo market, certificate of 
deposit, commercial paper and Collateralized Borrowing and Lending Obligations 
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(CBLO). The call/ notice/ term money market operations are transacted/ reported 
on the Negotiated Dealing System - Cail (NDS Call) platform. 

IX - Payment and Settlement System 

The regu]ation and supervision of payment systems is being increasingly recognized 
as a core responsibility of central banks. Safe and efficient functioning of these 
system; is an important pre-requisite for the proper functioning of the financial 
system and the effi iem transmission of monetary policy. 

The Reserve Bank, as the regulator of financial syst~, has been initiatin reforms 
in the payment and settlement syste~ to ensure efficient and faster flo 0 1 funds 
among various conmtuents of the financial sector. The increasing monetiution in the 
econom~ the country's large geographic expanse, people's preference for paper
based instruments and rapid changes in technology are among factors that make this 
task a formidable one. 

DEVELOPMENT, CONSOLIDATION AND INTEGRATION 

The Reserve Banlc has adopted a three-pronged strategy of consolidation, 
development and .integration to establish a modem and robust payment and settlement 
system which is a1so efficient and secure. 

The consolidation revoJves around expanding the reach of the existing products by 
introducing clearing process in new locations. The reacb is also facilitated by the use 
of latest technology, such as, mechanized cheque proce~ing, image-based cheque 
processing systems and interconnection of the clearing houses. 

The Reserve Bank has also taken steps towards integrating the payment system with 
th settlement system, for government securities and foreign exchange. To facilitate 
settlement of Govermnent securities transactions, it created the Negotiated Dealing 
System, a screen-based trading platform. 

The NDS fucil.itate the dealing process an provides for electronic reporting of 
trades, on-line information dissemination and settlement in a centralized system 

For settlement of trade in foreign exchange, Gov m.ment securities and other debt 
instrument, it has et up the Clearing Corporation of India Limited (CCIL). This 
plays the role of a central counter party to transactions and guarantees settlement 
of trade, thus managmg the counter party risk. 

Payment and Settlement System : Evolution an Initiatives 

Computerization of clearing operations was the first major step towards 
moderniz.ation of the p ymcnts S}$tem, it.s aim being to reduce the time taken in 
clearing, balancing and sert1emeat, apart from providing aocu:racy in the final settlement. 

• Mechanisation of the clearing operations was another milestone with the 
introduction of Magnetic Ink Character Recognition (MICR)-based cheque 
processing technology using High Speed Reader Sorter systems driven by 
mainframe computers. The Reserve Bank introduced mechanized clearing in 
be four metro cities ofMumbai, New Delhi, Ko llcata and Chennai during 
1986. 



■ To facilitate faster clearing of large-value cheque (of value of rupees one 
lakh and above). the Reserve Bank introduced 'IDgh-Valne' Clearing 
(HVC), covering select branches of banks fur sam: day settlement However, 
with the development of other e1ectronic modes of transfer and to encourage 
customers to move from paper-based modes to electronic products, the 
Reserve Bank has advised the clearing houses to gradually discontinue jts 
use. 

■ The Reserve Bank has also introduced a 'Cheque 'Iruncatioo System' 
(CTS) in the National Capital Territory ofNew Delhi This sy.,tem eliminates 
the physical movement of cheques and provides a tmre secure and efficient 
method for clearing cheques. 

■ The Reserve Bank has introduced Electronic Clearing Service (ECS). 
This uses a series of electronic payment m:structions for transfer of funds 
instead of paper instruments. The 'ECS---Credit enables companies to pay 
.interest or dividend to a large number ofbeneficiaries by direct credit of the 
amount to their bank accounts. 'ECS-Debit' mcilitates payment of charges 
to utility ervices, such as, electricity, telephone companies, payment of 
inmrance premia and loan installments directly by debit to the customer's 
account with a bank. 

■ The National Electronic Clearing Service (NECS). facilitates credits to 
bank accounts of multiple customers against a single debit of remitter's 
account. NECS (Debit) when launched would facilitate multiple d bits to 
destination account holders against a single credit to the sponsor bank. The 
system has a pan-India characteristic leveragmg on Core Banking Solutions 
(CBS) of member banks, facilitating all CBS bank branches to participate 
in the system, irrespective of their location. As at the end of September 
2009 as many as 114 banks with 30,780 branch were participating in 
NECS. 

■ The Reserve Bank has introduced an Electroni Funds Transfer scheme 
to enable an account bolder of a bank to electronically transfer funds to 
another account holder with any other participating bank. 

