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1 Bank and Banking

Practices

The Unit Include:

1.1 Introduction

1.2 Origin ofthe word
1.3 Definition

1.4 Banking in Inin
1.5 Histary

1.6 Post-Independence
1.7 Nationalization

1.8 Liberulirmtion

1.9 Early phase from 1786 to 1969 of Indisn Banlm;
1.10 Adoption of banking technology '
1.11 Evolution of Commercial Banks in India
1.12 Functions of Commercial Bank
1.13 Competitive L andscaps of Banks In India
1.14 Bankmg Structure mIndia
1.15 RBI asBankers’ Bank:
1.16 Chapter Symmary
1.17 Test Yourself
1.18 Reference & Further Reading

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

Define what benks are.
Describe the importance of banks.

Discuss issues and concerns imvolved,

Understand pgross working concept.
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Introduction

Abank B a financial mstihition and a financial mienmediary that accepta deposits and
chammels those deposits ito lending activities, either dirsctly or through cepital markets,
A bank connects customers that have capital deficits 10 customers with capital
simphses,

Die to their critical status within the financial system and the cconomy 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 riniomsn
capital requirements which are based on an nternations] 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 contimiously since 1472,

Banking in the modern sense of the word cam be traced to medieval and
early Renaiwsance [taly, to the rich citles in the north e Florence, Venice and Genoa.
The Bardi and Peruzzi families dominated banking in 14th century, establishing
branches m many other parts of Europe. Perhaps the most Gunous [talien bank was
the Medici bank, set ap by Giovanni Medici in 1397, The earliest known state
deposit benk, Banco di San Giorgio (Benk of St. George), was founded in 1407
at Genoag, Italy, ;

Origin of the word

The word bank was borrowed i Middle English from Middle French bangue, from
Old Italian bgmea, from Old High German bane, 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 tablechoths,

One of the oldest fems foumd showing money-changing activity i a silver Greek
drachm coin from anciemt Hellenic colony Trapezus on the Black Sea,

modem Trabzon, ¢, 350-325 BC, presented in the British Museun in London. The
coin shows a banker’s table (frapeza) laden with coins, a pun on the name of the
city. In fact, even today in Modern Greek the word Trapeza (Tpdnzla) means both
a teble and a bunk.

Another possible origin of the word & from the Sanskrit words Baya (Expense) and
Omka (Calonlation) = BayaOnka. This word still survives m Bangla, which is one
of the Sanskrit’s child languages TN + &% = FI¥ . Such expense calculations
were the biggest part of mathernatical treaties written by Indian mathenmticizms as
early as 500 B.C,

Definition

The definition of 4 bank varies from country to country. Under Enghsh common Bw,
a bapker is defined as a person who carries on the business of banking, which is

specified as:
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» conducting current accounts for hig customers

» paying cheques drawn on him, and

»  Collectng chegues for his custoners.
In most common law jurisdictions there is 2 Bills of Exchange Act that codifics the
law in relation to negotiable instruments, inchiding cheques, and this Act contains a
statutory definition of the term banker: banfer mchudes a body of persons, whether
mcorporated or not, who carry on the business of basking. Although this defirition
scems civcular, i is actually functional, because it ensures that the legal basis for
bank transactions such as cheques does not depend on how the bank i organized
or regulated.

The business of banking is in many English comnon law countries not defined by
staiute but by common law, the definition above, In other English comman law
jurisdictions there are statutory definitions of the busirers of banking or banking
Inariness. When looking &t these definitions i is important to keep in mind that they
are defining the business of banking for the purposes of the wpmlation, and not
necessarily in peneral. In particular, most of the defmitions aze  ‘om legisiation that
has the purposcs of entry regulating and supervising banks rather han regulating the
actual business of banking. However, in many cases the statytor: efinition closely
mirrors the common law one. Examples of statutory defnitions:

« “Banking Business” means the business of receiving mone 7 on current or
deposit sccount, paying and collecting cheques drawn by or paid in by
customers, the making of advances to customers, and inchides such otber
business as the Authority may prescribe for the purposes of this Act; (Benking
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, deposi, savings or
other saniler account repayable on demend or withm kess than [3 momnths]
... o with a period of call or notice of less than that period;

2, paymg 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 bas lost its primacy in most
banking systerns as a pavment instrument. This has led lsgal theorists to suggest that
the cheque based definition should be broadened to inchude Bnencial institutions that
conduct current accounts for customers and enable customers to pay and be paid
by third parties, cven if they do not pay and collect checks.

Banking in India

Banking in India originated in the last decades of the 16th cendury, The first banks
were The General Bank of India, which started in {788, sed Bank of Hindostan,
which started in 17%0; both are now defunct. The oldest bank in existence m India
is the State Bank of India, which originated in the Bank of Caleutta in June 1806,
which almost immediately became the Bank of Benpgal This was one of the three
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presidency banks, the other two bemg the Bank of Bombay and the Bank of Madms,
all three of which were established under charters froun the British Fast India Conopamy.
For many years the Presidency banks acted 2s quasi-ceniral banks, as did their
successors. The three banks merged in 1921 to form the Imperial Baok 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 Benk,
establishad in 1865 and still functioning today, is the oldest Joint Stock bank in
India {Joint Stock Bank: A compary that issues stock and requires shareholders
to be held liable for the company’s debt) It was nat the first though. Thet honor
belongs to the Bank of Upper India, which was established in §863, and which
survived until 1913, when it failad, with some of its assets and liabilities being
transferred to the Alliance Bank of Stmia,

When the American Civil War stopped the supply of cotton to Lancashir¢ from
the Confederate States, promoters opened banks (o finance trading in Indim cotion.
With large exposure (o speculative ventures, most of the banks opened in India
chrring that period fisy and lost interest in keeping deposits with banks. Subsequendty,
benking in India remained the exchsive domain of Buropeans for next several
decades ymtil the beginomg of the 20th century.

Foreign banks too started to arrive, particularly in Calcutts, in the 1860s.
The Comptoire d’Escompte de Paris opened & branch in Caleutta 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, Calcuita 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 Indien joint stock benk was the Oudh Commercial Bank, established
in 1881 in Faizabad. It failed in 1938, The next was the Punjab National Bank,
extablished in Lahore in 1895, which hag murvived to the present and is now one of
the largest banks m India.

Argund the turn of the 20th Century, 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 comamnpities.
The pregidency banks dominated benking in India but there were also some exchange
benks and a mumber of bndian joint stock banks, All these banks operated in different
segments of the economy. The exchange hanks, 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 exchenge banks. This segmentation let Lond Curzon to observe, "I
respect of banking it seems we are behind the imes. We are like some old
Sashioned sailing ship, divided By solid wooden bulkheads into separate and
cumbersome compariments.”



The period between 1906 and 1911, saw the establishment of banks mspired by Bank and Banking
the Swadeshi movement. The Swadeshi movement mspired [ocal busmessmen and Practices
political figures to found banks of and for the Indian commumnity. A mnber of banks '
established then have survived to the present such as Benk of Tndis, Corporation
Benk, [ndian Bank, Bank of Bargda, Canars Bank and Central Bank of Indis

The fervour of Swadeshi movement lead to establishing of many private hanks
in Drakshina Kannada and [dupi district which were umified earlier and known by
the name Sonth Canara ( South Kanars ) distnct. Four nationalised banks started
in this district and also a leading private sector bank. Hence undivided Dakshina
Kamads district is kmown as *Cradle of Indian Banking™,

Dwring the First World War (1914-1918) through the'end of the Second World
War (1939-1945), and two years thereafter until the mdependence of India were
challenging for Indian banking, The years of the First Wotld War were turbulent,
and i took its toll with banks saply collapsitg despite the Indian econoty 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:

NOTES

Vears | Number of hanks AT::T :::;]:
that failed (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

1.6 Post-independence

The partition of India in 1947 adversely impacted the economies of Purgab and West
Bengsl, paralyzing banking activities for monthe. India’s independence marked the
end of a regime of the Laisgez-faire for the Indian banking. The Government of
India initiated measures to play an active role in the economic lifi of the nedion, and
the Industrial Policy Resohution adopted by the government in 1948 envisaged
a mixed econonmy. This resulted mto greater involvement of the state in different
segments of the economy inchuding banking and finance. The major steps to regulate
benking nciuded: _ 9
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« The Reserve Bank of Indis, Indin's central banking authority, was established
m April 1934, but was nationalized on Jasuary 1, 1949 under the terms of
the Reserve Bank of India (Transfer to Public Ownership) Act, 1948 (RB1,
2005b).[Reference www,rbLorg.in]

» In 1949, the Banking Regulation Act was enacted which engpowered the
Reserve Bank of India (RBI) “to regnlate, control, and mspect 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 kicense from the RBI, and no
two banks could have common directors.

Nationalization

Despite the provisions, control and regulations of Reserve Bank of [ndis, baoks in
India except the State Bank of India or SBL, continued to be owned and operated
by private persons. By the 1960s, the Indian banking industry had become an
mportant tool to facilitate the development of the Indian economy. At the same time,
it had emerped as & lerge employer, and a debate had ensued about the netionalkzation
of the banking ndustry. Indira Gandhi, then Prime Minister of India, expressed the
imtertion of the Government of India in the anmyal conference of the All India Congress
Meeting in a paper entitled “Sray thoughts on Bank Nationalization. ” The meeting
received the paper with enthusiasm.

Thereafler, her move was swift and sudden. The Govermment of India issued an
grdinance and nationalised the 14 largest commercial banks with effect from the
mikimight of July 19, 1969 Jayeprakash Narayan, a national lkeader of India, described
the step as a "masierstroke of political sagacity. ” 'Within two weeks of the issue
of the ordinance, the Parliament passed the Banking Conopanies (Acquisition and
Transfer of Undertaking) Bill, and it received the presidential spproval on 9 August
1969.

A second dose of natipnalization of 6 more commercial banks followed in 1980.
The stated reason for the nationalizetion was to give the government more control
of credit delivery. With the second dose of nationaliztion, the Government of India
controlled around 21% of the banking business of India. Later om, 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 munber
of nationalised banks from 20 to 19. After this, until the 1990s, the nationaksed
benks grew at & pace of around 4%, closer to the average growth rate of the Indian

SCONOITY,
Liberalization

In the sarly 19908, the then Narasimha Rac government embarked on a policy
of Eherbization, licensing a small umber of priveate banks. These came to be known
an New Generation tech-savvy banks, and inchuded Global Trust Bank {the frrst

of such new generation banks to be set up), which later amalgamated with Oriental
Bank of Conmnerce, Axis Bank{earlier as UTI Bank), Bank and HDFC Bank. This
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move, along with the rapid growth in the econouy of India, revitalized the banking
sector in India, which has seen rapid growth with strong contritnstion from all the
thres gectors of banks, namely, government banks, private banks and foreign banks.

The next stage for the Indisn banking has been set up with the proposed relaxation
in the norms for Foreign Diirect 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 1o the 4-6-4 method (Borrow at 4%; Lend at §%;00 home at 4) of
fimetioning. The new wave usherad i a modern outlook and tech-savvy methods
of working for traditional banks. All thiz led to the retail boom in India. People not
just demanded more from their banks but also received more. g

Currently (2010), banking in India i8 generally frirly mature in terms of supply,
product ranpe and reach-even though reach in rural Indie still remains a challenge
for the private sector and foreign banks. In terms of quality of assets and capital
sdequacy, Indian banks are considered to have clean, strong and transparent balance
sheets relative to other banks in comperable economies in its region. The Reserve
Bank of India is an autonomous body, with minimal pressure from the povernment.
The stated policy of the Bank on the Indian Rupee 18 to manage volatility bart without
any fixed exchenge rate-and this has mostly been tue.

With the growth in the Indian economy expected to be strong for quite some time-
especially in fts services sector-the demand for bankmg services, especially retail
banking, mortgages and investment services are expected to be strong. One may
ako expect Mé&As, takeovers, and asset sales.

In March 2086, the Reserve Bank of India allowed Warburg Pimcus to increase its
siake in Kotak Mabundra Bank (a private sector bank) to 10%. This i the first time
an investor hag been allowed to bokd more than 5% m a private sector bank since
the RBI armounced norms in 2005 that any stake exceeding 5% in the private sector
banks would need to be vetied by them, A

In recent years aritics have charped that the non-government owned banks are too
aggresaive in their loan recovery efforts in connection with housing, vehicle and
personal lpans, There are press reports that the banks” loan recovery efforts have
driven defiilting borrowers to suicide.

Early phase from 1786 te 1969 of Indian Banks:

Phase 1

The General Bank of India was set up in the year 1786, Next Bank that came was
Hindustan and Bengal Bank came. The Last Indin Company established Bank of

" Bengal (1809), Baok of Bombey (1840) and Bank of Madras (1843) as independent

umits anx cafled 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 shareholdets.
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In 1865 Allahabad Bank was established exchusively 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 Indie came in 1935,

failures between 1913 and 1548. There were approximately 1100 banks, mostly
small. To streaanline 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 (Aot
No. 23 of 1965). Reserve Bank of India was vested with extensive powers for the

supervision of bankmg m Inche as the Central Bapkomg Authority,
Dwring those day’s public has lesser confidence in the banks. A5 an aftermath
deposit mobilization was slow. Abreast of it the savings bank facility provided by

the Postal departent was comparatively sefer. Moreover, funuds were largely given
to {raders.

Phase I

Government took mejor steps m this Indisn Banking Sector Reform after
independence. In 1955, it pabionalzed Impenial Bank of India with exiensive banking
Tacilities on a lerge scale espocially in rura! and semi-urban areas. It formed State

Benk of India to act us the principal agent of RBI and to bandle banking irsnsactions
of the TInion and State Governments all over the country.

Seven banks forming subsidisry of State Bank of Indis wes nationalized in 1960 on
19th July, 1969, major process of nationalization was carried out. It was the effort
af the then Prime Minister of Tndia, Mrs. Indira Gandhi 14 major commercial banks
in the coumry was nationalized.

Second phase of netiopalzation Indian Banking Sector Reform was carried out in
1980 with seven more baoks, This step brought 80% of the banking segment n

The following are the steps taken by the Government of India to Regulate Banking
Institutions i the Country:

1949: Enactinestt of Benking Regulation Act,

1955: Nationaliration 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 gaarantee corporution.

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 approxmately 800% i deposits and advances took a loge jump by 11,000%.
Banking in the sunshine of Government ownexship gave the public fmphicit faith and
mmmense confidence about the sustamebility of these mstitations.
Phase ITH
This phage has imtrodaced many more products and facilities in the banking sector
in its reforms measure. In 1991, under the charmanship of M Naragimham &
committee wag set up by his name which wotked for the liberalization of banking
practices,
The country is floaded with freign benks and their ATM stations. . {forts are b ing
put to give a satisfactory service to customers. Phone banking and net banking is
miroduced. The entire system became more convenient and swift. Time is given
* more importance than money,
The financial system of India has ahown a great deal of resibience. It is sheltered
froum any crisis trigpered by any external macroeconomics shock as other East Asian
Countries suffered. This is all due to a flexible exchange raie regime, the foreign
reserves are high, the capital accoumt i not yet fially convertible, and banks and thetr
customers have limited foreign exchamge exposure.

1.10 Adoption of banking technology

The IT revolotion bad a great impact in the Indian banking system. The use of
computers had led to introduction of online baniong in India. The use of the modern
innovation and computerization of the banking sector of Indlia has increased many
folds after the soonomic liberabization of 1991 as the comniry’s banking sector has
been exposad 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 techoology and comprters.

NUMBER OF BRANCHES

Nutnber of branches of scheduled banks of India as of March 2009

The RBI i 1984 formed Committee on Mechenization in the Banking Indusiry
{1984) whose chairman was Dr C Rangaragan, Depuaty Governor, Reserve Baok of
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India. The msjor recommendations of this committec were imtroducing
MICR Technology in all the banks i the metropolis m India. This provided use of
standardized cheque forms and encoders.

In 1988, the RBI set up Comemittee on Commputerization in Banks (1988} headed
by Dr. C.R. Rangarajan which emphasized that seitlement operation must be
computerized in the clearing houses 6f RBI in Bhubaneshwar, Guwabati, Jaipr,
Patoa and Thiravananthepuranm i firther stated that there should be National Clearing
of mter-gity cheques at Kolkata, Murmbei, Dethi, Chermai and MICR should be
made Operational. It also focused on computerization of branches and increasing
commectivity among branches through computerz. [t also suggested modalities for
implementing on-line banking. The cormittes submitted its reports in 1989 and
computerization begen form 1993 with the settlement between JBA and bank
employees' association.

In 1994, Committee on Teclmology Issucs relating to Payments Systern, 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. 1t also said that MICR clearing should be set up in all
branches of ali banks with more than 100 hranches.

Cormmittee for proposing Legislation On Electronic Funds Transfer and other Electronic
Paymenta (1995)) emphasized on EFT systenn. Electronic banking refers to DOING
BANKING by using technologies fike computers, internet end networking, MICR,
EFT so as to increase efficiency, quick service, productivity and transparency m the

transRc A,
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Number of ATMs of different Scheduled Cormmnercial Banks of India as oo end
Masch 2009

Apart from the above mentioned innovations the banks have been selling the third
party products like Mutual Funds, insurances to 1s chients. Total munbers of ATMs
installed in India by various banks as on end March 2009 1 17,642, The New
Private Sector Banks in India is having the lergest oumbers 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.
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1.11 EVOLUTION OF COMMERCIAIL BANKS IN INDIA

The conmmercial banking industry i India started in 1786 with the establishunent of
the Bank of Bengsl in Calcwta. The Indian Government at the time established three
Presidency banks, viz., the Bank of Bengal {estabdished i 1809), the Bank of
Bombay (established m 1840} and the Bank of Madras (established i 1843). In
1921, the threc Presidency banks were amalgamated to form the Imperial Bank of
India, which took up the rok of a conmmercial bank, a bankers” bank and a banker
to the Government. The Imperial Bank of India was estsblished with mainly Furopean
shareholders. It was only wih the establishment of Reserve Bank of India (RBI) as
the central bank of the country in 19335, that the quasi-central banking role of the
Imperial Bank of India carme to an end. In 1860, the concept of limited Hability was
ntroduced i Indian banking, resulting in the establishment of joint-gtock banks, In
1865, the Allahabad Bank was established with purely Indian shareholders. Pumjab
National Bank came mto bemg i 1895. Between 1906 and 1913, other benks he
Bank of India, Central Bank of India, Bank of Barods, Canara Bank, Indian Bank,
and Bank of Mysore were set up. '

After mdependence, the Government of Indin started taking steps to encourage the
spread of banking in India. In order to serve the economy in general and the naral
sector in particular, the All India Rural Credit Survey Comenitice recomemended the
creation of a statc-parinered and state-sponsored bank taking over the Imperial
Bank of Indis and integrating with it, the former state-owned and state-associate
banks. Accordmgly, State Bank of India (SBT) was constituted in 1955. Subsequentty
m 1959, the State Bank of India (subsidiary bank) Act was passed, enabling the
SBI to take ovet eight former state-associaie banks as its subsidiaries. To better
align the banking system Lo the needs of plarming and economic policy, i 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 naticnalization of another six
private banks in 1980, With the nationalization of these banks, the major segment
of the banking sector came nnder the confrol of the Government. The nationaleation
of banks imparted msjor tnpetia to branch expansion in un-banked nral and semi-
urben areas, which in turn resulited in buge deposit mobilization, thereby giving boost
to the overall savings rate of the economy. It also resulted in scaling up of lending
to agricubure and its allied sectors. However, this arrangemeni algo saw some
weaknesses like reduced bank profitability, weak cepital bases, and banks petting
burdened with large non-perfiveming assets. To create a strong and competitive
benking system, a mumber of reforn measures were initinted in early 1990s. The
thrust of the reforms was on increasing operational efficiency, sirengthesing supervision
over banks, creating competitive conditions and developing technological and
institutional nfrastrucheme, These measures ked to the mprovement i the financial
health, soundness and efficisncy of the banking system.

One important feature of the reforme of the 19905 was that the entry of new privete
sector banks was permitted Following this declsion, new banks such as ICICI
Benk, HDFC Bank, IDBI Bank and UTT Bank were set up.

Commereial banks m Indin have traditionalty focused on maeting the short-term
fmancial needs of industry, trade and agriculture, However, given the increasing
sophistication an diversification of the Indian econcay, the range of services extended
by commercial banks has mcreased significantly, leading to an overlap with the
finctions performed by other financial institutions, Further, the share of long-term
finencing (in total bank finencing) to meet capital goods and project-financing needs
of industry has also mcreased over the years.

FUNCTIONS OF COMMERCIAL BANK

The man functions of a conmercial bank can be segregated into three main areas:
(D Payment System
{ii) Financial Intermediation
(i) Financial Services.

Banhs

Papmuant Systam Fina peinl Inturersadistion ! Finandlal Sarvices |
N - R T - LB R

() PAYMENT SYSTEM

Banks are ot the core of the payments system m an economy. A payment refers to
the means bry which financial transactions are settled. A fundsmental metbod by
which banks help in setting the financial transaction process & by ksuing and paymg
cheques issued on behalf of customers. Further, in modem banking, the payments




syktem also imvolves electronic banking, wire ansfisre, settlement of credit card
trimsactions, etc. In all such transactions, banks play a critical role,

(I FINANCIAL INTERMEDIATION

The second principal fimction of a bank is to take differcnt types of deposits from
costomers and then lend these finds to borrowers, m other words, financial
intermediation In financial texns, bank depozits represent the banks' labilities, while
Inans disbursed, and investments made by banks are their assets. Bank deposits
serve the usefil purpose of addressmg the needs of depositors, who want (o ensure
liquidity, safety as well as returns in the form of interest, On the other hand, bank
loans and Ivestments made by banks play an iyportant finction in channeling finds
into profitable as well as socially productive uses.

{IY} FINANCIALSERVICES

In additeon to acting as financia] intermediaries, banks today are increasingly mvolved
with offering customers a wide variety of financial services inchading investment
banking, mvamance-related services, government-related business, foreign exchange
businesses. weshh mansgement scrvices, eic. Income from providing such services
improves a bank’s profitability:

COMPETITIVE LANDSCAFE OF BANKS IN INDIA

In India the banks are being sepregated i different groups. Each group has their
ovwm bepefits and lmitations in eperating 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 onty catering in cities.
Banks fice competition from a wide range of financial intermediaries in the public
and private sectors in the areas of financial intermediation and financial services
(akthough the paymenis system is exchisively for banks). Such intermediaries form
a diverse group in terms of size and nature of their activitics, and play an important
roke in the financinl system by not only conpeting with banks, but also complementing
them in providing a wide range of financial services. Some of these intenmediaries
inchde:

¢ Tkt b

o  Non-banking financial companies

s Insurence companies

+  Midual fands
{0 Term-Iending Institutions

Term lending institutions exist at both state end all-India lsvels. They provide
term loans (i.e., loans with medium to loag-term maturities) to various industry,
service and mfrasiructure sectors for setimg up new projects and for the
expansion of existing facifities and thereby compete with banks, At the alHIndia
level, these inatitutions are typically specialized, catering to the needs of specific
sectors, which make them competitors to banks i those sreas 3 These mchide
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Bank of India (SIDBE), Tourtem Finance Corporation of Indip Limited (TFCI),
and Power Finance Corporation Limited (PFCL).

* At the state kevel, various State Financial Corporations ($FCs) have been set

0

up to finance and promote small end medium-sized enterprises. There are alio
State Industrial Development Corporations (SIDCa), which provide fmance
prirnarily to medium-sized and large-sized enterprises. In addition to SFCs and
SIDCs, the North Eastern Development Financial Institution Led, (NEDFT) has
been set up to cater specifically to the needs of the north-eastexn states.

Non-Banking Finance Companies (NB¥Cs)
India has meny thousands of non-banking financial compenies, predominantly

. from the private sector, NBFCs are required ta register with RBI in terms of

the Reserve Bank of India (Amendment) Act, 1997, The principal activities of
NBFCs incude squipment-leasing, hire purchase, loan and investment and
of commercial banks for a long time. All NBFCs together currently sccount for
arpund ninge percent of assets of the total financial systern. Housing-finance
companies form a distinct sub-group of the NBFCs. As a resuk of some recent
govemment incentives for mvesting in the bousing sector, these cormpanies”
business hes grown substantially. Housing Developtrent Finance Corporation
Limited (FIDFC), which is in the private sector and the Government-controlled
Housing and Urban Development Corporation Limited (HUDCOOD) are the two
prenuer housing-finenoe cornpanies. Thase companies are major players in the
mortgage business, and provide stiff competition to commercial banks in the
dishursal of housing loans.

{iii) Insurance Companies

Insurance/remsurance companies such as Life Insnrance Corporation of India
(LIC), General Insurance Cerporation of India (GICI), and others provide
subseantial long-term financial assisiapce to the industrial and housing sectors
anl to that extent, are corpetitors of banks. LIC i3 the biggest player i this
ared.

{iv) Muotual Fonds

Murtual fimds offer competition to banks in the area of fitnd mobdlization, m that
they offer alternake routes of investment to houscholds, Most rmutual funds are
standalone asset management companies. In addition, a mmmber of banks, both
in the private and prablic sectors have sponsored asset management cOmMpamies
te undertake mmtual fand busimess. Banks have thus entered the asset
management business, sometimes on their own and othey times in joint venture
with others. ) Y

1.14 BANKING STRUCTURE IN INDIA

Scheduled Banks in India

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



currestly accounting for more than three-fourthe of all fimancial mstitutions’ assets.
SCBs are present throughout India, and their branches, having grown more than
four-iold in the last 40 years now nimnber more than 80,500 across the country (see
Table 2.1}, Our focus in this module will be only on the scheduled commercial
berks. A pictorial representation of the structure of SCBs n India & given in figure.

Scheduled Bankimg Structure in India
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Pablic Sector Banks

Public sector banks are those m which the majority stake is held by the Government
of India (Gol}. Public sector banks together make up the largeat category in the
Indian banking systemn. There are currently 27 public sector banks in India. They
mehde the SBI and its 6 associate banks (such as State Bank of Indore, State Bank
of Bikaner and Jaipur etc), 19 nationalized banks (sach as Allahabad Bank, Canara
Bank ¢ic) and IDBI Bank Lid. Public sector banks have taken the lead role m
branch expansion, particularty in the tural areas, From Table, it can also be seen
thet:

= Public sector banks account for bufk of the branches i India (88 percent
in 2009).

» Jn the rural areas, the presence of the public sector hanks is overwhelming;
in 2009, 96 percent of the rural bank branches belonged to the pablic
sector. The private sector banks and foreign banks have linmted presence m
the nuraf arcas.

Reglonal Rural Banks

Regiona] Rural Banks (RRBs) were establiched durmg 1976-1987 with 8 view to
develop the rural economy. Each REB 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 entreprenears and agricultral
laborers. Over the years, the Government has miroduced a mumnber of megsures of
improve viability and profitability of RRBa, one of them being the amalgamation of
the RRBs of the same sponsored bank within a State. This process of consolidation
has resuited in & stesp decline in the total number of RRBs to 86 as on March 31,
2009, as compared (o 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 privats individuals and
Corporate. Not all private sector banks were nationslized in in 1969, and 1980.
The private banks which were not nationalized are collectively known as the old
private sector banks end include bemks such as The Jammu and Kashmir Bank Lid,,
Lord Krishnz Bank Ltd etc.5 Entry of private sector banks was however prohibited
during the post-nationalization perind. In July 1993, as part of the banking reform
process and 4s & measre fo idoce competition in the hanlong sector, RBI pernuitted
the private sector to enter into the banicng 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 thewr registered and head offices in a foreign country but operate
their branches in Indis. The RBI permits these banks to operate either through
branches; or through wholly-owned subsidiaries. The primary activity of most foreign
banks m India has been in the corporate segment. However, some of the [arger
foresgn benks have also made consumer financing a significant part of their portfolios.
These banks offer products sech as sutomobile fnance, home loans, credit cards, |
housebold consumer fimance ete. Foreign banks in Indis are required to adheare to
ell hanking regulations, inchuding priovity-sector lending nonms as applicable to domestic
banks.8 In addition to the entry of the new private banks in the mid- 90s, the
mcreased presence of freign banks m India hag alko contributed to boosting
competition in the banking sector.

Co-operntive Banks

Co-gperative banks cater to the financing needs of agriculture, retail trade, small
industry and self-employed businessmen in prban, semi-urben and rural areas of
India. A distinctive feature of the co-operative credit structure in India is its
heterogemeity. The structure differs across wrban and rural areas, across states and
foan maturities. Urban arcas are served by urban cooperative banks (TCRs), whose
operations are either limited to ope state or stretch scross states. The numl co-
operative banks comprise State co-operative banks, district central ceopemtive
banks, SCARDBs and PCARDBs. The co-operative banking sector is the oldest
segment of the Indian banking system. The network of UCBs m India consisted of
1721 hanks as at end-March 2009, while the mumber of rural co-operstive benks
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 financisl inchusion, provided they are fmancially strengthened. The
RBI and the National Agriculture and Rural Development Bank (NABARD) have
taken a mmvber of measures n recent yeary to improve financisl soundness of co-
operstive banks.

Role of Reserve Bank of Indis vis-d-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 finctioning, When the RBI was established it
took over the fumctions of currency issue from the Government of India and the
pover of credit control from the then Imperial Bank of India. As the central bank

of the country, the RBI performs a wide range of fanctions; particularly, it:
» Acts as the currency authority
+ Cootrols money supply and credit
* Manages foreign exchange
» Serves as a banker to the government
+ Builds up and strengthens the couniry's financial infrastructure
e Acts as the banker of banks

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

RBI as Bankersy' 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 te meet ther shortfalls of cash from sources other than RBI

and approach RBI only as a matter of ast resort, because RBI as the centra] bank
{5 supposed to function as ondy the “lender of laat resort’.

To ensure liquidity and solvency of mdividual commercial banks and of the banking
gystem a5 a whoie, the RBI has stipulated that banks maiotain 4 Cash Reserve Ratio
(CRR). The CRR refirs 10 the share of quid cash that banks have to maimtain with
RBI of their net demand and time liabilities (NDTL).13 CRR is one of the key
anstruments of controlling money supply. By incresamg CRR, the RBI can reduce the
funds availabie with the banks for lending and thensby tighten liquidity i the system;
conversely reducing the CRR increases the funds available with the banks and
thereby raises liquidity in the fmancial system.

HRB] as supervisor

To ensure a2 soums] banking system i the country, the RB] exercises powers of
supervision, regulation and control over comercial banks. The bank’s regniatory
fimctions relating to banks cover thewr establishment (i.e. eetsing), branch expansion,
Licpuidity of their assets, memagement aod methods of workmg, amalgsmation,
recorstruction and biquidation. RBI controls the cormmercial banks through perindic
inspection of banks snd follow-up action and by calting for returns and other
of the bagks, While RBI is divectly mvolved with cormercial banks m canrying out
these two rokes, the comenercial banks help RBI mdirectly to camy out some of its
other roles as well For example, commercial banks are resmed by lew to Ivest
a prescribed minivaun percentage of their respective net demand and time hakbilities
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{NDTL) im prescribed securities, which are mostly government securities. 14 This
helps the RBI to perform s role as the bamker to the Governmenst under which the
EBI conducts the Govermment's market borrowing program

Banking Article (Case)

Canara Bank is set to become the first state-ron bank to defy a government diktat
to sell products of multipls menrers.

The Bangalore-hased benk plans to pass a resplution rejecting the government’s
proposal as “'not implementable”, said two semor 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 throngh board notes when
directors are unable to meet withm a given timeframe.

The finance mmistry had Iast month directed state-ron banks to adopt the inmrrance
broking model, which would allow themn to sell products of multiple insurers. Most
of them currently sell policies ymder the corporate agency arranpeaent that prohibits
them from dealing in the products of more than one life insurer and one general
MSUTAnGe COMpAry.
The fmance ministry’s proposal was aimed st improving the reach of insurance
prodiucts as staterun banics have a wide network of branches. However, most large
banks have floated inmurance companies in partnerstip with foretpn insurers with an
mnderstanding that they would seil products of enly the company they have promoted.
For Instance, Canara Bank and Orienial Bank of Commerce, both goversment-run,
have floated a joint life insurance company in partnership with HSBC. As per the
agreement amgng the three, the partners are praverded from selling products of any
other life insurance compary.
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 minisiry, saying
that the management of cach hank 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 associstion, not all banks would be positioned to provide msurance
broking service since banking repulator Reserve Bank of India is not in fevour of
banks with bad loans above 3% to get mto insurapce 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 sipnificantly differernt from that of other Agisn nations
because of the cowrtry'’s unique geogrephic, social, and economic characteristics.
India has a large population and land sive, a diverse culure, and extreme disparitien



in incomne, which are marked among its regions. There are high levels of illiteracy
among a large percentage of its popuidation but, at the same time, the country has
a large reservorr of managerial and technologically advanced talents. Between about
30 and 35 pervent of the population resides in metro snd urben 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 & heavy bias towards
public sector investment. India has followed the path of growth-led exports rather
than the “export led growih” of other Astan ecapomies, with emphasis on self~
relance through import substiution. These featured are reflected m the structure,
size, and diversiry of the country’s banking and financial sector. The banking system
has had to serve the goals of economic pelicies enuncisted in smiccessive five year
regional economic growth, and the reduction and elimination of private sector
monopalies in trade and industry. In onder for the banking inchwstry 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 rerained internationally
isplated {few Indian banks had presence abroad in mternatio | fmancial centers)
because of preoconpations with domestic priorities, especis ly massive branch
expansion amd sttracting more people to the system. Moreover, - £ sector has been
assigned the role of providing support to other economic sectors 3 h as agriculare,
sirmll-scale induatties, exports, and bankmg activities m the devel. =d commercial
centers {Le., metro, wrban, and a limited norher of semd-urban ce tews).

The bemking system’s imternational wolation was aleo due to sinict branch livensing
controls on foveign banks already operating in the country as well a5 eniry resirictions
facing new foreign banks. A criterion of reciprocity is equired for amy 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, wmder the
current ownership structure, to aftam operational efficiency suable for modemn
financial intermediation, On the other hand, it has been reletively ¢asy for the public
sector hanks to recapitalize, given the mereases in nonperforming assets (NPAs), as
their Government dominated ownership structore has rexhsced the conflicts of interest
that private banks would face.

