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Learning Objectives:

After going through this chapter, you should be able to:
e Define what banks are.
o Describe the importance of banks.

e Discuss issues and concerns involved.

o Understand gross working concept.
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Introduction

A bank B a financial nstitution and a financial intermediary that accepts deposits and
charmels those deposits into lending activities, either divectly or through capital markets.
A bank connects customers that have capital deficits to customers with capital
surpluses.

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 as fractional reserve banking where they hold only a small reserve of the
fimds deposited and lend out the rest for 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 has been operating continuously since 1472.

Banking in the modern sense of the word can be traced to medieval and
early Renaissance 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 famous 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 140
at Genoa, Italy. ;

Origin of the word

The word bank was borrowed in Middle English from Middle French bangue, from
Old Italian banca, from Old High German banc, bank >bench, counter”. 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 items found showing money-changing activity is a silver Greek
drachm coin from ancient Hellenic colony Trapezus on the Black Sea,
modem Trabzon, ¢. 350-325 BC, presented in the British Museum in London. The
coin shows a banker’s table (trapeza) laden with coins, a pun on the name of the
city. In fact, even today in Modern Greek the word Trapeza (Tparedex) 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 TV + 3% = T¥ . Such expense calculations
were the biggest part of mathematical treaties written by Indian mathematiciams as
early as 500 B.C.

Definition

The definition of a bank varies from country to country. Under English common law,
a bagker is defined as a person who carries on the business of banking, which is

specified as:



» conducting current accounts for his customers

» paymg cheques drawn on him, and
»  Collecting cheques for his customers.

In most common law jurisdictions there is a Bills of Exchange Act that codifics the
law in relation to negotiable mnstruments, including cheques, and this Act contains a
statutory defnition of the term 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 common law countries not defined by
statute but by common law, the definition above. In other English common law
jurisdictions there are statutory definitions of the business of banking or banking
business. When looking at these definitions it is important to keep in mind that they
are defining the business of banking for the purposes of th¢ tepislation, 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 *han regulating the
actual business of banking. However, in many cases the statutor: ‘efinition closely
mirrors the common law one. Examples of statutory defmitions:

« “Banking Business” means the business of receiving mone 7 on current or
deposit account, paying and collecting cheques drawn by or paid in by
customers, the making of advances to customers, and inclzdes such other
business as the Authority may prescribe for the purposes 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 months]
... or with a period of call or notice of less than that period;

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

Since the advent of EFTPOS (Electronic Funds Transfer at Point Of Sale), direct
credit, direct debit and internet banking, the cheque has lost its primacy in most
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 General Bank of India, which started in 1786, and Bank of Hindustan,
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 two being the Bank of Bombay and the Bank of Madras,

~ all three of which were established under charters from the British East 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 Bank of India,
which, upon India’s independence, Became the State Bank of India in 1955.

History

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 fimctioning today, is the oldest Joint Stock bank in
India.(Joint 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 assets 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 States, promoters opened banks to finance trading in Indian cotton.
With large exposure to speculative ventures, most of the banks opened in India
during that period fiey and lost mterest in keeping deposits 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 arrive, particularly in Calcutta, in the 1860s.
The 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,
established in Lahore in 1895, which has survived to the present and is now one of
the largest banks in India.

Around the turn of the 20th Centuary, the Indian economy was passing through a
relative period of stability. Around five decades had elapsed since the Indian Mutiny,
small banks, most of which served particular ethnic and religious communities.
The presidency banks dominated banking in India but there were also some exchange
banks and a number of Indian joint stock banks. All these banks operated in different
segments of the economy. The exchange banks, mostly owned by Europeans,
concentrated on financing foreign trade. Indian joint stock banks were generally
under capitalized and lacked the experience and maturity to compete with the
presidency and exchange banks. This segmentation let Lord Curzon to observe, "In
respect of banking it seems we are behind the times. We are like some old
Sfashioned sailing 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 community. A mmnber of banks
established then have survived to the present such as Bank of India, Corporation
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
in this district and also a leading private sector bank. Hence undivided Dakshina
Kannada district is known as “Cradle of Indian 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 economic activities. At least 94 banks in India
failed between 1913 and 1918 as indicated in the following table:

Authorized Paid-
Years | Numberofbanks | “ °im ” i::
that failed s g
(Rs. Lakhs) (Rs. Lakhs)
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 Laissez-faire for the Indian banking. The Government of
India initiated measures to play an active role in the economic life of the nation, and
the Industrial Policy Resolution adopted by the govemnment in 1948 envisaged
a mixed economy. This resulted into greater involvement of the state in different
segments of the economy including banking and finance. The major steps to regulate
banking included:
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*  The Reserve Bank of India, India’s central banking authority, was established
n 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).[Reference www.rbi.org.in]

» In 1949, the Banking Regulation Act was enacted which empowered the
Reserve Bank of India (RBI) “to regulate, control, and inspect 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
important tool to facilitate the development of the Indian economy. At 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
mtention of the Government of India in the annual conference of the All India Congress
Meeting in a paper entitled “Stray thoughts on Bank Nationalization. ” The meeting
received the paper with enthusiasm.