■ The Real Time Gro s Settlement system settles all inter-bank payments 
and customer transactions above rupees one la.kb. Participants in this system 
include banks, financial institutions primary dealers and clearing entities. All 
systemically important payments including securities settlement, forex 
settlement and money market settlements are processed through the RTGS 
system. 

■ Pre-paid payment in trumeot mcilitate purchase of goods and services 
against the value stored on these instruments. To encourage the use ohhis 
safe _payment mechanism, the Reserve Bank has issued guidelines that lay 
down the bafilc e1igil,ility criteria and the conditions fur operating such payment 
systems in the country. 

■ The Reseive Bank has also issued guidelines fur the use of mobile phones 
as a medium for providing banking services. Only banks which are licensed 
and supervised in India and have a physical presence in India are pem:ritted 
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to offer mobile banking service in the country. The guidelines focus on 
system; fur security and inter-bank tramfer arrangements through authorized 

~-
• The Reserve Bank encouraged the setting up of the National Payments 

Corporation of India (NPCI) to act as an umh:eila orgao:ization for operating 
the various retail payment systems in India. NPCI is expected to bring 
greater efficiency in retail payment by way of uniformity and standardiz.ation 
as also expansion of reach and innovative payment products to augment 
customer convenience. 

LEGAL FRAMEWORK 

The Payment and Settlement Systems Act, 2007 provides for regulation and 
supervision of payment systems in India and designates the Reserve Bank as the 
authority for the purpose. As per the Act, only payment systems authoriz.ed by the 
Reserve Bank can be operated in the country. The Act also provides for the 
settlement effected under the rules and procedures of the system provider to be 
treated as final and irrevocable. 

Institutional Framework 

The Reserve Bank has put in place an institutional framework and structure for 
oversight of the payment systems. In 2005, it created a Board for Regulation and 
Supervision of Payment and Settlement Systems (BPSS) as a Committee of the 
Central Board. Anew department called the Department ofPaymmt and Settlement 
Systems (DPSS) was constituted to assist the BPSS in performing its fimctions . 

X - Developmental Role 

The Reserve Bank is one of the few central banks that has taken an active and 
direct role in supporting developmental activities in their coumry. Tue Reserve Bank's 
developmental role includes ensuring credit to productive sectors of the economy, 
creating institutions to build financial infrastructure, and expanding access to aflbrdable 
financial services. Over the years its developmentaJ role has extended to institution 
building for facilitating the availability of diversified finmritl services within the com1try. 
The Reserve Banlc today a1so plays an active role in encouraging efficient custoIMT 

service throughout the banking industry, as well as extension of banking service to 
all, through the thrust on financial inclusion. Towards this goal, which has evolved 
over many years, the ReseIVe Bank has taken various initiatives. 

RURAL CREDIT 

Given the predominantly agrarian character of the Indian economy, the Reserve 
Bank's role bas been to ensure timely and adequate credit to the agricultural sector 
at affordable cost Section 54 of the RBI Act, 1934 states that the Bank may 
maintain expert staff to study various aspects of rural credit and development and 
in particular, it may tender expert guidance and assistance to the National Bank 
(NABARD) and conduct special studies m such areas as it may consider necessary 
to do so fur promoting integrated nual development. 



Priority Sector Lend.Ing 

The focus on priority sectors can be traced to the Reserve Bank's credit policy for 
the year 1967-68, and institution of a scheme of 'social control' over commercial 
banks in 1967 by the Government of India to remove certaindenc· :ncies observed 
in the functioning of the banking system, such as, bulk of bank advances directed 
to large and medium-scale industries and established business houses. In order to 
provide access to credit to the neglected sectors, a target based priority sector ... 
lending was introduced from the year 1974, initially with public sector banks. The 
scheme was gradually extended to all commercial banks by 1992. 

The scope and extent of priority sectors have undergone several changes since the 
funna1mition of description of the priority sectors in 1972. The guidelines on lending 
to priority sector were revised with effect from April 30, 2007. The guiding principle 
of the revised guidelines on lending to priority sector has been to ensure adequate 
flow of bank credit to those sectors of the society/ economy that impact large 
segments of the population and weaker sections, and to the sectors which are 
employment-intensive, such as, agriculture and small enterprises. The broad categories 
of advances under priority sector now inchlde agriculture, micro and small enterprises 
sector, microcredit education and housing. 