Answers to check your progress

1. Abankis afinancizl institution and a financial intermediary that
accepts deposits and channels those deposits into lending activities, cither
dirnctly or through capitel markets,

2. Banque

1.17 Test Yourseif

1. Describe the history of Banking in India.
2. Discuss the evolution of Cormenercial Banks in India,
3. Discuss the varions fimetions of coxmnercial bank.
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4. Write a short note on:
) Tern-Lending Institutions
¥) Non-Benking Finance Companies
i) Ipswrance Comparies
%) Mutual Funds
5. Explain the struchure of hanking services in India.
6. Discuss the role of Reserve Bauk of india in regulatiog banking practices in
India.
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2 Bank Deposit Accounts

: NOTES
The Unit Incinde:
2.1 Indroduction
2.2 Major iypes
2.3 Types of Deposit Accounts;
2.4 Certificate of Deposit:
2.5 Bank Lending
2.6 Compliance with RBI guidelines:
2.7 Types of Advances
2.8 Secured Advances
2.9 Mortgage loan
2.10 Martgage loan types
2.11 Hypothecation
2.12 Chapter Summary
2.13 Teat yourself
2.14 Bankng Article (Case)
2.15 Reference & Further Reading

Learning Objectives:
After going through this chapter, you should be able to:
» Deflne what bank accounts are.
= Describe the importance of bank accounts.
s Discuss their types.
» Understand key features.
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2.1 INDRODUCTION

I
[

A deposit account is a current account, savings accoumt, or other type of bank
account, at a banking mstitation thet allows money to be deposited and withdrawn
by the account bolder. These transactions are recorded on the bank’s books, and
the resulting balance is recorded as a Kability for the benk, and represent the amount
owed by the bank to the custorner. Some banks charge a fee for this service, while
others may pay the customer interest on the funds depasited.

MAJOR TYPES

»  Checking accounts: A deposit account held at a bank or other financial
mstitution, for the purpose of securely and quickly providing frequent access
to funds on dexnand, through a variety of different charmels. Because money
is available on demand these accounts are also referred to as demand
accounts or demand deposit accounts.

»  Savings accounts: Acoounts maintained by retail banks that pay interest but
can not be used dwectly as money {for example, by writing a chegue).
Although not as convenient to use as checking acommts, these accounts let
customers keep lkqed assets while still earning & monetary returmn.

= Money market account: A deposit account with a relatively high rate of
interest, anx sbort notice (o1 no notice) required for withdrewals. In some
countries, it 8 a style of instant access deposit subject to federal savings
account regulations, such as a monthly transaction lirmt.

=  Time deposit: A money deposit at a banking mstitution that canoot be
withdrawn for a preset fixed ‘term” or period of time. When the term & over
it can be withdrmwn or it can be rolled over for another term Generally
speslcing, the ionger 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 contitue to dominate the
Indian banking industry. However, the shave of the new private sector banks has
been raising at the expense of the public sector banks, particutarly in the iast few
years,

Table .3: Share of Deposits of SCBs-GronpWise

Bank Group At and=March (in percent)
2003 009
Pitallc Sachor Sanks 736 76.7
- Mationalised Banis S0.8 43.1
- Emate Bank Group 28.8 4.8
- Diher Public Sactor Barks v 28
Private Sector Banks 15.3 A1
- Old Private Sector Banks 5.7 4.9
~ New Privete Sector Banks §.5 13.2
Foreign Banbs L | 52
Total SCBa 16090 i00.0




The 3 key festures of Banking Deposit Practices
Safety of deposits:

At the time of depositing money with the bank, a depositor would want to he certain
that hia/ ber money is safe with the bank and at the same time, wants (o earn a
reagonable retum. The safety of deppaitors” funds, therefore, forms a key aren of
the regulatory framework for banking. In India, this aspect is taken care of in the
Banking Regulation Act, 1949 (BR Act). The RBI is empowered to issue directives/
advices on soveral aspects regarding the conduct of deposit accounts from time to
time. Further, the establishment of the Deposit [nsurance Corporation in 1962 (agamst
the backdtop of failure of banks) offered protection to bank depositors, particularly
smail-accournt holders.

Deregulation of interest rates:

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

Deposit policy:

The Board of Directors of a bank, along with its top management, formulates
policics relating to the types of deposit the bank should heve, rates of interest
paynble on each type, speciel deposit schemes to be introduced, types of customers

io be targeted by the bank, etc. Of course, depending on the changing economic
enviromnent, the policy of a bank towards deposit mobilization wndergoes changes.

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

» demand deposits and

o Time deposits.

Demand deposits are defmed as deposils payable on demand through cheque or

otherwise, Demand deposiis serve as 8 medium of exchange, for thetr ownership
can be transferred from one person to another through cheques and clearing

arrangsments provided by banks. They have no fixed term to maturity.

Time deposits are defined as those deposits which are not payable on deinand and
on which cheques cannot be drawn. They have a fixed texm to maturity. A cartificate
of depozit {CD), for example, is a time deposit,

2.4 CERTIFICATE OF DEPOSIT:

A Certificate of Depost {CD) i a negotiabic money market mstrument and s issned
in dematerialized form or as 2 Promissory Note, for funds deposited at a bank or
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other eligible financial institution for a specified time period. Guidetines for issue of
CDs are currently governed by various directives issued by the REI, as amended
from time to time, CDs can be issued by

1 scheduled comnercial banks (SCBs) exchuding Regional Rural Banks (RRBs)
and Local Area Banks (LABs); and

5 Select all-India Financial Instibutions thai have been permitted by the RBI to
raise short-term resources within the umbrelln limit fived by RBI. Depoit
amounts for CDg are a minimam of Rs.1 lakh, snd nmltiples 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 depoxits’ or ‘time deposits’. Different deposit accounts
offered by & 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:

s Current sccount

* Savings bank sccount

+ Term deposit account

Current account deposits fill entirely under the denond-deposit category and term
deposit account falls entirely under time deposit, Savings bank accounts have both
demerxi-deposit and tine-deposit components. In other words, some parts of savings
deposits are considered demand deposits and the rest as thne deposits. We provide
below the broad terms and conditions governing the conduct of current, savings and
le0os]
Current Deposits:
A current account is & form of demand-depoait, as the baoker s obliged to repay
these liabilities on demand from the customer. Withdrawals from current accounds
are allowed any mumber of times depending upon the balance in the saccount or up
to a particular agreed smount. Current deposits are non-mterest bearing. Among the
and term deposiis—current account deposits account for the smallest fraction.
A current account is bagically a nunming and actively operated account with very little
restriction. on the mumber and amownt of drawings. The primary objective of a
current account i to provide convenient operation facility to the customer, via
contimpons Liquidity: On account of the high cost of aintzining stuch accounts, bandes
do not pay axy interest on such deposits. In addition, mamy banks mwist on customers
mmintaining mininmim balances to offset the transaction coets mvolved. If mimirmam
balances are not maintamed, these banks charge the customem a certain amount.
Current accounts can be openad by rich individualy/ partmemshup finms/ private and
timited companies/ Hindu Undivided Farlies (HUFzY societies/ trusts, etc.



Savings Bank Depedits:

Savings deposits are a form of demand deposits, which is subject to restrictions on
the number of withdrawals as well a5 on the amounts of withdrawak during amy
specified period. Further, minimum 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 Jarmary 201Q).

Sevings bank accounts are used by a large segment of syoall depositors as they can
put their regular incomes into these accounts, withdraw the money on demeand and
also earn mierest on the balance left in the account.

The flexdbility provided by such a product means that savings bank accournts cannot
be opened by big trading or business firms. Sirmilardy, mstitutions such as government
departinents and bodies, local authorities, etc. cannot open savings bank scoounts,
Term Deposity
A “Term deposit” is & deposil received by the Bank for a fixed period, afler which
it can be withdrawn. Term deposits inchude deposits such as Fixed Deposits /
Reinvestment deposits’ Recurring Depasits etc. The term deposits account for the
largest share and have remamed within the range of 1% to 67 % of total deposiis
in the recent years. [mterest is paid on term-deposits, either on maturity or ai
stipulated intervals depending upon the depos# scheme under which the money is
placed Also, a customer can earn inferest on & term-deposit for a minioEm period
of 7 days. Interest mates on term-deposits are usually higher than on savings deposits,
Term deposits inchude:
» Fixed deposits on which & fixed rate of interest is paid at fixed, regular
m' mhl
» Re-investment deposits, under which the interest is compounded quarterly
and pax] on maturity, along with the principal amount of the deposit. Some
banks have mtrodnced “flex?” deposits under which, the amowmt in savings
deposit accounts beyond a fixed linzit is sutomatically 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 accurmlated
imterest is made at the end of the term. These deposits are usually targeted
at persons who are salaried or receive other regular mcome. A Recurring
Deposit can umally be opened for any period from 6 moaths to 120 months.

STRATEGIES OF MOBILIZING DEPOSITS:

To maximize their profits, commercial banks always attempt to mobilize savings at
the lowest cost poagible. While mobilizing deposits, banks have to comply with
various directives issued by the RBI, the Indisn Bank Association (TBA), Government
of India and other statntory enthonties/agencies. At the same time, since banks
operate in 2 very compietitive envirormment, they have to reach out to 2 wide spectrum
of customers and also offer deposit products that lead to higher cusinmes satisfaction.
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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 custorners, taking measures for murketing and promoting
the deposit products.

It 18 eszential not only to expand the customer base but ako to retain it This is done
by providing counseling, after-sales inforoation and also through prompt handling of
customer complants,

While the strategies for mobilizing bank deposits very from bank to bank, ons
cormmnon feature i to maximize the share of CASA deposits.

The other cotnmen features generally observed are as follows:

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

2} Senior cilizens/perstioners have become an important category of custamers
to be targeted by B bank. Products are developed by banks to meet the
specific requirements of this group.

3} While banks endeavor to provide services to the satisfiction of customers,
they put in place an expeditious mechanism to redress the complamis 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 botrowers, bank credit is the easiest to access et reasonable
fterest rates. Bank credit is provided to housebolds, retail traders, small and medinm
enterprises (SMESs), Corporate, the Goverrment mndertukings etc. in the econoumy.
Retail banking loans are accessed by consumers of goods and services for financing
the purchase of consumes durables, housig or even for day-to-day consmnption.
In contrast, the need for capital investinert, 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
muaturites, while day-to-daty finance requirsments are provided through short-term
credit {(working capital loans). Meeting the fmancing needs of the agriculture sector
is ako an importent 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. Smoe the depositors require safety and security of ther deposits,
want to withdraw deposits whenever they need and alzo adequate retum, bank
lending must necessarily be based on principles that reflect these concerns of the
depositors. These principles nchxde: safisty, hquidity, profitability, and risk diversion.



Safety:

Banks need to ensure that advances are safe: and money lerkt out by them will come
back. Since the repayment of loans depends on the borrowers’ capacity to pay, the
banker rmust be satisfied before lending that the bismess for which money is sought
19 a sotmnd one. In addition, bankers many times msist on security against the loan,
which they fall back on if things go wrong for the business. The security mmst be
adecuate, readily marketable and free of encumbrances.

Liquidity:

To mantain liquidity, bemks have te ensure that money lent out by them is not lbcked
up for long time by desigming the loan maturity period appropriately. Further, money
roust come back as per the repayment schedule. If loans become excessively illiquid,
it may not be possible for bankers to meet their obligations vis-3-vis depositors.

Profitabitity:

To remain viable, ahnkmustmm&dmtcpmﬁtm:ﬂm&aﬁmtﬁmmﬂsfﬂf
adequate margin between deposit rates and lending rates. In this respect, appropriate
fixing of interest rates on both advances and deposits is criticat. {nless interest rates
are conpetitively fixed and marging are adequate, banles may lose customers to their
competitors and become unprofifable.

Risk diversification:

To nutigate risk, banks should lend to a diversified costomer base. Diversification
should be in terms of geographic Jocation, nature of buziness ete. 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 serioualy affected.
LOAN POLICY: :
Based on 'the general principles of knding stated above, the Credit Policy Committee
(CPC) of individual banks prepares the basi credit policy of the Bank, which has
to be approved by the Bank’s Board of Directors. The loan policy outlines lending
guidelines and esteblishes operating procedures in all aspects of credit managemend
including standards for presentation of credit proposals, financial covenants, rammy
standards and benchmarke, delegatior of credit approving powers, prodential Tmts
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 iending sirategy (both at the macro level and individua! borrower level) and
have to be in conformity with RBI guidelines. The losn policy typically lys down
lending guidelines im the following arcas:

o Level of credit-deposit ratio

o Targeted portfolio mix

» Hurdle ratings

. i

¢ Collateral security
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Credit Deposlt (CD) Ratio:

A bank can lend out only & certan proportion of iis 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
mininsm requiranenis. Banks have the option of having more cash reserves than
CRR requirement and invest more in SLE 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 lepd out of thew borrowings.

Targeted Portfollo Mix:

The CPC aims at a targeted portfolio mix keeping in view both risk and return.
Toward this end, & lays down guidelines on chooging the preferred arcas of lending
(such 2s surrise sectors and profitable seciors) as well as the sectors to aveid.25
Banks typically mornitor ail major sectors of the economy. They target a portfolio
mix in the light of forecasts for growth and profitability for each sector, If a hank
percefves economic weakness in a sector, it would restrict new exposures to that
segment and similarly, growing snd profitable sectory of the scononyy prompt banks
fo cresse new exposures to those sectors, This entadlls active portfolio management.
Further, the bank also has to decide which sectors to avoxl. For exsmple, the CPC
of a bank omay be of the view that the bank is already overextended in a perticulsr

 industry and no more loans should be provided in that sector. It may also like to

avoid certain kinds of lnans keeping in mind gencral credit discipline, say loans for
speculative purposes, unsecured loans, etc.

Hurdle ratings:

There are a momber of diverse risk factors associated with borrowers. Banks shoukd
have a comprehengive risk rating system that serves as a single pomt indicator of
diverse risk factors of a borrower. This helps taking credit decisions in & consistent
wunmer, To facilitate thin, a substantial degree of standardizstion is required in retings
across borrowers. The risk rating systern should be so designed as to reveal the
overall risk of lending. For new borrowers, & bank wsually laye down guidelines
regarding minimrm retimg to be achieved by the borrower to become eligible for the
loan. This is aise known ss the *hurdle rating’ criterion to be achieved by a new
borrower.

Pricing of loans:

Risk-retumn trade-off is a fimdarnental aspect of risk management. Bormowers with
weak fmancia] pogition and, hence, placed in higher risk category are provided
credit facilities ot a igher 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 ricks,
banks devise appropriate systems, which usually allow flexibility for revising the
price (ridk premium) due to changes in rating. In other words, if the risk ratmg of
a borrower deferiorates, his cost of borrowing should rise and vice versa. At the



macro level, loan pricing for 4 bank i dependent upon a mmber of its cost fictors
such as cost of raismg resources, cost of administration and overheads, cost of
reserve assets lilke CRR and SLR, cost of maimteining capitel, percentage of had
debt, etc, Losn pricing is also dependent upon competition.

Collatersl security:

Az part of o prudent lending policy, banks usually advance Ioans against some
security. The loan policy provides guidelnes for this. In the case of term loans and
working capital assets, banks take as ‘primary security’ the property or poods
against which loans are granted. In addition to thiz, banks often ask for additional
security or ‘collateral secirrity” m the fivrm of both physical and financial assets to
Turther bind the botrower. This reduces the sk for the bamk. Sometimes, loans are

‘extended as ‘clean loans’ for which only personal guarames of the borrower is

takoen,
COMPLIANCE WITH RBI GUIDELINES:

The credit policy of a bank should ba conforment with RBI guidelines; some of the
important guidelines of the RBI relating to bank credit are discussed below,

Hrected credit stipulatioms:

The RBI lays down guidelines regarding minirmom advances to be made for priority
sector advances, export credit finance, stc. These guidclnes need to be kept in
mind while formulating credit policies for the Bank.

Capital adeguacy

If & bank creates assets-loans or mvestment-they are required 1o be backed up by
bank capital; the amount of capital they have to be backed up by depends an the
riek of individual assets that the bask acquires. The riskier the asset, the larger
would be the capital it has to be backsd up by. This is so, becanse bank capital
provides a cushion against unexpectad losses of banks and nskier assets would
renpuire darger amownts of capital to act as cushion. The Basel Commmattes for Bank
Supervision (BCHS) has prescribed 2 set of norms for the capital requirement for
the banks for all countries to follow. These norms ensure that capital should be
adeguate to absorb imexpected losses. In addition, all cowstries, including India,
establish their own guidebnes for risk based capital framework known as Capital
Adequacy Norms. These norms have to be at least as sivingent a3 the norms set
by the Basel commities. 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 ir the ¢apital with the bank s a
percentage of its risk-weighted assets. Given the level of capital available with an
individual bank, this ratio detenmings the maximum extent to which the bank can
lend.

The Basel cornmitiee specifies a CAR of at least 8% for benks. This means that the
capital fimds of a bank nust be at least 8 percent of the bank's rizk weighted assets.
In India, the RBI has specified a minirmom of 9%, winch is more stringent than the
intemational norm In fact, the actual ratio of all schedubed cormmercisl banks (SCBs)
in India stood at 13.2% m March 2011.
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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 rizk weights, This regulatory requiresment that each individual bank has to
maintain & minimemrs level of capital, which is cormoensurate with the risk profile of
the bank’s assets, plays a critical role i the safety and soundness of mdividual banks
and the bankmg systern.

Credit Exposore Limits

As g prudential measure aimed at better risk management and avoidence of
conpentration of credit risks, the Regerve Bank has fixed linils on bank exposure
to the capitel market as well as to individual and group borrowers with reference
to a bank’s capital. Limits on inter-benk exposures have also been placed. Banks
are further encouraged to place mternal caps on their sectoral exposures, their
exposure to commercial veal 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 m place. Table 2.1 gives a summary of
the RBI's guidelmes on exposure norms for commercial banks in India.

Table: Exposure norms for Commercial banks in India

Exposure o Limi

i  Single Bomower 15 per cent of capital fund | additional
5 parcent on infrastruichiie axposire)

2. Greup Borrower A0 percent of capial fund (Additionaf
1 percent an infrastructure exposure)

3. HBFC 10 percent of capital fund

4. NBFC - AFC 15 percent of capital fund

E.  Indian Joft VentsreAvholly owned 20 percent of capital fund
submdiares abroadf Overseas stap
dowen subsidisries of Trdian

corporates

6. Capiral Markst Exposune

{a) Banks' hokding of shares In eny The lesser of 30 percent of paki-up share
company capitat of the company or 30 percent of

the peid-up capitsl of banks

[b) Banks' aggregste sxposure to 40 percent of s net worth
capital markst (s0lo basis}

(£} Banks aypregaie exposune o 40 porcent af ks consoikiated aet worth
capital market {group basde)

{d) Banks' divect exposure to capital 20 percent of nat worth
market (sold basis)

(e} Banks' direct exposure to capital 20 percant of consolidated nat worth
market [group base)

7. Gross Hokling of capital amang 10 per cant of cepieal fund

tanks [ Anancal instisubons




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

= Individual Borrowers: A bank’s credit exposure to individual borrowers
must not excesd 15 % of the Bank's capital finds. Credit exposure to
individual borrowers may exceed the exposure norm of 15 % of capital
funds by an additional 5 % (Le. up to 20 %) provided the additional credit
exposure is on account of infrastructure finsncing,

s  Group Borowers: A bank’s exposure ta 8 group of companies under the
same manageament control must not exceed 40% of the Bank’s capital finds
unless the sxposure is in respect of an mirastructure peoject. In that case,
the exposure 1o a group of companies under the same mapagement control
may be up to 50% of the Bank's capital funds.

e Aggregate exposure to capital markst: A bank’s aggregais exposure to the
capital market, mchsding both fimd based and non-fimd based exposure 1o
capital market, i all forms should not exceed 40 percent of its net worth
s on March 31 of the previous year.

In addition to ensuring compliance with the above guidelnes leid down by REBI, &
Bank may fix its own credit exposnre limits for mitigating credit risk. The bank may,
for example, set upper caps on exposures (o sensitive sectors like commodity
gector, real estate sector and capital markets. Banks also may lay down guidelines
regandmg exposure lamits to unsecored loans.

Lending Rates:

Banks are free to determine their own lending retes oo all kinds of advances except
a few such as export finance; interest rates on these exceptional categorics of
advances are regulated by the RBI. Tt may be noted that the Section 21 A of the
BR Act provides that the rate of interest charged by & 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 m
November 2003 for pricing of lpans by commmercial banks with the objective of
enhancing transparency in the pricing of their loan products. Each bank anst declare
its benchmark prime lenvding rate (BPLR) as approved by its Board of Directors.
Abank's BPLR is the interest rate to be charged to its best cliends; that is, clients
with the Jowest credit risk. Each bank is also required to indicate the maxinm
spread over the BPLR for vanous credit exposures.

However, BPLR lost its relevance over time as a meaningful reference rate, as the
bulk of loans were advanced below BPLR. Further, this also impedes the smooth
transmission of mongiary sigmals by the RBI. The RBI therefore set up a Working
Group on Benchrmark Prime Lending Rate (BPLR) in June 2009 to go into the
issues relating to the concept of BPLR and suggest measures to make credi prncmg
more iratspareat.

Foilowmg the recormmendarions of the Group, the Reserve Bank has issued guidelines

in February 2010. According to these guidelines, the “Base Rate gystemn’ will replace
the BPLR system with effect from July 01, 2010.A1 categories of loans should
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beaceforth be priced only with reference to the Base Rate. Each bank will decide
its own Base Rate. The actual lending rates charged to borowers would be the
Base Rate plus borrower-specific charges, which will include product specific
aperating costs, credit nsk presanm and tenor prendum.

Smce trunsparency m the pricing of loans is & key objective, banks are required to
exhibit the mformation on thewr Base Rate at all branches and also on their websites.
Chamges m the Bage Rate should also be conveyed to the general public fom time
to time through appropriaie 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-besed lending and non-find based
Jenfing. Fund based lending: This & a direct form of lending in which a loan with
an ectual cash outflow is given to the borrower by the Bank. In most cases, such
2 boan 18 backed by primary and/or collateral security, The loan can be provided for
financing capital goods and/or working capital requirements.

Non-fund bazed lending: In this type of facility, the Bank makes no funds outlay.
However, such arrangements may be converted to fimxi-based advances if the client
fails to fulll the terms of his contract with the counterparty. Such facilities are known
85 contimyperst Babilities of the bank: Facilities such as “etters of credit’ and ‘guarertees’
fall under the category of non-fund based creds.

Let us explam with an example how guarantees work. A conpeny takes a term loan
from Bank A and obtams a guarantee from Bank B for its loan from Bapk A, for
which he pays a fee. By issuing 8 bank guarantee, the guarantor bank (Bank B)
undentakes to repay Bank A, if the company fails to meet s primary responsibility
of repaymg Bank A
Metheds of Granting Advances
Following are some of the methods of granting Advances used by banks -
1. Working Capital Finance
Working capital finance is utilized for operating purposes, resulting in creation
of current assets {such as imvenories and receivables). This is in comtrast to term
loans which ere ulifized for estahlishng or expandng 2 memifactoring it by the
acquisition of fixed assets.
Banks carry out a detalked analysis of borrowers” working capital requirements.
- Credit limits are established m accordance with the process approved by the
board of directors. The Bmits on Working capital facilities are primerily secured
by inventories and receivables (chargeable current assets).
Working capitsal fimance consists mainly of cash credit facilities, short term loan
and bill discounting. Under the cash credit fcility, a lme of credit i provided
up to & pre-established amount based on the borrower’s projected level of sales



nventories, 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 in expectad to buy inventory on payments and, thereaftes,
seek reimbmrserment from the Bank In reality, this may not happen. The facility
8 penexally given for & period of up to 12 months and & extended afier a review
of the credit limit. For clients facing difficultics, the review may be made after
a shorter period. One problem ficed by banks while extending cash credit
facilities, is that customers can draw up 1o 8 maximum level or the approved
credit i, bust may decide not to. Becanse of this, Equidity management becomes
difficult fior a bank in the case of cash credit ficility. RBI haz been trymg to
- mitigate this probletn by encowaging the Indisn cotporate 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
eredit comporent wonld vary depending upon the borrpwer’s requirements.
According to RBI guidelines, in the case of borrowers emjoying working capital
credit limits of Rs. 10 crores and above from the banking system, the loan
component should normelly be 80% and cash credit component 20 %. Banks,
however, have the freedom to chanpe the composition of working capizal finance
by mcreasing the cash credit component beyond 20% or reducimg it below 20
%, as the case may be, if they so desme, Bill discounting facility involves the
financing of short-term trade receivables through negotishle nstruments. These
negotiable instruments can then be discounted with other banks, if required,
Project Finance:
Prajeﬁﬁnamehshmmmistsnminlyufexﬂndﬁ:gmdﬁmtmmdhng—
term rupee and foreign currency loans to the mamifacturing and infrastructure
sectors. Banks alko provide financing by way of mvestment in marketable
instruments such as fixed rate and fioating rate debentures. Lexxling banks usnally
insist on having & first charpe on the fixed assets of the borrower.

Duiring the recendt years, the larger banks are mcreasingly becoming involved in
of fimancing involved, banks need 1o have a strong framework for project
appraisal. The adopted framework will need to emphagize proper idemtification
of projects, optimal allbcation and mitigation of Tisks. The project finence appooval
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 geneveted, which idenfifies each
of the project risks, mitigeting faceors and visk allocation. Project finance exended
by banks iz generally fiully secured and bas fisll recourse to the bormower cornpary.
In most project fmance 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 sddition,
guarertees way be taken from sponsors/ promoters of the company. Should the
borrower company fail to repay on time, the lending bank can have full recourse
1o the sponsars/ promoters of the compeany. (Full recourse means that the lender
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can ¢lamm 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 suhstantial quanhen of loans i prapted by banks to sl sand medivm enberprises
(SMEs). While grarging credit facilities to saller umits, banks often use a cluster-
hased approach, which encourages financing of smail enterprises that have a
homogenecus profile such as leather mamsfhchuring units, chemical wnits, or even
export oriented units. For assessing the credit risk of individual units, banks use
the credit scoring models. As per RBI guidelines, banks should use simplificd
credit sppraisal methods for assessment of bank finence for the smaller units.
Further, banks have akko been advised that they should oot insist on collateral
gocurity for losns up to Rs. 10 lakh for the micro enterprises. Small Industries
Development Bank of Indin (SIDBI) also facifitates the: flow of credit at reasonable
interest rates to the SME sector. This is done by incentivizing banks and State

Finznce Corporations to lend to SMEz by refinencing a specified percentage of
Mmmmmmmmmmmm

Rural and Agriculturs] Loans

The rural and agricultural loan portfolio of banks comprises loans to farmers,
small and medium enterposes in rural areas, dealers and vendors linked to these
entities and even Corporate. For formens, banks extend term loans for equipments
used in foming, inchadiog tractors, pump sets, etc. Banks also extend crop loan
fcility to farmis, In agricultiral fivercing, banks prefér an ‘ares based” spproach;
for example, by financing Bimmers in an adopted village. The regional roral banks
(RE.Bs) have a special place in ensuring adequate credit flow to agniculiure and
the mral sector. The concept of "1 .ead Bank Scheme (LBS)" was first mooted
by the Gadgil Stxly Group, which sulnmited #5 report in October 1969, Prrsnant
to the recommendations of the Gadgil Study Group and those of the Nariman
Committee, this supgested the adoption of *area approach’ in evolving credit
plans andd programmes for development of banking and the credit structure, the
LBS was imtroduced by the RBI in December, 1969. The scheme envisages
alloftnent of districts to mdividual banks to cosble them to assurne leadership in
a High Leve] Commitiec was constituted by the RBI m November 2007, to
review the LBS and improve its effectivenesa, with a focus on financial mckision
several steps to firther smprove the workmg of LBS. The amportance of the role
of State Governments for supporting banks in increasing banlding business in
rizral areas has been emphasized by the Conmittee.

Directed Lending

The RBI requires banks to deploy a certain minimum amount of their credit in
certam identified sectors of the economy. This is called divected lending. Such
» § tendi Gitnitas) e s i



A. Priority sector lending

The objective of priority sector lending program is to ensure that adequste
credit flows mio some of the vulnerable sectors of the economy, which ey
not be atiractive for the banks from the point of view of profitability. These
sectors include apriculiure, small scale enterprises, retail trade, eic. Small
housing loans, loans to individuals for pursuing education, loans to weaker
gections of the society etc also qualify as priority sector loans. To ensure
banks channelize a part of their ¢redit to these sactors, the RBI has set
guidelines defining targets for lending to priority sector as whole and in
certam cases, sub-targets for lending to individual priority sectors (See Table).

Tahie: Targets under Priority Sector Lending

Damestic commercial banks

Foreign banks

Tiekath Pricricy
Sector advances

40 par cent of ANSC or CEOBSE,
whichever 15 higher

32 percent of ANBC or CEDESE,
whichever is higher

Ttal agricuftural
afhvances

16 percent of ANSC ar CEOGSE,
whichever is higher

Mo Tanget

Smzli Enterprise

o Target

10 per cent of ANBC or CEOBSE,

Intersat Scheme

sutsEnding as at the end of
the previous year

advances whichever i higher

Expoat gradit Export cradit is not a part of 12 per tart of ANBC or CEDBSE,
prar by sectar for dornestic whichever Is higher
pmmerdal Banks

Advances to 10 percent of ANBC or CEOBSE, He @rget

weaker sectons whichever is higher

Differential Rate of | 1 pement of tokal edvances Ho tamgst

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 i8 32% of ANBC ox CEOBSE, whichever

is higher,

Ip addition to these limits for overall priotity secior lending, the RBI seis
sub-tiniits for certain sub-sectors within the priority sector such as agriculture,
Banks are required to comply with the priority sector knding requirements
at the end of each financial year. A bank baving shortfill 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 fisnds with other financial institudions as specified by the RBIL.

Bnnqu;ouitm.
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~ B. Export Credit

As part of directed lending, RBI requires banks to make loans to exporters
at conceasional rates of interest. Export credit i provided for pre-shipment
and post-shipment requirements of exporter borrowers i 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 requresnent is in addition
to the priority sector lending requirement but credits extended to exporters
that are small scale mdnstries or smail businesses may also meet part of the

&. Retail Loun

Banks, today, offer a range of retail asset products, inchiding home loans,
automobile loans, personal loans (for mamiage, medical expenses etc), credit
cards, consuter loans (such as TV sets, personal computers eic) and, loans
against time deposits and loans apainsi shares. Banks alko may fund dealers
who sell automobiies, two wheelers, consumer dursbles and commercml vehicles.
The share of retail credit @ total loans and advamces was 22.63% at end-
March 2010.

Cistomers for retail loans are typically midkdle 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 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 recured by the asset financed. Many banks have implemented a
credit-scoring program, which is an mrtomated credit approval system that assigns
a credit score 1o each apphicert besed on certain attrintes bie ncome, educational
background and sge. The aredit score then forms the basis of loan evaluation.
External agencies such as field investigation agencies amd credit processing
ageneies msy be used 1o failitate a compechensive due diligence process mchuding
visits to offices and homes i the case of oans to individual bomowers. Before
disbursements are mede, the credit officer checks a centralized delmauent
databese and reviews the borrower’s profile. In making credit decisions, banks
draw upon reports from agencies such as the Credit Infonmation Buresn (India)
Limited (CIBIL).

Some private sector banks use direct marketing associstes as well as therr own
branch network and employees for merketing reail credit products. However,
credit approval authority lics only with the bank’s credit officers.

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

Home Finance:;

Banks extend home fimance loans, either directly or through home finance
subsidiaries. Such long term bousing loans are provided to mdividuals and
corporations and also given as construction finence to builders. The loans are



I

secured by a mortgage of the property financed. These loans are extended for
maturities generally ranging from five to fifteen years and & kkrge proportion of
these loans are at fioating rates of mtarest. Thos rechuces the interest rate rigk that
banks assume, smoe & bank’s sources of finance are generally of shorter mmaturity:
However, fixed rate loans may also be provided; usually with banks keeping a
higher margin over benchmark rates i order to compensate for higher interest
rate risk. Equated monthly mstaliments are fixed for repayment of loans depending
upon the mcome and age of the borrower(g).

Personal Loans:

These are often nnsecirred loans provided to customers who use these filnde for
various purposes such as higher education, medical expenses, social events and
hotideys. Sometimes collateral security in the form of physical and fimancial
assets may be available for securing the personal loan. Portfolio of personal
loans also mchides mucro-bankmg loans, which are refatively simall value loans
extended to lower income customers in urban and nural areas.

7. International Loans Extended by Banks
Indian Corporsie mise fordign arency loans from banks based in India as well
as abypad as per guidefines ixsned by RBL/ Govermment of Indin. Banks raise
funds abroad for on-lending to Indian Corporate. Further, banks based in [ndia
have an access 10 deposits placed by Non Resident Indsans (NRIs) in the form
of FCNR (B) deposits, which can be used by banks in India for on-lending to
Indian customsers.

SECURED ADVANCES

A banker secures the advences by means of;
g} Lin
b} Pledge
c) Mortgage
d) Hypothecation

Lien

In law, a Nen i & fortn of security interest granted over an #em of property to secure
the payment of 8 debt or performance of some other obligation. The owner of the
property, who grants the lien, is referred to as the fienor and the person who has
the benefit of the lien i5 referred to as the fienee.

The etymological root is Anglo-French Jien, loyen "bond”, “restraint”, from
Latin Yigamen, from figare "to bind™,

Common-lew Yiens are divided mto special liens and general lisns. A special hien,
the more conmon kind, requires a close connection between the property and the
service rendered. A special lien can only be exercised in respect of fees relating lo
the instant transaction; the lienee cannot use the property heid as security for past
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delrts as well A geneyal hen affects all of the property of the lienor i the possession
of the liemes, and stands as security for all of the debts of the Lienor to the henee,
A special lien can be extended to a general lien by contract, and this is commonly
done i 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 comtract.