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

A second dose of nationalization of 6 more commercial banks followed in 1980.
The stated reason for the nationalization was to give the government more control
of credit delivery. With the second dose of nationalization, the Government of India
controlled around 91% of the banking business 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 mumber
of nationalised banks from 20 to 19. After this, until the 1990s, the nationalised
banks grew at 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 liberulization, licensing a small number of private banks. These came to be known
as New Generation tech-sawy banks, and included Global Trust Bank (the first
of such new generation banks to be set up), which later 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 econonty of India, revitalized the banking
sector in India, which has seen rapid growth with strong contribution from all the
three sectors of banks, namely, government banks, private banks and foreign banks.

The next stage for the Indian banking has been set up with the proposed relaxation
in the norms 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 time,
were used to the 4-6-4 method (Borrow at 4%; Lend at 6%;Go home at 4) of
functipning. The new wave ushered in a modem 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. 3

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 economies i its region. The Reserve
Bank of India is an autonomous body, with minimal pressure from the government.
The stated policy of the 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 services sector-the demand for banking services, 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 allowed Warburg Pincus to increase its
stake in Kotak Mahindra Bank (a private sector bank) to 10%. This is the first time
an investor has been allowed to hold more than 5% in a private sector bank since
the RBI ammounced norms in 2005 that any stake exceeding 5% in the private sector
banks would need to be vetted by them. 4

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
personal loans, There are press reports that the banks’ loan recovery efforts have
driven defaulting borrowers to suicide.

Early phase from 1786 to 1969 of Indian Banks:
Phase I

The General Bank of India was set up in the year 1786. 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 of Madras (1843) as independent
units and called it Presidency Banks. These three banks were amalgamated in 1920
and Imperial Bank of India was established which started as private sharcholders
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, Central Bank of India, Bank of Baroda, 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
smail. 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 Regulation Act 1949 as per amending Act of 1965 (Act
No. 23 of 1965). Reserve Bank of India was vested with extensive powers for the
supervision of banking in India as the Central Banking Authority.

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

Phase I1

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 of RBI and to handle banking transactions
of the Union and State Governments all over the country.

Seven banks forming subsidiary of State Bank of India was nationalized m 1960 on
19th July, 1969, major process of nationalization was carried out. It was the effort
of the then Prime Minister of India, 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 of India.

1959: Nationalization of SBI subsidiaries.

1961: Insurance cover extended to deposits.

1969: Nationalization of 14 major banks.

1971: Creation of credit gnarantee corporation.

1975: 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 approxmmately 800% in deposits and advances took a hnge jump by 11,000%.
Banking in the sunshine of Government ownership gave the public implicit faith and
immense confidence about the sustamability of these institutions.

Phase 1T

This phase has introduced many more products and facilities in the banking sector
in its reforms measure. In 1991, under the chairmanship of M Narasimham, 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. ._{forts are b.ing
put to give a satisfactory service to customers. Phone banking 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 convertible, and banks and their
customers have limited foreign exchange exposure.

Adoption of banking technology

The 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 modern
innovation and computerization of the banking sector of India has increased many
folds after the economic liberalization of 1991 as the country’s banking sector has
been exposed to the world’s market. The Indian banks were finding it difficult to
compete with the international banks in terms of the customer service without the
use of the information technology and computers.

NUMBER OF BRANCMES

&
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Number of branches of scheduled banks of India as of March 2009

The RBI in 1984 formed Committee on Mechanization in the Banking Industry
(1984) whose chairman was Dr C Rangarajan, Deputy Govemor, Reserve Bank of
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India. The major recommendations of this committee were introducing
MICR Technology in all the banks in the metropolis in India. This provided use of
standardized cheque forms and encoders.

In 1988, the RBI set up Committee on Computerization 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 Thiruvananthapuram It firrther 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 increasing
connectivity among branches through computers. It also suggested modalities for
implementing on-line banking. The committee submitted its reports in 1989 and
computerization began form 1993 with the settlement between IBA and bank
employees’ association.

In 1994, Committee on Technology Issues relating to Payments System, Cheque
Clearing and Securities Settlement in the Banking Industry (1994) was set up with
chairman Shri WS Saraf, Executive Director, Reserve Bank of India. It emphasized
on Electronic Funds Transfer (EFT) system, with the BANKNET commumications
network as its carrier. It also said that MICR clearing should be set up in all
branches of all banks with more than 100 branches.

Committee for proposing Legislation On Electronic Funds Transfer and other Electronic
Payments (1995)* emphasized on EFT system. Electronic banking refers to DOING
BANKING by using technologies like computers, internet and networking, MICR,
EFT so as to increase efficiency, quick service, productivity and transparency in the
transaction.

@ un g

;S
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Number of ATMSs 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
installed in India by various banks as on end March 2009 is 17,642. The New
Private Sector Banks in India is having the largest numbers of ATMs which is
followed by the SBI and its subsidiaries 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.



