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Preface
The Indian financial sector has changed rapidly in the recent years. In view of the technological

changes and innovations taking place in the Banking and Insurance sector, the present book covers the
topics by providing the essential information.

The textbook on Banking and Insurance Services for BBA Final Year students has been designed
to familiarize students with basic concepts and latest trends in Banking and Insurance.

Units I, II and III provide knowledge about Commercial Banks and the Reserve Bank – their role
and functioning. The emerging role of banks in economic development and reforms in the banking
sector have been covered in depth. A detailed understanding about Banker and Customer, all aspects
related to Banker and Customer relationship, loans and advances, crossing of cheques, types of banks
and latest trends and innovations taking place in the Banking sector have been explained.

Units IV and V incorporate topics related to the meaning, role, principles, functioning,
importance of Insurance sector in India and the role of regulatory authority, IRDA, in ensuring and
facilitating a proper functioning of Insurance business in India. Topic related to Life Insurance has
been covered and an in-depth explanation about different types of life insurance products has been
provided. Types of General Insurance policies and their features have been explained in detail.

We, the authors, thank M/s Himalaya Publishing House Pvt. Ltd., Shri Niraj Pandey (Director),
Mr. Vijay Pandey (General Manager – Marketing) and Mr. G. Anil Kumar (Sales Manager), Hyderabad
who had provided us an opportunity to write the undergraduate textbook on Banking and Insurance
services.

Though we had taken every care in presenting this book in simple and lucid style, due to
oversight, some unknown mistakes may have occurred. In such cases, we request our beloved teachers
and students, to bring those oversights to the notice of the authors in improving the book. Those
suggestions and criticisms will be accepted wholeheartedly and we assure you that we shall
incorporate them in our consequent revised editions.

January 2019

Hyderabad Authors



Syllabus
Course Objectives: The course helps the students to know about banking and its regulations.

It focuses on latest trends in banking and insurance.

UNIT-I INTRODUCTION TO BANKING

Evolution of Commercial Banking in India, Definitions of Banker, Customer,
Functions of Reserve Bank and Commercial Banks, Emerging Role of Bankers and
Role of Banks in Economic Development, Reforms in Banking Sector, Global
Financial Crisis and Indian Banking Sector.

UNIT-II BANKER-CUSTOMER RELATIONSHIP

Banker and Customer Relationship, Procedure for Opening Account, Different Types
of Loans and Advances, Operation of Banking, Cheques Crossing and Endorsement,
Types and Rules of Crossing, Principles of Sound Lending.

UNIT-III REGULATION AND INNOVATION IN BANKING SYSTEM

Commercial Bank, Credit Allocation Policies, Types of Banks, Branch Banking, Unit
Banking, Group Banking, RRB, Co-operative Banks, Micro, NABARD, IDBI, Latest
Trends in Banking, ATM, E-banking, Mobile Banking, E-payment, Credit Card,
Online Banking, Plastic Money, Electronic Purse, Digital Cash, EFT, ECS (Electronic
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Insurance Types – Health, Accident, Motor and Fire Insurance.



Contents

1. Introduction to Banking 1 – 27

2. Banker-customer Relationship 28 – 60

3. Regulation and Innovation in Banking System 61 – 103

4. Introduction to Insurance 104 – 123

5. Life and General Insurance 124 – 157





UNIT

I INTRODUCTION
TO BANKING

 INTRODUCTION
Banks are institutions that accept various types of deposits and use these funds for granting loans.

By pooling the savings of widely scattered economically surplus units, banks form the vast pool of
social capital. This helps in capital formation and capital accumulation. However, banks are not
merely the storehouses of the country’s wealth but they are reservoirs of resources necessary for
economic development – be it building of infrastructure, modernisation of agricultural sector, boosting
domestic and international trade, and so on. By discharging this function efficiently and effectively, a
commercial bank increases the productive capacity of the nation and thereby plays a crucial role in
accelerating the pace of economic development. Banks today are an important payment mechanism of
the economy, and it is through them that the monetary and fiscal policies of the government are
concretised. By creating credit, banks are in a position to affect prices, nominal national income and
other macroeconomic variables. Banks are at the heart of the financial system. They are a class of
financial institutions, which the public views as safe and convenient outlets for its savings. Hence, the
importance of a viable, sound and safe banking system cannot be over emphasised.