Pledge

A pledge is & contract whereby an articke is deposited with & lender or a promise
as security for the repayment of loan or performance of a promise. To complete a
coniract of pledge, delivery of goods to the banker i necessary. Delivery of
documents of title relating to the pood, or the key of the podown where the goods
are stored mey be sufficient to create a valid pledge.

The pledge has & common law power of sale in the event of & default on the secured
obligations which arises if the secored obligations are not satisfied by the agreed
time (or, in defimilt of apreement, within a reasonable perind of time), If the power
of sale is exervised, then the holder of the pledge must acoount to the pledgor for
any muplns after payment of the secured obligations,

A pledge does not confir a right to eppoint a recetver or fareclose, If the holder

of pledge sells or disposes of the pledged assets when not entitled to do 0, they
mry be liable in conversion to the pledgor.

MORTGAGE LOAN

Basic comcepts and legal regulation

According to Anglo-American property law, 8 mortgage occurs when an owner
{ususally of a fee simple mierest in realty) pledges his or her interest (right to the
property) as security or collateral for a loan. Therefore, a mortgage is

an encumbrance (lmmtation) on the tight to the property just as an easernent would
be, but because most mortpages occar as a condition for new loan money, the word
morigage has become the generic term for a lban secured by such real property. As
with other types of loans, morigages have an interest rate and are scheduled
to amortize over a set peripd of time, typically 30 years. All types of resl property
¢an be, and usually are, secured with & mortgage and bear an interest rate that is
supposed to reflect the lender’s risk.

Mortgage lending is the primary mechanism used m many countries to finance
privele ownership of residential and commercizl propenty (see commercial
morigages). Although the terminology and precise forms will differ from country to
country, the basic componenis tend to be similar:



=  Property: the physical residence being financed. The exact fhrm of ownership Bank Deposit Accounts

will vary from country to country, and msay restrict the types of lending that
are possible.

» Mortgage: the secunty interest of the lender in the property, which may
entail restrictions on the use or disposal of the property. Restrictions may
include requirernents to purchase home insurance and mortgage insurance,
or pay off outstanding debt before seiling the property.

. Bnmwﬂupuﬁunbomwmgwhnetﬂubasmmqeatmganowwshp
mterest in the property.

» Lender: any lender, but usually a bank or other financial institution. Lenders
may also be investors who own an interest in the mortgage through
a mortgage-backed security. In such & situation, the initial lender is known
a5 the mortgage originator, which then packages and sells the loan to mvestors.
The payments from the borrower are thereafier collected by a loan servicer

= Principal: the original size of the losn, which may or may not mnchade certain
other costs; as any principal is repaid, the principal will gu down in size.
= Intezest: & financial charge for use of the lender’s money.

= Foreclosure or repoasession: the possibility that the lender has to foreckose,
TepoBsesy or seize the property under certain circumstances is essential to
8 mortgege 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, tut the above are
the essential features. Governments usually regulate mamy aspects of mortgage kending,
eitber directly (through legal requirements, fir example) or indirectly (trough regylation
of the participants or the financial markets, such as the banking industry), and often
through state mtervention (direct lending by the government, by state-cwned 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 lnans are generally structured as long-term loans, the periodic pavments
for which are sirmilar to an annuity and calculated according to the time value of
mongcy formulae. The most basic arrangement would require & fixed monthly payment
over & period of ten to thirty years, depending on local conditions. Over this period
the principal component of the Joan (the ongmal loan) would be slowly paid down
through amortization. In practice, many variants are possible and common workdwide
and within each country.

Lenders provide fimds against property to eam interest mcome, and generally borrow
these fimds themselves (for example, by taking deposits or ssuing bonds). The price
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at which the lenders botrow money therefore affects the cost of borrowing, Lenders
mey also, i memy ooudries, sell the mortgage Ioan 10 other parties who are intereated
i recetving the stream of cash payments from the borrower, often in the form of a
security (by means of a securitization).

Mortgage lending will ako take o account the (perceived) riskiness of the montgage
loam, that i, the likeliood that the finds will be repaid (usually considered a
function of the creditworthmess of the borrower); that if they are not repeid, the
lender will be able to foreclose and recoup some or all of its original capital; and
the fmancial, mterest mate risk and time delays that may be mvolved m certain
cIcumstances, :

MORTGAGE I.OAN TYPES

There are many types of mortgages used worldwide, but severs] factors broadly
define the characteristics of the mortgage. All of these may be subject to local
regalation and legal requirements, -
= Inmterest: imerest may be fined for the life of the loan or varisble, and change
at certam pre-defined periods; the interest rate can also, of conrze, be
higher or lower.

=  Term: mortgage loans generally have & 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 sy rpmaining balance
at a certein date, or even negative amortization

» Payment amoumt and frequency; the amount paid per period and the frequency
of payments; in sorne cases, the amount paid per period may change or the
bomower may have the option to mcrease or decrease the amount paid.

* Prepeyment: some types of morigages 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 rute mortgage (FRM)
and adjustable-rate tortgage (ARM) (also known as & fioatmg rate or variable rate
mortgage). In many courtries (such as the United States), floating rate mortgages
are the norm snd will simply be referred to as mortgages. Combinations of fixed and
floating rate are also common, whereby a mortgage loan will have a fired rate for
some period, and vary after the end of that period.

» In a fixed rate mortgage, the interest rate, and hence perindic payment,
remaims fixed for the life {or term)} of the loan Therefore the payment is

fixed, although ancillary costs (such as property taxes and insurance) can
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and do change. For a fixed rate mortgage, payments for principal and
mterest shovld not change over the kife of the loan,

* In an adjustable rate mortgage, the interest rate in generally fixed for a .

period of time, after which it will periodically (for exampie, anmmally or
monthly) adjust up or down to some market index. Adjustable rates transfer
part of the interest rate rigk from the lender to the borrowet, and thms are
widely nsed where fixed rate fiunding is difficult to obtain or prohibatively
expensive. Since the risk is transferred to the bomower, the inftial 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
including the yield curve.

The charge to the borower depends upon the credit risk in addition to the interest

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

lending are not supportad by government guarantess and face higher interest rates.

HYPOTHECATION

Hypothecation i the practice where a borrower pledges collateral to secure 4 debt
The borrower retains ownership of the collateral, but i i “hypothetically™ comtrolled
by the crediior in that be has the right to seize possession if the borrower defaults.
A commeon example occurs when a consumer enters into a mortgage agreement, In
which the congumer’s house becomes collateral until the mortgage loan is paid off

Rehypothecation is 3 practice thet occurs principelly m the financial markets, where
a bank or gther broker-dealer reuses the collaters] pledged by its clients as collateral
for its own botrowing.

Hprﬁmhamn&Mreofcummthhhgmmm—
the bormower legally owns the house, but until the mortgage is paid off the creditor
has the right to take possesaion in the hypothetical case that the borrower fails to
keep up with repayments. If a consumer takes out an additional loan secured sgamst
the vale of his mortgage (approximetely the current vahie of the house minus
outstanding repayments) the consumer is ther 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. Sometines consumer goods and
business equipment can be bought on credit agreements involving hypothecation —
the goods are legally owned by the horrower, but once sgaim the creditor can seize
them if requirexd.

CHAPTER SUMMARY

Bank deposits serve different purposes for diffierent people. Some people camot
save regularty; they deposit money in the bank only when they have extra moome,

Bank Deposit Accounts
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The purpose of deposit then is to keep money safe for future needs. Some may
want to deposit money i a bank for as long as possible 10 earn interest or to
accunmlate savings with mterest so as to by a flat, or to meet hospital expenses
in okd age, etc. Some, mostly lusinessmen, deposit all therr imcome from salesina
benk account and pay all business expenses out of the deposits. Keeping in view
these differences, banks offer the Sty of opening different types of deposit accownts
by people to suit their purpose and convenience.

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

a. Savings Bank Account

b. Cument Deposit Account

¢ Fixed Deposit Account

d. Recurrimg Deposit Accoumnt. '
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 sccount holder.

TEST YOURSELF
1) Explain what Bank Deposit Accounts are.
2) Discuss various types of Depasit Accounts thai can be opened in Banks,
3} What are the sirategies of mobilizing deposits?
4) Exphin the Principles of lending.
5) Describe various types of Advances at a Bank grantx to consumers.
6) Distinguish between pledge and mortgage.
7} What is meant by Hypothecation?
BANKING ARTICLE (CASE)
How to open =z Savings Bank Account

To open @ savings bank account in a commercial bank, you have to first decide
what amount of money you would liks to deposit mitially. You may enguire and find
out from the nearest benk what is the mininmun amount t¢ 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 (amy branch of 2 bagk) you will find a counter for
enquiry (or a counter with: ‘May I help you' board). Having known the mimmmum
amount to be deposited, you shouid ask for a form of application for opening
Savings Bank Account. You are not required to pay amything for it. You should then

take the following
Steps: -
L Filing up the Form

The application form has to be filled up giving the followmg necessary
m‘ H 1]

Name of the person (applicant)
He'her occupation
Residential Address

Ao g P

Specimen signature of the applicant

Name, address, account mumber and signature of the person fmroducing

the applicant
Besides the above information you bave to give an umdertaking that you will
abide by the rules and regulations of the bank, which are m foree. Al the
exxd of the application form, you have 1o gt your signature. (In some benks
it is required to attach two passport size photographs of the applicant along
with the application. }

fi. Proper Intreduction

2

- Every benk requuires that a person known to the bank should introduce the
applicant. It mey be convenient to be introduced by a person having already
an agcount m that bank. Some banks may aceept the attested copy of
Pagsport or Driving License, if any, of the applicant. In that case pexsonal
imtroduction is not necessary. Introduction is requered to prevent the possibility
of opening of sccomnt by an undesirable person

Hi. Specimen Signatare

The apphicant 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 mmmber.

After the above steps have been taken and the officer concerned is satiafied
that the apphcation form is in ordex, roney is to be deposited at the cash
counter after filling in & printed ‘Pay-in slip’.

Bank Deposit Accounts
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An account mmmber will then be allotied exxd written on the apphication form
as well as the card having your specimen signatures, At the same thne you
will be issued a Prssbook with the iitial deposit recorded i #t. All fisture
deposits and withdrawals will also be entered in the passbook, and it will
remain with you. If you went to use cheques for withdrawal ot payment of
money out of your deposits, & cheque book will be ismied on your request.
A cheque form is 4 printed form in which you may issue an order to the
bank to pay the amount specifisd i it to & person

2.15 Reference & Further Reading

eiJishra M. N (2019 Fsurance: Privcipiles and Pracifce ['_:‘ 3rd ed ). 5. Chand Publishing.
ISBIN: 0788121042314

shiichma K_C._, & Bakshi, & 5. (20207, Fundymerizls gf rswroice. Cengage Learning.
ISBIN: 9780353502421

eSingh P (2021 Priciples of Banidng (3rd ed.). Pearson Education. ISBN:
0780323060365.

sVaidvanathan, B_(20200. Banking, hsurance ard Capital Moy feis: Principles and
Practices. Notion Press. ISEN: 9781648004803

sShekhar K. C. & Shekhar, I.. (2022). Banigng Theory and Practice (22nd ed.). Vikas
Publishing House. ISBN: 9789354533455,

sTripathy, 3. P__ & Pal, P_(2001 0. Jusurance: Theory and Practice (2nd ed). PHI Learning.
ISBIN: 9780388028504,

sCup, B, E. (2021). Bopking aad Finarcial Tastingions © A Guidea for Diveciors, Fnesiors,
avd Borrowers. Routledge. ISBIN: 9780367477913,

sHamrington, 5. E__ & Niehaus, G. B_(2019). Risk Mwagement and surarce (31d ed ).
McGraw Hill Education. ISBIN: 9781259191250

sK apoor, N_Dv (20207, Banfing and Ssurance Low and Practice (3rd ed.). Sultan Chand &
Sons. ISBEM: 9789351610517

eVerma R (2018)). Principles of Banidng «rid Desurance. Taxmann Publications. ISBN:
OJER3EE27O516.



3 Investment Management

and Investment Banking

The Unit Inclixde:

3.1 Indroduction
3.2 Process of mvestment mansgemernt
3.3 Key problems of Investment Management
3.4 Representing the owners of shares
3.5 Size of the globel fimd management industry
3.6 Approaches to investment decigion making
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3.8 Preparation of Cheque
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3.17 Test yourself
3.18 Reference & Further Reading

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

L]

Define investment banking,
Describe the importance of investment banking.
Discnss issues amd concerns mvolved.

Understand varicus banking provisions,

Imvextment Managemernt
and Investment Banking
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INTRODUCTION

Investment management is the professional management of various securities
{shares, bomds and other securities) and assets (e.g, real) in order to moet specified
mvestment goels for the benefit of the nvestors, Investors may he nstitutions
(ingurance companies, pension fonds, corporations, charities, educational
establishments etc.) or private mwestors (both directly via invesiment contracts and
more comnonly via collective investment schemes e.g. mutal funds or exchange-
traded fimds).

The term assel management is often used to refer to the investment maragement
of collective mvestments, (not necessarly) while the more generic find managerrent
may refer to all forms of nstitutional investment as well as investment managenent
for private investors, Investment menagers who specialize
in advisory or discrefionary management on behalf of (normally wealthy) private
investors mey often refer to their services as wealth management or portfobio
management oftens within the contest of so-called “private banking”, _
The provision of ‘investment management services’ inchides elemenits of financial
staternent amalysis, asset selection, stock selection, plan implementstion and ongoing
mopitorng of mvestments. [nvestment managemen? 8 a large and anportant global
industry in s own right responsihle for caretaling of trillions of apees, yuan, doBars,
euro, pounds and yen Coming under the remit of financial services many of the
world's largest companiea are at least in part investment managers and employ
millions of staff and create billions in revenue. _
Fund manager refiers to both a firm thet provides investment management services
and an individial who directs fimd management decisions.

The business of investment has several facets, the employment of professional fund
mansgers, research (of individual essets and asset classes), dealing, settlement,
marketing, internal suditing, and the preparation of reports for cliems. The largest
financial fund managers are firms that exhibit all the complexity their size demeands.
Apart from the people who bring in the money (marketers) and the people who
direct investment (the fmd manapers), there are compliance staff (to ensure accord
with legislative and regulatory congtraints), internal auditors of various kinds (to
examine internal systems and ¢comtrols), financial controllers (to account for the
mstiations” own money and cosis), computer experts, and “back office” amployees
(to track and record trangactions and fund valuations for up to thousands of clients
per inatitution).

PROCESS OF INVESTMENT MANAGEMENT

Inrvestmemt mansgement also known as portfolio management iz not & simple activicy
as it involves many complex steps which is broken down into following steps for a
better understanding. Steps are as follows -

Specification of investment objectives & constraints

Investment needs to be guided by a set of abjectives. The main objectives taken
into consideration by mvestors are capital appreciation, current mcome and safety



of principal The relative importance of each of these objectives needs to b Inyegimens Managoment
determined. The mam aspect that affiects the objectives is risk. Some investors are and Investment Banking
risk takers while others try to reduce risk to the mirimmm level possible. Identification
of comstrams arismg out of hquidity, time borizon, tax and special situations need to
be addressed.

Cholce of the asset mixz

In mvestment management the most importamt decision is wiih respect to the asset
mix decision. It is to do with the proportion of equity shares or shares of equity
oriented rentual funds ie, stocks and proportion of bonds in the portfolio. The
cotnbmaticn on the member of stocks and bonds depends upon the nsk tolerance
of the mvestor. This step also involves which classes of asset investments will be
placed and also determines which securitiss shonld be purchased in a particulsr
clazs.

Formuiation of portiokio strategy

After the atock — bond combination is chosen, i is important to formulste a snitable

portfolio strategy. There are two types of portfolio strategics. The first is an active
© portiolio strategy which aims to earn preater risk adjusied returns depending on the

market tining, sector rotation, security seloction or 8 mix of these. The second

strategy is the pessive strategy which ivolves holding a well diversified portfbfio and

also mamtaining a pre-deciled level risk.

Selection of secorities

Investors usually select stocks after a careful findamental and technical analysis of
the security they are interested i purchasing, In case of bonds credit miings, liquidity,
tax shelter, term of maturity and vield to waturity are factors that are considered.
Porifolia Execution

This step imvolves implementing the formabsted portivho strategy by buying or seling
certam securities m specified amounts. This step is the one which sctually affects
itvestment resulls.

Partfolio Revision

Fluctuation fn the prices of stocks and bonds load to changes in the vale of the
porifolio and this calls for a rebalancing of the portfolio from time to time, This
principally imvolves shifting fiom bonds to stocks or vice-wama. Sector rotation and
ancirity changes may also be needed.

Performance Evaluation

The assessment of the performance of the portfolio should be done from time to
time, It helps the investor to realize if the portfolio return is in proportion with fts
risk exposure. Along with this it is also necessary to have & benchmark for comparison
with other partfolios that have a similar risk exposure,

3.3 KEY PROBLEMS OF INVESTMENT MANAGEMENT

Key problems include: 51
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»  Revemme iz divectly linked to market vabiations, so a major fall in asset
prices can cause 3 precipiious decline in revenues relative to costs;

=  Above-average fimd performanca is difficuk to sostein, and clisnts may not
be patient duning times of poor performance;

» Sopccessful fimd managers are expensive and may be headhunted by

» Above-aversgs find performance appears to be dependent on the unique
skills of the fund manages; howwever, chients are loath to stake their mvestments
on the ahility of a few individualz- they wonld rather see firm-wide success,
attributable 10 a single philosophy and internal disciphne;

=  Anslysts who generate above-average returns ofien becoms sufficiently

wesithy that they avoid corporate employment in favor of managing their
personal portfobios.

3.4 REPRESENTING THE OWNERS OF SHARES

Institutions ofien control buge sharchoktings. In most cases they are acting as fidociry
agents rather than principals (direct owners). The owners of shares theoretically
have great power to alter the companiea via the voting rights the shares carry and
the consequent ability to pressure managernents, and if necessary ont-vote them at
anmual and other mectings.

In practice, the ultimate owners of shares often do not exercise the power they
epllactively hold (because the owners are many, gach with small holdmgs); financial
mstitutions (a3 agents) sometimes do. There & a general belief that shareholders —
in this case, the institutions actig as agents—could and should exercise more sctive
influence over the companics in which they hold sheres (e.g., to hold managers to
socount, to ensure Boards effective fhnctioning). Such action would add a pressure
group to those (the regulators and the Board) overseeing maagement,

However there is the problem of how the mstirtion should exercise this power. One
way is i the stitution to decide, the other is for the mstinmtion to poll its beneficiaries,
Assunming that the mstitution polls, should it then: (i) Vot the entire holding as
directed by the majority of votes cast? (ii) Split the vote (where this is allowed)
according to the proportions of the vote? (iii} Or respect the abstainers and onty
vote the resporudents” holdings?

The price signals generated by large active managers bolding or not holding the
stock may contribute to management change. For cxample, this is the case when a
large aclive manager sells bis position in a compsny, leading to (posaibly) a decline
in the stock price, but more importantly a loss of confidence by the markets n the
matagement of the company, thos precipitating changes in the managerent team.

Some institutions have been more voeal and active in pursuing such matters; for
mstance, some firms believe that there are investment advaniages to accurmalating
gubstantial minority shareholdings {i.e. 10% or more) and puiting pregsure
on management {o implement significant changes m the business. In some cases,



more frequent is the sustained pressure that large mstitutions bring to bear on
management tears through peraasive discourse and PR. On the other hand, some
of the lergest imvestment managers—snch as Black Rock and Vanguerd—advocate
simply owning every company, reducing the incentive to inflisence managerent teams.

~ Areason for this Jast strategy is that the imvestment manager prefers & closer, more

open and honest relationship with 8 compeny's management team than would exist
if they exercised control; allowing them to make a better imeestment decision.
The national context in which shareholder representation considerations are set 8
variable and important. The USA & a litigious society and sharsholders use the law as
a lever to pressure management teauns. In Japan it is traditional for shareholders to
be low in the 'pecking order,’ which often allows management and labor to ignore
the nighiz of the ulrmate owners. Whereas US firms generaily cater to shareholders,
Japancse busmesses generally exhibit a stakeholder mentality, in which they seek
consersus amongst all interested parties (againet a background of stvong unions and
lsbor legelation).

SIZE OF THE GLOBAL FUND MANAGEMENT INDUSTRY

Conventional assets under memagement of the global fund management ndustry
increased by 10% in 2010, to $79.3 trillion. Pengion agsets accounted for $29.9
trillion of the total, with $24.7 trilion invested in mutnal fondz and $24.6 trillion in
msurence funds. Together with alternative assets (sovereign wealth fiunds, hedge
funds, private equity funds and exchange traded funds) and finds of wealthy
mdividuals, assets of the globel fimd menagement indugtry totaled around $117
trillion. Growth in 2010 followed a 14% morease m the previous year and was due
both to the recovery in equity markets durmg the yesr amd an inflow of new fimds,

Philosophy, Process and People

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

»  Philosophy refers to the over-wrching beliefs of the nvestment organezation.
For example: (1) Doea the manager buy growth or value shares, or a
combmation of the two (and why)? (i) Do they believe in market tining
{and on what evidence)? (i) Do they rely on external research or do they
employ a team of researchers? It is helpful if amy and all of much fimdamental
beliefs are supported by proofatatements.

» Process refers io the way m which the overall philosophy = mmplemested.
For exampic: (i) Which universe of assets is explored before particolar
assets are chosen as suitable mvestments? (1) How does the manager decide
what to buy and when? (i} How does the manager decide what to sell and
when? (iv) Who takes the decisions and are they taken by committec? {¥)
What conirols are in place to ensure that a rogue fund (one very diffevent
from others and from what is intended) cannot arise?
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3.6

« People refer fo the staif, especially the fand managers. The guestions are,
Who are they? How are they selected? How old are they? Who reports to
whom? How deep is the team (and do alt the members understand the
philvscphy and process they are supposed to be using)? And rmost important
of all, How long has the tearn been warking together? This last question is
vital because whatever performance record was presented at the outset of
the relationabip with the chiend ety or may not relate to (have been produced
by) a team that is still in place. If the team has changed greatly (high staff
turnover or changes to the team), then arguably the performence record is
completely unrelated to the existing team (of fund managers).

At the heart of the mvestment meanagement industty are the managers who invest
and divest client investments.
A certified company mvestment advisor should conduct an assessinent of each
chent’s individual needs and risk profile. The advisor then recommends appropriate
mvestments.
APPROACHES TO INVESTMENT DECISION MAKING
The stock market 1 thronged by mvestors pursuing diverse investooent approaches
which may be broadly divided into four categories as follows

1. Fundamental approach

2. Paycholopgical approach

3. Academic approach

4, Eclectic approach
Fundamental approach

The basic belief of the fundamental approach and commonly used by the majority
of mvestment expert are as follows We know that security hag an intrinsic value and
this intrinsic valoe depends upon the basic economic (fimdamental) fictors and it can
be determined by an insightful analysis of the fimdarnental factors concerming to the
company, mdustry and economy. In some cases, af some given period of time the
current market value of & security will differ from the ntrinsic value of the security.
Ower the period of time the market price will fall n line with the tringic value. By
buying under-valued securities (securitics whose intrinsic value is more than its
market value) and selling over-valued securities (securities whose intringic value is
less than its market value) good amount of retwrns can be eamed.

Psychologlcal approach

Paychological mood of an investor is believed to inflnence the stock price. Therefore
it is rightly said that psychological approach is based on the belief that the stock
market is not gaided by reason but by emotions, Prices rises to great heights when
greed snd enphoria sweep the market and when the market i surrovnded with fear
and despair, prices falls drastically. J.M.Keynes in his book - The general theory of
employment, interest and money described this phenomenon in eloguerd terms. He
said:



“ A conventdonal valuation which is established as the outcome of the
muss psychology of a large number of igmorant individuals is lable to
change viclendly as the result of a sudden fluctwation of opinion due 1o
Sactors which do not really make much difference to the prospective yield.

Since psychic valie seems to be more vahued than the intringic value therefore it is
sugpested by the peyehological approach for a profitable outeome to analyze how
mvestors tend to react as the market s swept by waves of optimism and pessimism,

The ‘castles-in-the-air’ theory by Burton G Malkie] describes the peychological -

approgch vividly. It is more of a technical analysis which nvolves study of inteynal
market data and it also concerns in buikling some trading rules as it beneficial and
aimed at profit making. By analyzing the market data one can recognize certain
persistent and recurring patterns of price movement. Variety of tools are used in
technical analysis such as moving average analysis, point and figure chart, har chart,
breadth of market anaivsis etc,

Academle Approsch '

Ower the last four- five decades, various aspects of capital structure are studicd by
the academic commumnity particularly in the advanced countries by taking help of
comparatively sophisticated methods of examination, There appears to be substautial
support for the following belief despite mumerous unsolved issues anl controversies
arising from the stndies which are pointing out in different directions. Stock price
reflect the intringic value fairly well as they are practically efficient i responding
promptly and reasonably to the flow of information. This means that
Curremnt market price = Intrinsic valne

We can say that stock price behavior is like a tandom walk in the park that means
past price behavior cammot be used to determine or predict future price behuvior as
is linearly associated to its systematic risk {market risk or non-diversifiable risk)
because in a capital merket there is a positive relationship between risk and retum.
Eelectic approach

11 is the combsnation of all the three approaches discussed sbove, the basic belief
of eclectic approach are as follows.

+ Total dependency on fundamental analysis is not sppreciated as there are
some yncertainties associated with it but fimdarmental analyais is belpful
forening a basic stendard and benchmark. Fundamental anatysis should be
viewed with cantion because of excessive refinement and complexity
associated with it.

» Technical anatysis & usefilly in ganging the current mood of iovestors and
comparative strength of supply and demamd forces. Total dependency on
techmical indicators can result & to & situation which is very dangerous and
one might not be able to control i, as the mood of the nvestors is very
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of imagination o0 a certain extent than tool of proven usefulness theredire it
should ordinarily be reganded as the snspect.

= The market is neither as gpeculative as the paychological approach indicates
nor as well planned as academic approach recommends. Eclectic approach
does have some inefficiency and it ik not perfect but it does react rationally
and quite efficiently to the flow of mformation. There are some instances thet
the securities are masprioed but siill there appears to be quite strong association
between risk and return.

The operational implications of the sclectic appraach are as follows
»  Certain valuie *Anchors’ are established by condocting fimdamenial enatysia.
= The state of market peychology is assessed by technical analysis.

«  Which securities are worth buying, worth selling or worth disposing is
determined by the combinge result of fundarnental and teclomical analysis.

Aszset aBocation

The different asset class defmitions are widely debated, but four common divisinns
are stocks, bonds, real-estate and commeodities. The exercise of allocating funds
among these assets (end smnong ndividual securities within each asset class) is what
mrvestment management firms are paid for. Assat classes exhibit different market
dynetice, and different interaction effects; this, the allocation of money among asset
classes will have a significant effect on the perforrmance of the fund. Some research
suggests that allocatiop among asset classes has mare predictive power than the
choice of individual hoktings in determining portfblio retumn. Arguably, the skill of'a
successzful mvestment manager resides &n constructmg the asset allocation, and
separately the individual holdings. so a3 to outperform certain benchmarks (e.g., the
peer group of conmeting funds, bond and stock indices).

Long-termn returns

1t is inpportant to look at the evidence on the long-term returm to different assets,
and to holding period retwms (the returns that accrue on average over different
iengths of mvestment). For example, over very long holding penods (e.g. 10+ yearms)
n most countries, equities have generated higher returns than bonds, and bonds
have generated higher returns than cash According to finencial theory, this is because
equities are riskier {moze volatile) than bonds which are themeelves more risky than
cash.

Diversification

Agningt the background of the asset allocation, find managers consider the degree
of diversification that makes sense for a given client (given its risk preferences) and
construct a list of planned holdings accordingly. The st will indicate what percentage
of the fund should be invested in each particular stock or bond. The theory of
portiolio diversification was orignated by Markowitz (and many others) and effective
diversification requires management of the correlation between the asset returns and



the habiity returns, issues internal to the portfblio (individual holdmgs volatility),
and cross-correlations between the retums. .

3.7 INVESTMENT STYLES

There are a range of different styles of fimd management that the institution can
implemest. For example, growth, value, growth at a reagonable price (GARF), market
neutral, small capritalization, indexed, ete. Each of these approaches has its distinctive
features, adherents and, in any particular fimancial emvironment, distinetive rigk
chamacteristics. For example, there is evidence that growth styles (buying rapidty
growing earnings) are especially effective when the companies able to gencrate such
growth are scarce; conversely, when such growth is plentiful, then there is evidence
that valne styles tend to outperform the indices particalarly successfitlly
Investment Banking

Investment banking inckides a wide varioty of activities, including imderwriting, selling,
g ison phviling Skesiciil sl b it Py
Hvesiment banks cater to a diverse group of stakehokders — compames, govermments,
non-profit metiutions, and individuals — and help them raise funds on the capital
market. They perform the followmng roejor fimctions for ther castomers:

= Serve as tradmg intermediaries for chents

*  Lend and invest banks’ assets

+  Provide advice on mergers, acquisitions, and other financial transsctions
Research s develop opinions on securities, markets, and aconomies

+ Isspe, buy, sell, and trade stocks and bonds

»  Manage Ivestment portfblios
Inveshment banks once contrasted sharply with commercial benks, where people
mainly deposited their money and sought commercial and retail loans, In recent
years, though, the two types of structures have become increasingly similar;
conunercial banks now offer more investment banking services as they attempt o
corner the market by presenting thermselves as one-stop shops.
INVESTMENT POLICY OF BANKS:
The financial position of a commercial bank is reflected in its balance sheet. The
balance sheet is a statement of the agsets and liabilities of the bank_ The assets of
the banic are disirinnted in sccordance with certain puiding principles, These principles
underline the investment policy of the bank, They are dizcussed below:

1) Liquidity: In the context of the balance sheet of a bank the term liquidity
has two Iterpretations, First, it refirs to the ahility of the bank to honor the
claims of the depositors. Second, it connotes the ability of the bank to
convert its newn-cash assets into cash easily and without loss. It is a well
known fact that a bank deals in funds belonging to the public. Hence, the
bank hould always be on its guard n handling these funds, The bank shoukd
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2)

4)

always have enough cash 1o meet the demands of the depositors, In fact,
the success of a bank depends to a considerable extent upon the degree of
confidence it can imstill in the minds of its depositors. If the depositors lose
confidence m the mtegrity of their bank, the very existence of the bank will
be at stake. So, the bank should always be prepared to meet the claims of
the depositors by having enough cash. Among the various items on the
assets side of the balance sheet, cash on hand represents the most hiquid
asset. Next comes cash with other banks and the central bank. The order
of liquidity goes on descendmg. Liquidity also means the ability of the bank
ta convert its non-cash assets imio cash easily and without loss. The bank
cannot have all its assats m the form of cash because each is an idle asset
which does not fistch any refum to the bank. So some of the assets of the
bank, money at call and short notice, bills discounted, etc. could be made
liquid easily and withour loss.

Profitability: A commercial bank by definition i a profit nmting institution.
The bank bas to eamn profit to earn income to pay salaries to the staif,
mierest to the depositors, dividend to the shareholders and to meet the day-
to-day expenditure. Since cash is the least profitable asset to the bank, there
i8 no point i keeping all the sssets in the form of cash on hand. The bank
has got to eam income. Hence, some of the items on the assets side are
profit yieldmg assets. They mclude money at call and short notice, bills
discounted, investments, loans amd advances, etc. Loans and advances,
though the least liquid stset, constitute the mast profitable asset to the hank.
Much of the mcome of the bank accrues by way of interest charged on
loans and advances. But, the bank has to be highly discreet while advancing
loans.

Safety or Security: Apart from liquidity and profitability, the bank should
look to the principle of safety of its finds also for is smooth working, While
advancing loans, i i necessary that the benk should consider the three “C's
of credit character, capacity and the collateral of the borrower, The bank
canmot afford to invest its funds recklessly without considering the principle
of safety. The loars and investments made by the bank should be adequately
secured. For this purpose, the bank should always insigt on security of the
borrower, Of late, somehow or other the banks have not been paying
adequate importance to safety, particularly in India.

Diiversity: The bank should invest is funds m such & way aa to secure for
itself an adequate and permanent return. And while investing its funds, the
hank should not keep all its eggs in the same basket. Diversification of
mvestment & necessary 10 avoid the dangerous consequences of investing m
one or two channels. F'the bark invest its funds n different types of securities
or makes Ioans and advances to different objectives and enterprises, it shall
ensure for itself a regulsr flow of income.

Saleability of Securities: Further, the bank should mvest iz funds in such
types of securities as can be ensily marketed st a time of emergency. The
bank cammot afford to invest its funds W very long term securities or those



securities which are unsaleable. It is necossary for the bank to invest its
funds m government or in first clags securities or in debentures of reputed
firms. It should also advance loans against stocks which can be easfly sold.

§) Stability in the Value of Investments: The bank should invest its funds

' inthose stocks and securities the prices of which are more or less stable.
The bank cannot afford to nvest ity funds in securities, the prices of which
are subject to frequent fluctyations,

T} Principles of Tax-Exemption of Invesiments: Finally, the imvestment
policy of a bank should be based on the principle of tax exemption of
investments, The bank should mves! in these government securities which
are exempied from income and other taxes. Thmwﬂiha]pthﬁbanktu
mcrease s profits.

thta,thmnhubamammymgudingthewhﬁveinmormeoﬂhe
various principles influencing the investment policy of 2 bank particulardy between
liquidity and profitabiity. It is nteresting to examine this controversy,

Let us examine what happens if the bank sticks to the principle of tiquidity only. It
is true that if'the bank pays importance to liquidity, # can easily meet the demands
of the depositors. The bank should have adequate cash to meet the claims of the
depositors. Tt is true that a successfil banking business calls for installing confidence
in the minds of the depositors. But, it should be noted that accepting deposits is not
the onty finction of a bauk. Moreover, the bank cannot afford to forget the fact that
it has to eamn incoroe to pay salaries to the staff, mterest to the depositors, dividend
to the sharcholders and rocet the day-to~day expenditure. If the bank keeps all #s
respurces in hiquid form, it will not be able to earn even a rapee. But profitability
is @ noust for the bank. Though cash on hand is the most liquid aseet, it is the least
profitable asset as woll Cash is an ke asset. Hanoe, the banker cannot concentrate
on hiquidity only.