SREE Bank and Banking
BANK GROUP || NUMBER OF || ONSITE || OFF SITE | TOTAL B
" BRANCHES || ATM ATM || ATM
NATIONALISED “ NOTES
33627 3205 1567 4112
BANKS
STATE BANK OF
13661 1548 3672 5220
.. DA
S 4511 800 441 1241
SECTOR BANKS
NEW PRIVATE
1685 1883 3729 5612
H SECTOR BANKS
| E i
'FOREIGN BANKS ‘ 242 218 579 797
L |

EVOLUTION OF COMMERCIAL BANKS IN INDIA

The commercial banking industry m India started in 1786 with the establishment of
the Bank of Bengal in Calcutta. 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 commercial bank, a bankers’ bank and a banker
to the Government. The Imperial Bank of India was established with mainly European
shareholders. It was only with the establishment of Reserve Bank of India (RBI) as
the central bank of the country in 1935, that the quasi-central banking role of the
Imperial Bank of India came to an end. In 1860, the concept of limited liability was
introduced in Indian banking, resulting in the establishment of joint-stock banks. In
1865, the Allahabad Bank was established with purely Indian shareholders. Punjab
National Bank came into beng n 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
spread of banking in India. In order to serve the economy in gencral and the rural
sector in particular, the All India Rural Credit Survey Committee recommended the
creation of a state-partnered and state-sponsored bank taking over the Imperial
Bank qf India and integrating with it, the former state-owned and state-associate
banks, Accordingly, State Bank of India (SBI) was constituted in 1955. Subsequently
in 1959, the State Bank of India (subsidiary bank) Act was passed, 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 15
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considered necessary to have social control over banks. In 1969, 14 of the major
private sector banks were nationalized. This was an important milestone in the
history of Indian banking. This was followed by the nationalization of another six
private banks in 1980. With the nationalization of these banks, the major segment
of the banking sector came under the control of the Government. The nationalization
of banks imparted major impetus to branch expansion in un-banked rural and semi-
urban areas, which in turn resulted in huge deposit mobilization, thereby giving boost
to the overall savings rate of the economy. It also resulted in scaling up of lending
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 1990s. The
thrust of the reforms was on increasing operational efficiency, strengthening sapervision
over banks, creating competitive conditions and developing technological and
institutional infrastructure, These measures led to the improvement in the financial

health, soundness and efficiency of the banking system.
One important feature of the reforms of the l9903wasthattheenuyofnewpﬁvaté

sector banks was permitted. Following this decision, new banks such as ICICI
Bank, HDFC Bank, IDBI Bank and UTI Bank were set up.

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

FUNCTIONS OF COMMERCIAL BANK

The main functions of a comunercial bank can be segregated into three main areas:
() Payment System
(i) Financial Intermediation
(iii) Financial Services.

Functions of Commandial |
lanu

Paymant Systam | Financia) Intermediation , Financial Services I
L RN

(I PAYMENT SYSTEM

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




system also involves electronic banking, wire transfers, settlement of credit card
trémsactions, etc. In all such transactions, banks play a critical role.

(ID FINANCIAL INTERMEDIATION

The second principal function of a bank is to take different types of deposits from
customers and then lend these funds to borrowers, in other words, financial
intermediation. In financial terms, bank deposits represent the banks’ liabilities, while
loans disbursed, and investments made by banks are their assets. Bank deposits
serve the useful purpose 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 function in channeling funds
into profitable as well as socially productive uses.

(IIT) FINANCIAL SERVICES

In addition to acting as financial intermediaries, banks today are increasingly involved
with offering customers a wide variety of financial services including investment
banking, insurance-related services, government-related business, foreign exchange
businesses, wealth management services, etc. Income from providing such services
improves a bank’s profitability.

COMPETITIVE LANDSCAPE OF BANKS IN INDIA

In India the banks are being segregated in different groups. Each group has their
own benefits and limitations in operating in India. Each has their own dedicated
target market. Few of them only work in rural sector while others in both rural as
well as urban. Many even are only catering in cities.

Banks face competition from a wide range of financial intermediaries in the public
and private sectors in the areas of financial intermediation and financial services
(although the payments system is exclusively for banks). Such intermediaries form
a diverse group in terms 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
them in providing a wide range of financial services. Some of these intermediaries
inchude:

¢ Temn-lending institutions

o Non-banking financial companies

o Insurance companies

e Mutual funds
() Term-Lending Institutions

Term lending institutions exist at both state and all-India levels. They provide
term loans (i.e., loans with medium to long-term maturities) 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 the all-India
level, these institutions are typically specialized, catering to the needs of specific
sectors, which make them competitors to banks in those areas.3 These include
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theEzportIupo:tBankofhdla(E}mBank), Small Industries Development
Bank of India (SIDBI), Tourism Finance Corporation of India Limited (TFCI),
and Power Finance Corporation Limited (PFCL).

* At the state level, 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 medium-sized and large-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.

(i) Non-Banking Finance Companies (NBFCs)

India has many thousands of non-banking financial compenies, 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 finance. NBFCs have been competing with and complementing the services
of commercial banks for a long time. All NBFCs together currently account for
around nine percent of assets of the total financial system. Housing-finance
companies form a distinct sub-group 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), which 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.

(iii) Insurance Companies
Insurance/reinsurance companies such as Life Insurance Corporation of India
(LIC), General Insurance Corporation of India (GICI), and others provide
substantial long-term financial assistance to the industrial and housing sectors
and to that extent, are competitors of banks. LIC is the biggest player in this
area.

(iv) Mutual Funds

Mutual funds offer competition to banks in the area of fimd mobilization, in that
they offer alternate routes of investment to households. Most mutual funds are
standalone asset management companies. In addition, a number of banks, both
in the private and public sectors have sponsored asset management companies
to undertake mutual fund business. Banks have thus entered the asset
management business, someumonthcn'ownandothuumwmjomvmture
with others.