A commercial bank is a type of financial institution that accepts deposits; offers checking account
services; provides business, personal and mortgage loans; and offers basic financial products like
certificates of deposit (CDs) and savings accounts to individuals and small businesses. A commercial
bank is where most people do their banking, as opposed to an investment bank. Commercial banks are
business enterprises which deal in finances, financial instruments and provide various financial
services for a price known as interest, discount, commission, fee, etc. In India there are 88 commercial
banks, which account for about 82 per cent of the total assets of the financial sector, over 2,000
cooperative banks accounting for about 5 per cent, and 133 Regional Rural Banks, which account for
about 3 per cent of the total assets of the financial sector.

 EVOLUTION OF COMMERCIAL BANK IN INDIA
Banks are financial firms and depend on economies of size and gains arising from internalising

certain activities rather than relying on market transactions. Banks provide packages of financial
services which individuals find too costly to search out, produce and monitor by themselves.
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The evolution of banking, which lasted for centuries until two types of modern banking
developed in the industrially-advanced economies in the late 19th century, was an integral part of the
expansion of capitalism. The techniques of banking which developed in the 17th century facilitated the
industrial and territorial expansion that began about the same time. Banking systems evolved to meet
the demands of the constituents, vested interests and regulations governing their establishment. The
British system evolved around the central banking system with a central bank and clearing banks with
a large network of offices regulated by the central bank; while the German one evolved out of an
identification of interests of finance, industry and government to provide multiple services to the
constituents. The US system, however, was set apart by the dominance of the unit banks, the role
played by an active interbank market in deposits and reserves and the cooperative lending practices. It
also featured wholesale banking which was the source of several innovative practices such as rollover
credit or flexi rate lending.

The commercial banking industry in India started in 1786 with the establishment of the Bank of
Bengal in Calcutta. The Indian Government at that time established three Presidency banks, viz, the
Bank of Bengal (established in 1809), the Bank of Bombay (established in 1840) and the Bank of
Madras (established in 1843). In 1921, the three Presidency banks were amalgamated to form the
Imperial Bank of India, which took up the role of a commercial bank, a bankers’ bank and a banker to
the Government. The Imperial Bank of India was established with mainly European shareholders.

It was only with the establishment of Reserve Bank of India (RBI) as the central bank of the
country in 1935, that the quasi-central banking role of the Imperial Bank of India came to an end. In
1860, the concept of limited liability was introduced in Indian banking, resulting in the establishment
of joint-stock banks. In 1865, the Allahabad Bank was established with purely Indian shareholders.
Punjab National Bank came into being in 1895.

Between 1906 and 1913, other banks like Bank of India, Central Bank of India, Bank of Baroda,
Canara Bank, Indian Bank, and Bank of Mysore were set up. After independence, the Government of
India started taking steps to encourage the spread of banking in India. In order to serve the economy in
general and the rural sector in particular, the All India Rural Credit Survey Committee recommended
the creation of a state-partnered and state-sponsored bank taking over the Imperial Bank of India and
integrating with it, the former state-owned and state-associate banks. Accordingly, State Bank of India
(SBI) was constituted in 1955. Subsequently in 1959, the State Bank of India (subsidiary bank) Act
was passed, enabling the SBI to take over eight former state-associate banks as its subsidiaries.

After economic liberalisation in the 1990s, more than 50 major domestic and foreign commercial
banks operate in India, as well as many state-owned banks, co-operative banks and smaller
commercial banks.

East India Company
In 1786, British East India Company’s employees in Calcutta formed India’s first corporate

venture, the General Bank. Calcutta was the capital of British India. By 1790, the Bengal Bank
operated for Europeans in the same market. Both banks had local officers and corporate board
management structure. In 1791, General Bank became General Bank of India, but India’s early banks
had difficulties branching. When possible, local boards were formed in branch cities. More often,
branches opened under an appointed manager who received a commission on profits.
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Presidency Banks
After 1766, the East India Company’s Calcutta administration was known as the Bengal

Presidency. The Banks of Bengal, Bombay and Madras, established from 1809 to 1843, were
Presidency Banks, which were 20 per cent government owned. Treasury deposits were their largest
capitalisation. By 1835, “chartered” Presidency banks standardised national currency, and
“unchartered” commercial banks lost their regional currency exchange income.