If the bank aitaches importance to profitability only, it would be equally disastrous
to the very survival of a bank. It is true that a bank needs moome to meet its
expenditure and pay returns to the depositors and shareholders. The bank cannot
undermine the intercats of the depositors. 1fthe banlk lends oat all its funds, it will
be left with no cagh at all to meet the claims of the deposibors. It showld be noted
that the bank should bave cash to honor the obligations of the depositors. Otherwise,
there will be a *ron’ on the bank. A run on the bank would be suicidal to the very
exigtence of the bank  Loans and advances, though the most profiable esset, constitute
the least liquid asset,

It follows from the sbove that the choice is between liquidity and profitabifity. The
comstant tug of wer between liquidity and profitability is the feature of the assets
gide. According to Crowther, liquidity and profitability are oppoting or conflicting
considerations. The secret of successfill banking Jies in striking a balance between
the two.
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PREPARATION OF CHEQUE:

A cheque (or check in American English) 1s a document/mstrument (ussally a piece
of paper) that orders a payment of money. The person writing the cheque, the
drawer, usually has a current account (British), or checking account (US) where
the money amount, date, and a payee on the cheque, and signs it, ordering their
hank, known as the dreniee, to pay that person or company the amount of money
stated.

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

Technically, a cheque is a negotiable instrument ingtructing a financial institution to
pay a specific amount of a spexific currency from a specified transactional account
held in the drawer’s name with that insi#ution. Both the drawer and payee may be
natural persons or legal entitics, Specificaily, cheques are onder instruments, and
are not in general payshle simply to the bearer (as bearer mstraments are) but pmst
be paid to the payee. In some countries, such as the 1S, the payee may endorse
the cheque, allowing them ta specify a third party to whom it should be paid.

Although cheques have been around since at least the 9th cenhury, i weas during the
20th century that cheques became 8 highly popular non-cash method for malkcing
paymeis and the usage of cheques pesked. By the second half of the 20th century,
as cheque processing became automated, billinns of cheques were issued each year;
these vohmnes peaked in or around the early 1990z, Since then cheque ueage has
fallen, beng partly replaced by electronic payment systems. In some countries
cheques have become a marginal payment gystem or have been phased out completely.

Cheque Peymeats and Elkctronic Peyments:

Payments must be made by electronic means or by cheque unless the Treasurer
authorizes otherwise, with the exception of

* apayment in the nature of an allowance or an advence which is paysble in

accordance with an industrial award and which is for a small monetary

amount considered by the Head of Agency to be most appropriately paid
in the form of cagh; and

o the purchase of minor items from petty cash availabie for that purpose,
subject to any conditions or procedures contained in #n Agency's Accouxting
Manual with respect to petty cash,

Cheques must be drawn “to order’ and must be ¢rossed and marked “not
negotiable” except in the following circometances:

w whmthnchnqueisﬁurﬂ}emcnnpufpcﬂyﬂshndvméandspmhl
arrangements have been made with & bank for the responsible officer to
cash appropriately emddorsed cheques; and



¢ where the payment is in the nature of a travel advance and the Head of
Agency, having regard to the nature of the travel snd security of the cheque,
considers that the requirements may be waived .
In effecting electronic payment of expenditure, agencies are required to implement
appropriate infernal control procedures. Agencies are encouraged to minimize the
use of cheques by making as many payments as posgible by electronic means
through the Government’s banker:
Preparation and Handling of Cheques:

i Amuntspayablennchaqwnnmtheexprmedmwordsandﬁgums
imiess the Treasurer anthorizes otherwise.

i} Unless otherwise approved by the Treasurey, all cheques must be signed in
bandwriting by two officers, authorized for that purpose, by the Head of
Agency.

i) A chaque signing officer mmist not sign a blank, incomrect or incompletely
prepared choque,

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

v) Bvery alteration to a cheque nmst be initialed by the signing officer or
officers.

vi} Bvery cheque requiring substantial alieration rmst be cancelled and a
repiacement cheque drawn,

vi) Every cancelled cheque must be conspicuiously marked or stamped
“CANCELLED” and retained for audit exammation.

The cheque sigming officer must ensure that:
» every payment has been certified;

e each chaque & drawn i Bvor of the payee shown on the payment document;
and

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

The Head of Agency must be satisfied, that in cases of large compuierized cheque
production systems and where cheques are signed sutomatically, appropriate internal
coniroly are in place to meet the above requirements

Returned and Uncollected Cheques:

An Agency must adopt procedures to record the particalrs and clearance action
taken for every cheque retirmed without explanation or which is imcollected. Where
action to locate the payee of a retumed or uncollected chegue i wnsuceessful, the
chagque most be re-banked and the amount credited to the appropriate Public

Account dem.
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Replacement Cheques:
A replecement cheque wall be paid to a claimant where:

a) achﬁnmcdvedhmspectnfncbquere—hmkedhmdmewﬁh
peragraph (14} 8 proved to the satisfaction of the snthorized officer to be
valid, provided that:

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

) tlmamnuntsucl:mmdlschargedtnthertemtnwhmhtheongmal
payment was credited upon its return;

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

§ a notice stopping payment of the original cheque is issued 1o, and
scknowledged by, the bank at whish the sccount is kept; and

i) the original cheque has not been paid by the bank to the credit of the

Mpawqmmﬂmmgthedatenfﬂnmﬂ‘amm
of the stop payment order.

Where a cheque, which has been roported as lost, malaid or destroved, has been
negotiated by 2 person or organization other than the payee, action nmust be taken
to recover the amount myvolved.

ENDORSEMENTS:

A cheque or a bill is endorsed when the transferor puts his signeture on the back
or on along with a cheque and a bill a5 a part of negotiation if the cheque is bearer
it peeds no endorsemerd.

Requirements of Valid Endorsement:

It must be on the back of the chegne or bill or on an along of them, [t may be in
ink, print or with starmp. Partial endersement & not valid of the cheqoa or bill. Partial
endorsenient is not vahd Jepally it must of the entire value of the cheque or bill. If
the nuniber of payees are more than one, then all the paryees will sign or that person
who is authorized.

The endorsement can also add the proper signanires, if the exxlorse is misprint. If
the payees are more than two, the endorsement should be in the same order which
is peningd down on the back of the bill.

Classifications of Endorsement:

If the endorsement makes the payment of a bill subiects to the fulfilknent of a
condition the endorsement is called the conditional. I€ the endorsement gign, but
does not give his nanw 10 whom he wishes to transfer the cheqne i called blank
endorsement,



An endorsement which specifics the name of the transferee for the payment of the
bill s celled special endorsement. An endorzement which restricts the further
negotiation of the bill & called regrictive endorsement.

3.10 BILL OF LADING

A bill of lading (BL. - sometimes referred to as BOL or B/L) & a document issued
by 2 carrier to a shipper, acknowledging that specified goods have been received
on board as cargo for conveyance to a named place for delivery to the congignee
who is ususlly identified. A through bill of lading involves the use of at least two

different modes of trangport from road, mil, air, and sea. The term dexives from the |

verb “to lade” which meens to load a carpo onto a ship or other form of transpoertation.

A bill of lading can be used as a traded object. The standard short form bill of lading
is gvidence of the contract of camiage of goods and i serves a number of purposes:

It is evidence that a vabid contract of carriage, or a chartering contract,
¢xists, and it may incorporste the full terms of the contract hetween the
consignor and the carrier by reference (ie. the short form simply refers to
the main contract as an existing document, whereas the long form of a bill
of lading (connaizsement intégral) msuudhytheﬁnmr&etaomﬂthe
terms of the coniract of carriage);

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

Tt is also a document of transfor, heing fecly transftrable but not a negotiahls
instrument in the legal sense, is. it governs all the legal aspects of phyaical
carriage, and, like a cheque or other negotiable instroment, & may be endorsad
affecting ownership of the goods achually bemg carried. This matches
evaryday experience in that the contract & person might make with a
cormmercial carrier like FedEx for mostly airway parcels, is separate from

any contract for the sale of the goods to be carried; however, it binds wn. |

carrier 0 #s teyms, orespectively of who the actual bolder of the B/L, and
owner of the goods, may be at a specific moment.

The BL must contam the fllowing information:

Neme of the shipping company;

Flag of nationality,

Shipper’s name;

Order and notify party;

Description of goods;

Gross/oet/fare weight; and
Mmﬂmmﬂwmdmmm
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While an air waybill (AWE) must have the name and address of the conaignee, 8
BL may be consigned to the order of the shipper. Where the word ordex appears
in the consignee box, the shipper may endorse it in blank or 10 & named transferee.
A BL endotaed in blank i transferable by delivery. Once the goods arrive at the
destination they will be released to the bearer or the endorses of the original bill of
lading. The camier's duty i to deliver goods to the first person who presenta any
one of the original BL. The carrier need not require all originaks to be suhmitted
before delivery, It is therefore essential that the exporter retans control over the fisl
set of the origmals until payment is effscted or a bill of exchange is sccepted or
some other assurance for payment has been made to hit, In pemeral, the importer’s
name is not shown as consigmes, The bill of lading has also provisicn for incorporating
notify party. This is the person whom the shipping company will notify on arrival of
the poods at destmation. The BL also coniains other details sich a4 the name of the
carrying vessel and its flag of nationality, the marks and numbers on the paclages
in which the gaods are packed, a brief description of the goods, the number of
packuges, ther weight and measurement, whether freight costs have been paid or
whether payinent of freight i due on arrival at the destination. The particulars of the
container in which goods are stmffed are also mentioned i case of contamerized
cargn. The document is dated and signed by the cayrier or its agent. The date of
the BL. is deemed to be the date of shipment. If the date on which the goods are
lpaded on board is different from the date of the bill of lading then the actual date
of loading on board will be evidenced by a notation the BL. In certain cases a
carrier may issue a separate on board certificaie to the shipper.

MAIN TYPES OF BILL

Straight bill of lading:

In this importer/consignee/agent # named in the bill of lutmg, it i called straight hill
of lading. It is & document, n which a seller agress to use a certain trensportation
to ship a pood to a certam location, where the bill assigned to a certain party. It
details to the quality and quantity of goods.

wrder bill of lading:

This bill uges express words to make the bill negotiable, e, it states that delivery
15 to be made ta the further order of the consignee using words such as “delivery
to A Ltd. or to order or assigns”. Consequently, it can be indorsed {legal spelling
of endorse, maintained in all statute, inchuding Bills of Exchange Act 1909 (CTH))
by A Ltd. or the right 1o take delivery can be transferred by physical delivery of the
bill accompamied by adequate evidence of A Ltd.'s intention to transfer,

Bearer bifl of lnding:

This bill states that deftvery shall be made to whosoever holds the bill. Such bill may
be created explicitly oz it 18 an order bill that fils to nommate the conmgnee whether
mn its original fmn or through an endorsement in blank. A bearer bill can be negotted
by pirysical delivery.



Surrender bill of ilding:

Under a term import documentary credit the bank releases the documents on
receipt from the negotiating bank but the inporter does not pay the bank until the
maturity of the draft under the reletive- credit. This direct liability is called Surrender
Bill of Lacting (S8BL), i.e. when we hand over the bill of lading we surrender title
to the goods and our power of sale over the goodas.

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

“Document of Tithe to Goods” includes bill of iading dock-wasrent, warehouse
keeper’s certificate, whetfingers’ certificate, rallway receipt, 4fomltimodal tramsport
docinrent,] wamant or order for the delivery of goods and any other document used
in the ocdinary cowrse of business as proof of the possession or control of goods
or suthorizing or purporting to authorize, either by endorsement or by delivery, the

_ passessor of the document to transfer or receive goods thereby ropresented,;

3.42

GOVERNMENT SECURITIES:

(overnment Securities are secnrities issued by the Government for raizing a public
loan or as notified i the official Gazette. They coasist of Govermnment Promizsory
Notes, Bearer Bonds, Stocks or Bonds held in Bond Ledger Account, They mey
be in the form of Treasury Bills or Dated Government Securities.

Government Securities are mostly imterest bearing dated securities issued by RBI on
behaif of the Government of India. GOI uses these fiunds to meet its expanditure
carrying semi-anmual coupon, Smee the date of mahurity i specified i the securiies,
these are known as dated Government Securities, e.g. 8.24% GOI 2018 is a
Central Government Security maturing in 2018, which carries a coupon of 8.24%

payable half yearly.
Festures of Government Securitles
1, Issued at face value
2. No defankt risk as the securities camy sovereign gluarantee.
Ample liquidity as the mvestor can sell the securily in the secomdsry market
Interest payment on a balf yearly basis on faces value
No tax deducted at source
Can be beld in D-mat form.

Rate of interest and tenor of the security is fixed at the time of issuance and
is not subject to change (unless intrinsic to the security like FRBs).

Mo B TN
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Check Your Progresa:

1. What is investment
banking?

2. Define process.
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8. Redecmed at face valie on maturity

9. Matarity ranges from of 2-30 years.

10. Securities qualify as SLR investments (unless atharwise stated),
The dated Government securities market In India has two segments:

1. Primary Market: The Primery Market consists of the issners of the
Banks, Primary Dealers, Financial Institutions, Insurance Compagies & Co-
operative Banks. RBI also has a scheme of non-competitive bidding for
small mvestors (see SBI DFHI Invest on our websie for further details).

2. Secondary Market: The Secondary Market mchsdes Cormmercial banks,
Financial Institations, Insurance Compenies, Provident Punds, Trusts, Mutual
Funds, Primary Dealers and Reserve Bank of India. Even Corporate and
Individuale can imvest m Government Securities. The eligibility criteria. mre
specified in the relative Government notification.

3.13 EXCHANGE TRADED FUND

An exchsnge-iraded fand (ETF) is an imvestment find traded on stock exchanges,
much kike atocks. An ETF hokds assets such as stocks, cornmodities, or bonds, and
trades close to its net asset value over the course of the trading day. Most ETFs
track an mdex, such as the S&P 500 or MSCL EAFE. ETFs may be attractive ag
investments because of thelr low costs, tax efficiency, and stock-hke featwres. ETFs
are the most popular type of exchange-traded product.

Ouly so-called mathorized participants (typically, lrge institutional imvostors) achually
boy or sell shares of an ETF directly from or to the fund manager, and then only
i creation umits, large blocks of tens of thoussds of ETF gherea, which are usually
exchanged n-kind with basketr of the underlying securities. Authorized participants
may wish to inveat in the ETF shares for the long-term, but usually act as market
naakers on the open masrket, using their ability to exchange creation units with their
underlying securities 1o provide liidity of the ETF shares pnd help ensure that their
intraday market price approximates to the net asset vahe of the underiving
agsets, Other investors, such as individuals using a retail broker, trade ETF shares
on this secondary market. )

An ETF combines the valuation feature of a mutual find or unit investment trust,
which can be bought or sold at the end of each trading day for its net asset value,
with the tradability feature of a closed-end fimd, which trades throughout the trading
day at prices that may be more or less than its net asset valoe. Closed-end funds
are not considered to be “ETFs”, even though they are fimds end are traded on an
exchange. ETFs have been available in the US smee 1993 and in Europe since
1999. ETFs traditionally bave been mdex funde, but in 2008 the Securities and
Exchange Commission began to anthorize the creation of actively munaged ETFs.



3.14 STRUCTURE OF ETF’S

ETFs offer public investors an undivided interest in a pool of securities and other
assets and thus are similar in many ways to traditional mutual funds, except that
ghares in an ETF can be bought and sold tkroughout the day like stocks on a
securities exchange through a broker-dealer. Unlike tradthionsl rmutual fimds, ETFa
do not sell or redeem their individual shares at net asset value, or NAV, Instead,
financial mstrtutions purchase and redeem ETF shares divectly from the ETF, but
only in large blocks, varying in size by ETF from 25,000 to 200,000 shares, ¢alled
“creation omits”, Purchases and redemptions of the creation units gencrally are in
kind, with the instihstional imvestor comrieting or receiving & basket of sacurities of
the same type and proportion beld by the ETF, although some ETFs may require
or permit a purchasing or redeeming shareholder to substitoie cash for sorme or all
of the securities in the basket of assets,

The ability to purchase and redeem creation umniis gives ETFs an arbitrage mechanian
intended to mimimize the potential deviation betwesn the market price and the net
“asset vale of ETF shares. Existing ETFs have transparent portfslios, so istitutional
imvestors will know exactly what portfolio asseis they nmst assemble if they wish to
prrchase a creation umik, and the exchange dwsemmates the updated net asset vahie
of the sheres throughont the trading day, typically at 15-second intervals.

If there i strong investor demand for an ETF, itz share price will (femporerily) rise
above its net asset value per share, giving arbitrageurs an incentive to purchase
additional cregtion units from the ETF and s¢ll the component ETF shares in the
open market. The additional supply of ETF shares reduces the market price per

share, generally chimimating the premium over net asset value. A zinilar process
applies whan there is weak demand for an ETF and ity shares trade at a disoount

from net asset valme.

In developed countries, most ETFs are structured as open-end menagement
investment compames (the same stmcture used by omxtual fimds and money market
fimds), although a few ETFz, ncluding some of the largest ones, are strmctired as
unit investment trusts. ETFs struetured as ope-end fimds bave greater flexibility in
consiructing a portfolio and are not pmhibited from participating msecurities
lending programs or from nsmg fitures and options in achieving their Ervestment
objectives.

Under exinting regulations, a new ETF must recedve an arder from the Securities and
Exchange Commission, or SEC, giving it rehef from pravisioss of the [nvestment
Company Act of 1940 that would not otherwise allow the ETF siructure, 1n 2008,
however, the SEC proposed rules that would allow the creation of ETFs without
. the need for exemptive orders. Under the SEC proposal, sn ETF would be defned
as a registered open-end management investment company that:

«  Issues (or redeems) creation units m exchange for the deposit (or delivery)
of basket assets the current value of which ia disserminated per share by a
mational securities exchange at regular intervals during the tradmg day;

« Idemifizs fself as an ETF in any sales lerahire;

Investment Managernent
and Iovesimenr Hanking

NOTES

67



Banking and
Insurance Practices

NOTES

68

*  Issues shares that are approved fiwr bisting and trading on a securities exchange;

- Discloses each business day on its publicly available web site the prior
business day’s net asset value and closing market price of the fund’s shares,
and the premium or discount of'the closmg market price against the net asset
value of the fund’s shares as a percentage of net ssset vahse; amd

» Fither is an index fund, or discloses sach business day on its publicly available
web site the identities and weighting of the component securities and other
assets held by the fund.

The SEC rule proposal would allow ETFs either to be index fimds or to be fully
transparent actively meanaged funds. Historically, all ETFs have been index funds, In

‘2008, however, the SEC began issung exenptive onders to fully transparent actively

managed ETFs. The first such order was to Power Shares Actively Managed
Exchange-Traded Fund Trust, and the first actively managed ETF was the Bear
Stearns Current Yield Fund, a shori-term income fimd that hegan trading on
the American Stock Exchange under the symbol YYY oa 25 March 2008. The
SEC rule proposal mdicates that the SEC may siill consder future applications for
exemptive orders for actively managed ETFs that do not safisfy the proposed rule's
ITANSPArcHCy requirements,

Some ETFs invest primarily in commodities or commodity-based instruments, such
as crude oil and precious metals. Although these commodity ETFs are similar in
practice to ETFs that invest i securities, they sre oot “investment companies™ under
the Investment Company Act of 1940,

Publicly traded grantor trusts, such as Merrill Lynch's HOLDRs securities, are
sometimes congidered to be ETFx, although they lack many of the characteristics
of other ETFs. Investors in a grantor trust have a direct interest in the underiying
basket of securities, which does not change except to reflect corporate actions such
as stock splits and mergers. Funds of this type are not “investment companies”
under the Investment Company Act of 1940,

Az of 2009, there were approximately 1,500 exchange-traded funds traded on US
exchanges. This count vses the wider definition of ETF, including HOLDRs
and closed-end funds.

Investment Uses

ETFz generally provide the easy diversification, low expense ratios, and tax efficiency
of mdex finds, while still maintaining all the features of ordinary stock, such as limit
orders, short selling, and options. Becanse ETFs can be economically acquired,
held, and disposed of, some vestors invest m ETF shares as a long-term investment
for asset allocation purposes, while other investors trade ETF shares frequently to
implement market timing investment strategies. Among the advantages of ETFs are
the following:
»  Lower costs - ETFs generally have lower costs than other investment products
because most ETFs are not actively managed and because ETFs are msulated -
from the costs of having to oy and seli securities o accommodate sharcholder



purchases and redemptions. ETFs typically beve bower marketing, distribution Invesiment Managemeri
and sccounting expenses, and most ETFs do not have 12b-1 foes. and [nvegtment Banking

» Buying and selling flexibility ~ ETFs can be bought and sold at current
market prices at any time during the trding day; unlike rutued finds and unit
mvestment trusts, which can only be traded at the end of the trading day. NOTES
As publicly traded securities, their shares can be purchased on msargin and
sold short, enabling the use of bedging siraiegies, and traded using stop
orders and limit orders, which allow iavestors to specify the price pomis at
which they are willing to trade.

» Tax efficiency — ETFs gencrally generate relatively low capilal gains, because
thery typically have low turnover of their portfolio securities, While this iz ap
adventage they share with other index funds, thelr tax efficiency is further
enhanced because they do not have to sell securities to meet nvestor
redemptions.

= Market exposure and diversification — ETFs provide an economical way to
rebekmoe portiblio allocations and to “equitize” cash by mvesting it quickly.
An index ETF inherently provides diversification across an entire index.
ETFs offer exposure to a diverse variety of markets, inchiding broad-based
specific indices, bond indices, and comunodities,

Transparency — ETFs, whether index funds or actively mamaged, have transperent
poftfolios and are priced at frequent intervals throughout the trading day.

3.15 BANKING ARTICLE (CASE)

1. How to trensfer

The onlne options inchide e-trangfers and power transfiers (a Web-based
wire tramsfer thet elmirates errors associated with 8 normal wire tramsfier),
while the most common offfine modes are chagnes and benk dmfts. While
there is no single option thet can be considered best, you sbould opt for s
reputed player with established systems in place so that you can be assured
of a safe transfer.

While opting for offline options, be sure to ask your bank to list itz
momey fom abroad. Take 8 look at the foreign banks your financial institution
has partnered with to make the money transfer smooth, For instance, Federal
Bank has tied ap with the Arab National Bank of Saudi Arabia and Dohs
Bank of Qatar. In addition, several Private Exchange Houses (PEHs) have
¢ome up in the Gulf region to facilitate remittances to India, and several |-
Indian hanks have signed up rupee drawing arrangements with them,

{Om the other hand, when it comes to sending money abroad, not all online
options fit the bill due to RBI guidelines. For instance, the Monzy Tranefer
Service Scheme (MTSS) &8 limited to imward personal remittances (io India).
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'3,

Speed of disbursement

If you are in a hurry to transfer money, your only viable option is an online
one, such as wire transfer and the National Electronic Funds Transfer (NEFT)
system. This typically takes 24-96 hours, but can also take place in real
time. For instance, you can instantly move money through “direct transfer to
bank accounts’. This is operated through an arrangement with overseas
correspondent banks or via the automated clearing house facility in countries
such as the US.

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

Coverage offered

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

Cost of service

Before you choose a mode of transfer, consider the damage to your wallet.
It’s an accepted fact that there is an mverse rejationship between the speed
of transfer and the associated cost. According to an RBI survey, SWIFT
(an international wire transfer system) is costlier vis-a-vis drafts and cheques.
While the cost of sending up to $500 from the US to India through SWIFT
is less than 1-5% of the fimds transferred, the comparative rates for demand
drafis/cheques is just 2% of the remitted amount. Money transfer services
like Western Union charge a higher commission, nearly 25-30% more than
banks.

This is because they offer more specialised services—neither the sender nor
receiver needs to own a bank account, for one—and have a better reach.
However, they don’t generally offer a competitive exchange rate, so rate
shopping is a must before picking any option. Also check for hidden charges
such as service tax.



5. Comvenience . Hrvestmert Mansgement

1t’s not just the spesd and cost, but also convenience of transfer for both =) [ovestment Banking
you amd the recipient, that matier. If either party is not confortable using the
Internet option, an offline route would be better: Another factor is the amount
to be transfirred. While there is no ceiling on dermand drafts (cash purchases NOTES
are not permitted for over Rs 50,000), a cap of Rs 5 lakh has been
mmposed by some banks on NEFT transactions, and $2,500 (Rs 1.35 lakh)
is the maxinum limit under the MTSS scheme. Also make sure you ask the
service provider about its refond policy and your rights in case the money
is not received within the specified peringd.
3.16 CHAPTER SUMMARY

The professional mapagement of assets, such as real estate, and securities, such as
eqitios, bond and other debt instruments, is called investment management.
Investreent menagement servicos are sought by mrvestors, which coukd be companies,
banks, insurance firms or individuals, with the purpose of meeting stated financial
goaks.
saving, mvesting and spending. However, an imvestment manager is one who
specializes in placing money in diverse instruments in order to accomplish
predoiermined goals. [ovestment managers are alko widely known as fimd managers,
Investinent mamagers imay specialize in advisory or discretionary nenagement. When
an investment manager merely offers suggestions regarding where to invest money
and when to sell securities, the practice is known as advisory mvestment managemes
‘When an investment manager can take action in menaging portfolios without requiring
client approval, i is called “discretionary™ invesiment management,
Inpvestrnent menagement is often weed synonymonsty with fimd menagement. Momeover,
terms like asset manapement, wealth management and portfolic management are
used, with a thin line differentiating them. Asset management is often used for the
managemend of collective nmvestments, which refers to investing money on behalf of
a large proup of clients in a wide range of investment options. An exanple of this
in mutual fimds. Investment managerment that Ervolves managng the investments of
high net worth individuals is ofien referred to as wealth management. Asset
mensgement and wealth management are alsa called portfolio management.
An investment bank i a financia] institution that essists individuals, corporations and
governments | raisig capital by underwriting and/or acting as the client’s agent i
the issuance of secarities. An invesiment bank may also assist companies involved
i mergers and acquisitiony, and provide ancillary services such as market maling,
ing of derivatives, income instruments, fircign exchange, commaodities, and equity
Investment banking is split into front office, middle office, and back office activitiss.
While large service imvestment banks offier all lines of busmess, both sell side and buy |
side, smaller szl side investment firms such as boufique mvestment banks and
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small broker-dealers focus on investment banking and sales/trading/research,
respectively.

Investment banks offer services to both corporations issuing securities and investors
tarying securities. For corporations, imvestment bankers offer mformation on when
and how to place their seguritics on the open market, an activity very irportant to
an mvestioent bank's reputation. Therefore, investment bankers play a very important
1ole in issuing new security offirings.

Investrent banking is a financial infermediary that performs a variety of services.
Thes ncludes wnderwriting, acting as an imtermediary between an issuer of securitics
and the investing public, facflitating mergers and other corporate reorganizations,
and also acting as a broker for institutional clients.

ANSWERS TO CHECK YOUR PROGRESS

1. investment management is the professional mansgement of
various securities (shares, bonds and other securities) and assets (&.g., real)
in order 1o meet specified investment goals for the bepefit of the frvestors,
Investors may be institotions (insurance companies, pension funds,
corporations, charities, educational sstablishments eto.) or private investors
{both directly via investment coniracts and mors commonty via collective
investment schemes ¢.g. muxtual fiunds ar exchange-traded finds).

2. Process refers to thewayinwhichtheuvmﬂphildunphyisﬁnplmnmd

3.17 TEST YOURSELF:

1) What do you mean by Investment Managemert?
2) Explain the Investment Policy of Banks.

3) What is the mechanism of preparing cheques?

4} Explain Cheque Pyments and Electronic Payments.
5) What is Endorsements?

6) What do vou mean by Bill of Lading?

7] Write a short note on Government Securitics.
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4 | Banking Regulation

ACT, 1949

The Unit Include:

4.1 Part I - Prelimmary
4.2 Minimum capital
4.3 Nomination
4.4 Cooperative banks:
4.5 Explanation:

4.6 Summary

4.7 Test
4.8 Reference & Further Reading

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

Define Banking Regulation Act,
Describe various regulations
Discuss issues and concerns involved.

Understand remittances on debts.

ACT, 1949
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4.1
PART 1
PRELIMINARY
1. Short title, extent and commencement.—
» This Act may be called the Banking Regulation Act, 1949.
e ]t extends to the whole of India.

» i shall come mto force on such date as the Central Government may, by
notification in the Official Gazette, appoint in this behalf.
2. Application of other lews riot barred

The provisions of this Act shall be in addition ts, and not, save as hereinafter

expressly provided, in derogation of the [Companies Act, 1956 (1 of 1956)]
and any other law for the time being in force.

Banking Regulation Act Applicable to Baoking Companies to Public Sector
Ban]m

Forms of business in which banking companlu MAY cngage —

1) In addition to the busmess of banking, banking cormpany may engage in any one
or more of the following forms of business, namely

a) the borrowing, raising, or taking up of morey; the lending or advancing of
money either upon or without security; the drawing, making, accepting,
discounting, buying, selling, collecting and dealing in bills of exchange, fuandis
promissory notes, coupons, drafts, bitls of lading, railway receipts, warrants,
debentures, certificates, scripts and other instruments, and securities whether
transferable or negotiable or not; the granting and seuing of letters of credit,
traveler’s cheques and circular notes; the buying, selling and dealing
bullion and specie, the buying and selling, of foreign exchange ncluding

- foreign bank notes; the acquirmg holding, issuing on conmission, underwriting
and dealing in stock, fimds, shares debentures, debenture stock, bonds,
obligations, securities and investments of all kinds; the purchasing and selling
of bonds, scrips or other forms of securities on behalf of constituents or
others, the negotiating of loans and advances; the receiving of all kinds of
bonds, scrips or valuables on deposit or for safe custody or otherwise; the
providing of safe deposit vaulis; the collecting and transmitting of money and
' E l iti ; .

b) acting as agents for any Government or local authority or any other person
or persons; the carrying on of agency business of any description inchuding
the clearing and forwarding of goods, giving of receipts and discharges and
otherwise acting as an attorney on behalf of customers, but excluding the
business of a [managng agent or secretary and treasurer] of a company;

¢} contracting for public and private loans and negotiating and issuing the same;



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

€) carrying on and transacting every kind of guarantee and indenmnity business;

f) maging,sal&ﬁgandrmﬂzhgmypmpeﬂywhjnhnﬂymmhnnthe
possession of the company in satisfaction or part satisfiction of any of ita
Claiims;

£ sacquiring and holding end generally dealing with any property or any nighit,
title or interest i amy such property which may form the security or part of
the security for any loans or advances or which may be cormected with smy
such security, .

h) undertaking and executing trusts;

undertaking the admimistration of estates as executor, trustee or otherwise;

i} establicshing and supporting or aiding in the establishment and support of
aesochation., mstitutions, finde, truste and convemences calculated to benefit
employees or ex employees of the company or the dependents or connections
of such persons; granting pensions and allowances and malking payments
towands msnrance; subsaribing to or gusranteeing moneys for charitable or
benevolent abjects or for any exhibition or for any public, general or useful
object; ¢

k) the scquisition, construction, mamtensnce and alteration of any buildng or
works necessary or convendent for the purposes of the company;

N sdlond .. e ——— .
diposing of or tumeng mto sccount or otherwise deating with all or any pert
of the property and rights of the company;

m) acquiring and undertaking the whole or any part of the business of amy
persom or cormpany, when such business is of nature emumerted or described
in this sub section;

1} doing all such other things as are incidental or conducive to the promotion
or advancement of the business of the company;

0) any other forms of usiness which the Central Governiment may by notification
in the Official Gazette specify as a form of business in which it is lawful for
a banking company to engage.

2) No hanking company shall engage in any form of business other than those

referred to m sub section (1).

Objectives of the Banking Regulation Act broadly are:
1. To safisguard the interest of deposgitors;

R

Bagking Reulati
ACT, 1945
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2. To develop banking institutions on sound lines; and
3. To atiune the monetary and credit system to the larger interests and prioritics
of the nation.

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

Some Definitions according to BR Act 1949
A cooperative bank la
1. a State Cooperative Bank,
2. a Central Cooperative Bank or
3. a Prmary Cooperative Bank
Section 5 (ccf)
A Primary Cooperative Bank is:
1. aCooperative Society (other than a Primary Agricolural Cooperative Society);
2. primarily in benking bnsiness, ,
3 withcapha]andrewvmnfnntlmﬂmnﬂs.l-hkh;&

4. whoae byelaws do not permit admission of any other society as & member.
Section 3 (ccv) '

Banldng ia:

the accepting,

for the purpose of lending or mvestent,

of deposiis of noney

from the public

repayable on demand or otherwise and

Withdrawable by chegque, draft, arder or otherwise.
Sectior 5 (b)

A cooperative society which accepts deposits from the public 1¢., members and
non-members and utilizes these for lending will be deemed to be transacting banking
business.

Secured Loan is:

« 2 loan made on the security of assets, the market valus of which is not at
any time leas than the amount of such loan.

@ M o W o~



BUSINESS Buanking Regulation

The businesses a bank may carry on arc summarized into three categoriea: b

1. Main business L., Banking i.e., borrowing, taking or lending money, dealing

in Bills of Exchenge, Bills of lending and Debentures, issuing letters of credit,

buying/selling foreign exchinge, acquiring or umderwriting stocks. NOTES

2. Alhed busmess; Acting as agent/frustee/ndminiatrator, carr_mgungtmntee
business, providing saf custody.

3. Dealing in property is restricted to (i) property coming i satisfaction of
¢claims or as secunty and (ji) property necessary for its own sake.
Section &

A bank is probibited from doing any business other than those mentioned in Section
&, Section 8 specifically prohibits a bank from engaging m trading, However, banks,
as agextts, have supphied registers, articles or have financed hire purchase. What ia
inportant is that the purchases should be carnied out purely on indent bagis; bank
mmust have no ownership of the article and it should not involve bank’s own funds.