BANKING STRUCTURE IN INDIA
Scheduled Banks in India

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



currently accounting for more than three-fourths of all financial institutions’ assets. Bank and Banking
SCBs are present throughout India, and their branches, having grown more than ' Practices
four-fold in the last 40 years now number 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
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Public Sector Banks

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 27 public sector banks in India. They
include the SBI and its 6 associate banks (such as State Bank of Indore, State Bank
of Bikaner and Jaipur etc), 19 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:

e Public sector banks account for bulk of the branches in India (88 percent
in 2009). ,

o In the rural areas, the presence of the 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 Banks (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 farmers, artisans, small entreprencurs and agricultural
laborers. Over the years, the Government has introduced a number of measures of
improve viability and profitability of RRBs, 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 in the total number of RRBs to 86 as on March 31,
2009, as compared to 196 at 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 sector banks were nationalized in in 1969, and 1980.
The private banks which were not nationalized are collectively known as the old
private sector banks and include banks such as The Jammu 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 resulted in the creation of
a new set of private sector banks, which are collectively known as the new private
sector banks. As at end March, 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 country 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 consumer financing a significant part of their portfolios.
These banks offer products such as automobile finance, home loans, credit cards, .
household consumer finance etc. Foreign banks in India are required to adhere to
all banking regulations, including priority-sector lending norms as applicable to domestic
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 differs 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 across states. The rural co-
operative banks comprise State co-operative banks, district central cooperative
banks, SCARDBs and PCARDBSs. The co-operative banking sector is the oldest
segment of the Indian banking system. The network of UCBs in India consisted of
1721 banks as at end-March 2009, while the number of rural co-operative banks
was 1119 as at end-March 2008.10 Owing to their widespread geographical
penetration; cooperative banks have the potential to become an important mstrument
for large-scale financial inclusion, provided they are fmancially strengthened. The
RBI and the National Agriculture and Rural Development Bank (NABARD) have
taken a number of measures 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 (RBI) is the central bank of the country.12 It was
established on April 1, 1935 under the Reserve Bank of India Act, 1934, which
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provides the statutory basis for its functioning. When the RBI was established, it
took over the functions of currency issue from the Government of India 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 firnctions; particularly, it:

e Acts as the currency authority
e Controls money supply and credit

e Manages foreign exchange

e Serves as a banker to the government

o Builds up and strengthens the country’s financial mfrastructure
e Acts as the banker of banks

e 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
Banks are supposed to meet their shortfalls of cash from sources other than RBI

and approach RBI only as a matter of last resort, because RBI as the central bank
is supposed to function as only the ‘lender of last resort’.

To ensure liquidity and solvency of mdividual commercial banks and of the banking
system as a whole, the RBI has stipulated that banks maintain a Cash Reserve Ratio
(CRR). The CRR refers to the share of iquid cash that banks have to maintain with
RBI of their net demand and time Liabilities (NDTL).13 CRR is one of the key
instrumentts of controlling money supply. By increasing CRR, the RBI can reduce the
finds available with the banks for lending and thereby tighten hiquidity in the system;
conversely reducing the CRR increases the funds available with the banks and
thereby raises liquidity in the financial system.

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
finctions relating to banks cover their establishment (i.e. licensing), branch expansion,
liquidity of their assets, management and methods of working, amalgamation,
reconstruction and liquidation. RBI controls the commercial benks 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 camry 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 liabilities
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(NDTL) in prescribed securities, which are mostly government securities. 14 This
helps the RBI to perform 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-run 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 Bank 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 timeframe.

The finance ministry had last month directed state-run banks to adopt the insurance
broking model, which would allow them to sell products of mltiple insurers. Most
of them currently sell policies under the corporate 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 insurance
products as staterun banks have a wide network of branches. However, most large
banks have floated insurance companies in partership with foreign insurers with an
understandng that they would sell products of only the company they have promoted.
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 comparny.

Check Your Progress
1. What are banks?
2. The word bank taken from the werd ¢

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, not all banks would be positioned to provide insurance
broking service since banking regulator Reserve Bank of India 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 of India 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 of the country’s unique geographic, social, and economic characteristics.
India has a large population and land size, a diverse culture, and extreme disparities



in income, which are marked among its regions. There are high levels of illiteracy
among a large percentage of its population but, at the same time, the country has
a large 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 had to serve the goals of economic policies enunciated in successive five year
development plans, particularly concerning equitable income distribution, 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 remained internationally
isolated (few Indian banks had presence abroad in internatio 1 fmancial centers)
because of preoccupations with domestic priorities, especia ly massive branch
expansion and attracting more people to the system. Moreover, . e sector has been
assigned the role of providing support to other economic sectors s h as agriculture,
small-scale industries, exports, and banking activities in the devek 2d commercial
centers (Le., metro, urban, and a limited number of semi-urban ce ters).

The banking system’s international isolation was also due to strict branch licensing
controls on foreign banks already operating in the couniry 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 features have left the Indian banking sector with
weaknesses and strengths. A big challenge facing Indian banks is how, under the
current ownership structure, to attain operational efficiency suitable for modem
financial intermediation. On the other hand, it has been relatively easy for the public
sector banks to recapitalize, given the increases in nonperforming assets (NPAs), as
their Government dominated ownership structure has reduced the conflicts of interest
that private banks would face.