The domestic scheduled commercial banks, both in the public and private sector, 
having shortmll in lending to priority sector and/or agricuJtwal lending and/or weaker 
section lending targets, are required to deposit in Rural Infrastructure Development 
Fund (RIDF) established with NABARD or other Funds set up with other financial 
institutions. RIDF was e tablished with NABARD in April 1995 to assist State 
Govermnents / State-owned corporations in quick completion of projects relating to 
irrigation, soil conservation, watershed management and other forms of rural 
infrastructure (such as rural roads and bridges, market yards, etc.). Since the°' the 
RIDF has been extended on a year-to-year basis to pr ently RIDF XV through 
annmm ements in the Union Budgets. 

The interest rates charged from State Governments and payabl to banks under the 
Rural Infrastructure Development Fond (RIDF) have been brought down over the 
years in accordance with the reduction of market intere t rates. As a measure of 
disincentive for non-achievement of agricultural lending target, eflective RIDF-VII, 
the rate of interest on RIDF deposits has been linked to the banks' performance in 
lending to agriculture. Accordingly, while the State Governments are required to pay 
intere at Bank Rate plus 0.5 percentage points, the rates of interest on deposits 
vary between Bank Rate and Bank Rate minus 3 percentage points depending on 
the individual bank's hortfall in lending to agriculture target of I 8 per cent. 
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L d Bank S heme 

The Reserve Bank introduced the Lead Banlc Scheme in 1969. Here designated 
banks were made key instruments for local development and were entrusted with 
the responsibility of identifying growth centres, assessing deposit potential and credit 
gaps and evolving a coordinate.cl approach for credit deployment in each district, in 
concert with other banks and other agencies. The Reserve Bank has assigned a 
Lead District Manager fur each district who acts as a catalytic force for promoting 
financial inclusion and rmoth working between government and banks. 

Check Your Progre s: 

1. What are the 
instruments of 
mon tary policy? 

2. Define CRR. 
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Special Agricultural Credit Plan 

With a view to augmenting the flow of credit to agriculture, SpecialAgricuhural 
Credit Plan (SACP) was .instituted and has been in operation for quite some time 
now. Under th SACP, banks are required to fix self-set targets showing an increase 
of about 30 per cent over previous year's disbursements on yearly basis (April
March). The public ector banks have been formulating SACP since 1994. The 
scheme has been extended to Private Sector banks as well from the year 2005-06. 

Kisan Credit Cards 

The IGsan Credit Card (KCC) Scheme was introduced in the year 1998-99 to 
enable the faomrs to purchase agricultural inputs and draw cash for their production 
needs. On revision of the KCC Scheme by NABARD in 2004, the scheme now 
covers term credit as well as working cap.ital for agriculture and allied activities and 
a reasonable component for consumption needs. Under the scheme, the limits are 
.fixed on the basis of operational land holding, cropping pattern and scales of finance. 
Seasonal sub-limits may be fixed at the discretion of tbe banks. Limits may be fixed 
taking mto account the entire production credit needs along with ancillary activities 
relating to crop production, allied activities and also non-farm short term credit 
neem ( consumption needs). Limits are valid for three years subject to ammal review. 
Security, margin and rate of interest are as per RBI guidelines issued from time to 
time. 

Natural Calamities - Relief Measures 

In order to provide relief to bank borrowers in times of natural calamities, the 
Reserve Bank has issued st:aading guidelines to banks. The relief measure include, 
among other things, rescheduling / conversion of short-term loans into term loans; 
fresh loans; relaxed ecurity and margin norms; treatment of converted/rescheduled 
agriculture loans as current dues'; non-compounding of interest in respect ofloans 
converted / rescheduled· and moratorium of at least one year. 

XI - Policy Research and Data dissemination 

The R, serve Bank has over time established a sound and rich tradition of policy
oriented research and an effective mechanism for disseminating data and information. 
Like other major central banks, the Reserve Bank has also developed its own 
research capabil.iti in the field of economics, finance and statistics, which contribute 
to a better understanding of the functioning of the economy and the ongoing changes 
in the policy transmission mechanism. 

DATA AND RESEARCH DISSEMINATION 

The Reserve Bank releases several periodical publications that contain a 
comprehensive account of its operations as well as information of the trends and 
developments pertaining to various areas of the Indian economy. Besides, there are 
periodical statements on monetary pol.icy, official press releases, and speeches and 
interviews given by the top management which articulate the Reserve Bank's 
assessment of the economy and its policies. The Reserve Bank is under legal 
obligation under The RBI Act to publish two reports every year: the Annual Report 
and the Report on Trend and Progress of Banking in India. Besides these and 
the regular periodical publications, it also publishes reports of various committees 



appointed to look into specific subjects, and discussion papers prepared by its 
internal experts. 