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

4,2 MINIMUM CAPITAL

The vaine of paid up capital and reserves should not be less than Rs.1 hkh. Value
iz the real value or exchangeabls value and decision of RBI on valogtion s final
. Section 11

Section 14 and 144 prohibit creation of fioating charge on unpaid capital or any
property of the bank unless REBI certifies that it is not detrimental to the depositors’
mterest. A Soating charge attaches asscts in conditions varying from time to time untll
the charge crystallzes, when it will be a specific charge. The above Sections ensure
that fishwre assets are not earmarked to prefirred creditors, but are available to all.

Cazh Rﬂerve_ Ratio (CRR) and Statutory Liguidity Ratio (SLR)

) Section 18, every non-scheduled wban cooperative bank (UCE) hes to
maintain, on daily basia, by way of cash reserve, an amount not less than
3% of the total of its Demand and Time Liakilities (IPTL) as obtaining on
the last Friday of the second preceding fortmight. It can mamtam the balance
in the form of cash resources with itself or n current accourt with RBI or
State Bank of Tndia (SBT) or concerned Stata Cooperative Bank (SCB) /
District Central Cooperative Bank {DCCB) or by way of net balance with
any other baok notified by the Govt, of Indin [prosently all Public Sector
Banks (PSBs)]. It has to submit a return (in Form I) every month to the
concerned Regional Office (RO) of the Urban Banks Department (UBD) of
RBI showing the position of cash reserve so muintained and its DTL at the
close of alternate Fridavs during the preceding menth. Banks have to subenit
the return within 20 days from the month to which it relates. Balance in -
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current account with SBI and PSB& is net balance Le. after setting off the
balance held by that bank in current account with the cooperative bank.
Netting of assets and liabilities is applicable also to the dealings with the
Driscount and Finance House of India (DFHI),

i) Section 24, Every UCB (scheduled and non-schedwled) has to also maintsin,
‘on daily basis, liquid assets, amounting to not less than 25% (or such other
percentage not exceeding 40°% as the RBI may specify) of the total of its
DTL as on the last Friday of the second preceding fortmight. The liquid
assets have to be mamtamed m the form of cash or gold or unencumbered
approved securities. UJCBs have to submit to the concerned RO of UBD,
RBI every month a retumn (in Form T) showing the position of liquid assets
g0 maimntamed, Banks heve to submit the retum within 20 da}'sﬁ'amthe
month to which it relates.

A fortnight rocans the period from Saturday to the second following Friday, both
days inchusive. The CRR and SLR to be maintained by a UCB for the fortmight from
Jammary 20, 2007 to February 2, 2007 is required to be based on the amount of
s DTL as on Jumary 5, 2007.

For the purpose of Section 18 and Section 24, DTL will not incinde:
s Paid up capital and reserves;
» Provigions not mvolving payment to oulside parties, for example, those for -
bad debts, depreciation;
+  Advances from State Govt,, RBI, 5CB, DCCE, etc;
« Balance maintained with the bank to the extent of the cutstending advance
granted against it;
« Bank’s borrowings against approved securities.
Approved secorities are securities in which a registered Trust may invest money
under Section 20 of the Indian Trust Act 1982 and such other secuwities authorized
by the Central Government under Section 20 of the act ibid. However, not al
gecurities under Section 20 of the Indian Trust Act, 1982 will qualify as approved

securities for the purpose of Section 24 of the B R Act, 1949 (AACS). RBI has
to specify snch securities as approved securities for the purpose of Section 24 ibid,

EBI has prescribed, for the purpose of vahuation i SLR purpose, the same gindelines
as applicable for classification and valuation of UCBs’ investment portfolio.
Shares in other cooperstive societies

No cooperative bank shall hold shares in any other cooperative society except as

RBI may approve. The provision does not apply to the shares acquired through
Govt. funds or shares of the concerned DCCB and SCB. Section 19

RBI has given general approval vide its circular No. ACD.BR 388/A(IT)19/ 65-66
dated March 1, 1966 that a« UCB may invest in shares of cooperatives ift



i tha total of guch investment does not exceed 2% of its owned funds and

i) it does not cause holding ofn]]thcmopﬁ'mxmtnmwd 5% of the
mhscﬁhedcap:talnfthemwmgmmmn.

Restriction on loans and advances
No cooperetive bank shall:

a) make [oang on the secumity of its own shares;

b) Grant unsecured loans to ey Director ot to firms / individuals / companiss

in which a Director is mterested or is a guarantor. Section 20

The teren "Divector” inchdes, near relatives of the Director,
The restrictions do not spply to bens against Govt. supply bills, bona fide commer cial
bills and trust receipts or to advances granted with RBI approval
Rule 5 provides that a monthly return be submitted to RBI in form I.
Restriction on remifting debts
A cooperative bank ahall not, except with RBI's approval, remit debts due by
Directors, past or prosent, or by others m whom/m which a Director is interested
or if 3 gUerantor.
Section 20A
RBI’s power to controf advances
RBI, in the public interest or in the interest of depogitors, may determine policy in
relation to advinces of banks, or a bank in particular, and all banks or the concerned
bank zhall be bound to follow the policy.
RBI may also give directions to:

8) PEpOse;

b) margin,

¢) maxinmym amount;

d) rate of interest; and

¢) Other terms and conditions on which advances or other financial

eccormmodation may be given.

Section 21
commaodities, such as fvod praing, sugar and gur, to avoid hearding of essential

commodities. In addition to these powers regarding advances, RBI can issue directions
under Section 35A regarding all aspects of functions of UCBs.

Licenzimpg

No UCB shall carry on banking business unless it halds a license issued by RBIL.
Befire granting a Hicense, RBI needs to be satisfied, by an mspection or otherwise,
that the followmg conditions are fulfillad:

Bankmg Reguilation
ACT, 1949
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a) ' that the bank will be in a position to pay its present or fiture depositors;
b) that the affairs of the bank are not being conducted in & manner detrimental
to the imterest of depositors;:
¢) that the general character of the proposed management will not be prejudicial
to the public interest or the mterest of its depositors
d) that the Bank has adequate capital struchiwe and saming prospects,
e} that the public interest will be served.
The RBI may cance] a hcense if the bank fails to comply / fulfill any of the conditions
referred to above, A bank sggrieved by the decision of RBI may, within 30 days,
appeal to the Central Govt. whose decision will be final. Section 22
Opening of new offices
No bank shall open new place of business or change the location of existmg place

of business without obtaining prior pertnission of RBL. Before granting permission,
RBI may need to be satisfied by an inspection under Section 35 or otherwise as

o
i} finencial condition snd history of the bank;
1) general character of its management;
i) adequacy ofits capital structure;
) caming prospects; and
v} that public interest would be served. Section 23

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

Bvery UCB is required to submit to RBI a quarterly return showing Offices opened
and closed in Form - VL

Returns

Every UCB zball, before the close of succeedng month, submit to RBI a retumn
showing assets and liahilities in India as at the close of business on the last Friday
of every month in Form D{

RB! may direct a bank to firnish it with such statement and infbrmation relating to
the buginess and affairs of the bank as may be considered necessary.

Section 27

Accounts and Balance cheet

Every UCH shall prepare Balance Sheet (BS) and Profit & Loss (P & L) Account
as on'the lagt working day of the year in the prescribed form. The Principal Officer
and three Directors should sign the BS and P & 1. Account, The accounts and BS,
together with auditor’s report, should be published in & local newspaper and three
copies thereof submitted to RBI within six months from the end of the year,
Section 29 & 31

Banks with deposits of less than Rs.20 hklmnnronlydmphyﬂrmmmﬂuy
office of the bank instead of publishing in newspaper.



Imspection

RBI may on its own, and on & direction from the Gowt. of Todia, inspect, through
its officers, any UCB and its books and accounts. RBI shall supply to the bank a

copy of its report.

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

RRBI directions

FBI may

in the public interest;

in the interest of banking policy; or

ta prevent affitrs detrimental to the interest of depositors; or

to secure proper menagement of the business of the bank issue directions
and an UCB shall be bound to comply.

Section 35A
Further powers of RBI
RREI may
1. caution or prohibit a bank against any transaction;
2. pive assistance of loan;
3. In order to ensure reorganization or expansion of cooperative credit on
sound tines
8) Depate its officers to walchthcpmmadmgnofﬂmBuardmaetmgnnd
the officers shall be heard.
b) Appoint one or more of ita officers to observe the manner in which
affairs of the UCB or fis branches are being conducted.
Section 36
Smspension of Busimess:

RBI may spply to ithe Central Govermment for issumg an Order of moratorium in
regpect of any UCB, where # feels that there is a good reason to do so. Section
45

-~ A

4.3 NOMINATION

1. Section 43ZA, Where a deposit i held by an UCR, all the depositor/s
together may nominets, in the prescribed manner, one person to whom (in
case of minpr, {0 whose guardian), the amount may be retumed by the
bark, in the event of death of the sole depositor or the death of all the
depositors. Payment by the bank in accordance with this provision shall
constitnte a full discharge to the UCB of its tiability.

In the case of u joint deposit account, the nominee’s right arises only after
the death of all the depositors.

Banking Regulaton
ACT, 1949
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Banking and 2. Section45ZC, any person leaving any artick: in Safe Custody may nominate,
eurancs Practices m the prescribed manner, one pereon o whoin, in the event of death, the
article may be returned. The UCB shall, before returning any axticle ymder
this Section to the Nomines (to the guardian, if the nominee is a minor)
prepares {as laid down by RBI} an mventary of the said articles which shall
NOTES be signed by such nominee (or guardism).

Nomination facilities m respect of Safe Custody articles are available only

in case of the sole deposttors.

3. Section 45ZE,
} An individual who is a sole hirer of a locker may nominate one person.
i) Where such locker is hired by two or more individuals jointly and the
locker is to be operated jointly by two or more hivers, such hirers may
nominate one of mare persons to whom, in the event of the death of
such joint hirer or joint heirs, the UCB may pive, jointly with the surviving
jomé hirer or joint hirers, access to the locker. The bank, befbre permiitting
the removal of contents of any locker shall prepare (as laid down by
RBI) an mvexdtory of the contents of the Incker, which shall be signed
jointly by the nominee and the survivor/s. On the removal of the contents
of any locker jomily by the pominee and the survivor/s, the hability of
the Bank in relation to the contents of the Iocleer shall stand discharged,
Nomination facility is intended only for individuals, and hence, is not available for
sple proprietorship concerts, officials etc. Nominee should also be an individual
The Cooperative Bank (Nomination) Rules 1985 have been framed and the form
presatibed.

Penaliies:
Section 46 provides for penalties in case of:
1. False statement/data farnished in any retum, balance sheet etc., or for the
purpose of any provisions of this Act (3 years imprisonment and fine).

2. Failure to produce books of accounts, documents etc, for inspection. (A
fine up to Ra.2, 000 for each fallure + Rs. 100 for every day the failure
contimes). ;

3. Deposits received m contravention of Sec. 35(4) (A fine up to twice the
amount of deposit received). ;

4, Contravention or son-comphance with the provisions of the Act, Rule, order
or direction made under the Act. (A fine up to Ra.50, 000 for cach fhilure
or twice the amount involved in such contravention or default + Ra. 2500/
@ for every day the fuilere contimaes).

4,4 COOPERATIVE BANKS:

1} The provisions of the Banlding Regulation Act (as applicable to cooperative
gocieties) shall apply to a cooperstive bank registered under this Act.

2) No cooperative society other than a cooperative bank shall use as part of
its name the wonds ‘benk’, ‘banker’ or ‘banking’.

§2



3) Nocooperative society other than a cooperative bank shall accept deposits
from any person other than its members or accept deposits withdmwable
by cheque.

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

5) Every cooperative bank shall have at least 3 of its directors who have
gpecial knowledge or experience in the field of accoumtancy, law, banking,
management agricultyre or rural economy.

6) The Chief Executive Officer, by whatever name called, of a cooperative
benk shall have such qualificetions as may be specified by Reserve Bank .

7) Ewery cooperaiive bank shail have its acoount audited by a qualified chartered
accountant in each fimencial year, subject to such directions as the Reserve
Bank may issue from time to time.

8) Bvery cooperative bank shell abide by the directions, guidelines end prudential
norms issued by the Reserve Bank from time to time in respect of acceptance
of deposits, borrowing, lending, investment or any other fmancial matters,

%) No cooperative bank shall be given exemption from the provisions of this
chapter by the State Govemnment m exercise of its powers 10 exempt socisties
from the provision of the Act without the prior spproval of the Reserve
Bank.

10)n)} The Reserve Bank may in the public imterest or for preventing the
affiirs of the cooperative bank being conducted in a manner detrimental
to the interests of the depogitors or for securing the proper management
of the hank ,order the supersession of the board and appoitment of an
Administrator therefore for such period or periods not exceedimg five
years in the aggregate as may from time to time be specified by the
Reserve Bank, and the Administrator so appointed shall continue in
office after the expiry of his term of office until the day immediately
preceding the date of the first meeting of the new committee;

b) No order for supersession of the board of a cooperative bank shall be
nmde by the Registrar without the peior approval i writig of the Reserve
Bank ;
¢} An order of supersession of the board and sppomiment of Administrator
therefore made by the Reserve Bank shall not be liable to be called m
question in any manner.
4'5 EXPLANATION:
“Cooperative bank™ means a cooperative bank as defined in section 5 (eci) of the
Banking Regulation Act, 1949 (az epplicable to the cooperative societies).
Bapking Article {Case)
Targetting young mdividuals, public sector Indian Overseas Bank today lavnched

*Connect Card’, 8 new ATMaoum Debit card in association with VISA that can be
nsed for e-commerce across five lakh merchant outlets.

Banking Regulation
ACT, 1949

NOTES

2. Define Cooperative

Check Your Progress:

1. When Banking
Regulation Act came
into?

bank,
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Though all IOB customers have been provided ATM cum Debit card, Connect
Card is targeted at the youmger generstion aged betweoen 10 and 28 year, the city-
based bank said in & statement.
IOB Connect cards can be used at over five lakh outlets as well as for online
shopping. Encouraging e-payments, the bank offers five per cent cash back offer till
the end of this financial year, it said.
Besides, the bank also launched Channel Financing for its corporate, institutional
and SME credit customers,
“TOB Channel Financing i a ficility for finencing supply chain partners, All activities
disposal and effective management ™ it added.
SUMMARY
Banking means accepting for the purpose of lending or investment of deposits of
money from public repayable on demand or otherwise and withdrawsble by chegue,
drafis order or otherwise (5 (i) (b)}.

a Bankmgmnpanymeansanymmmywhmhmmthuhusmessﬂf

banking (3{i)c)

» Transact banlong business in India (5 (i) ().

+ Demand liahilites are the liabilities which mmst be met on demand and time
liabilities means liabilitiss which are not dernand lisbilities (5(1X1)

+ Secured loan or sdvances means a loan or pdvence made on the security
of asset the market value of which is not at any time less than the amount
of such loan or advences and unsecured loan or advances means & loan or
advance not secured (5(I(h).

« Defines business 2 banking company may be engaged in like borrowing,
lockers, letter of credst, traveller cheques, mortgages etc (6(1).

» States that no company shall engapge in any form of business other than
those referred i Section 6{1) (&2).

ANSWERS TO CHECK YOUR PROGRESS

1. 1949

2. “Cooperative beank™ means 8 cooperative beak as defined in section 5 (cci)

of the Banking Regulation Act, 1949 (as applicable to the cooperative
societies).

d.7 TEST YOURSELF

1) Write a short note on Banking Regulstion Act, 1949,

2) ‘Whatdﬂfemmﬁmmofhmmmﬂmemwhmhbmkmgmmmy
engage?

3} What are the objectives of the Banking Regalation Act?

4) Explain various powers of RBL.

5) What do you mean by the term “Couperative baok’?

4.8 Reference & Further Reading

ehfishra D N (2019 Fsurance: Privciples and Practice (23rd ed ). 5. Chand Publishing.
ISEN: 9788121942314
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Learning Objectives:
After going through this chapter, you should be sbie to:

Define RBL

Describe various finctions of RBIL
Driscuss monetary policy.
Understand cash transactions

Functions of RBI - [
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5.1 MONETARY MANAGEMENT

2

One of the most important functions of central banks is formulation and execution
of monetary policy. In the Indian context, the basic functions of the Reserve Bank
of India as emmeiated i the Preamble to the RBI Act, 1934 are: “to regulate the
issue of Bank notes and the keeping of reserves with a view to sectring monetary
stability in India and generelly to oparate the currency and credit system of the
country to its advantage.” Thus, the Reserve Bank’s mandate for monetary policy
flows from its monetary stability objective. Essentially, monetary policy deals with
the use of various policy mstruments for influencing the cost and availability of
money I the econonmy. :

As macroeconomic conditions change, a central bank may change the choice of
instruments in its monetery policy. The averall goal is to promote economic growth
MONETARY POLICY IN INDIA

Over time, the objectives of tonetary policy i India have evolved to inchide
maitaining price stability, ensuring adequete flow of credit to productive sectors of
the economy for supporting economic growth, and achieving financial stabifity.
Based on its assessment of macroeconomic and finencial conditions, the Reserve
Bank takes the call on the stance of monetary policy and monetary measures. [ts
mongtary policy staternents reflect the changing circumstances and priorities of the
Reserve Bank and the thrust of policy measures for the future.

Faced with mmltipk: tasks and a complex mandate, the Reserve Bank emphasters
clear and structured commumication for sfiective functioning of the monetary policy,
Improving transparency i its decisions and actions is a constant endeavor at the
Reserve Bank.

The Governor of the Reserve Bank announces the Monstary Policy m Apul every
year for the financial year that ends in the following March. This i fisllowed by three
quarterly reviews in July, October and January. Howeves, depending on the evolving
situation, the Reserve Bank tay announce monetary measures at any pomnt of time,
The Monetary Policy in April and it

Second Quarter Review in October consists of two parts:

Part A provides a review of the macroeconomic and monetary developiments and
sets the stance of the monetary policy and the monetary measures. Part B provides
a synopsis of the action taken and the status of past policy announcements together
with firesh policy measures. It also deals with important topics, such as, fmancial
stability, fmancial merkets, nterest rates, credit delivery, regulatory norms, financial
However, the First Quarter Review in July and the Third Quarter Review in January
consist of only Part ‘A’



3 MONETARY POLICY FRAMEWORK

The monetary policy framework in India, as it is today, has evolved over the years.
The succezs of monetary policy depends on many faciors. These are —
Operating Thrget

There was a time when the Reserve Bank used broad money (M3) as the policy
terget. However, with the weakemed relationahip between money, output snd prices,
it replaced M3 as e policy target with a multiple indicators approach. As the pame
suggeats, the nmitiple indicators approach looks at e lerge oumber of ndicators fom
which policy perspectives are desived. Interest rates or mtes of retumn m different
segments of the financial merkets along with data on currency, credit, trade, capital
with the ouiput data to assess the underlying trends i different sectors. Such an
approach provides considerable flexibility to the Reserve Bank to respond more
effectively to chanpes in domestic snd mternational economic enviorenent and fnancial
Maonetary Policy Instruments

TheRmBankmdmomﬂymhadmdrmtmmmofumﬁmymmnlmch
as Cash Reserve Ratio {CRR) and Statutory Liquidity Ratic (SLR). Cash Rescrve
Ratio indicates the quartum of cash that banks are requived to keep with the
Reserve Bank as a proportion of their net demand and ttme abititics. SLR preacribes
the amount of money that banks nmust mvest in securities issued Yy the govennment.

In, the late 19905, the Reserve Bank restructured its operating framework for
monetary policy to rely more on indirect nstruments such as Open Market Operations
{OMOg). Tn addition, in the early 2000, the Reserve Bank imstituted Liquidity
Adustment Facility (LAF) to manage dey-to—day loguidity in the banking system.
These facilities enable injection or absorption of tiquidity that is consistent with the
prevailing mongtary pelicy stance. The repo rate (af which hgquidity is mjected) and
reverse repo rate {at which hquidity is absorbed) under the LAF have emerped as
the main instruments fior the Reserve Bank’s interest rate signaling in the Indian
economy. The arnour of mstruments with the Reserve Bank to menage hquidity was
strengthened

in April 2004 with the Market Stabilization Scheme (MSS). The MSS was specifically
mhnducedtummgeexcmhqmdnymmngnutufhugccq:mlﬂ:wsmmgto
India from abroad.

In addition, the Reserve Bank also usea prudential tools to modulate the flow of
credit to certan sectors 3o &8 to ensure financial stability. The availability of pmltiple
mstruments and their flexible use in the implementation of monetary pelicy has
enabled the Reserve Bank to successflly mfluence the Hquidity snd interest rate

conditions i the economy. While the Reserve Bank prefers indirect mstruments of |

monetary policy, it has not hesitated i taking recourse to direct instruments if
circumstances wamant such sctions. Ofien, complex situations require vaned
combimation of direct and ndérect instrunisnts to meke the policy transmsion effective.

NOTES
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5.4

3.9

The recert legislative amendments 1o the Reserve Bank of Indis Act, 1934 enable
a flexible uze of CRR for monetary management, without beitig constraimed by a
stattrtory Hoor or cefing on the level of the CRR. The amendments to the Bankmg
Regulation Act, 1949 also provide further flexibility m liquidity management by
enabling the Reserve Bank to lower the SLR to levels below the pre-amendment
statutory minimum of 25 per cent of net demand and time Habilities (NDTL) of
banks,

MONETARY POLICY TRANSMISSION

.An important factor that determines the effectiveness of monetary policy is its

transmission — 8 process through which changes in the policy achieve the objectives
of controlling nflation and achieving growth,

In the mplementation of monetasy policy, a mumber of ransmission channels have
been lentified for mfluenciog real sector activity. These are () the quantom channel
relating to money supply and credit; (b) the interest rate channel; (c).the exchange
rate chammel; and (d) the asset price channel.

How these charmels function in an economy dependa on its stage of development
and its underlyng fimancial strscture. For example, in an open economy one would
expoct the exchange rate channe] to be importand; similarty, in an economy where
banks are the major source of finance as against the capital market, credit channel
conld be a major conduit for monetary tramsmisgion. Of course, these chamels are
not matually exchisive, and there could be consklerable feedback and interaction
among them. :
INSTITUTIONAL MECHANISM FOR MONETARY POLICY
MAKING

The Reserve Bank has made internal instihztional srrangements for geiding the process
of manetary policy formulation,

Financial Markets Commiitee (FMC)

Constituted in 1997, the inter-departmental Finsmcial Markets Commuttee is chaired
by the Degrity Govemnor in-charge of monetary policy farmulstion. Heads of various
depariments dealing with merket=, and the head of the Monstary Policy Department
{(MPD) are its members. They meet every morning and review developments in
money, freign exchange and government securities markets. The FMC also makes
an agsessment of liquadity conditions and suggests appropriate market interventions
on a day-to-day basm,

Mometary Policy Strategy Group

The Monstary Policy Strategy Group & headed by the Deputy Governor in charge
of MPD., The group comaprises Executive Directors (EDs) in-charge of different
markets departments and heads of other departments, It generally meets twice ma
quarter to review monstary and credit conditions and takes a view on the stance
of the monetary policy.



Technical Advisory Committee (TAC) on Monetary Pelicy

The Reserve Bank had constitoted a Techuical Advisory Commuttee (TAC) on
Monetery Policy in Jaly 2005 with a view to strengthening the consultative process
n the conduct of monetary policy. This TAC reviews mecroeconomic and monetary
developmemts and advises the Reserve Bank on the stance of the monetary policy
and moneteary measures that may be undertaken i the ensuing policy reviews. The
Committee hag, as its members, five exiernal experts and two Directors from the
Reserve Bank's Central Board, The external experts ar choasen from the areas of
nonetary economics, central benmking, fimancial mankets and public fmence,

The Committee is chaired by the Governor, with the Deputy Governor in charge of
monetary policy as the vice-chairman, The other Deputy Governors of the Reserve
Bank are also members of this Committee. The TAC normally meets once io a
quarter, although a meeting conld be convened at any other thme, if necessary, The
ok of the TAC i advisory m natore. The respansibitity, sccountability and time path
of the decision making remaing entirely with the Reserve Bank.

Pre-Policy Consultation Meetings

The Reserve Bank aimd to make the policy making process consuliative, reaching
out to a variety of stakeholders and experts ahead of each Monetary Policy and
From October 2005, the Reserve Bank has imtroduced pre-policy consultation
meetings with the Indian Benks’ Association (IBA), market participants,
representatives of trade and industry, credit rating agencies and other institutions,
such as, urban co-operative banks, micro-finance mstiutions, small and medimm
enterprises, non-hanking finance companies, rural cooperatives and regional rural
banks, In order to further mgwove monetary policy commumdication, the Governor
also meets economists, journalists and media analysts. These meetings focus on
macroeconomic developments, Hquidity position, interest rate environment and
monetary and eredit developments. This consultative process contribnstes to enriching
the policy formulation process and enhances the effectivensss of monetary policy
INEASUresS.

Resource Mansgement Discosslona

The Reserve Bank holds Resource Mapagement Discussions {RMD) meetingz with
select banks ahout ane and a half monthe prior to the amouwncensent of the Monetary
Policy and the Second Quarter Review, These dscuasions are chaired by the Depuly
Govemor n-charge of monetary policy formmiation.

These meetings mainly focus on perception mnd outlook of benkers on the econormy,
Hgquidity conditions, credit outflows, developmenis m different market segments and
the direction of interest rates, Bankers offer their suggestions for the policy, The
feedback received from these meetmgs is analyzed and taken as mpuis while
formulating roonetary pohey.

NOTES
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3.6 MONETARY POLICY OF INDIA 2011-12 REPORT

Third Quarter Review of Monetary Policy 2011-12
ByDr. D.
Subbarao
Gavernor

5.7 INTRODUCTION

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

2. Growth in India has aiso moderated. In particular, investment activity has

decelerated sharply, reflecting heightened global uncertainty and domestic
fiscal, monetary, political and administrative conditions.

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

4. Non-food manufactured products inflation, however, continues to remain -
high and well above the comfort zone. While indicators of pricing power
The momentumn indicator of non-food mamifactured products mflation is yet
to show a discemnible downward trend. Accordingly, while the Rescrve
Bank's policy stance has to become more sensitive to growth risks, i aleo
needs to guard against persistent inflation risks.

5. 'This policy review i set in the context of s highly unceriain global environment
and a delicately poised domestic balance between growth and mflation. It
should be read and understood together with the detailed review
in Macroeconomic and Monetary Developments released yesterday by
the Reserve Bank,

6. This Statement & organized in fur sections: Section I provides an overview
of global and domestic macroeconomic developments; Section IT sets out
the outlook and projections for growth, inflation and monetary
agpregates; Section III explains the stance of monetary policy; and Section
TV specifies the monetary measures.



L The State of the Economy
{slobal Economy

7

L

US GDP growth i Q3 of 201] [quantier-on-quarter (g-0-q), seasonally
adjusted anmualized rate (saar) was revised downwards from 2 per cent to
1.8 per cent. Akthough this is better than the sub-one per cent growth in the
first half of 2011, # is still substantially below trend. In the euro area, GDP
growth (g-o-q, saar) decelerated from 0.8 per cent in Q2 to 0.4 per cent
in 3. In Japan, growth (q-o-g, saar) recovered to 5.6 per cent in Q3 from
the setbacks suffered in Q2 (-2.0 per cent) and Q1 (-6.6 per cend) due to
carthquake/tamans,

8. Amongst the major EDEs, growth [ysar-on-year {y-0-y)] in China slowed

to 8.9 per cent in (4 of 2011 from 9.1 per cent i 3 and 9.5 per cent
in 2; it also slowed in Brazil to 2.1 per cent iIn Q3 from 3.3 per cent in
)2 and m Sowth Aftiea to 3.1 per cont from 3.2 per cent. Growth in Russia,
however, accelerated to 4.8 per cent n Q3 from 3.4 per cent in Q2 of
2011, Vearious mternational agencies have scaled down thex growth estimerdte
for 2011 and projection for 2012 both for the advanced econonses and
EDEs.

The global purchasmg managers’ index (PMI) for mamifacturing recovered
to mn expansionsry mode m December after remaining below the benchmark
50-mark (suggesting contraction) in both October and November 2011.
The services index remains above the 50-mark {suggesting expansion) and
mproved from 52.7 m November to 53.2 i December. The composite
PMI ofthe euro ares has remained well below the benchmark of 50 since
Sepierrber 2011, akhough the index improved marginally io 48.3 in Decemnber
from 47.{} in November.

10. Begimmityg the fourth week of December 2011, ncrease in nternational crude

1L

12

oil prices has been driven largely by geo-political uncertamties. Tn contrast,
weak global economic activity has led to some softening of non-ofl cormodity
prices, The World Bank’s mdex of non-energy prices declined by 11 per
cent (y-0-y) m December 2011

Reflecting imernational commodity price dypamics, headline measures of
mflation moderated in Novernber-December 2011 in a mumber of couniries,
but still remam at elevated levels, Among the major advanced econpmies,
headline inflation was 3.0 per cent in the US and 2.7 per cent in the euro
area Amongst the EDEz headline inflation was 4.1 per cent in Chins, 6.5
per cent i Brazil and §.] per cent in Russia and South Africa. Notably, in
wmany EDEs, the softenmg, in varying degrees, of the mpact of global
commodity prices on inflation was offset by the sizeable depreciation of thefr
currencies m the second half of 2011.

Given the renewed strains in global financial markets, six major central
banks announced coordinated actions in November 2011 to enbarce ther
capacity to provide liquidity support to the giobal financial system. The
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European Ceniral Bank (ECB) also armounced longer-term refinancing
operations {LTROs) with & meturity of 36 months, These measures are
mtended to encourage bank lending m money markets and sovereign bond
markets,

Domestic Economy

13. At bome, GDP growth moderated from 7.7 per cent i Q1 (Apcl-June) o
6.9 per cent in Q2 (July-September) of 2011-12. This was manly due to
deceleration m invdusinial growth from 6.7 per cent to 2.8 per cant. However,
the services sector held up relatively well Consequently, GDP growth daring
H]1 (April-September) of 2011-12 slowed to 7.3 per cent from 8.6 per cent
in H1 of last yesr. '

14. On the demand side, the contraction in fixed capital formation m Q2 was
the main factor behind the slowdown i growth, The real gross fixed capital
formation to GDP ratio dechined from 31,2 per cent in Q1 to 30.5 per cent
in 32, This patiern, should i persist, will it medinm-tertn prowih, Private
consumption grew by 5.9 per cent in (2, shightly slower than 6.3 per cent
m Q1, bzt subwtamtially slower than 8.0 per cent & year ago. The giobal
envirotnend is only partly responeible for the weak ndustrizl performance
and shiggish mvestment activity; several domestic factors — the unbealthy
fiscal situation, high intexest rtes and policy and administrative uncertainty
- are also playing & role.

15. The index of dustrial production {IIF) remained volatile. The y-o-y industrial
prowth recovered fromn (-} 4.7 per cent in October to 5.9 per cent in
November. Over the year, however, growth in industrial production slowed
down to 3.8 per cent durmg April-November 2011 from 8.4 per cent a year
ago. The slowrdown was mainly on sceoumt of the memishuring and mining
sectors. In terms of the nse-based classification, weakness in the capital
goods, intermediate goods and consumer durables sectors dragged down
mchnstrial production, However, the PMI-Mamifacturing reboumded to 54.2
m December 2011 from 51.0 in Novemmber. The PMI-Services ako recoverad
murkedly to 53.2 in November and further to 54.2 m December from the
below 50 levels in the preceding two months, On the agriculture
front, rabisowing as of Jarmary 20, 2012 was marginally lower (-1.1 per

' cent) than thet in kst year.

16, According to the Reserve Bank’s order books, mventories and capacity
uiilization survey, capacity wtilization of the mannficturing sector in Q2 of
2011-12 remamed broadly the same as in the preceding quarter. Business
confidence, as myasured by the business expectations indices of the Reserve
Bank's indusinial outlook survey, showed a slight pick-up m Q3 of 2011-
12, while it ponted towards moderation i the next quarter.

17. Headlme wholesale price index (WPI) inflation, which averaged 9.7 per
cent (y-0-y) during April-October 2011, moderated to 9.1 per cent i
November and firther to 7.5 per cent in December. The decling in inflation
was driven largely by a decline i primary fhod and non-food articles inflation,



The momentumn indicator of WPL, as measured by the seasonally adjusted
3-month moving aversge inflation rate, also showed a dechne,

1B. Primary artickes inflation, winich was in double digits for over two years fiom
September 2009 to Ootober 2011, moderated to 8.5 per cent im November
and fimther t0 3.1 per cent in Decernber. This was essentially on accours of
vegetables and non-food articles, particalarly, fibers’. However, inflation in
protein ftems — “egps, fish and meat’, milk and pulses — remained in double
from 8.0 per cent in November to 7.1 per cent m Dacember in contrast to
the sharp decline i fivod articles inflation (inchading vepetables) fiom 8.5 per
cent to (.7 per cent during the same pesind.

19. Fuel group inflation remained high at 14,9 per cent in December 2011,
reflecting high global crude oil prices and rupee depreciation. In fiact, there
ig gizeable suppressed nflation in the fhel-group as administered prices do
not filly reflect the market prices.

20. Notably, non-food manufactured products inflation remains elevated. It
declined from 8.1 per cent in October to 7.9 per cent m November and
further to 7.7 per cent in Deceniber. However, poing by the revision in the
mmber fr October 2011, the inflation mumbers for November and December
too are lkely to be revised upwands. This ndicator & sensitive to international
has secentuated price pressures as reflected by this indicator,

21, Az measured by the consumer price index (CPI) for mndusirial workers,
inflation moderated from double digits in September to 9.3 per cent in
November. Inflation in terms of consumer price indices for agricultural and
rural lahorers moderated significantly in Decemnber. The new combined (rural
and urban) consurmer price index (base: 201{=100) declined marginally
from 114.4 in November to 113.9 in December, refiecting sofiening of food
pIiEs,

22. Money supply (M) growth, which was 17.2 per cent at the begirming of
the financial year, reflecting the atrong growth in time deposits following
mgcrease in interest mies by banks, moderated to 15,6 per cent by end-
Decernber 2011 consistent with the projected trajectory of 15.5 per cent
for the year.