Answers to check your progress

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

2. Banque

Test Yourself

1. Describe the history of Banking in India.

2. Discuss the evolution of Commercial Banks in India.

3. Discuss the various functions of commercial bank.
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Banking and 4. Write a short note on:

Insurance Practices " ) TemLending Institati
i) Non-Banking Finance Companies
NOTES i) Insurance Conpanies
i) Mutual Funds

5. Explain the structure of banking services in India.
6. Discuss the role of Reserve Bank of India in regulating banking practices in -
India.
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2 Bank Deposit Accounts

The Unit Include:
Indroduction

Major types

Types of Deposit Accounts:
Certificate of Deposit:
Bank Lending

Compliance with RBI guidelines:
Types of Advances
Secured Advances
Mortgage loan

Mortgage loan types
Hypothecation

Chapter Summary

Test yourself

Banking Article (Case)

Learning Objectives:
After going through this chapter, you should be able to:
e Define what bank accounts are.
¢ Describe the importance of bank accounts.
¢ Discuss their types.
e Understand key features.

Bank Deposit Accounts
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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 books, 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 for 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 securely and quickly providing frequent access
to finds on demand, through a variety of different channels. Because money
is available on demand these accounts are also referred to as demand
accounts or demand deposit accounts.

=  Savings accounts: 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 regulations, such as a monthly transaction limit.

= Time deposit: A money deposit at a banking mnstitution that cannot be
withdrawn for a preset fixed ‘term’ 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.1 provides the share of deposits of different classes of scheduled commercial
banks (SCBs). It can be seen that the public sector banks continue to dominate the
Indian banking industry. However, the share of the new private sector banks has
been raising at the 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
- Nationallsed Banks 50.8 49.1
- State Bank Group 28.8 24.8
- Other Public Sector Banks - 2.8
Private 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
Total SCBs 100.0 100.0




The 3 key features of Banking Deposit Practices Bank Deposit Accounts
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 return. The safety of depositors’ funds, therefore, forms a key area of NOTES
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 establishment of the Deposit Insurance Corporation 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 should have, rates of interest

payable on each type, special deposit schemes to be introduced, types of customers
to be targeted by the bank, etc. Of course, depending on the changing economic
environment, the policy of a bank towards deposit mobilization undergoes changes.

TYPES OF DEPOSIT ACCOUNTS:
The bank deposits can also be classified into

o demand deposits and

o Time deposits.

Demand deposits are defined as deposits payable on demand through cheque or
otherwise. Demand deposits serve as a medium of exchange, for their ownership
can be transferred from one person 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 demand and
on which cheques cannot be drawn. They 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 instrument and is issued
in dematerialized form or as a Promissory Note, for funds deposited 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 directives issued by the RBI, as amended
from time to time. CDs can be issued by

) scheduled commercial banks (SCBS) excliding Regional Rural Banks (RRBs)
and Local Area Banks (LABs); and

1) Select all-India Financial Institutions that have been permitted 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 muitiples 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
offered by a bank, depending on their characteristics, fall into one of these two
categories. There are several deposit accounts offered by banks in India; but they
can be classified into three main categories:

e Current account
e Savings bank account
e 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 considered 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 accounts.

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. Withdrawals from current accounts
are allowed any number of times depending upon the balance in the account or up
to a particular agreed amount. Current deposits are non-interest bearing. Among the
three broad categories of deposits—current account deposit, savings accounts deposit
and term deposits—current account deposits account for the smallest fraction.

A current account is besically a urming 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 customer, via
continuous liquidity. On account of the high cost of maintaining such accounts, banks
do not pay any interest on such deposits. In addition, many banks insist on customers
maintaining minimum balances to offset the transaction costs mvolved. If minimum
balances are not maintained, these banks charge the customers a certain amount.
Current accounts can be opened by rich individuals/ partnership firms/ private and
limited companies/ Hindu Undivided Families (HUFs)/ societies/ trusts, etc.



Savings Bank Deposits:

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. Further, minimmm balances may be prescribed in order to offset
the cost of maintaining and servicing 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 by a large segment of small depositors as they can
put their regular incomes into these accounts, withdraw the money on demand and
also earn interest on the balance left in the account.

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

Term Deposits

A “Term deposit” is a deposit received by the Bank for a fixed period, after which
it can be withdrawn. Term deposits include deposits such as Fixed Deposits /
Reinvestment deposits/ Recurring Deposits etc. The term deposits account for the
largest share and have remained within the 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 minimum period
of 7 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;

e Re-investment deposits, under which the interest is compounded quarterly
and paid on maturity, along with the principal amount of the deposit. Some
banks have mtroduced “flexi” deposits under which, the amount in savings
deposit accounts beyond a fixed limit is automatically converted into term-
deposits; and

¢ Recurring deposits, under which a fixed amount is deposited at regular
intervals for a fixed term and the repayment of principal and accumulated
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 MOBILIZING DEPOSITS:

To maximize their profits, commercial banks always attempt to mobilize savings at
the lowest cost possible. While mobilizing deposits, banks have to comply with
various directives issued by the RBI, the Indian Bank Association (IBA), Government
of India and other statutory authorities/agencies. At the same time, since banks
operate in a very competitive environment, they have to reach out to a wide spectrum
of customers and also offer deposit products that lead to higher customer satisfaction.

Bank Deposit Accounts
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Banks devise various strategies to expand the customer base and reducing the cost
of raising deposits. This is done by identifying target markets, designing the products
as per the requirements for 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. This is done
by providing counseling, afier-sales information and also through prompt handling of
customer complaints,

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

The other common features generally observed are as follows:

1) Staff members posted at branches are adequately trained to offer efficient
and courteous service to the customers and to educate them about their
rights and obligations. A bank often offers personalized banking relationship
for its high-value customers by appointing Customer Relationship Managers
(CRMs).