Privatisation
By 1876, each Presidency Bank had about 15 branches, meeting the needs of main commerce

centres. That year, the Presidency Banks were privatised. Treasury reserves were established for
government funds. Government could loan treasury funds, but the banks had no right to those funds.
Without government deposits to capitalise new branches, expansion slowed. The Presidency Banks
became the main financiers for the industrial growth of India in the next three decades.

Nationalisation
The Presidency banks merged in 1921 to form the Imperial Bank of India, a commercial bank

that acted as a government bank until the establishment of the Reserve Bank of India in 1935. After
that year, the Imperial Bank continued to act as a central bank for other banks, and was an agent for
the Reserve Bank at some locations. After India’s independence from Britain, the Imperial Bank was
not immediately responsive to development needs in rural areas. In 1955, Parliament established the
State Bank of India, which included the nationalised assets of the Imperial Bank.

Introduction to Bank
The term ‘bank’ is derived from the French word ‘Banco’ which means a Bench or Money

exchange table. In olden days, European moneylenders or money changers used to display (show)
coins of different countries in big heaps (quantity) on benches or tables for the purpose of lending or
exchanging.

 DEFINITIONS OF BANK
Banking systems refer to a structural network of institutions that provide finance in a country. It

deals with the ownership of banks, the structure of banking system, functions performed and the
nature of business. The elements of the banking system include: (a) Commercial banks (b) Investment
banks (c) Central bank. The commercial banks accept deposits and lend loans and advances; the
investment banks deal with capital market issues and trading; and the central bank regulates the
banking system by setting monetary policies besides many other functions like currency issue. A
banking system also refers to a system provided by the bank which offers cash management services
for customers, reporting the transactions of their accounts and portfolios, throughout the day.

Oxford Dictionary defines a bank as “an establishment for custody of money, which it pays out
on customer’s order.”

According to Prof. Sayers, “A bank is an institution whose debts are widely accepted in
settlement of other people’s debts to each other.” In this definition Sayers has emphasised the
transactions from debts which are raised by a financial institution.
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According to the Indian Banking Company Act 1949, “A banking company means any company
which transacts the business of banking. Banking means accepting for the purpose of lending or
investment of deposits of money from the public, repayable on demand or otherwise and withdrawal
by cheque, draft or otherwise.” This definition throws light on the three major functions of a bank.
They are: (a) Accepting of deposits and lending loans (b) Issue and pay cheques, (c) Collect cheques
on behalf of the customers.

Therefore, a bank is a financial institution that provides banking and other financial services to
their customers. A bank is an institution which provides fundamental banking services such as
accepting deposits and lending loans. As financial intermediaries, banks are mediators between
depositors who supply capital and borrowers who demand capital. When banks accept deposits its
liabilities increase and it becomes a debtor, but when it makes advances its assets increases and it
becomes a creditor. Banks are a subset of the financial services industry. The banks are the main
participants of the financial system in India. All the banks safeguard the money and valuables and
provide loans, credit, and payment services, such as money orders, and cheques. The banks also offer
investment and insurance products. Due to the emergence of integration among finance industries,
some of the traditional distinctions between banks, insurance companies and securities firms have
diminished and they have converted themselves into Universal Banks to offer a variety of services
under one umbrella.

Example: IDBI Bank and ICICI Bank. In spite of these changes, banks continue to maintain and
perform their primary role—accepting deposits and lending funds from these deposits.

Commercial Banks are established to help the people who carry out trade and commerce, i.e.,
businessmen. They mobilise deposits from public and lend short-term loans to businessmen in the
form of overdrafts, cash credit, etc. for their commercial activities. As the commercial activities are of
paramount importance to economic development, the commercial banks play a key role in promoting
commercial activities in the country. Normally they do not provide long-term loans but provide short
to medium term loans to traders for their working capital requirements. Apart from lending, they also
provide a host of services such as cheque collection, discounting bills of exchange, facilitating money
transfer, etc. These commercial banks are subject to Reserve Bank of India’s regulation.