23, However, non-food credit growth moderated from 21.3 per cent af end-
March ta 15.7 per cent by end-December 2011, a rate below the indicative
projection of 18 per cent set out m the SQR. Credit deceleration was
particularly sharp for public sector banks, with growth moderating fram 21
per cont to about 5 per cent during the same period. Disaggregated data
for November showed that there was a general deceleration in the credit
flow across sectors, except for personal loans, The deceleration was
paxticelarly sharp m sgriculture, real estate, infrastrocture, engineering, cement
and cement products,
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" 24. Resource flows to the commercial sector from other sources partly offset

25,

27.

29,

the deceleration i bank credit. The estimated total flow of fmancial resources
firom banks, non-banks and external sources to the commercial sector during
April-December of 2011 at around ‘9.2 trillion was, however, lower than
that of “9.5 trillion during the same period of last year.

During Q3 of 2011-12, the modal deposit rate of banks increased by 44
basis points for meturity up to 1 vear, and 9 basis pomts for maturity
between 1 to 3 years. During Q3, 23 banks raised their base rates by 10-
100 bagis points even as the modal base rate of banks remained unchanged
at 10.75 per cent. The slowdown in total resource flow to the commercial
sector and the peaking of base rates of banks reflect slowing down of

. Liquidity conditions, which have generally remained in deficit during 2011-

12, tightened further beginning the second week of November 2011, pertly
reflecting the Reserve Bank’s forex market operations and advance tax
outflows around mid-December. Average borrowings under the Reserve
Bank's daily liquidity adjustment facility (LAF) increased from around '480
billion during April-September 2011 to sround ‘920 billion during November
and further to *1,170 billion in Decernber 2011, Average daily borrowings
under the LAF were about ‘1,200 billion during January (up to January 20,
2012). To ease the tightness in liquidity, and consistent with ils monetary
policy stance of managing liquidity to ensure that it remained in moderate
deficit, the Reserve Hank condmncted open mmrket operations (OMOs)
aggregating over ‘700 billion during November 2011 -mid Jammary 2012.

Under the margnal standing ficility (MSF), banks can drawdown up to one
per cent of their net demand and tome Habilities (NDTL) from their prescribed
statutory liquidity ratio (SLR) portfolio. On December 21, 2011, the Reserve
Bank clarified that banks could access the MSF cven if they had cxcess
SLR holdings. In view of the tipht liquidity conditions, some banks sccessed
funds from the M5SF window during December 201 1-January 2012,

. With the miroduction of the new operaing procedure of monetary policy n

May 2011, overnight money market rates have become more stable, The
ovemnight interest rates generally remamed close to the repo rate during
2011-12 {up to January 20, 2012), bartng & few days when the call mate
breached the interest rate ceiling determined by the MSF rate owing to
tightoess of liquidity on account of advance tax outflows,

The Central Government's key defici mdicators widened during 2011-12
(April-November) relative to the levels in the corresponding period of last
year, and were higher even when compared with the deficit levels adjusted
for the one-off spectrum receipts last year. This was reflected in the increase
in borrowings by the Government. Beyond the budgeted estimate of 4,170
billion, the Central Governmeni annotmead an increase m borrowmgs through
dated securities of about ‘530 billion in September and further ‘400 billion
in December. Consequently, the revised gross (net) borrowings for the year



now work out io about “5,100 billion {*4,360 hilliow). About 83 per cent of Functions of RBJ = 1
revised gross (‘4,220 billion) and 80 per cent of net market borrowings
(3,480 billion) were rased up to January 16, 2012. The Central Government
bas slso announced an increase in the borrowing through net issuances of

T&‘eaan‘yBﬂIsh}"l ﬂlﬁbﬂmnmﬁnhﬂgﬁeﬂmuntof‘liﬂbiﬂmnﬁr
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30. The 10-year benchmark government security yield, which remained range-
bound during the first half of 2011-12, rose during October, after the
commencement of second half borrowing programme of the povernment.
The yield, however, eased subsequently from 8.89 per cent at end-October
to 8.74 per cent at end-November and further to 8.22 per cent as on
January 20, 2012. The moderation in yield reflocted improved demand for
govermment securities as credit demand slackened, OMO purchases by the
Reserve Bank, merease i debt cap for foreign institutional investors (FIIs)
for mvestment in government securities, and expectation of moderation in
ot :

31. The foreign exchange market remained under pressure in Q3 of 2011-12,
reflecting adverse global sentfiments and moderation i capital inflows. Between
end-March 2011 and January 13, 2012, the &, 30 and 36-currency trade
weighted real effective exchange rates (REER) depreciated by about 9 per
cent each, primarily reflecting the nominal depreciation of rupee against the
US dollar by about 132 per cent, Much of the depreciation happened
during August-December. The Reserve Bank took a number of steps to
stinmulate capital inflows and curb speculation, besides also ntervening in the
market consistent with its policy of containing volatility and preventing
disruptive movements. The Reserve Bank continues to closely monitor
developments in the external sector and their impact on the exchange rate
and, as indicated in the Mid-Quarter Review (MQR) of December 2011,
will take action, &8 appropriate.

32, During H1 (April-September) of 2011-12, the current sccount deficit (CAD),
in absohute terms, widened relative to HI of last yesr, reflecting widening of
the trade deficit doe to significant increase in international prices of imported
commodities, especially crude oil and gold a5 well as moderation of growth
in exports of services. However, as a proportion of GDP, the CAD at 3.6
per cent was a shade lower than 3.7 per cent in H1 of kast year. During Q3
of 2011-12, merchandise exports growth decelerated, on an average, to 7.7
per cent y-0-y from an average of 36.9 per cent during the firat half of
2011-12. With imports growth moderating more slowly them exports growth,
the trade deficit for (33 widened further.

IL Outlook and Projections
Global Outlook
Growth

33. Global growth prospects for 2012 have deteriorated in an environment of
increasing concerns over the sovereign debt crisis i the enro area amidst
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limited motetary and fiscal policy space. Given the weak growth prospects
in advanced econormies and past monetary tightening imdertaken by EDEa
to contzin inflation, growth in the EDEs has also been mndérating. Accordingly;
giobal growth during 2012 is expected te be lower than the Imternational
Maonetary Fund's September 2011 projection of 4.0 per cent.

Inflation

34. Although noneail commodity prices showed sorme comection in 2011, crude
oil prices have remaimed firm. Supply Lmitations and contimued ultra
sccommodative monstary policies in major advanced economics pose upsides
ks to commodity poces m 2012, Cirency depreciation m EDEs witnessed
in the second half of 2011 and the lagged pass-through to domestic prices
could also add 1o inflationary pressures m EDEs.

Domestic Qutlook

Growth

35, In the SQR of Octaber 2011, the Reserve Bank projectod GDP growth of

7.6 per cent for 2011-12, though with significast downside risks, In the
MQR of Decemnber 2011, the Reserve Bank mdicated that some of theae
risky were mdeed materializing such as increase in global imeertainty, weak
industrial growth, slowdown in investment activity and deceleration in the
resource flow to the conmmercial sector. Consequently, while agricultiral
in industrial prochction will aleo impact service sector growth. Purther, weaker
global growth will also have an adverse impact. Accordingly, the baseline
projection of GDP growth for 2011-12 is revised downwards from 7.6 per
cent to 7.0 per cent (Chart 1).
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Charl 1; Projection of Annoal GDP Growth fer 2011-12
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36. Looking ahead to 2012-13, while a formal projection will be made i the
Anmal Policy Statement in April, the Reserve Bank’s baseline scenario is



that the economy will exhibit a modest recovery, with growth being slightty Functions of RBI -1
Taster than that during the current year.

37. It nust be emphasized that investment activity has slowed down significantly;
As mcticated above, while glohal factors are contributing, domestic conditions
these adverse conditions being addressed by policy actions. Without this, a
cominiing decline in investment will push the econoey’s trend rate of growsh

Inflation

38. Food inflation has moderated more than anticipated because of a sharp
drop in vegetable prices. This benefit has, however, been offset to a lage
exient by the lower than expected moderation in non-food manufactured
products milation. Foel mflation remeing well above double digits. Keeping
in view the expected moderation in non-fbod menufictured products inflation,
domestic supply factors and global trends in commodity prices, the baseline
projection for WP inflation is retained at 7 per cent as set out in the SQR
{Chat 2).

Chart 2: Projection of WP Inflation (703} - 201112
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39. A significant downgrade in the growth projection would normelly have been
accompanied by & downward revision in the nflation projection. However,
in the curent circumgstances, two fictors have prevented this from hapipeing.
adjusiment of inflation to slower growth. Second, very importantly, suppressed
inflation in petrolewm product and coal prices remaing quite significars. While
a rationalization of prices is welcome for a variety of well known reasons,
it will impact obzerved mflation m the short-term. This projection is based
on the likelihood of some adjustments being made im these pricea.
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40. Looking shead to 2012-13, while a formal projection will be made in the
Amnnital Policy Statement . April, the Reserve Bank’s baseline acenaio is
that headline nflation may show some moderstion, though remaining
vulnerable to a variety of upside risks, indicated later in this Review.

41, Although inflation has remained persiatently high over the past two years, it
i importani to note that during the 20002, i averaged around 5.5 per cent,
both in terms of WPI and CP1, down from its earlier trend rate of about
7.5 per cent. Given this record, the conduct of mometury policy will contime
to condition and contain perception of inflation m the range of 4.0-4.5 per
cent. This is in line with the medinm-tem objective of 3.0 per cent mflation
consistent with India’s broader integration into the global econony.

Monetary Aggregates

42. Money supply (M, ) growth at 15.6 per cent (y-0-y) in Decenaber 2011 was
in linc with the indicative trajectory of 15.5 per cent for 2011-12. However,
non-food credit growth et 15.7 per cent was balow the mdicative projection
of 18 per cent, reflecting the combined effect of a slowing economy and
mcreasing rigk aversion by banks. The deceleration in non-food benk credit
is explaimed, to a large extent, by the expansion in net bank credit to the
government which mcreased at a significantly higher rate 0f24.4 per cent
as compared with 17.3 per cent last year. Keeping m view the increased
govemment bormowings and slowdown in private credit demand, M, growth
projection for 2011-12 has been retained at 155 per cent, while non-food
credit growth has been scaled down to 16.0 per cent. These numbers, as
always, are indicative projections and not targets.

Risk Factors

43, The indicative projections of growth and mflation for 2011-12 are subject
to a mumber of risks a5 indicated below:

1 Sovercign debt concerns in the euro area pose a major downsude nsk
to overall growth outlook. The absence of a credible solution to the
euro area problem i weighing on ghkbal growth prospects even as
recent data suggest that theve is some igwovement in the US recovery.
Contimuing uncertemsty i the euro area will adversely affect Indian growth
through trade, finance and confidence chammels.

#) Capital mflows to Indis have dowed down on account of portfolio re-
balancing by Flis dus to global uncertninty. This maises concemns,
capecially becanse the current accound deficit of India has widenod. The
exchange rate has aready come under significant pressure, which bas
also added to mflationary pressures. If the global aituation does not
iprove, capital inflows could continue to be adversely affected. En this
m,themufﬂ:ecmntmmtdnﬁmmnmmmrw
fo macroscononnc stability,

§i) Even as plobal food and metal prices have moderated firther, global
energy prices bave mereased. Should crude prices apilce due to supply



constramts on account of geo-political factors or decline significantly Functions of RBI - 1
due to deterioration in the global macroeconomic aitnation, they will
bave inplications for domestic growth and mflation. Exchange rate
movemenis will alse be an important factor in shaping the impact of
global crude prices on domestic prices,

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

v} Ablhough food inflation has dechned in the recent period, this was mamly
due to a seasonal decline in vegetable prices. Going by pest rends, the
extent of decline m vepctabie prices seen in December this year is
usually oheerved in the winter season (December-February). As such,
the decline in food inflation is likely to be limited in coming montha.
Beyond this, inflation in respect of protem-based items remains high. In
the absence of appropriate supply responses of those commodities where
there are structural imbalances, particutarly protein-based #erns, risks to
food inflation will contimie to be on the upside. Significantly, there has
been reduction in rabi acreage for pulses, which may have an adverse
impact on prices.

vi} There is still a larpe element of suppressed inflation as domestic prices
of some administered products do not reflect the undertying market
conditions. This is particularly true of coal which bl scen an increase
towards the end of last year but no increase this year so fiar. Since coal |
is an inpuat for electricity, coal prices, as and when raised, will also have
implications for electricity tarifls. Further, the current levels of domestic
prices of petroleum products do not reflact intermational prices. Petvoleum
product prices have also not been revised m response to crude oil
prices, contributing to both fincal slippages and suppressed inflation.
Revision in domestic administered prices will add to nflationary pressures,
alhough such revisions are necessary to maintain the balance between
supply and demand. Particularly, as the food subsidy bill is expected to
rine, it will be prudent to fillly deregulate diesel prices to contain both
aggregate demand and rade deficit.

vil) The fiscal deficit of the government bsis remamed elevated since 2008-
09. If the increase in govermment borrowing already announced is an
indicatinn, the gross fiscal deficit for 2011-12 will overshoot the budget
estimate substantiafly. Al the current juncture when there is a need to
boost private investment, the increase in fiscal deficit could potentially
crowd out credit to the private sector. Moreove, slippage m the fiscal
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deficit has been adding to nflationary pressures and 7t continues to be
a risk for mflation, -

I1I. The Policy Stance

44,

45,

46.

47.

48.

The Reserve Bank began exiting from the crisis driven expansionary policy
in October 2009, Between January 2010 and October 2011, the Reserve
Bank cumulatively raised the cash teserve tatio (CRR) by 100 basis points
and the policy rate (the repo rate) 13 times by 375 basis points. This
monetary policy response was calibrated on the basis of Indin specific
growth-inflation dynenmics. The focus of the mometary policy stance during
May-October 2011 was on containing mflation and anchoring nflstion
expectations even as it meant sacrificing some growth, However, in view of
slowdown in growth, especially mvestment activity and expected moderation
in inflation beginning December, it was decided to pause in the MOR of
December 2011,

Since November 2011, nflation has broadly followed the projected rajectory
and has shown moderation &s expected. Even as inflation remains clevated,
despite moderation, downside rigks to growth have mncreased. The growth-
inflation balance of the monetary policy stance has now ghifted to growih,
while at the same time ensuring that mflationary pressures rexsam contamed.
Accordingly, the policy stance in this review & sheped by the following three
major considerations.

First, growth is decelerating. This reflects the combined impact of several
factors: the uncertain global environment, the cumulative impact of past
monetary policy tightenmg and domestic policy umcertamties. Credit off take
has also been below the projected trajectory. While slowdown in the growth
of demand was the expected outcome of monetary policy actions that were
taken to contain iflation, at this mncture, risks to growih have increased.
This is also reflected i the scaling down of the growth projection for 2011-
12 by the Reserve Bank

Second, though headbine WFI inflation is moderating, it largely reflects »
sharp deceleration in prices of seasonal food items. Inflation in respect of
other key components, particularly protein-based food iterns and non-food
marufactured products remains high. Moreovar, upside risks to inflation
arise from global crude oil prices, the lingering Fmpact of rapee depreciation
and slippage in the fiscal deficit.

Third, liquidity conditions have remained tight bevond the comfort zone of
the Reserve Bank. Although the Reserve Bank has conducted open market
purchase of govermment securitics to imject Hquidity of over *700 billion, the
structural defict i the system hes increased significantly, which could burt
the credit flow to productive sectors of the economy. The large structural
deficit m the gystem presents a strong case for ijecting permanent pranary



49. Against this backdrop, the stance of monetary policy is intended to:
+ Maintsin an interest rate environment o contain inflation and anchor
o lati .
» Manage liquidity to ensure that & remains in moderate deficit, consistent
» Respond to increasing downside risks to growth.
IV. Monetary Measures
50, On the basis of current assessment and in Jine with the policy stance outlined
m Sectien [, the Resarve Bank announces the following policy measures:
Cash Reserve Ratio
51. It has been decided to:

+ reduce the cash reserve ratio (CRR) of scheduled banks by 50 basis
points from 6.0 per cent to 5.5 per cent of their net demand and time

liabilities (NDTL) effective the fortnight beginning Jamiary 28, 2012,

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

Repo Rate

33. The policy repo rate under the hiquadity adjustmest. facility (LAF) has been
retained st 8.5 per cent,

Roverse Repo Rate

54. The reverse repo raie under the LAF, determined with a spread of 100
basiz points below the repo rate, stands at 7.5 per cent.

Marginal Standing Facility (MSF) Rate

35, The Marginal Standing Facility (MSF) rate, determined with a spread of
100 basis points above the repo rate, stands at 9.5 per cent.

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

57, In reducing the CRR, the Reserve Bank has atterpted to address the
structural pressures on liguidity in a way that is not inconsistent with the
prevailing monetary stance, In the two previous guidances, it was indicated
that the cyole of rate mcreases had peaked and further actions were hkely
to reverse the gycle. Based on the current inflation trajectory, including
comsideration of suppressed infiation, it is premature to begin reducing the
polioy rate. The reduction in the policy rate will be conditioned by signs of
sustamable moderation in inflation. However, the persistence of tight liquidity

conditions could disrupt credit flow snd further exacerbate growth risks. In *,
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this context, the CRR is the most effective instrument for permanent lquidity
mjections over a sustamed period of time. The reduction can also be viewed
a8 a reinforcement of the goidance that firtore rate actions will be towands
lowering them.

58. However, it must be emphasised that the timing and magnitude of future rate
actions is contingent oo a numsber of factors, Policy and adménistrative actions,
which mduce investment that will help alleviste supply constramnts in food
et tfrastructure, are critical, iniatives to narmow glall mispoaiches in labor
which is caused largely by high levels of constmption spending by the
government, poses & gignificant threat to both inflation management and,
more broadly, to macroeconommic stability.

59. Strong aigne of fiscal consolidation, wiich will shift the balance of aggregate
demand from public 1o private md fom consumption to capital fymation,
are critical to create the space fbr lowering the policy rate without the
mmineyt risk of resurpent nflation. In the absence of credible fiscal
consolidation, the Reserve Bank will be constramed from lowering the policy
rate in response to decelerating private consumption and investment spending.
The forthcoming Union Budget must exploit the opportunity to begin this
procesas i a credible and sustamable way.

Expected Outcomes

60. The policy actions and the puidance in this Staternent piven are expected to:
1 Ease hquidity conditions.

i Mitigate downside risks to growth.
i Conotinoe to anchor medim-term inflation expectations on the bagis of
a credible commitment to low and stable inflation,
Mid-Quarter Review of Monetary Policy 2011-12

61. The pext mid-quarter review of Monetary Policy for 2011-12 will be
snnounced through 8 preas release on Thursday, March 15, 2012

Monetary Policy 2012-13

£2. The Monetary Policy for 2012-13 will be announced on Tueaday, April 17,
2012,

5.8 GENERAL ANALYSIS OF MONETARY POLICY 2011-12
Mometary and Liquidity Measores (Analysis)

1. On the basis of the curren! macroeconomic assessment, # has been decided
o .

« keep the cash reserve matio (CRR) of scheduled banks unchanged at
4.5 per cent of their net demnend and time liabilities; and



»  keep the policy repo ate under the liquidity adjustment faclity (LAF)
unchanged at 8.5 per cent.

at 7.5 per cent, and the marginal standing facility (MSF) rate and the Bank
Rate at 9.5 per cent.

. The Reserve Bank reduced the CRR by 75 basi points from 5.5 per cent
to 4.75 per cent effective Magch 10, 2012, This measure was necessitated
shead of this scheduled Mid-Quarter Review to address the persistent
structural liquidity deficit beyond the Reserve Bank’s comfort level, which
would have further worsened during the week of March 12-16 due to
advance tax outflows.

. Since the Reserve Bank’s Third Quarter Review {TQR) of January 24,
2012, there has been maodest improvement in the global mmcroeconomic
situation. The recent macroeconomic data for the US economy show some
positive igna. In particulsr, labor market conditions have improved. Howeves,
the US Fed expects that sconomic conditions warrant exceptionally low
levels for the federal funds rate at least through late 2014.

. The mmediate fmancial market pressires io the euro area have boen allevaated
to some extent by the Furopean Central Bank (ECB) injecting liquidity of
more than one trillion eurp through the two long-term refinancing
operationa. Growth in the euro area, however, turned negative in (4. The
emerging and developing economies {EDEs) are showing signs of growth
slowdown, As a regult, the global growth for 2012 and 2013 is expected
to be Jower than eartier anticipated.

., Inflation pressures m both advenced economies and EDEs moderated
towands the end of 2011 on account of subdued domestic demand and
correction in non-fuel commodity prices. Global crude peices, however,
have spiked suddenty roflecting both geo-political concerns and abundent
giobal liquidity, accemtuating the risks to growth and imflation.

. GDP growth [year-on-year (y-0-y)] decelerated to 6.1 per cent in Q3 of
2011-12 from 6.9 per cent in Q2 mainly reflecting a slowdown i industrial
activity. On the expenditure gide, the growth moderation was memly due to
a deceleration in investment activity and weak extornal demand. The Central
Statistics Office (CSO) has estimated the full year growth for 2011-12 at
6.9 per cent, which is in line with the Reserve Bank's projection.

. Growth in industrial production, as reflected in the mdex of industrial
prodoction (TIF), moderated to 4.0 per cent during 2011-12 (April-Janusry)
from 8.3 per cent in the cormesponding period a year ago. Whik growth m
the capital goods and intermediate goods sectors was negative, growth m
the hasic goods and consumer goods sectors decelerated mergially Givent
the significant volatility in ITP numbers, the Reserve Bank also uses several
other indicators to assess the overall mdustrial activity. The Manufacturing
PMI for Felwuary suggested that industrial sctivity remamed m an
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expansionary mode, While corporate sales growth in Q3 0f2011-12 was
| i modersed, reflecting inoreasing difficulty in paming on risng
nput prices.

After remaiming above 9 per cent during April-Noversber 2011, y-0-y
headline wholesale price mdex (WPI) inflation rate moderated to 7.7 per
cent in December and further to 6.5 per cent in January 2012, before risng
to 7.0 per cent in February. While moderation in WP inflation stemmed
mainly from primary food artickes, fuel and manufactured producta groups
also contrimrted.

Primary food artickes inflasion, which wes modest at 0.8 per cent in December,
turned negative (-0.5 per cent) m January 2012, before rismg to 6.1 per
cent in February. Despite the sharp increase i global crude oil prices, fue!
group inflation modereted from 15.0 per cent in December to 12.8 per cent
m Febniary, reflecting the absence of commensurate pass-through to domestic

COSNIETCTS,

Non-food mamufsctured products mflation moderated from 7.9 per cent m
December to 5.8 per cent in Febroary 2012, reflscting both a slowdown
domestic depand flowing the monetary tightening and moderation m global
non-oil commodity prives. The momenturn indicator of non-fbod mamefichred
products inflation (seasonally adjusted 3-month moving aversge inflation
rate) also showed a moderating trend.

Notably, Consumer Prce Index (CP1) mflation (a3 measured by the new
series, base year 2010) for the month of Jammry 2012 was 7.7 per cent
suggrsting that price pressures peraist at the retail level,

The Centre's fiscal conditions deteriorated during 2011-12 {April-Jamary)
with key deficit indicators already crosaing the bodget estirates for the full
year. Apari from shipgichness in tex revenues, Government's non-plan
expenditure, particnlarly subgidies, increased sharply. As indicated in the
TQR, the slippage i the fiscal deficit hax been adding to nflationery presseres.
Credible fiscal consolidation, therefore, will be an important factor in sheping
the mflation outlook.

The yo-y money supply (M,) growth and non-food credit growth moderated,
reflecting the slowdown in the economy. Liguidity conditions have remained
significantly m deficit mode. In order to mitigate the licpridity tightness, the -
Reserve Bank undettook ateps to inject primary Haquidity of a more durable
mature through open market operstions (OMOs) aggregating ‘1,247 hillion
during November 2011~ March 9, 2012 and reduced the CRR by 125
basis pomts (50 basis poinis effective Jamurry 28 and 75 basis pointa effective
March 10), injecting primary liquiiity of about *800 billion. The liquidity
situation has since amproved and if i expected to ease fimthar m the wepks
ahead.

14, While merchandise exporis growth decelorated, moderation in imports growth

was less propounced leading to a widening of the trade deficit. After the



TQR, the rupec has moved i a range of "48.69 to *50.58 per USD, With
sluggish demand conditions in the advanced economies impeding exports
growth and aude ol prices nemg sharply, the current account deficit (CAD)
18 likely to remam agh. The fimancing of the CAD wilt continme to pose a
challenge so long as the global situation reroans nncertain,

15. While the recovery in the US has been progressing, economic activity in the
¢uro areg has contracted. Although abundent heuidity injection by the ECB
has mitigated the mmediate pressares in fmancial madets, a credible sohition
to the sovereign debt problem ¥ yet to emerge. Shiggish global economic
asctivity, uncertamty in the euro area and riing cride oil prices will hermper
growth prospects of EDEs,

16, On the domestic front, while most indicators suggest that the economy is

elowing down, the performance m Q4 of 2011-12 is expected 1o be better
than that in (3. Inflation bas broadly evolved along the projected trajectory
so far. However, apside nisks to inflation have increased from the recent
surge in crude oil prices, fiscal slippage and mipee depreciation. Besides,
there contimues to be significant sapprassad inflation in fisel, fertitizer and
power as admmistered prices da not fally reflect the costs of production.

I17. Recent growth-infletion dyremmics have prompted the Reserve Bank to indicate
that no further ightening is required and that fiture actions will be towards
lowering the rates. However, notwithstanding the deceleration in growth,
milation rizks revmain, which will miluence both the timing and magnitude of
future rate actions,

5.9 FUNCTIONS OF RBI - 11

5.10

Il ~ Issuer of Currency

Mimagement of currency is one of the core central banking functions of the Resarve
Bank for which it derives the necessary statutory powers from Section 22 of the
RBI Act, 1934. Along with the Government of India, the Reserve Bank 1 responsible
for the design, production and overall management of the nation’s currency, with the
goal of ensuring an adequate supply of clean and gemiine notes. In consultation with
the Govermment, the Reserve Bank routinely addresses security issues and targets
ways to enhance security features to reduce the rsk of counterfeitimg or forgery of
CUrrensy notes.

The Paper Currency Act of 1861 conferred ypon the Government of India the
monopoly of nois issues, thug ending the practice of private and presidency banks
isening currency, Between 1861 and 1935, the Government of India managed the
issue of paper currency. In 1933, when the Reserve Bank began operations, it took
over the function of note issue from the Office of the

Controller of Currency, Govermment of India.
CURRENCY UNIT AND DENOMINATION

The Indian Currency is called the Indian Rupee {ablireviaied as Re. in singular
and Rs. in plural), and its sub-denomination the Paira {(plural Paise). At presem,
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noted in India are issued i the denomination of Re.5, R=.10, Rs.20, Rs.50, Rs. 100,
Rs.300 and Rs.1,000. The printing of Re.1 and Rs.2 denonvinations has been
discontimyed. However, notes m these denominations issued earlier are stifl valid and
i ¢irculation. The Reserve Bank is ako authorized to issue notes in the denominations
of five thonsand rupees and ten thousand rupees or any other denomination, but not
exceeding ten thovsand rupees that the Central Government may specify. Thus, m
terms of cutrent provisions of RBI Act 1934, notes in dennminations higher than ten
thousand rupees cammot be issued.

Coin Denomination

Coins in India are available in denominations of 10 paisa, 20 paisa, 25 paisa, 50
peisa, one rupee, two rupees, five rupees and ten rupees. Coms up to 50 paiss are
called “small coins™ and coins of Rupee one and above are called “Rupee coins™,
As per the provisions of Comage Act, 1906, coins can be issued up to the
denonmnation of Ra. 1,000

Currency Management

The Reserve Bank carries out the currency management function through its
Department of Cirrency Management located at its Central Office in Mumbei, 19
Issue Offices located across the ¢oumtry and a cwTency chest at its Kochi branch
To facilitate the digtribition of notes and rupee coins across the country, the Reserve
Bank has authorized selected branches of banks to establish currency chests. There
is a netwark of 4,281 Cumrency Cheats and 4,044 Small Coin Depots with other
banks. Currency chests are storehouses where bank notes end rupee coins are
stocked on behalf af the Reserve Bank. The currency chests have been established
with State Bank of India, six associate banks, nationalized banks, private sector
banks, a foraign bank, a state cooperative bank and & regional rural bank. Deposits
into the cturency chest are treated as reserves with the Reserve Bank and are
included in the CRR. The reverse is applicable for withdrawals from chests. Like
currency chests, there are also small coin depota which have been established by
the authorized bank branches to stock small coina. The small coin depots distribute
small coins to other bank branches in their area of operation.

The Departroent of Currency Management makes recommendations on design of
hank notes to the Ceniral Government, farecasts the demand fior notes, and ensures
smooth distrimition of notes and coins throughout the cmmtry, |t arranges to withdraw
mfit notes, adiministers the provisions of the RBI (Note Refind) Rules, 2009 (these
rules deal with the payment of value of the soiled or nmitilated notes) and reviews’
rationalizes the work systens and procedures at the issue offices on an ongoing
basis.

The RBI Act requires that the Reserve Bank’s affairs relating to note issue end its
general banking business be conducted through two separate departments — the
Issue Department end the Banking Depariment. All transactions relating to the isspe
of currency notes are separately conducted, for acocounting purpeses, in the Issue
Department. The Issue Department is liable for the aggregate vahie of the currency
notes of the Government of India (currency notes issued by the Government of India



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

Banking Department. The Izsue Department is permitied to issne notes only in
exchange for notes of other depominations or against preseribed assets. This
Departrent it also responsible for gettmg its periodical requirements of notes/coms
from the curmency printing presses/mings, distribution of notes and coins among the
pubﬁcaswcﬂasw'ubstawnlafummmbhmtesmdmmﬁomuh‘mhﬁonm
(ﬂntmwﬂmmnnfmmm@mmmmﬂm
Banking Department.

Currency Distribution
The Govermrnent of Tiwdis on the sdvice of the Reserve Bank decides on the varions

denommations of the notes to be printed. The Reserve Bank coordmates with the

For printing of notes, the Security Printing and Minting Corposation of India Limited |

(SPMCIL), a wholly owned company of the Govermment of Indin, has set up
[inting presses at Nasik, Maharashtra and Dewas, Madhya Pradesh. The Bharatiya
Reserve Bank Note Mudran Pvt. Ltd. (BRENMPL), & wholly owned subsidizry of
the Reserve Bank, also has set up printing presses at

Mysore m Kamataka and Sglboni in West Bengal, The Reserve Bank estimates the
quéritity of notes (denotrination-wise) that i Hely 10 be required and places indents
with the variouz presses. The notes received from the presses are ther issned for
circulation bath through remittances to banks as also across the Reserve Bank
counters. Currency chests, which are maintained by banks, store soiled and re-
tssuable notes, as also freah hanknotes. The banks send notes, which i their opinion
are unfit for circulation, back to the Reserve Bank. The Reserve Bank exmmines
these notes and re-issues those that are found fit for crculation. The soiled notes

are destroyed, through shredding, 8o as to maintain the quality of notes in circolation.
Cein Distribntion

The Indian Coinage Act, 1906 governs the minting of rupee coins, nchuding small
coms ofthe value of less than one rupee. One rupee notes (no ionger ssoed now)
end coins are Jegel tender in India for unbmited amounts. Fifly paisa coins are legal
tender for any sum not exceeding ten rupees and smaller coins for any sum not
exceeding one rupee. The Reserve Bank acts as an agent of the Central Government
for distrdbution, issue and handling of the coins (inchading one rupee note) and for
withdrawing and remvitting them back to Government as may be necessary. SPMCIL
has four mints st Mumbai, Noida (UP), Kolkata ahd Hydershad for coin production.
Sirmilar to distribution of banknotes, coins are distributed through various channels
such as Reserve Bank courters, banks, post offices, regional rural banks and wban
cooperative banks. The Reserve Bank offices also sometimes organize special coin
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melas for exchanging notes into coins through retail distrition. Just as unfit banknotes
are destroyed, unfit coing are ako withdrawn from circubation and sent to the' mint
for meling,

Special types of notes

A specinl Star series of notes n three denpmmations of rupees ten, twenty and fifty
have been issued smee August 2006 to replace defectively printed notes at the
printing presaes. The Star series banknotes are exactly lke the exigting Mahatma
Gandhi Series banknotes, but have an additional character — a (star) in the number
panel in the space between the prefix and the mumber. The packets comaining these
baninotes will not, therefore, have sequential serizl nunbers, bt contaim 100
banknot :a, as usual. Thes facility has been further extended to Ra. 100 notes with
effect f ym June 2009. The bands on such packets indicate the presence of such
notes,

Exchange of motes

Basically there ave two categories of notes which sre exchanged between banks and
the Reserve Bank — soiled notes and mutilated notes. While soiled notes are notes
which bave become dirty and limp due to excessive use or & two-piece note,
nmtilated note means & note of which a portion is missing or which is composed of
more than two pieces, While soiled notes can be tendered and exchanged at all
bank branches, mutileted potes are exchanged at designated bank branches and
such notes can be exchanged for value through an adjudication process which i
governed by Reserve Bank of India (Note Refund) Rules, 2009, Under current
provisions, either full or na value for notes of denomination up to Rs.20 is paid,
whils notes of Rs.50 and above would get fisll, half, or no value, depending on the
ares of the simgle Iargest imdivided portion of the note. Special adpdication procedires
exist at the Reserve Bank [ssue offices for notes which have tumed extramely brittle
or badly bumt, charred or insspersbly shuck together and, therefore, cannot withatand
normal handlng.

COMBATING COUNTERFEITING

To combat the incklence of forged potes, the Reserve Bank has taken certam
measures like publicity campaigns on security features of bank notes and display of
“Know Your Bank note” poster at bank branches inchuding at offsite ATMs. The
Regerve Bank, in consultation with the Government of India, petiodically reviews
and upgrades the security features of the bank notes to deter counterfeiting, It also
ahares information with vanious law enforcement agencies to address the issue of
counterfiting. It hax also twoed detailed guideclines to banks anxd government treasury
offices on how to detect amd pound couterfelt notes.