The Reserve Bank has also set up an enterprise-wide data warehouse through 
which data is made available in downloadabt an reusable formats. U ers now 
have access to a much larger database on the Indian economy through the Reserve 
Bank's website. This site has a user-friendly interface and enables easy retrieval of 
data through pre-formatted reports. It also bas the f.acility fur simple and advanced 
qu~. 

Under the aegis of the Development Research Group in the Department ofEconomic 
Analysis and Policy, the Reserve Bank encourage and promotes policy-oriented 
research backed by strong analytical and empirical basis on subjects of current 
interest The DRG studies are the outcome of collaborative efforts between experts 
from outside the Reserve Bank and the pool of research talent within. The annual 
Report on Currency mi Finance bas now been made into a thcme-besecl publication, 
providing in-depth information and analysis .on a topical subject. It has become a 
valuable reference point for research an policy formulation. 

The Handbook of Statistics on the Indian Economy constitut a major initiative at 
improving data dissemination by providing statistical information on a wide range of 
economic indicators. The Handbookwas first published in 1996 and over the years, 
its coverage has improved significantly. The Reserve Bank's two research departments 
- Department ofEconomic Analysis and Policy and Department of Statistics and 
Information Management - provide analytical research on various aspects of the 
Indian economy. 

SUMMARY 

M netary policy is the process by which the monetary authority of a country controlc; 
the supply of money, often targeting a rate of interest for the pmpose of 
promoting economic growth and stability. The official goals usually include relatively 
stable prices and low unemployment. Mon tary theory provides insight into how to 
raft optimal monetary policy. It is referred to as either being expansionary or 

contractionary, where an expansionary policy increases the total supply of money in 
the economy more rapidly than usual. and contractionary policy expands the money 
supply more slowly than usual or even shrinks it. Expansionary policy · traditionaily 
used to try to combat unemployment in a recession by lowering interest rates in the 
hope that easy credit will entice businesses into expanding. Contractionary policy is 
.intended to slow inflation in hopes of avoiding the resulting <mtortiom and det.eroration 
of asset values. 

Monetary policy rests on the relationship between the rates of interest in an economy, · 
that is, the price at which money can be borrowed, and the total supply of.money. 
Monetary policy uses a variety of tools to control one or both of these to influence 
outcomes like economic growth, inflation, exchange rates with other currencies 
and unemployment. Where currency is under a monopoly of issuance. or where 
there is a regulated system of issuing currency through banks which are tied to a 
central bank, the monetary authority has the ability to alter the money supply and 
thus influence the interest rate (to achieve policy goals). The beginning of monetary 
policy as such comes from the late 19th c ntury, where it was used to maintain 
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the gold standard. 

ANSWERS TO CHECK YOUR PROGRESS 

1. CRR and SLR 

2. Cash Reserve Ratio indicates the quantum of cash that banks are required 
to keep with the Reserve Bank as a proportion of their net demand and time 
liabilities 

Test yourseH 
1. What do you understand by Monetary Management? 

2. How does monetary policy works in a country like India? 

3. What are the vanous inst:ra.ments of monetary policy? 

4. Explain the framework of monetary policy tha is operating in India. · 

5. Give a detailed account about the establishment ofResenre Bank of India. 

6. Comment on the working machinery and legal framework of RBI. 

7. How RBI does coin denomination and distn1rution? 

8. What are the parameters on which RBI focuses on while acting as Banker 
to banks? 

9. What are the various develop ntalroles that RBI undertakes? 

10. How does RBI undertakes the activity of Financial ReguJation and 
Supervision? 

BANKING ARTICLE (CASE) 

Intlation inching towards the 8% mark and the 10-year benchmark G-sec yield at 
6.5% is not only worrying the debt markets in India. There are a lot of other sectors 
that are taking a hit because of this. 

And. with the transporters' strike on, there is little respite. One sector that is directly 
feeling the heat of rising yields is the Indian banking ector. 

Till recently banks bad made merry as interest rate in the economy were falling 
leading to wind:&ll treasury gains. The fact that mo t state government banks bad 
more than 40% oftb ir portfolio invested in gov nt securities also helped the 
cause. 

But now, with yields rismg continuously over the past four month.5, the bond portfulio 
of banks .is under pr sure and markets fear the worst. It is for this reason that 
banking stocks have taken a beating in an already dull equity market. So, what is 
the future of banking stocks? 

As always, there are two views. While some analysts believe that the earning 
pressures will weigh heavily on the stocks, there are others who are equally convinced 
that these worrie have already been factored in mto current valuations and this is 
an opportunity to buy into these stocks. We analyze the merits of both these 
argum:::nts. 