 DEFINITION OF A ‘BANKER’
According to Banking Regulations Act, 1949, Section 5(b), Banking is defined as “accepting for

the purpose of lending or investments of deposits of money received from the public and repayable on
demand or otherwise and withdrawable by cheque, draft, order or otherwise”. This definition
highlights the following two points about a banker:

(i) The primary function of a banker is accepting of deposits for the purpose of lending or
investing the same;

(ii) The amount deposited is repayable to the depositor on demand or according to the
agreement. The demand for repayment can be made through a cheque, draft or otherwise,
and not merely by verbal order.

According to Sec. 2 of the Bill of Exchange Act, 1882, ‘banker includes a body of persons,
whether incorporated or not who carry on the business of banking.’
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According to Sec. 3 of the Indian Negotiable Instruments Act 1881, the word “banker includes
any person acting as banker and any post office savings bank”.

“A Banker is one who in the ordinary course of business honours cheques drawn upon him by
any persons from and for whom he receives money on current accounts”. – Dr. Herbert L. Heart.

From the above definitions, we can derive the meaning of banker as one who:

(i) Accepts deposits from public
(ii) Grants loans and advances

(iii) Issues and pays cheques
(iv) Collect cheques for his customers.
The word ‘public’ implies that the banker accepts deposits from anyone who offers money for

deposit purpose. For the purpose of receiving deposit, the customer has to open an account with the
bank. For both depositing and borrowing funds, customer has to have an account with the bank. The
RBI has stipulated “Know Your Customer (KYC) Norms” for opening bank account and the bankers
are strictly following the same. Hence, if a customer is not transparent, the banker has the right to
rejects his or her application.

 DEFINITION OF A ‘CUSTOMER’
The word ‘customer’ has its origin from the word ‘custom’, which means a ‘habit or tendency’

to-do certain things in a regular or a particular manner. Generally speaking, a customer is one who has
an account with the bank or who utilises the services of the bank.

It is generally believed that any individual or an organisation, which conducts banking
transactions with a bank, is the customer of bank. However, there are many persons who do utilise
services of banks, but do not maintain any account with the bank. Therefore, bank customers can be
conveniently classified into four types. They are:

(a) Existing customers
(b) Former customers
(c) Customers for services like Demand Draft purchase, cheque encashment, etc.
(d) Potential customers
(e) Customers may or may not be end user.

 RESERVE BANK OF INDIA
The Reserve Bank of India (RBI) is the apex financial institution of the country’s financial

system entrusted with the task of control, supervision, promotion, development and planning. RBI is
the queen bee of the Indian financial system which influences the commercial banks’ management in
more than one way. The RBI influences the management of commercial banks through its various
policies, directions and regulations. Its role in bank management is quite unique. In fact, the RBI
performs the four basic functions of management, viz., planning, organising, directing and controlling
in laying a strong foundation for the functioning of commercial banks. The Reserve Bank is the
umbrella network for numerous activities, all related to the nation’s financial sector, encompassing
and extending beyond the functions of a typical central bank.
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As India’s central bank, RBI came into existence on 1st April, 1935 (under the Reserve Bank of
India Act, 1934), as the culmination of a long series of efforts to set up an institution of this kind in the
country following the recommendation of the Hilton Young Commission that the dichotomy of
functions and the division of responsibility for control of currency and credit should be terminated. It
was started with a capital of ` 5 cr. Initially the ownership of almost all the share capital was in the
hands of non-government shareholders. So in order to prevent the centralisation of the shares in few
hands, the RBI was nationalised on January 1, 1949.

Objectives of RBI
RBI functions as a corporate body with special powers and obligations for serving the national

interest. It aims to issue bank notes and keep reserves with a view to secure monetary stability in the
country, to operate the currency and credit system. It plays a lead role in the development of a sound
financial system, which reflects national and economic priorities, and ensures that financial
transactions can be safely and efficiently executed. Due to the peculiar nature of the developing
economy, the bank has also acquired additional responsibility to render regulatory, supervisory,
developmental and promotional functions.