1 - Banker and Debt Manager to Government

Since its inception, the Reserve Bank has underiaken the traditional central banking
fimction of menaging the povernment’s banking transactions. The Reserve Bank of
India Act, 1934 requires the Central Government to enirust the Reserve Bank with
all its money, remiftance, exchange and banking transactions in India and the



5.1

managernent of #5 public debt. The (Government also deposis iis cash balances with
the Reserve Hank. The Reserve Bank may also, by agreement, act az the banker
to a State Government. Cunrently, the Reserve Bank acts as benker to all the State
Govermments in India, except Janam & Kashmr and Sildam It has firited agreements
for the management of the public debi of these two State Governments.

Aa 3 banker to the Government, the Reserve Bank receives and pays mooey on
behalf of the various Govermment departmends. As it has offices m only 27 locations,
the Reserve Bank appoints other banks to act as its agents for undertaking the
bankimg business on behalf of the govermments, The Reserve Bank pays apency
bank charges to the banks for undertaking the government buginess on its behalf
The Reserve Bank has well defined obligations and provides several services fa the
governments, The Cepéral Government and State Governments may make rules for
the receipt, custody and disharsernent of money from the consolidated fund,
contingency fund, and public account. These rules are lepally binding on the Reserve
Bank,

The Reserve Bank also imdertakes to float losns and manage them on behalf of the
Governments, It also provides Ways and Mesns Advances — 3 short-term interest
bearing advance — to the Governmenis, to mxeet the temporery mismatches in their
receipts and paymenis. Besides, it armanges for imvestments of surpls cash balences
of the Governments as a portiblio manaper. The Reserve Bank also acts as adviser
to Government, whenever called upon to do 50, on monetary and banking related
matiers.

The banking functions for the governmenis are carried out by the Public Accounts
Departments at the offices / branches of the Reserve Bank, while management of
public debt mcluding floatation of new loans it done at Public Debt Office at offices
{ branches of the Reserve Bank snd by the Intemal Debt Management Department
at the Central Office. For the fmal compilation of the Government accounts, both
of the centre and atates, the Nagpur office of the Reserve Bank has a Central
Accoumnts Section

BANKER TO THE CENTRAL GOVERNMENT

Undler the adoinistrative amangements, the Central Governiment is required to maintain
a mmimum cash belance with the Reserve Bank. Currently, this amount is Rs.10
crore on a daily bagis and Rs 100 crore on Fridays, as also at the end of March
and July.

LUnder a scheme mivoduced in 1976, every ministry and depariment of the Central
Government has beon allotted a specific public sector bank for handling its transactions.
Hence, the Reserve Bank does not handle govermment’s diy-to-day tramsactinns as
before, except where it has been nominated as banker to a particular ministry or
department, In 2004, a Market Stabilisation Scheme (MSS) was miroduced for
msuing of treasury bills and deted securities over and above the normal market
borrowing programme of the Central Government for absorbing excess Rquadity,
The Reserve Bank maintains a separate MSS cash balance of the Goverament,
which iz not part of the Consolidated Fund of India.
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A3 banker 1o the Government, the Reserve Bank works out the overall funds
position and sends daily advice showing the batances i it books, Weys and Means
Advances granted to the govermment and mvestments made from the sarphus fimd.

Banker to the State Government

All the State Governments are required to maintain a mininmm balance with the
Reserve Bank, which varies from state to staie depending on the relstive size of the
state budget and economic activity. To tide over temporary mismatches in the cash
flow of receipts and payments, the Reserve Bank provides Ways and Means
Advences to the State Governments. The WMA schemne for the State Governments
has provision for Special and Normal WMA. The Special WMA is extended
agamst the collateral of the government securities held by the State Government,
After the exhaustion of the special WMA litmt, the State Government is provided
a normal WMA, The nomnal WMA limits are based on three~year average of actual
reverme and capital expenditurs of the state. The withdrawal above the WMA Limi
i considered an overdmaft. A State Govermment acoount can be in overdraft for e
maxirmmm 14 consecutive working days with a Bonit of 36 days in a quarter. The rate
of interest on WMA ix linked to the Repo Rate. Surplus balances of State
Governments are invested in Government of India 14d-day Intermediate

Treasury bilks in accordance with the instructions of the State Goveturnents.
MANAGEMENT OF PUBLIC DEBT

The Rezerve Bank manages the public debt and isgies new loans on behalf of the
Central and State Govemments, [t ivolves issue and retirement of rupee lpans,
interest payment on: the loan and operationa! matters about debt certificates and
their registration. The union budgst decides the annual borrowing needs of the
Central Government. Parameters, such as, interest rate, timing and manner of raising
of loans are imfluenced by the state of liquidity and the expectations of the market.
The Reserve Bank's debt managemnent policy aims at minimizing the cost ofbotrowing,
reducing the roll-over risk, smoothening the maturiy structure of debt, end inpwoving
depth and hquidity of Government securities markets by developing an active
secondary market. While fhrroulating the borrowing programme for the year, the
Government and the Reserve Bank take into account a number of factors, such as,
the amount of Central and State loans meturing during the year, the estimated
available resources, and the absorptive capacily of the market,

IV ~ Banker to Banks

Banks are required to traintan 8 portion of their demand smd time Liabilities as cash
reserves with the Reserve Bank, thus necessitating a need for maintaming accounts
with the Bank. Further, banks are in the bosmess of accepting deposits and giving
loans. Since different persons deal with different banks, i oeder to settle Tansactions
between vanons custoimers maintaming accounts with different banks, these banks
have to settle transactions arnong each other. Settlement of mter-bank obligations
thus assumes importance.



To faciltate smooth operation of this fimection of banks, an arrangement has to be Functions of RBL - I
made to transfer money from one bank to another. This is usimlly done through the
mechanism of a clearing house where banks present cheques and other such
instraments for clearing. Many banks also engage in other financia! activities, snch
a8, buymg and selling securitics and foreign currencies. Here too, they need to
exchange funds between themselves. In order to facilitate s smooth inter-bank NOTES
transier of finds, or to make payments and fo receive funds on their belalf, banks :
need a commen banker.

In order to meet the above objectives, in India, thﬂRmBnnk]:rmvﬂalbanks
with the facility of openimg accounts with itself. This is the *Banker to Banks'
function of the Reserve Bank, wiich is delivered through the Deposit Accounis
Department (DAD) at the Regional offices. The Department of Government and
Bank Accounts oversees this fimetion and formulates policy and issues operational
mstructions to DAD.

5.14 RESERVE BANK AS BANKER TO BANKS

To fulfill this fimction, the Reserve Bank opens current accounts of henks with iteelf,
enabling theae banks to maintain cash reserves as well as to carry out inter-bank
transactions through thess accounts. Inter-bank accounts can also be settled by
transfer of money theough elecironic fund transfer system, such as, the Real Time
Cross Settierment System (RTGS).

The Reserve Bank contmuously monitors aperations of these accounts to ensure
that defimits do not take place. Among other provisians, the Reserve Bank stipulstes
minimmm balances to be maintained by banks in these socounts. Since banks need
to settle finds with each other at various places in Indis, they are allowed to open
accounts with different regional offices of the Reserve Bank The Reserve Bank also
facilitates remittance of fimds from a bank’s surplus account at one location io its
defictt account at another. Such transfers are elecironically routed throngh a
computerized system. The computerization of accounts at the Reserve Baok has
greatly facilitated barks’ monBoring of their fimds poaition in various accounts across
different locations on a real-time basis.

As Banker to Banks, RBI focuses on

o Enabling smooth, swift and seamless clearing and seitlement of inter-bank
oo
o Providing an efficient means of funds transfer for banks.

e Fnabling banks to mamtain their sccounts with the Reserve Bank for statutory
reserve requirements and mamtenance of transaction baknces.

s Acting as 4 lender of last cesort.
In addition, the Reserve Bank bas also introduced the Cergralizedt Funds Managemont
System (CFMS) to facilitate centralized finds enquiry and transfer of fisds across
DADs. This helps banks in their fuind management as they can access mformation
on their bakmces maintained across different DADs fiom a smgle location. Currently,
75 banks are nsing the system and all 111
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DADs are comnested 1o the gyptem

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

LENDER OF LAST RESORT

As a Banker to Banks, the Reserve Bank alse acts as the ‘lender of last resort’.
It can come to the rescue of a bank that is solvent but faces temporary liquidity
probliars by supplying #t with ruch needed Kquidity when no one else is willing to
extend credit to that bank The Reserve Bank extends this facility to protect the
interest of the depositors of the bank and to prevent possible faihure of a bank,
which i turn may alko affect other banks and institutions and can have an adverse
impact on fmancial stability and thus on the econpmy.

¥ — Financial Regulation and Supervision

The Reserve Bank's regulatory and supervisory domain extends not only to the
Indian banking system but aiso to the dovelopment financial mstitutions (DFIs), non-

banking fnancial companies (NBFCs), primary dealers, credit nfinmation cormparies
and select segments of the financial markets. In respect of banks, the Resarve Bank

derxives iis powers from the provisions of the Banking Reguistion Act, 1949, while
the other entities and markets are regulated and supervised under the provisions of
the Resarve Bank of India Act, 1934, The credi information cormpanies are regulated
under the provigions of Credit Information Compeanies (Regulation) Act, 2003,
As the regulator and the sypervisor of the banking system, the Reserve Bank has
a critical role to plsy m ensuring the system’s safety and soundness on an ongoing
basis. The objective of this fimction is to protect the mterest of depositors through
an effective prudential regulatory framework for orderly development and condnet
of banking operations, and to mamtain overall financial stability through various
policy measures.

Inglia's financial system includes commencial banks, regional rural banks, local area
bariks, cooperative banks, financial nstitutions and non-benking finencial compames.
The banking sector refiorms since the 19908 made stability i the financial sector an
important pknk of the Reserve Bank's fimctions. Besjdes, the global fimancial merkets
have, in the last 75 years, grown phenomenally i terms of volumes, munber of
players and instruments. The Reserve Bank's regulatory and supervisory rok has,
therefore, acquined added importance. The Board for Financial Supervision (BFS),
constituted in November 1994, is the principal puiding force behind the Reserve
Bank's regulatory and supesvisory mitiatives. There are various departments m the
Reserve Bank that perform these regulatory and supervisory fimetions. The
Department of Banking Operations and Development (DBOD) fiames regulations
for commnercial banks. The

Department of Banking Supervision (DBS) undertakes supervision of comercial
banks, including the locel ares banks and all-India financisl mstitutions. The



Diepartment of Non-Banking Supervision (DNBS) regulates and supervises the
Non-Banking Fimancial Companies (NBFCs) while the Urban Banks Department
(UBD) regulates and supervises the Urban Cooperative Banks (UCBs). Rural
Plaming and Credit Department (RPCD) regulates the Regional Rurst Banks (RRBs)
mdtthmﬂpremm'eBankx,mlhermhﬂsbmmtedm
NABARD.

5.16 REGULATORY AND SUPERVISORY FUNCTIONS

3.17

Traditionally, the Reserve Bank's regulatory and supervisory policy instintives are
atmed at protection of the depomtors’ mterests, orderly development and conduct
of banking operations, and Tiquidity and solvency of banks. With the onset of
banking sector reforms during the 19908, vagious prudential measures were intitated
that have, in effect, strengthened the Indian banking system over B period of time.
Tngwoved firancial soundness of banks has helped them to show stabiity and resiience
in the face of the recent severe ghobal financial crisis, which had seriously impacted
several banks and financial instibrtions in advenced couniries. However, there is still
a need to strengthen the regulatory and supervisory architecture. The Reserve Bank
represents India n various international fora, such as, the Base] Committes on
Banking Supervision (BCBES) and the Financial Stability Board (FSB). It3 presence
on such bodies has enabled the Reserve Bank's active participation in the process
of evolving global stapdands for enhanced regulation and supervision of banks.

The major regnlatory fnctinns of the Reserve Bank with respect to the various
components of the financial system are as follows:

COMMERCIAL BANKS

Licensing

For commencing banking operations in India, whether by an lodiam or 8 foreign
bank, 5 ficense from the Reserve Banok is required. The opening of new branches
by banks and change in the location of existing branches are algo regulsted as per
the Branch Authorization Policy. This policy has recently been liberalized significantly
and Indian basks no longer require a licence from the Reserve Bank for openmg
2 branch at a place with papulation of below 50,000, The Reserve Bank contimnes
10 emphasise opening of branches by banks in unbanked and under-banked areas
ufmmmmmmmmmmmm
ap of banks,

Corporate Governance

The Reserve Bank's policy objective is to ensure high-quality corporate governance
in banks. It has issued guidelines stipulating “fit and proper” criteria for directots of
banks. In terms of the guidelines, o majority of the directors of banks are required
to have special knowledge or practical experience i various relevant aress. The
Reserve Bank also has powers to appoint additional dmectors on the board of 2
benking company.
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Stztutory Pre-emptions

Comemercial banks are required to maintain a certain pertion of their Nei Demand
and Time Liabilities (NDTL) in the form of cash with the Reserve Bank called Cagh
Reserve Ratio (CRR} and in the form of investment in unencumbered approved
securities, called Statutory Liquidity Ratio (SLR). The Reserve Bank also monitors
compliance with these requirements by banks i their day-to-day operations.
Interest Rate 3

The inderest rates on most of the categories of deposits and lending transactions
have been deregulaied and are largely determined by banks, However, the Reserve
Bank regulates the mterest rates on sevings bank accounts and deposits of non-
resident Indians (INRI), small loans up to repees two lakh, export credits and a few
other categorics of advances.

Prudential Norms

The Reserve Bank has preseribed prudentisl norms to be followed by banks in
several areas of their operetions. It keeps a close watch on developmg trends in the
financial markets, and fime-tunes the prudential policies,

FRUDENTIAL NORMS

Inurdertusucngthmthchalanuahwtsnfhmh,theRmBmhusinen
prescoling apprroprite prudential norms for thern in regard to meome recogmition,
asset classification and provisioning, capital adequacy, ivestments porifalio and
capital market exposires, to name a few. A brief description of these norms is
fornished below

Capital Adequacy

The: Reserve Bank has mstructed banks to nminian adequate capital on a contioous
basis. The adequacy of capital is measured in terms of Capital to Risk-Weighted
Assety Ratio (CRAR). Under the recently revised framework, banks are required
1o maintain sdequate capital for credit risk, market risk, operational risk #nd other
risks. Basel IT standardized approach iz applicable with road map drawn up for
advanced approaches.

Loana and Advances

In order to mamtain the guality of their loans and advances, the Reserve Bank
requives banks to clesgify their loan assets as performing and non-perfbrming assets
(NPA), primarily based on the record of recovery from the borrowers, NPAs are
further categorized mito Sub-stendard, Doubtful and Loss Assets depending upon
age of the NPAs and value of available securities. Banks are also requred to make
spproprisie provisions against each category of NPAs. Banks are also required to
have expomire limits i place to prevent credit concentration rigk and hmit exposres
to sensitive Sectors, such as, capital markets and real estate,



For Investments

The Reserve Bank requires banks to classify thexr investment portiblios nto three
categories for the purpose of valuation: Held to Maturity (HTM), Available for Sake
{AFS) and Held for Trading (HFT). The sccurities held under HFT and AFS
categoties have to be marked-to-market periodically and depreciation, if any, naeds
appropriate provisions by banks. Securities under HTM category rmust be carried
at acquisition / amortized cost, subject to certain conditions,

Risk Manugement

Banks, in their dedly business, fce various kinds of risks, The Reserve Bank requires
banks to have effective risk managerment sygiems to cover credit risk, market risk,
operutional risk and other rigks, It has issued guidelmes, based on the Basel 11
capital adequacy framework, on how to measure these riske as well 28 how to
manage them

Mselosure Norma

Public disclosure of relevant information is an important toal for enforcing market
discipline. Hence, over the years, the Resarve Bank has strengthened the disclosmure
norms for banks. Banks are now required to make disclosures in thefr ammual report,
among others, about capital adequacy, asset quality, liquidity, earmings aspects and
pensities, if any, mposed on them by the regulator,

Know Yonr Cusiomer Norma

To prevent money aundering through the banking system, the Reserve Bank has
issued ‘Know Your Customer’ (KYC), Anti-Money Laundering (AML) sixd
- Combating Financing of Temmorism (CET) guidelines. Banks are roquired to camry
owt KYC exercise for all their customers to establish their identity and report
suspicions trangactions to authorities,

Protection of Small Deposttors

The Reserve Bank hes sei up Deposit Insurance and Credit Guarentee Corporation
{DICGC) to protect the interest of small depositors, in case of bank failure. The
DICGC proviies insurance cover to all eligible bank depositors up to Rs.1 lakh per
depositor per bank.

Para - banking Actlvities

The banking sector reforms and the gradual deregulation of the sector mspired mamy
banks to undertake non-traditional banking activities, also known as pam-banking.
The Reserve Bank has permitted banks to undertake diversified activities, such as,
ascet managemer, mutusl funds business, ingurance bosmess, merchant banking
bt ai S el card buss = A
veniure fimds and leasing,

Sapervisory Functions

The Reserve Bank undertaloes ropervision of banks to monitor and ensure comphance
by them with its regulatory policy framework. This i achieved through on-site
pspection, off-site surveillnce and periodic mestings with top management of banks.
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On-site Inspection

The Reserve Bank undertakes annual on-site ingpection of bankn to sssess their
financial bealth and 10 evaluate their performanee i terms of quality of management,
capital adequmey, asset quality, eamings, bquidity position as well as imtemal comtrol
gystems. Based on the findings of the mspection, benks are assigned supervisory
ratings based on the CAMELS (CALCS for foreign banks in India) supervisory
model end are required to address the weaknesses identified.

Oif-slte Surveillznce

The Reserve Bank requires banks to suhmit detailed and structured information
periodically under its Off Site Surveillance and Monitoring Systexrn (OSMOS), This
information is thoroughly snalyzed by the RBI to assess the bealth of mdividual
banks and that of the banking system, and also glean early waming signals which
oould serve as a trigger for necessary mipervisory miervention,

Periodic Meetings

The Reserve Bank perindically meets the top memagement of banks to discuas the
findings of its Empections. In addition, it also has quertezly / monthly discussions with
them on important aspects based on OSMOS retums and other inputs,
Monitoring of Frands

The Reserve Bank regularly sensitizes banks about conrnon frend-prone areas, the
modus operandi and the measures necessary to prevent frands, It ako cautions
hanks about unscrupulois borrowers who heve perpetrated frauds with ofber banka.

FOREIGN BANKS

In February 2005, the Govermment of Indis and the Reserve Bank released the
‘Roadrmap for presence of Foreign Banks in Indis” laying ouf a two-track and
gradualist approach aimed at mcressing the efficiency and stability of the bankomg
sector in India. One track was the comsolidation of the domestic bankmg system,
both in private and public sectors, mdthesaonndmkwﬂ:cgrad;nlmm
of the presence of foreign banks m a synchrontzed mamer.

The roadmep was divided into two phases, the first phase sparming the period
March 2005 - March 2009, ax the second phase beginning April 2009 after a
review of the experience gained i the first phase. In view of the recent global
finemcial market turmodl, there are uncertaintics sorrounding the financial strength of
banks arcund the world. Further, the regnistory and supervisory polioies st national
and international levels are under review. In view of this, the current pelicy and
procedures govemning the presence of foreign banks in India will continue. The
proposed review will be taken up afler consaltation with the stakeholders vnce there
is greater clarity regarding stahility, recovery of the global finencial syatern md a
shared understanding on the regulatory and supervisory architecture around the
worid.



3.20 FINANCIAL INSTITUTIONS

.21

Fmancial institutions are an important part of the Indian fnancisl system as they
provide modiom to long term finance to different sectors of the economy, These
inatitutions have becn set up to meet the growing demands of particular segments,
such as, export, rural, housing and small industries. These mstitutions have been
playmg a crucial role in channelizing credit to the above sectors and addresging the
challenges / issues faced by them,

There are fvur financial institytions - Bxim Bank, National Bank for Agriculiure and
Raral Development (NABARD), National Housing Bank (NHE) and Small Industries
Dewbpnrmﬂankuflndm(SH}BIJmchmundcrﬁﬂLﬂadgedmgIMnmd
supervision of the Reserve Bank,

As in the case of commercial banks, pradential norms refating to income recogmition,
asset classification and provisioning, and capital adequasy rutio are apphicable to
these financial mstitutions a5 well. These institutions also are subject to on-site
inspection as well as off-site surveillance.

RURAIL FINANCING INSTITUTIONS

(A) Rurel Cogpereiive Banks

Rural copperatives occupy an important pogition in the Indian financial systern,
These were the fivst fonmal instintions established to purvey credit to rural India.
Thus fir, cooperatives have been a key mstrument of financial mclusion i reaching
ouf to the last mile in nural areas. Cooperative hanks are registered under the
respective State Co-opersiive Societies Act or Multi

State Cooporative Societies Act, 2002 and governed by the pravisions of the
respective acts. The legal character, owmership, management, clientele and the role
of state povernments in the Emetioning of the cooperstive banks make these mstitutions
credit structure in India is its heterogeneity:

Structare of Rural Cooperative Credit Institutions

Rural cooperntives structore is bifircated mto short-term and long-term structure.
The short-term cooperative structure & a three-tier siruchure with State Cooperative
Banks (StCBg) at the apex (State} level, District Central Cooperative Haoks (DCCBs)
at the intermediate (district) level and Primery Agricultorsl Credit Societies (PACS)
at the ground (village) level. The short term structure caters primarily to the various
ghort / medium-term prodoction and marketing cred# needs for agriculture.

The long-term cooperative structure has the State Ceoperative Agriculture and
Rural Development Banks (SCARDBS) at the apex level and the Primary Cooperative
Agriculture and Rural Development Banks (PCARDBs) at the district or block
level. These institutions were conceived with the objective of meeting long-term
credit aeeds in agricalture.

As on end-March, there were 95,352 Short-term Rural Cooperative Credit
Institutions (ST'CCls). This inchuded 31 StCBs, 371 DCCHs and 94,950 PACS.
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There were 717 Long Term Rumal Cooperative Credit Institutions (LTCClIs)
comprising 20 SCARDBs and 697 PCARDBs.

Regulatory and Supervisory Framework

While regulation of State Coopetative Banks and District Cenirat Cooperstive Baniks
vests with Reserve Bank, their supervision is carried out by National Bank for
Agriculture and Rural Development (NABARD). The Board of Supervision, &
Commyittee of the Board of Directors of NABARD, gives directions and guidance
in respect of policies and matters relating to supervision and inspection of Sti"Bs
and DCTCBs. A large number of StCBs as well as DCCBs are unlicensed and are
allowed 1o function as banks till they are either granted licence or their epplications
for Hcence are redected. The Committee on Finanrial Sector Assessmern (Chamrnan:
Dr, Rakesh Mohen and Co-Chainman; Shri Asbok Chawla) had observed that there
is a noed for a roadmap to ensure that only licenwed banks operate in the cooperative
space and that benks which fiil to obtain a licence by 2012 should not be allowed
to operate to expedite the process of consolidation and weeding out of non viable
entities from the cooperative space. A roadmen has been put in place to ackoeve this
posiion.

Capital Adeguacy Norms

At present, the CRAR nonms are oot applicable to StCBs and DCCHs. However,
since March 31, 2008, they are required 0 disckose the level of CRAR in the ‘potes
on accounts’ to their balance sheets every year. The income recognition, asset
classification and provisioning norms are appliceble as in the case of commercial
beanks.

(B} Regional Rursl Banks

Regional Rural Banks were set up under the Regional Roral Banks Act, 1976 with
a view to developing the rural economy by providing credit and other fcilitics,
particularty to the small and merginal farmexs, agncultural laborers, artisans and
small entrepreneurs. Being local kevel institutions, RRBz together with commencial
and co-operative banks, were assigned a critical role to play in the delivery of
agriculiore and rural credit.

The equity of the RRBs was contributed by the Central (Fovernment, concerned
State Government and the sponsor bank in the proportion of 50:15:33. As of March
31, 2009, thers were 86 RRBs having a total of 15,107 branches. The fimction of
fmancial regulation over RRBs 15 exercised by Reserve Bank and the supervisory
powers have been vested with NABARD. CRAR norms are not applicable to
as appiicable to commercial banks are applicable to RRBs.

URBAN COOPERATIVE BANKS

Urban co-operative banks play a significant role in providing banking services to the
middle and lower income groups of society in urban and semi urban areas, The

‘primary (urban) co-operative barks (LJCBs), like other co-operstive societies, are

registered under the respective State Co-aperstive Socisties Act or Multi State



Cooperative Societies Act, 2002 and governed by the provisions of the respeciive Functions of RBI -1

BOLR.

With a view to bringing prinvury (urban) co-pperstive banks under the purview of
the Banking Regulation Act, 1949, certain provisions of the Banking Reguhition Act,
- 1949 were made applicable to co-operative banks effiactive March 1, 1966. With
thas, those banks came under the dusl control of respective State Governments/
Central Government and the Reserve Barnk. While the non-hanking aspects like
are regulated by the State/ Central Governments, matters related to banking are
regulated and supervised by the Reserve Bank under the Banking Regulation Act,
1949 (as applicable to co-operative societies).

As of revw, there are 172] primary (orban) co-opemative banks incliding 53 scheduled
benks. The UCEs are largely concentrated in a few States, such as, Anddhra Pradesh,
Gujarat, Kamataka, Maharashtrs and Tamil Nadu. Apart from a few large banks,
most of the UCHs are often functioning as a unit bank.

{A) Regulatory Framework

Licensing

UCBs have to oblain & licence from the Reserve Bank for domg banking business,
The unlicensed primary (uban) co-operative banks can continue to carry on banking
trusiness till they are refused a licence. Further UCBs also bave to obtam prior
authorization of the Reserve Bank to open a new place of business.

Prudential Norms

and capital adequacy ratio are applicable to wban co-operative banks as well.

(B) Supervisory Framework

To ensare that primary (urben) co-operative banks function on sound lines and their
methads of operation are consistent with statuiory provisions and are not detrimental
to the mizrests of depoaitors, they are subject to (i) oo-site sspection, and (i) off-
site surveillence.

On-site Inspection

The: prinsipal objective of mspection of primary {urban) co-operative banks is to
safeguand the interests of depositors and to tuild and mamtam a sound bankmg
gystern m conformity with the bankimg laws and regulations, While all schedulad
urban co-operative banks, and select non-scheduled urben co-operative banks are
imspected on an anrmual bagi, other non-scheduled UCHs are mspected once i two
years. The banks are graded into four categories based on four parameters vz,
CRAR, net NPA, profitabifity and compliance with CRR/SLR stipulations.

Offsite Swrveiliance

In order to have continuous supervision over the UCBs, the Reserve Bank has
supplerented the system of periodic on-site inspection with off-site surveillance
(O88) through a set of periodical prudential retums to be submitied by UCBs.
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NON BANKING FINANCIAL COMPANIES

Non-banking Fmancial Companies play an important role in the financial system. An
NBFC is defined as a company engaged in the business of lending, investment in
shares and securities, hire purchase, chit fund, msurance or collection of morics,
Depending upon the line of activity, NBFCs are categotized into different types.
Recognizing the prowth in the sector, initially the regulatory set-up primerily focusod
on the deposit taking activity in terms of limits and interest rate.

The recommenciations of the Joint Parlamentary Commmittes wiich looked into the
stock market scam of early 90s and the Shah Committee (1992) sugpesied that
there was a need to expand the regulatory and sgpervisory focus also to the asset
gide of NBFCs' balance sheet. Legishtive amendments were adopted to enopower
the Reserve Bank to regulate Non-Banking

Financial Compares t0 ensure that they integrate their fimctioning within the indian
fmamcial aystem.

The amended Act provides that for commmeneing /carrying on the business of Mon
—Banking Financial Inpstitution (INBFT), a company has to bave 2 minimum level of
Net Owned Funds (NoF). At end- Jime 2009 there were 12,740 NBFCs. Out of
these, 336 have been permitted to accept deposits and are classified as NBFC-D.
‘The non-deposit taking companies are classified as NBFC-ND.

(A} Regulatory Framework

NBFCx accepting Public Deposits

The Reserve Bank issues directions about the quantum of public deposits that can
be acceptad, the perind of deposits, which shoukd pot be kess than 12 months and -
{presently 12.5 per cent), broleerape fees and other expenses amoumting to 2 maxiomum
of 2 per cent and 0.5 per cent of the deposits, respectively, and the contents of the
application forms, as well as the advartisement for soliciting deposits. _
Companies which scoept puublic deposits are required to comply with all the prudestial
ROTTS N Mcome recognition, asset classification, accounting standands, provisioning
for bad and doubtfisl debts, capiial adequacy, and credit and mvestrment concentration.
Additional disclosures in balance shests have also been prescribed.

In order to restrict mdscriminate mvesiment by Non-Banking Fingncial Companies
in real estate and i ungquoted shares, they have been directed to kit their imvestment
in real estate, except for their own use, up to 10 per cent of their owned fimds,
Further, a ceiling of 20 per cent has alzo been prescribed for investment in unquoted
shares of other thar group / subsidiary commpenties.

In case an NBFC defimlts in the payment of matured deposits, the depositors can
lodge their claims against the Company with the Company Law Board (CLB).
NBFCs also bave to maintam SLR (15 per cent) a5 s percentsge of deposits.
However, there is no CRR prescription for NBFCs as they do not aceept demand

deposis,



NBFCs nor accepting Public Deposity Functions of RBI -1

Non-Bankmg Fnencial Companics not accepting public deposits are regulated in a
bmoited menner. However, with the operning up of foreign direct investment in MBFCs
and the opportuties for credit growth m the economy, the sector has witnessed the
eniry of some large compenies in the category of NBFC-ND. Since these compemies, NOTES
unlike the NBFC-L2, were carlier not subject to prudential norms for capiial adequacy
and exposures, thear bormwings increased considerably. Fuxther, mince, unlike banks,
the NBFC zector does not bave any cap on exposure to the capital market, these
entities have, as a part of their business, been taking significant exposure on the
capital market. In vigw of the above, non-depasit taking NBFCs with asset size of
Ra 100 crore and above were classified as Systemically Important and were required
to comply with exposure and capital adeguecy norms . To facilitate off-site
sapervision, they are alw required to provide additional infrmation to the Reserve
Bank through monthly axd anmeal retumms. Further, to contain the risks of the NBFC
sector spilling over to the banking s=ctor, exposure of banks to the NBFC sector,
gither in the form of credit fcibties or m the form of equity contribution has been
pradentiafly capped

(B) Sopervisory Framework

On-Site spection

" AllNBFC-D and all large NBFC - NDs wre subjected to regular anmual nspection
to assess their financial performance and the general compliance with the dwections
issned by the Reserve Bank. The inapection focuses on Capital, Asset Quality,
Management, Eamings, Liguidity and Systerrs (CAMELS pattern) and identifies the
supervisery concerns. These are taken up with the

o it fiall acti
OQff-Site Surveillance Svsiem

In order to supplement informetion between on-site inspections, several returns have
been prescribed far NBFCs as part of the off-site surveillance system, The mformation
provided 1 analyzed to ikentify potential supervisory concemns and in certan cases
serves as a tripger for on-gite nspection,

External Auditing

The responsibility of ensuring compliance with the directions issued by the Resarve
Bank, as well a8 adherenca to the provisions of the RBI Act has also been entrusted
to the statutory auditors of the Nop-Banking Financial Companies. The statutory
awditors are required to report to the Reserve Bank about any Tvegularity or viclation
of regulations conceming accepiance of public deposits, credit rating, prudential
norms and exposure limits, capital adequacy, mamtenance of liquid assets and
regularzation of excess deposits held by the companies.

5.24 PRIMARY DEALERS

In 1995, the Reserve Bank introduced the system of Primary Dealers (PDs) m the
&mSmethMMmﬂms
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Primary Dealer activity. PDs play an active role in the Govermment secuarities market
by underwriting and biddmg for fresh issuances and acting as market makers for
these securitics. In order to broaden the Primary

Dealership system, banks were penmitted to underiake Primmary Dealership tusiness
depaytmenizlly in 2006-07. Further, the standalone PDs were pernitted to diversify
into business activities, other than the core PD business, i 2006-07, sobject to
certain conditions. As on June 30, 2010, there were s standslone PDs and eleven
hanks authorized to undertake PD buginess departmentally.

Regulation

PDs are required to meet registration and such other requirements as stipulabed by
the Securities and Exchange Beard of India (SEBI} nchyding operations on the
Stock Exchemges, ifthey imdertake any activity regulated by SEBI. PDs are expected
to join the Primary Dealers Association of Indis (PDAIT) and the Fixed Income
Monecy Market and Derivatives Association (FIMMIDA) and abide by the code of
conduct and such other actions as initiated by these Associations in the irterest of
the securities markets. Any chimge in the sharehokling pattern / capital strocture of
a PD needs prior spproval of the Reserve Bank. The Reaerve Bank reserves the
right o cancel the Prinmary Dieakership if, in its view, the concerned institution has
failed to adhere to the terms of suthorization or any other applicable guideline. A
Primary Dealer should bring 1o the Reserve Bank’s attention any major complaint
against it or action initiated/taken against it by the Stock Exchanges, SEBL, CHI,
Enforcement Directorate, Income Tax, or any other authority.

Sapervixion

Off-site supervision: PDs are required to submit io the Reserve Bank, periodic
Bank has the right to inspect the books, reconds, documents and accounts of the
PD. PDe are required to make available all such docurments and records o the
Reserve Bank officers and render all necessary assistance as and when required.

CREDIT INFORMATION COMPANIES

Credit Information Conpeamies (CIC) play an important role i facilitating credit to
various borrowers on the basis of their track record, Credit Information Companies
(Regulation) Act 2005 empowers the Reserve Bank {o regulaie CICs. The Reserve
Bank announced in Noverber 2008 that Foreign Direct Investment up to 49 per
cent in CTCs would be considered i cases: where the investor was a company with
an established track record of rumning a credit information buresn in a well regulated
enrvironret; (B) no shareholder in the investor company held more than 10 per cent
voting rights in that company; and (¢} preferably, the company was a listed company
on a recognized stock exchange. The Reserve Bank, m April 2009, issued "
principle approval’ to four companies to set up CICs,

FINANCIAL MARKETS

Deep and efficient financial markets are essential for realizing the prowth potential
of an economy;, however, disorderly fimancial markets could be & source of risk to



both financial institutions and the economy. The Reserve Bank regulates only certain
segments of financial markets, namely, the money market, the government securities
market and the foreign exchange market. Various measures have been taken to
deepen these markets over a period of time.