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

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

BANK LENDING

Basics of Bank Lending

Banks extend 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 rates. Bank credit is provided to households, retail traders, small and medaim
enterprises (SMEs), Corporate, the Government undertakings etc. in the economy.
Retail banking loans are accessed by consumers of goods and services for financing
the purchase of consumer durables, housing or even 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 expenditure are usually extended with medium and long-term
maturities, while day-to-day finance requirements are provided through short-term
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 deposits whenever they need and also adequate return, bank
lending must necessarily be based on principles that reflect these concerns of the
depositors. These principles include: safiety, 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 encumbrances.

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. This 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 of business etc. If, 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 principles 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, rany
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 of loans, provisioning for bad
debts, regulatory/ legal compliance etc. The lending guidelines reflect the specific
bank’s lending strategy (both at the macro level and individual borrower level) and
have to be in conformity with RBI guidelines. The loan policy typically lays down
lending guidelines in the following areas:

o Level of credit-deposit ratio

o Targeted portfolio mix

o Hurdle ratings

¢ Loan pricing

¢ Collateral security

Bank Deposit Accounts
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Credit Deposit (CD) Ratio:

A bank can lend out 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 for making investment in prescribed securities
(Statutory Liquidity Ratio or SLR requirement). It may be noted that these are
minimum requirements. Banks have the option of having more cash reserves 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 securitics. Therefore, the
CPC has to lay down the quantum of credit that can be granted by the bank as a
percentage of deposits available. Currently, the average CD ratio of the entire
banking industry is around 70 percent, though it differs across banks. It is rarely
observed that banks lend out of their borrowings.

Targeted Portfolio Mix:

The CPC aims at a targeted portfolio mix keeping in view both risk and return.
Toward this end, it lays down guidelines on choosing the preferred areas of lending
(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 economic 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 entails active portfolio management.
Further, the bank also has to decide which sectors to avoid. For example, the CPC
of a bank may be of the view that the bank is already overextended in a particular

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.

Hurdle ratings:

There are a number of diverse risk factors associated with borrowers. Banks should
have a comprehensive risk rating system that serves as a single point indicator of
diverse risk factors of a borrower. This helps taking credit decisions in a consistent
aumer. To facilitate this, a substantial degree of standardization is required in ratings
across borrowers. The risk rating system should be so designed as to reveal the
overall risk of lending. For new borrowers, a 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 ‘hurdie rating’ criterion to be achieved by a new
borrower.

Pricing of loans:

Risk-retum trade-off is a findamental 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 devise appropriate systems, which usually allow flexibility for revising the
price (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 vice versa. At the


http:avoid.25

macro level, loan pricing for a bank is dependent upon a number of its cost factors
such as cost of raising resources, cost of administration and overheads, cost of
reserve assets like CRR and SLR, cost of maintaiing 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 case 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 for additional
security or ‘collateral security’ in the form of both physical 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 stipulations:

The RBI lays down guidelines regarding minirmim advances to be made for priority
s_ecmradwnces,exponcreditﬁnmce,etc.mweguidelhﬁneedmbekeptin
mind while formulating credit policies for the Bank.

Capital adequacy

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 assets that the bank acquires. The riskier the asset, the larger
would be the capital it has to be backed up by. This is so, 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 countrics to follow. These norms ensure that capital should be
adequate to absorb unexpected losses. In addition, all countries, inchuding India,
establish their own guidelines for risk based capital framework known as Capital
Adequacy Norms. These 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 finds of a bank must be at least 8 percent of the bank’s risk weighted assets.
In India, the RBI has specified a minimum of 9%, which is more stringent than the
international norm. In fact, the actual ratio of all scheduled commercial 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 assign
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 Exposure 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. Limits on inter-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 are 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

Exposure to Limit
1. Single Borrower 15 per cent of capital fund (Additional
. S 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. NBFC - AFC 15 percent of capital fund

5. Indian Joint Venture/Wholly owned 20 percent of aapital fund
subsidiaries abroad/ Overseas step
down subsidiaries of Indian
corporates

6. Capital Market Exposure

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

company capital of the company or 30 percent of
the paid-up apital 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 consolidated net worth
capital market {(group basis)

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

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

7. Gross Holding of capital amang 10 per cent of capkal fund

banks / financial institutions




Some of the categories of the above table are discussed below:

e Individual Borrowers: A bank’s credit exposure to individual borrowers
must not exceed 15 % of the Bank’s capital funds. Credit exposure to
mdividual 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.

e 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 same management control
may be up to 50% of the Bank’s capital funds.

e Aggregate exposure to capital market: A bank’s aggregate exposure to the
capital market, mcluding both fund based and non-fimnd 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 the above guidelines laid down by RBI, a
Bank may fix its own credit exposure limits for mitigating credit risk. The bank may,
for example, set upper caps on exposures to sensitive sectors like commodity
sector, real estate sector and capital markets. Banks 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 except
a few such as export finance; interest rates on these exceptional categories of
advances are regulated by the RBI. It may be noted 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 excessive.

The concept of benchmark 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.
Abank’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 meanmgful reference 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 Prime Lending Rate (BPLR) in June 2009 to go into the
issues relating to the concept of BPLR and suggest measures to make credit pricing
more transparent.