Objectives of the
Central Bank

Promote financial
institutions

Promote economic
growth

Ensure price
stability

Preserve the external
value of rupee

Maintain internal
value of currency

Fig. 1.1

Functions of RBI (Reserve Bank of India)
Reserve Bank of India performs all traditional functions of a central bank. At the same time, it

also undertakes active promotional and developmental functions. One of the major tasks that the
Reserve Bank chose to undertake since the late thirties was the building up of a sound and adequate
banking and credit structure on modern lines.

Function of the Reserve
Bank of India

Monetary
Functions

Non-Monetary
Functions

Developmental
Functions

Regulatory and Supervisory
Functions

Fig. 1.2
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Monetary Functions
1. Issue of Notes: The Reserve Bank has the monopoly for printing the currency notes in the

country. It has the sole right to issue currency notes of various denominations except one
rupee note (which is issued by the Ministry of Finance). The Reserve Bank has adopted the
Minimum Reserve System for issuing/printing the currency notes. Since 1957, it maintains
gold and foreign exchange reserves of ` 200 cr. of which at least ` 115 cr. should be in gold
and remaining in the foreign currencies.

2. Banker to the Government: The second important function of the Reserve Bank is to act
as the Banker, Agent and Adviser to the Government of India and states. It performs all the
banking functions of the State and Central Government and it also renders useful advice to
the government on matters related to economic and monetary policy. It also manages the
public debt of the government.

3. Banker’s Bank: The Reserve Bank performs the same functions for the other commercial
banks as the other banks ordinarily perform for their customers. RBI lends money to all the
commercial banks of the country.

4. Controller of the Credit: The RBI undertakes the responsibility of controlling credit
created by the commercial banks. RBI uses two methods to control the extra flow of money
in the economy. These methods are quantitative and qualitative techniques to control and
regulate the flow of credit in the country. When RBI observes that the economy has
sufficient money supply and it may cause inflationary situation in the country then it
squeezes the money supply through its tight monetary policy and vice versa.

5. Custodian of Foreign Reserves: For the purpose of keeping the foreign exchange rates
stable, the Reserve Bank buys and sells the foreign currencies and also protects the
country’s foreign exchange funds. RBI sells the foreign currency in the foreign exchange
market when its supply decreases in the economy and vice versa. Currently India has
Foreign Exchange Reserve of around US$ 360bn.

6. Lender of Last Resort: The commercial banks approach the Reserve Bank in times of
emergency to tide over financial difficulties, and the Reserve Bank comes to their rescue
though it might charge a higher rate of interest.

7. Central Clearance and Accounts Settlement: Since commercial banks have their surplus
cash reserves deposited with the Reserve Bank, it is easier to deal with each other and settle
the claim of each on the other through book keeping entries in the books of the Reserve
Bank. The clearing of accounts has now become an essential function of the Reserve Bank.

8. Clearing House Function: The payments process can be facilitated by evolving appropriate
institutional arrangements. Cash payment is best facilitated, for example, by the Reserve
Bank issuing bank notes at all its offices and by the Reserve Bank providing a currency
chest (to store currency on its behalf) in the premises of the agent (commercial banks,
Government treasuries, sub-treasuries) where the Reserve Bank offices do not exist. The
currency chest helps to distribute currency all over the country. There are 860 Bankers
clearing houses in India, of which 840 are managed by State Bank of India and its
Associates, 14 by Reserve Bank of India, and the rest 6 by nationalised banks.
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State Bank of India (SBI) has the widest network of branches in the country and acts as an agent
of the Reserve Bank in centres where the RBI does not have its offices. It is therefore, natural that a
vast majority of the clearing houses in the country are managed by the SBI.

Non-monetary Functions
Collection and publication of data: The Reserve Bank of India has a separate Department of

Statistics for collecting, compiling and disseminating statistical information and conducting research
related to banks and other financial sectors of the economy including supply of money, credit, banking
operations and foreign exchange.