V1 - Foreign Exchange Reserve Management
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. The Reserve Bank, as the custodian of the country’s foreign exchenge reserves, is
vested with the responsibility of managing their investment. The legal provisions

governing management of foreign exchange reserves are laid down in the Reserve
Bank of India Act, 1934,

The Reserve Bank'’s reserves management function has in recent years grown both
in terms of importance and sophistication for two main reasons. First, the share of
foreign currency assets in the balance sheet of the Reserve Bank has substantially
mcreased. Second, with the increased volatility in exchange and interest rates in the
global market, the task of preserving the value of reserves and obtaining a reasonable
return on them has become challenging. The basic parameters of the Reserve Bank’s
policies for foreign exchange reserves management are safity, liquidity and returns.
Within this framework, the Reserve Bank focuses on:
a) Maintaining market's confidence in monetary and exchange rate policies.

b) Enhancing the Reserve Bank’s intervention capacity to stabilise foreign
exchange markets.

¢) Limiting external vulnerability by maintaining foreign currency liquidity to
absorb shocks during times of crisis, including national disasters or
emergencies.

d) Providing confidence to the markets that external obligations can always be
met, thus reducing the costs at which foreign exchange resources are available
to market participants.

e) Adding to the comfort of market participants by demonstrating the backing
of domestic currency by external assets.
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INVESTMENT OF RESERVES

The Reserve Bank of India Act permits the Resarve Bank to invest the reserves in
the following types of instruments:

I) Deposits with Bank for Internationa] Settlements and other central banks

2) Deposits with foreign commmercial banks

3} Mmmwmwmhhﬂlyuf
not more than 10 years of residual madurity ;

4} QOther mstrumenis and matitutions as approved by the Ceniral Board of the
Reserve Bank in accordance with the provisions of the Act

5) Cenain types of derivatives

While gafety and Bquidity contimue to be the twin-pillars of reserves management,
return optimization has become an embedded strategy within this framework. The
7 Benic has framed poli e " : tinibility criteria for
mmmﬂnpaﬂn,mﬂmu@mﬁhbcnﬂe%&mhmbmcﬂmnﬁty
and Bquidity of reserves, The Reserve

Bank, in consultation with the Government, continoously reviews the reserves
mmm’ .

Deployment of Reserves

Rights (SDRs) and gold. SDR= are held by the Government of India, The foreign
currency assets are managed following the principles of portiblio mimagement.
In deploying reserves, the Reserve Bank pays close attention to curmency composition,
mterest rate risk and Bquidity needs. All foreign cirrency assets are invested
assets of top qualify and a good proportion is convertible into cash at short notice.
The counterpartics with whom deals are conducted are also subject to a rgorous
selection process. In assessing the returns from deployment, the total retumn (both
interest and capital gaing) is taken into consideration. One crucial area in the process
of mvestment of the foreign cnrrency sssets in the overscas markets relates to the
risks involved in the process. While there is no set fornmila to meet all stuations, the
Reserve Bank follows the acgepted portfolio menagement principles for risk
management

5.26 FOREIGN EXCHANGE RESERVES MANAGEMENT -

THE REI'S APPROACH

The Reserve Bank's approach to foreign exchange reserves mapagement has also
undlergone a change. Until the balance of payments crieis of 1991, India’s approach
to foreign exchange reserves was exsentinlly aimed at mamtaming an sppropriate
import cover. The approach underwent a paradigm shift following the
recommendations of the High Level Comnittes on Balance of Payments chaired by
Dr. C. Rangerafan {1993). The commitice stressed the need to maintain sufficient
reserves to meet all external payment obligations, cnsure a reasoneble level of
confidence in the international commmmity about India’s cepacily to honor its
mmmﬁmmmmmmmm



of system of market-detenmmed estchange rates m 1993, the objective of smoothening Functions of RBI - I
out the volatiity in the exchange rates assumed mmportance.

Thw ovemll approach to the management of foreign exchange reserves also reflects
the changing conpossion of Balance of Payments (BoP) and liquidity risks associated
with different types of flows. In 1997, the Report of the Committee on Capital
Account Convertitvility under the chairmanship of Shn 8.8, Tampore, suggested
alternative meagures for adequacy of reserves, The committes in addition to trade-
based indicators also suggested money-based and debi-based indicators. Similar
views have been held by the Committes on Fuller Capital Acconnt Convertibality
{Chairman; Shri 5. 8. Tampore, July 2006).

The traditional approach of assessing reserve adequacy in terms of nport cover has
been widened to inchade a number of paramsters about the size, composition, and
riek profilea of varous types of capital flows. The Reserve Bank also looks at the
typea of extemal shocks to which the aconomy is potentially vilnerable. The objective
is to ensure that the quamtum of reserves is in lme with the growth potential of the
economny, the size of risk-adjusted capital flows and national security requirements.
VII — Foreign Exchange Management

The Reserve Bank oversees the foreign exchange market in India. It supervises and
rogulates it through the provisions of the Foreign Exclemge Mmagement Act, 1999,
Like other markeis, the freign exchange market hag alo svolved over thme, and
the Reserve Bank has been modulating its spproach towands its fimetion of sopervizing
the merket.

5.27 EVOLUTION

For a long time, foreign exchange in India was treated as a controlled commodity
because of its mited svuilability. The early stages of foreign exchange management
i the country focused on comtrol of foreign exchange by regulating the demend due
to limited supply. Exchange comtrol was introduced in Indis under the Defence of
India Rules on September 3, 1939 on a temporary basis. The statutory power for
exchange contral was provided by the Foreign Exchange Regulation Act (FERA)
of 1947, which was subsequently replaced by a4 more comprehensive Foreign
Exchange Regulation Act, 1973, This Act empowered the Reserve Bank, and in
certain cases the Central Govermment, to conirol and regulate dealings in foreign
exchange payments outside India, exports and import of creney notes and bullion,
transfer of securities between residents and non-residents, scquisition of foreign
securitics, and acquisition of mmovable property in and outzide India, among other
transactions. Extensive relaxations in the rules governing foreign exchange were
initiated, prompoad by the Bbemtization measures introduced since 1991 and the Act
was amended as a new Foreign Exchange Regulation (Amendment) Act 1993,
Significant developments m the external sector, such as, substantial increase in foreign
exchange reserves, growth in foreign trade, rationalisation of tarifi, current sceournt
convertibifity, Bberalization of Tndian investmenis abroad, increased sccess 10 external
cammerciat borvowings by Indian corporates and perticipation of foreign insttutional
investors in Indian stock market, resulted in 2 changed enviromnent. Keeping in
view the changed environment, the Foreign Exchange Mansgement Act (FEMA)
was enacted in 1999 to replace o
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FERA with effect from June 1, 2000, FEMA aimed at consolidating and amending
the lavws relating to fircign exchange with the ohjective of facilitating external trade
and payments and for promoting the onderly development and mainiensnce of foreign
exchange markets in India. Emphasising the shift in focus, the Reserve Bank in due
course also amended (since Jarmary 31, 2004) the name of its deparoment dealing
with the foreign exchange transactions to Foreagn Bxchange Department from Exchenge
Cortrol Department,

Liberalized Approach

The Reserve Bank msues bcenses to banks and other mstitntions to act as Anthorzzed
Deaiers in the foreign exchange market. In koeping with the move towards
liberalization, the Reserve Bank hes undertaken substantial elimimation of licensing,
quantitetive restrictions and other regulatory and discretionary controls.

Apart from easing restrictions on foreign exchange transactions in terns of processes
end procedure, the Reserve Bank hag also provided the exchange thcibity for liberalzed
travel abroad for purposes, such as, conducting business, attending international
conferences, undertaking technical atudy tours, setting vp joint ventures abwoad,
medical treatiment.

Moreover, the Reserve Bank has permitted residents to hold foreign currency up to
a maximin of UUSD 2,000 or its equivalent. Residents can now also open foreign
currengy accoints in India and credit spectfied foreign exchange receipds into it.
Foreign Investment

Foretpn investment comes mto India m various forms. Following the reforms path,
the Reserve Bank has bberalized the provisions relating to such imvestments.
m  The Reserve Bank heg pertnitted foreign investment i almost all sectors,

. with a few exceptions. Forcign companies are parmitted to set up 100 per
cent subsidiaries in India.

m In many sectors, no prior approval from the Government or the Reserve
Bank is required for non-residents investing in India.

m Foremn institutional investors are allowed to iovest in all equity securities
tracied in the primary and secondary markets. The total investment by all the
foreipn institutional imvestors put fogether should not expead 24 per cent of
the issued and paid up capital of a company which can be reised up to the
level of the prescribed sectors] cap by the respective companies by passing
a gpecial resolution to the effect.

#» Foreign instilutional mvestors have also been permitted to iovest in
Government of India treasury bills and dated securities, corporaie debt
mstrnements and povual fands, The NRIs have the flexibility of investiog
under the options of repatriation and non-repatristion.

» The Government allows Indian comparses to msue Global Depository Receipts
(GDRas) and American Depository Receipts (ADRs) to foreign investors
The GDRs/ADRs wsued by Indian companies to non-residents have free

ik e Todi :



Indian Investment Abroad Functions of RBI - I
Any Indian entity can make investment in an overseas joint venture ot in p wholly-
owned subsidiary, up to 400 per cent of its net-worth.

External Commercial Borrowings

Indian companies arealhwadtﬂmiseextemalmmialbo:mwhgs mchuding
FWMMM(FGCBS]NFWWW
Bonds (FCEBs) are alzo governed by the ECB guidelines.

Liberalized Remittance Scheme

As g step towards farther simphfication and liberalization of the foreign exchange
facilites avadable to the residents, the Reserve Bank has parmitted resident individuals
to freely temit abroad up to USD 200,000 per financial vear for any permissible
PUTpOSES.

Currency Fatures

In a recent development, regulators have permitted exchange-traded currency fistures
in India, Such trading facilities are currently being offered by the National Stock
Exchange, the Bombay Stock Exchange and the MCX-Stock Exchange. As the
product & exchange traded, the conduct of currency fikures tradmg facility ia being
regulated jointly by the Reserve Bank and the Securities and Exchange Board of
India.

NOTES

Indian Depository Receipia (IDRs)

Under another reform neasure, asrtharthies i India have allowed eligible companics

resident ouiside India to issue Indian Depository Receipts (IDRs) through e domestic

depository. Such issuances are subject to approval of the sectoral regulators.
5.28 EXCHANGE RATE POLICY

The foreign exchange market m India comprises Authorized Pemons (hanks, money

changers and other entitieg) m foreign exchange businean, forejgm exchnge brokers

who act as miermedianies and customers — individuals as well as corporste — who

teed foreign exchange for thewr transactions.

The customer segment is dommated by major public sector entites and Govermment
of India (for civil debt service and defince) on the one hand and large private sector
corporate on the other. Foreign Institutional Investors {Flls) have emerged as an
mportant constituent in the equity market and thus contribute significanily to the
foreign exchange market activity, The Indian foreign exchange market primarily
comprises two segments — the spot market and the derivatives market. As in other
emerging market econopies, the spot market is the dominant sepment of the Indian
foreign exchange market.

India's exchange rate policy hes evolved in tandem with the domestic as well as
international developments. The period afler mdependence was marked by a fixed
exchanpe rate regime, which was in line with the Bretton Wooda system prevalent
then. The Indian Rupee was pegged to the Pound Sterling on account of historic
links with Britain. After the breakdown of Bratton 127




Banking and
Inserance Practices

NOTES

128

Woods System in the early seventies, most of the couniries moved towands a
gystem of flexible/managed exchange rates. With the declme i the share of Britain
m India’s trade, mcreased diversification of India’s imemationsl transactions together
with the weaknesses of pegging to a single currency, the Indian Rupee was de-
linked from the Pound Sterling in September 1975, The exchange rate subsequently
came to be determmed with reference to the daily exchange rate movements of an
undisclosed basket of currencies of India's major ading partners. As the basket-
linked management of the exchange rate of the Rupee did not capture the merket
dynamics and the developments in the exchange rates of competing countries fully,
the Rupee's external velue was allowed to be determined by market forces in a
phased manner fillowing the balance of payment difficultics in the nineties, A significan
two-step downward adpstment m the exchange rate of the Rupec was made m
1991, [In March 1992, Liberalized Exchange Rate Management Syster (LERMS)
mvolving the dual exchange rate was mstiruted.

A unified kingle market-determined exchange rate systexn based on the demand for
and supply of foreign exchange replaced the LERMS effoctive March 1, 1993.

The Reserve Bank’s exchange mate policy focuses on ensuring orderly conditions &
the foreign exchimpe market. For the purpose, it closely monitors the developments
in the financial markets at home and abrosd When neceszary, it infervenss in the
market by buymg or selling freign currencies. The market operations are undertaken
either divectly or through public sector banks.

In addition to the traditional instruments like Byrward and swap contracts, the Reserve
Bank has facilitated increased availbility of derivative instruments in the foreign
exchange market. It has allbvwed trading m Riupee-foreign curmency swaps, foreign
vurrency-Rupee options, cross-currency options, interest rate swaps and currency
swaps, forward rate agresments and currency firtores.

VIII — Market Operstions

The Reserve Bank oprstionalises its monetary pohicy through its operations m
Eovernment secarities, foreign exchange and money markets,

Open Market Operations

Open Market Operations in the form of outright purchese/sale of Government
securities are an important tool of the Reserve Bank's monstary management. The
Bank carries out such operations in the secondary mmarket on the electronic Negotinted
Deuling Systern - Order Matching (NDS-OM) platform by placing bids and/or
taking the offers for securities. All the secondary market transactions m Govermment
Securities are settled through Clearing Corporation of Indis Limited (CCIL). The
cntire settlement i under Delivery versus Payment mode. The netied imds settleament
is carried out through members” Current Account meamtained at the Reserve Bank
end through Designated Settlement Bank for those members who do not mantam
current account with the Reserve Bank. The securities settiement 15 done m SGL/
CSGL Accounts of members maintained ai the central bank. CCIL acts as central
counter party to all Government securities trade facilitating smooth settlement and
that default by one roember could have on the systesn



Liguidity Adjustment Facility Aunctions

The tiquidity management operations are aimed at modulating Hoguidity conditions
such thet the ovenipit rates in the money mnrket remains within the mfrmal corridor
set by the repo and reverse repo rates for the liquidity edfustment facility (TAF)
operations. In a nepo transaction, the Reserve Bank infimes liguidity o the system
by taking securities as collateral, while in a reverse repo transaction it absorbs
liquidity from the system with the Resarve Bank providing securities to the coumter
partics. The LAF auctions are also conducted elegtronically with the market
patticipants, such as, banks and Primary Dealers. The LAF auctions are conducted
either only once or two times i a day with the operations effsctively modulating
overnight quidity conditions in the market.,

Muarket Siabiliration Scheme

The Market Stabisation Scheme (MSS) was miroduced in April 2004 mmder which
Government of India dated secunties / treasury bills could be issued to absorb
surphus struciural / durable hiquidity created by the Reserve Bank’s foreign exchange
opearations. MSS operations are a sterilezation tool used for offsetting the liquidity
irpact created by mtervention in the foreign exchange merkets. The dated securities
/ treasury bills are the same as those issued for nonmal market barowings for
avoiding segmentation of the markei. The Mol between the Reserve Bank and the
Government of India envisaged an anonual ceiling, to be fixed through mmtual
conmiltations, for MSS opemations along with a threahold which would trigger a
review of tho ceiling, The issiumees under M35 are matched by an equivalont cash
balance held by the Governmment in a separate identifiable cash account mamtamed
and operated by the Reserve Bank. While these issuances do not provide budgetary
'support {0 the Government, interest costs are bore by the Government, These
sacurities are also fraded in the secondary market. By design, the MSS has the
 Bexibility of not only absorbing hiquidity but also of injecting iquidity, if required,
through unwinding as well as buy-back of securities issued under the MSS,

Domestic Foreign Exchange Market Operations

Operations i the domestic foreign exchange markets are conducted within the
Reserve Banks framework of exchange rate management policy, The exchange rate
management policy in recent years has been guided by the broad principles of
carefii] monitormg and menagement of exchange rates with flexibility, without a fixed
target or & pre-announced target or a band coupled with the ability to ntervens i
and when pecessary. Tt also allows underlying demand end sapply conditions 1o
determine the exchange rate movernents over a petiod in an orderly way. Subject
to this predominant objective, the exchempe rate munagerment policy i maded by the
need to reduce excess volaiility, prevent the emergence of destabilizing speculative
activities, help mantain adeqoate level of reserves and develop an orderly foreign
exchange market. The Reserve Bank also collates computes and diesermnates RBI
Reference rate on daily basis.

Money Market

The Reserve Bank also carries out regnlation and developraent of money market
instroments such as call / notice / term money market, repo market, certificate of
deposit, commercial paper and Collsteralized Borrowing and Lending Obligatins
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(CBLO). The call / notice / term money rarket opergiions are transacted / reported
on the Negotiated Dealing System — Call (NDS Calj) platform.

IX — Payment and Seftlement System

The regulation and supervision of payment systems is being incressmgly recognized
as a core responsibility of central banks. Safe and efficient functioning of thess
systems is an imporiant pre-requisite for the proper functioning of the fmancial
systam and the efficient transmission of monetary polkicy.

The Reserve Bank, as the regulator of financial sysiems, has been initisting reforms
in the payment and settlement aystems to enswre ofBcient and faster flow ot fonds
among various consituents of the fmancial sector. The increasing monetization in the
economny, the constry’s larpe geopraphic expanse, people’s prefivence for paper-
based mstruments and rapid changes in technology are among factors that nmke this
task & formidable one.

DEVELOPMENT, CONSOLIDATION AND INTEGRATION

The Reserve Bank has adepted a three-pronged strategy of consolidation,
devekypment and nbegration to establish & modern and rotust payment and settlement
system which 18 also efficient and secure.

The consolidation revolves around expanding the reach of the existing products by
mirpducing clearng process in new locations. The reach is also facilitated by the use
of latest technology, such as, mechamized cheque processing, image-based cheque
processing gystens, and stercomnection of the clearing houses.

The Reserve Bank bas also taken steps towards integrating the payment system with
the settlement systems for government securities and foreign exchanpe. To fcilitate
sertlernert of Government securities traneactions, it created the Negotisted Dealing
Systern, a screen-based trading platform.

The NDS facilitates the dealing precess and provides for electronic reporting of
tredes, on-lne mformation dissemination and settlement in a centralized system.
For settlement of irade i forcign exchange, Government securities and other deitt
instrument, it has sef up the Clearing Corporation of India Limited {CCIL). This
plays the role of a central counter party to transactions and puarantees settlement
of trade, thus managmg the counter party risk.

Payment and Settlement System : Evolution and Initiatives

Computerization of clearing operations was the first major step towards
modernization of the payments system, its aim bemg to redoce the tme taken in
clearing, balancing and settlement, apart from providing accuracy in the final settloment.
s Mechanisation of the clsaring operations was enother milestone with the
introduction of Magnetic Ink Charscter Recogmitiom (MICR)-based chexque
procesaing technology ueing High Speed Reader Sorter systems driven by
mainframe cormputers. The Reserve Bank introduced mechanized clearing in
the four metro cities of Mumbai, New Delhi, Kolkata and Chermai during

1988,



To facilitate faster clearing of large-value choques (of value of rapees one
lnkh and above), the Reserve Bank introduced ‘High-Value® Clearing

{(HVC), covering select branches of banks for same day settlement, Howewer,

with the development of other ekectrome modes of timafer and to encourage
customers to move from paper-based modes to electronic products, the
Reserve Bank has advised the clearing houses to gradually discontimue its
use.

The Reserve Bank has also introduced & *Cheque Truncation System’
{CTS) m the National Capital Territory of New Delhi. This system climsinates
the physical movement of cheques and provides a more secute and efficiont
method for clearing cheques.

The Reserve Bank has mtroduced Electronic Clearing Service (ECS).
This uses a series of electronic payment mstructions for trensfer of funds
instead of paper mstruments. The “ECS—Credit’ enables companies to pay
interest or dividend to a large mumber of beneficiaries by direct credit of the
amount to their bank accourts. "ECS-Debit’ facilitates payrent of charges
to wtility services, such as, clectricity, telepbone companics, payimnent of
msurance prerms and loan instaliments, directly by debit to the costomer’s
account with a bank.

The Nations! Flectronic Clearing Service (NECS), facilitates credits to
bank accounts of maltiple customers agamst a single debit of remitter’s
account. NECS (Debit) when laumched would facilitate pmitiple debits o
destination eccount hoklers againgt a smgle credit to the sponsor bank. The
system has a pan-Indis charscteristic kverging on Core Banking Solutions
(CBS) of member banks, facikitating all CBS bank branches to participate
in the gystem, irrespactive of their location. As at the end of September
2009 as many a8 114 banks with 30,780 branches were participating in
NECS.

The Reserve Baok has introduced an Electronic Funds Tranafer schene
to enable an account holder of a bank to electromically transfer fimds to
another account holder with any other participating bank. l

The Real Time Groass Seitlement system settles all imter-bank payments

and) customer transactions above rupees one lakh. Participants in this system |
mchude banks, financial mstuutions, primery dealers and cleming entities. All

systermically important payments including securities settlemont, forex

sottioment and money market settlements are prooeseed through the RTGS
" system,

Pre-pald payment inxtruments facilitate purchase of goods and services

againgt the value stored on these instruments. To encpurage the use of this |
safe payment mechanism, the Reserve Bank has issned guidelines that lay

systems in the country.

The Reserve Bank has also issued guidelines for the use of mobile phones

as a medium fbr providing banking services. Only banks which are ficensed
and supervised in India and have a physical presence m India are pormitted
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to offer mobile banking services m the coumtry, The guidelines focus on
systems for security and imer-bank transfir amangements through authorized
Systemns.

m The Reserve Bank encouraged the setting up of the Nstional Payments
Corporation of India {(NPCI) to act as an umihwella organizstion for operating
the various retail payment systems i India. NPCI is expected to bring
preater efficiency i retadl payment by wey of umifrmity and standardwation
a3 also expangion of reach and IMovative payment products to augment
customer Comvenince,

LEGAL FRAMEWORK

The Payment and Settlement Systemns Act, 2007 provides for regulation and
suparvision of payment systems in Indis and designates the Reserve Bank as the
authority for the purpose. As per the Act, only payment systems authorized by the
Reserve Bank can be operated in the couniry. The Act also provides for the
settiement effected under the rules and procedures of the system provider to be
treated as fnal and jrevocable.

Institutional Framework

The Regerve Bank hes put m place an institutional framework and structure for
oversight of the payment systerms. In 2004, it crested a Board for Regnlation and
Supervision of Payment and Settlement Systems (BPSS) as a Commnittee of the
Central Board. A new departirent calied the Department of Payment and Settlement
Systems (DPSS) was constituted to assint the BPSS in performing #ts fimetions,

X — Developmental Role

The Reserve Bank is one of the few central banks that has taken an active and
direct role in supporting developmental activitiea in their country The Reserve Bank's
developmental role includes ensuring credit to productive sectors of the sconomy,
creating mstihutions to build fivrcel nfrastructore, and expanding access to affordable
financial services. Over the yearg, is developmental role has extended to mstiution
buskling fior faciitating the avalsbibty of diversified financial services withi the coundry.
The Reserve Bank today also plays an active roke n encouwraging cfficient customer
service throughowut the banking industry, as well as extension of banking service to
all, through the thrust on financiel inclesion. Towards thie goal, which has evolved
gver many years, the Reserve Bank has taken various mitistives.

RURAL CREDIT

Given the predominantly agrarian chamscter of the Indian economy, the Reserve
Bank’s rok has been to ensire timely and edequate credit to the agriculiural sector
at affordable cost. Section 54 of the RBI Aet, 1934 statés that the Bank may
maintain expert saff to stady vanious aspects of raral credit and development and
in particular, it may tender expert guidance and assistance to the Nationa| Bank
(NABARD) and conduct special studies in such areas as it may consider hecessary
10 do so for promoting integrated raml developmen.



Priority Sector Lending

ThﬁmnunpmﬁymmmhemudtnthnRWBmksumdnpulwfor
the year 1967-68, and institution ofa scheme of “social control® over commerncial
banks m 1967 by the Government of India to remove certain deficiencies observed
in the finctioning of the banking system, such as, bulk of bank advances directed
10 large and medium-scale mdusines and esiablished business houses. In order to
provide access to credit to the neglected sectors, a target based priority sector
lending was introduced from the year 1974, mitially with public sector banks. The
scheme was gradually extended to all commercial banks by 1992,

The scope and extent of priority seciors bave sndergone several changes since the
formalzation of description of the priority sectors in 1972, The guidelines on lendmng
to priority sector were revised with effect from April 30, 2007. The guiding principle
of the revised guidelines on knding to priority sector has been to ensure adequate
fiow of bank credit to those sectors of the society/ economy that impact large
segments of the population and weaker sectiong, and to the sectors which are
anploymend-densive, such ag, agriculture snd smal enterprives. The broad categories
of advances undes priority sector now nelude agriculhure, micre and small enterprises
secior, microcredit, education and housing,

The domestic scheduled commercial banks, both i the public and private sector,
having shortfall in lending to priority sector and/or agricultural lending and/or wealeer
section londing targets, are required to deposit in Rural Infrastrocture Development
Fund (RIDF) established with NABARD or other Funds set up with other finamcial
matitutions. RIDF was cstablished with NABARD in April 1995 to assist State
Governments / State-owned corporations in quick completion of projects relating io
wrigation, soil conservation, watershed management and other forms of rural
infrastructure (zuch as, rural roads and bridges, markst yards, efz:.), Since then, the
RIDF has been extended on a year-to-year basis to presantly RIDF XV through
ammouncements in the Union Budgets.

The interest rates charged from State Govenments and payable to banks under the
Rural Infrastructure Development Fund (RIDF) have been brought down over the
years in accondance with the reduction of market interest rates. As a measure of
disincentive for non-achieverment of agricultural lending target, effective RIDF-VTI,
the rate of mierest on RIDF deposits has been linked to the banks™ performance in
lendmg to agriculture, Accordingly, while the State Governments are required to pay
interest at Bank Rate phus 0.5 percentage points, the rates of mterest on deposits
vary between Bapk Rate are] Bank Rate minus 3 percentage points depending on
the mdividual bank’s shortfall in lending to agriculture target of 18 per cent.

Lead Bank Scheme

The Reserve Bank mfroduced the Lead Bank Scheme in 1969, Here designated
banks were made key mstruments for local development and were entrusted with
the responsibiity of identifying growih centres, aeseszing deposit potential and credit
grps and evolving a coordinated approach for credit deployment in each district, in
concert with other banks and other agencies, The Reserve Bank has assigned 8
1ead District Mamager for each district who acts as 2 catalytic force for promoting
fmancial mchusion and smooth working between govemment and banks.
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Special Agricultural Credit Plan

With a view to augmenting the flow of credit to agriculture, Special Agricultural
Credit Plan (SACP) was instituted and bas been in oparation for quite some time
now. Under the SACE, banks are required to fix self-set targets showing an icrease
of about 30 per cent over previous year s disbursements on yearly basis {April -
March). The public sector banks have been formulating SACP since 1994, The
scheme has been extendad to Private Sector banks as well from the year 2005-06.

Kizsan Credit Cards

The Kisan Credit Card (KCC) Schems was introduced in the year 1998-99 to
enabie the furmers to purchase agrculhral mputs end draw cash for ther production
needs. On revision of the KCC Scheme by NABARD in 2004, the scheme now
covers term credit as well as working copitad for agriculture and allied activities and
& reazonable component for consurphion aeeds. Under the scheme, the limits are
fixed on the basis of operational bmd holding, cropping pettern and scales of finance.
Seasomal sub-linmits miay be fixed at the discretion of the banks. Limits moay be fixed
taking mto account the entire production credit needs along with ancillary activities
relating to crop prodoction, sllied activities and ako non-farm short term credit
needs {(consumpizon necds). Limits are vahid for three years subject to anmal review,
Security, margn and rate of interest are as per RBI guklelines issued from time to
time.

Natural Calamities ~ Reliel Measures

In order to provide relief to bank borrowers in times of oatural calamities, the
Reserve Bank has issued standing guidelines to banks. The relief measures mchude,
among other things, rescheduling / conversion of short-terin loans into term loans;
freah loans; relaxed security and mergin norms; treatment of converted/rescheduled
sgricultvre loans as ‘aurent dugs’; non-compounding of mberest I respect of loans
couverted / rescheduled. and moratorium of at least one year.

X1 - Policy Research and Data dissemination

The Reserve Bank has over time established a sound and rich tradition of policy-
anented research and an effective mechanism for disserminating data and information.
Like other major central banks, the Reserve Bank has abo developed its own
research capabilities in the field of economics, finance and statistics, which corgribute
to a better understanding of the fanctionmg of the econonty and the ongoing changss
in the policy transmiseion mechanism,

DATA AND RESEARCH DISSEMINATION

The Reserve Bank rveleases several periodical publications that contam a
comprehensive accoumnt of its operations as well as information of the trendz and
developmenis pestaining to various arcas of the Indian econony. Besides, there are
periodical statements on mwonetary policy, official press releases, and speeches and
interviews given by the top management which articulate the Reserve Bank’s
assessment of the econonty and ifs policies, The Reserve Bank is under legal
obligation under The RBI Act to publish two reports every year: the Anmugi Report
and the Report on Trend and Progress of Banking in India. Besides these and
the rogular periodical publications, it also publishes reporta of various comemittees



appomied to look mto specific subjects, and discussion papers prepared by its Functiona of RBI - 1
mternal cxperts.

The Reserve Bank has also set up an cterprise-wide data warchouse throvgh
which data is made available in downloadable and reussble formats, Users now
have access to 8 much larper database on the Indian economy through the Reserve NOTES
Bank’s weheite. This site has a user-friendly nterface and enshles eagy retrieval of
data through pre-formatted reports. It also has the facility for simple and advanced
queries.

Under the scgis of the Development Research Group i the Deperiment of Economic
Analysis and Policy, the Reserve Bank encourages and promotes policy-oriented
research backed by strong analytical and empirical basis on subjects of current
mterest. The DRG studies are the outcome of collaborative efforts between experts
from putside the Reserve Bank arxd the pool of research talent within, The anmual
Report on Camrency and Finance has now been made into a theme-based publication,
providing in-depth informeation snd analysi on a topical subject. It hes become a
vafueble reference point for research and policy formmulation.

The Handbpok of Statistics on the [ndian Fconomy constitules a major initiative at
improving data dissemination by providing statistical information on & wide range of
economic indicators. The Handbook was first published in 1996 and over the years,
iis covernge has improved significantly. The Reserve Bank's two nesearch departments
— Departrnent of Beonomic Analysis and Policy and Department of Statistics and
Information Management - provide analytical research on various aspects of the
Indien economy.

5.33 SUMMARY

Monetury poticy i the process by which the monetary snthorty of a coumiry controls
the supply of money, often targetng a rate ofinterest for the pwpose of
prowoting economic growth and stability. The official goals wsaelly nchsde relatively
stable prices and low unemployment. Monetary theory provides msight mto how to
craft optimal monetary policy. It is referred to as either being expansionary or
contractionary, where an expansinnary policy increases the total supply of money in
the econonty more rapidly than usasl, and contractinnary policy expands the momney
supply more skywly than usual or even shrinks i Expansionary policy is traditionally
wsed to try to combat unemployment in a recession by lowering mterest mtes in the
hope that eagy credit will entice businesses into expanding. Contractionsry policy s
rtended to gow mflation i hopes of avoiding the resulting distortions and detarioraton
of asset vahies.

Monetury policy rosts on the relationship between the eetes of mterest m an economy, -
that i, the price st which money can be borrowed, and the total supply of money.
Monetary policy uses a variety of tools to control one or both of these, to mifluence
outcomes like economic growth, mflation, exchange rates with other currencies
and unemployment, Where currency is under & monopoly of ssuance, or where
there is B regulated system of issuing currency through banks which are tiedto a
centeal bank, the monstary muthority has the ability to alter the money supply and
thms inflaence the interest mte (to achieve policy goals). The beginning of monetary
policy as such comes from the late 19th century, where it was used to mainiain
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. NOTES

the gold standard.

ANSWERS TO CHECK YOUR PROGRESS
1. CRR and SLR

2. CashReserve Retio mdirates the quantum of ¢cash that banks are required
10 keep with the Reserve Bank as a proportion of their net domand and time
bl

5.34 Test yourself

What do you undersumd by Monetary Mansgement?

How does mooetary policy works in a country like India?

What are the various instroments of monetary policy?

Explain the framework of mometary policy that is opezating i India. -
Give a detailed account abom the eatabjgtment of Reserve Baak of India.
Cormment on the working machinery and legal framework of RBI.

How RBI dees coin denomination and distnbution?

What are the parameters on wiich RBI focuses on while ecting as Banker
to banis?

9. What are the various developmental roks that RBI uadenakes?

10. How does RBI undertakes the activity of Financial Regulation and
Supervizicn?

B e S SRt SIS e

5.35 BANKING ARTICLE (CASE)

[nflstion inching towards the 836 mark and the 10-yosr benchmark G-sec vield at
6.5% is not oaly wortying the debt rarkets in India There are a lot of other sectors
that are waking a hit bocmuse of this.

And, with the transpomers’ stoke on, thee is little respite. One sector that is directly
feeling the heat of rising yiekis is the Indian banking sector.

Till recently baniss bad made merry as interea rates in the ecopomy were falling
leading to windfal) treasury gains. The fact that mo«t state govermmeat banls had
more than 40% of their portfohios invested in govemmen securities also helpod the
cause.

B now, with yiekis rising contimouty over the past four months, the bond portfblio
of banks is under pressure and markets fear the worst. It is for this ceason that
banking stocks bave taken & heating in an already dull equity market. So, what is
the fiture of banking stocks?

As always, there are two vicws. While some analysts believe that the earning
pressures will weigh beavily on the stodis, there are others who are equally coavinoed
that these worries have atready been factored 1 into current vahmtions and this is
an opportunity to buy into these stocks. We anaiyze the merits of both these
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