Following the recommendations of the Group, the Reserve Bank has issued guidelmes

in February 2010. According to these guidelines, the ‘Base Rate system’ will replace
the BPLR system with effect from July 01, 2010.All categories of loans should
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henceforth 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 of loans is a key objective, banks are required to
exhibit the information 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 form of lending 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 requirements.
Non-fund based lending: In this type of facility, the Bank makes no funds outlay.
However, such arrangements may be converted to find-based advances if the client
fails to fulfill the terms of his contract with the counterparty. Such facilities 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 compeny takes a term loan
from Bank A and obtains a guarantee from Bank B for its loan from Bank A, for
which he pays a fee. By issuing a bank guarantee, the guarantor bank (Bank 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. Woerking Capital Finance
Working capital finance is utilized for operating purposes, resulting in creation
of current assets (such as inventories and receivables). This is in contrast to term
loans which are utilized for establishing or expanding a manufacturing ugit by the
acquisition of fixed assets.
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 facilities are primarily secured
by inventories and receivables (chargeable current assets).
Working capital finance consists mainly of cash credit facilities, short term loan
and bill discounting. Under the cash credit facility, a line of credit is provided
up to a pre-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 based on the actual level of inventories and receivables.
Here the borrower is expected to buy inventory on payments and, thereafter,
seek reimbursernent 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, hiquidity management becomes
difficult for a bank in the case of cash credit facility. RBI has been trying to

- mitigate this problem 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 would be fully drawn, while the cash
credit component would vary depending upon the 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 normally be 80% 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-term trade receivables through negotiable instruments. These
negotiable instruments can then be discounted with other banks, if required,
phoviling fasncing beslks Wil Bty

Project Finance:

Project finance business consists mainly of extending medium-term and long-
term rupee and foreign currency loans to the manufacturing and infrastructure
sectors. Banks also provide financing by way of investment in marketable
instruments 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 infrastructure projects. Given the large amounts
of financing mvolved, banks need to have a strong framework for project
appraisal. The adopted framework will need to emphasize proper identification
of projects, optimel allocation and mitigation of rigks. The project finance approval
process entails a detailed evaluation of technical, commercial, financial and
management factors and the project sponsor’s financial strength and experience.
As part of the appraisal process, a risk matrix is generated, which identifies each
of the project risks, mitigating factors and risk allocation. Project finance extended
by banks is generally fully secured and has fiill recourse to the borrower compary.
In 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 of the company. Should the
borrower company fail 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.

Loans to Small and Medium Enterprises:

A substantial quantum of loans is granted by banks to srall and medium enterprises
(SMEs). While granting credit facilities to smaller umits, banks often use a cluster-
based approach, which encourages financing of small enterprises that have a
homogeneous profile such as leather mamufacturing units, chemical units, or even
export oriented umnits. For assessing the credit risk of indiviinal units, banks use
the credit scoring models. As per RBI guidelines, banks shoukd 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.10 lakh for the micro enterprises. Small Industries
Development Bank of India (SIDBI) also facilitates the flow of credit at reasonable
mterest rates to the SME sector. This is done by incentivizing banks and State

Finance Corporations to lend to SMEs by refinancing a specified percentage of
nmrenmtallendmgtoSI\dEs,besﬂespmvﬂmgdnectﬁmmeabngthhbank&

Ruoral and Agricultural Loans

The rural and agricultural loan portfolio of banks comprises loans to farmers,
small and medium enterprises in rural areas, dealers and vendors linked to these
emtities and even Corporate. For farmers, banks extend term loans for equipments
used in farming, including tractors, pump sets, etc. Banks also extend crop loan
facility to farmers. In agricultural financing, banks prefer an “area based’ approach;
for example, by financing farmers 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 recommendations of the Gadgil Study Group and those of the Nariman
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 scheme envisages
allofinent 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 focus on financial inclusion
and recent developments in the banking sector. The Committee has recommended
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.

Directed Lending

The RBI requires banks to deploy a certain minimum amount of their credit in
certain identified sectors of the economy. This is called directed lending. Such
directed lending comprises priority sector lending and export 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 inchude agriculture, small scale enterprises, retail trade, etc. Small
housing loans, loans to individuals for pursuing edacation, loans to weaker
sections of the society etc also qualify as priority sector 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

Damestic 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 is higher

Total agricuitural 18 percent of ANBC or CEOBSE, No Target

advances whichever is higher

Small Enterprise No Target 10 per cant of ANBC or CEQBSE,

Interest Scheme

advances whichever 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 sections whichever is higher

Differential Rate of | 1 percent of total advances No target

outstanding as at the end of
the previous year

Note: ANBC: Adjusted Net Bank Credit

CEOBSE: Credit Equivalent of Off-Balance Sheet Exposure

The RBI guidelines require banks to lend at least 40% of Adjusted Net
Bank Credit (ANBC) or credit equivalent amount of Off-Balance Sheet
Exposure (CEOBSE), 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 agriculture.
Banks are required to comply with the priority sector lending requirements
at the end of each financial year. A bank having shortfall in lending to priority
sector lending target or sub-target shall be required to make contribution to
the Rural Infrastructure Development Fund (RIDF) established with
NABARD or finds 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 concessional rates of interest. Export credit i8 provided for 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 sector 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

Banks, today, offer a range of retail asset products, inchuding 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 deposits and loans against shares. Banks also may fund dealers
who sell automobiles, two wheelers, consumer 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 cases, proprietorship and partnership firms.
Except for personal loans and credit through credit cards, banks stipulate that
(a) a certain percentage of the cost of the asset (such as 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, which is an automated credit approval system that assigns
a credit soore to each applicant based on certain attributes fike income, educational
background and age. The credit score then forms the basis of loan evaluation.
External agencies such as field investigation agencies and credit processing
agencies may be used to facilitate a comprehensive due diligence process inchuding
visits to offices and homes in the case of loans to individual borrowers. Before
disbursements are made, the credit officer checks a centralized delinquent
database and reviews the borrower’s profile. In 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 officers.

Two mmportant categories of retail loans—home finance and personal loans—
are discussed below.

Home Finance:

Banks extend home finance loans, either directly or through home finance
subsidiaries. Such long term housing loans are provided to individuals 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 risk. Equated monthly instaliments are fixed for repayment of loans depending
~ upon the income and age of the borrower(s).

Personal Loans:

These are often unsecured loans provided to customers who use these finds for
various purposes such as higher education, medical expenses, social events and
bolidays. Sometimes collateral security in the form of physical and financial
assets may be available for securing the personal loan. Portfolio of personal
loans also inchudes 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 currency 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 ADVANCES
A banker secures the advances by means of:
a) Lien
b) Pledge
) Mortgage
d) Hypothecation
Lien
In law, a lien is a form of security interest granted over an item of property to secure
the payment of a debt or performance of some other obligation. The owner of the

property, who grants the lien, is referred to as the lienor and the person who has
the 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 transaction; the lienee cannot use the property held as security for past
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debts as well. A general lien affects all of the property of the lienor in the possession
of the lienes, 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 common-law lien only gives a passive right to retain;
there is no power of sale which arises at common law,! 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 default on the secured
obligations which arises 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 pledgor 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

Basic 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 mterest (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
morigage has become the generic 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 differ from country to
country, the basic components tend to be similar:



= Property: the physical residence being financed. The exact form 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 extherhasorscremnganownershlp
interest in the property. .

e 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 mortgage originator, which then packages and sells the loan to mvestors.
The payments from the borrower are thereafter collected by a loan servicer.

" =« Principal: the original size of the Joan, 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 the 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 mortgage lending,
either directly (through legal requirements, fior example) or indirectly (through regulation
of the participants or the financial markets, such as the banking industry), and often
through state intervention (direct lending by the government, 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 formulae. The most basic arrangement would require a fixed monthly 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 eam mterest income, and generally borrow
these fimds themselves (for 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 countries, sell the mortgage loan to other parties who are interested
m receiving the stream of cash payments from the borrower, often in the form of a
security (by means of a securitization).

Mortgage lending will also take into account the (perceived) riskiness of the mortgage
loan, that is, the likelihood that the fiunds will be repaid (usually considered a
function of the creditworthiness of the 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

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 requirernents.
» 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 ig, 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 rgmaining balance
at a certain date, or even negative amortization.

« Payment amount and frequency: the amount paid per period and the frequency
of payments; in some 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 payment 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. Combinations 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 change. 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 difficult to obtain or prohibitively
expensive. Since the risk is transferred to the borrower, the initial interest
rate may be from 0.5% to 2% lower than the average 30-year fixed rate.
the size of the price differential will be related to debt market condition
inchuding the yield curve.

The charge to the borrower depends upon the credit rigk in addition to the interest

scares, debt-to-income, down payments, and assets. Jumbo mortgages and subprime

lending are not supported by government guarantees and face higher interest rates.

HYPOTHECATION

Hypothecation is the practice where a borrower pledges collateral to secure a debt.
The borrower retains ownership of the collateral, but # is “hypothetically” controlied
by the creditor in that he has the right to seize possession if the borrower defaults.
A common example 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 consumer takes out an additional loan secured against
the value of his mortgage (approximately the current vale of the house minus
outstanding repayments) the consumer is then hypothecating the mortgage itself —
the creditor can still seize the house but in this case the creditor then becomes
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
thern if required.

CHAPTER SUMMARY

Bank deposits serve different purposes for different people. Some people cannot
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 8o as to buy a flat, or to meet hospital expenses
in old age, etc. Some, mostly busmessmen, deposit all their income from sales in a
bank account and pay all business expenses out of the deposits. Keeping in view
these differences, banks offer the facility of opening different types of deposit accounts
by people to suit their purpose and convenience.

On the basis of purpose they serve, bank deposit accounts may be classified as
follows:

a. Savings Bank Account

b. Cument Deposit Account

¢. Fixed Deposit Account

d. Recurring Deposit Account. .
ANSWERS TO CHECK YOUR PROGRESS

1. 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 agcount holder.

TEST YOURSELF
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) Describe various types of Advances at a Bank grants to consumers.
6) Distinguish between pledge and mortgage.
7) What is 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 amount 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 account. You have to deposit at least 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 minirmm
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 Filling up the Form

‘The application form has to be filled up giving the following necessary
formation:

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 signature of the person introducing
the applicant

Besides the above information you bave 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 signature. (In some banks
it is required to attach two passport size 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 of
Passport or Driving License, if any, of the applicant. In that case personal
introduction is not necessary. Introduction is required to prevent the possibility
of opening of account by an undesirable person.

ili. Specimen Signature

The applicant has to put his/her specimen signatures at the blank space
provided 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 mumber.

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 payment 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 <ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>