Regulatory and Supervisory Functions
The prime duty of the Reserve Bank is to regulate the banking system of our country in such a

way that the people of the country can trust in the banking up to performance of its duty. The Reserve
Bank has following powers in this regard:

1. Licensing: According to the section 22 of the Banking Regulation Act, every bank has to
obtain license from the Reserve Bank. The Reserve Bank issues such license only to those
banks, which fulfil condition of the bank.

2. Management: Section 10 of the Banking Regulation Act empowered the Reserve Bank to
change manager or director of any bank if it considers it necessary or desirable.

3. Branch Expansion: Section 23 requires every bank to take prior permission from Reserve
Bank to open new places of business in India.

4. Power of inspection of Bank: Under Section 35, the Reserve Bank may inspect any bank
and its books and accounts either at its own initiative or at the instance of the Central
Government.

Developmental Functions
The RBI has been aiding development and promoting saving and banking habits. Development of

the institutional agriculture and other rural activities has been an area of focus right from its inception.
It has also built up financial institutions through development of institutional industrial finance. The
cooperative credit movement has also not been neglected by the RBI. It has also set up a number of
training establishments for training different categories of bank personnel.

Departments of RBI
The Financial Markets Department (FMD) handles day-to-day liquidity management operations.

The Reserve Bank’s Monetary Policy Committee (MPC) formulates monetary policy. There are
several direct and indirect instruments, which are used in the formulation and implementation of
monetary policy.

Financial Markets Department (FMD)
On July 6, 2005 a new department, named financial market department in Reserve Bank of India

was constituted for surveillance on financial markets.

This newly constituted dept. will separate the activities of debt management and monetary
operations in future. This department will also perform the duties of developing and monitoring the
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instruments of the money market and also monitoring the government securities and foreign money
markets.

Monetary Policy Committee (MPC)
The Monetary Policy Committee of India is a committee of the Reserve Bank of India that is

responsible for fixing the benchmark interest rate in India. The meetings of the Monetary Policy
Committee are held at least 4 times a year and it publishes its decisions after each such meeting.

The committee was created in 2016 to bring transparency and accountability in fixing India’s
Monetary Policy. Minutes are published after every meeting with each member explaining his/her
opinions. The committee is answerable to the Government of India if the inflation exceeds the range
prescribed for three consecutive months.

The committee comprises of six members – three officials of the RBI and three external members
nominated by the Government of India. The Governor of Reserve Bank of India is the chairperson ex
officio of the committee. Decisions are taken by majority with the Governor having the casting vote in
case of a tie. The current mandate of the committee is to maintain 4% annual inflation until March 31,
2021 with an upper tolerance of 6% and a lower tolerance of 2%.

 FUNCTIONS OF COMMERCIAL BANKS
Commercial banks perform a variety of functions, which can be divided as:

1. Accepting deposits
2. Advancing loans
3. Credit creation
4. Financing foreign trade
5. Agency services and
6. Miscellaneous services to customers.

These functions are discussed as follows:

1. Accepting Deposits
This is the oldest function of a bank and the banker used to charge a commission for keeping the

money in its custody when banking was developing as an institution. Nowadays a bank accepts three
kinds of deposits from its customers. The first is the savings deposits on which the bank pays small
interest to the depositors who are usually small savers. The depositors are allowed to draw their money
by cheques up to a limited amount during a week or year. Businessmen keep their deposits in current
accounts. They can withdraw any amount standing to their credit in current deposits by cheques
without notice. The bank does not pay interest on such accounts but instead charges a nominal sum for
services rendered to its customers. Current accounts are known as demand deposits. Deposits are also
accepted by a bank in fixed or time deposits. Savers who do not need money for a stipulated period
from 6 months to longer periods ranging up to 10 yeasts or more are encouraged to keep it in fixed
deposit accounts. The bank pays a higher rate of interest on such deposits. The rate of interest
increases with the length of the time period of the fixed deposit. But there is always the maximum
limit of the interest rate which can be paid.
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2. Advancing Loans
One of primary functions of commercial banks is to advance loans to its customers. A bank lends

a certain percentage of the cash lying in deposits on a higher interest rate than it pays on such deposits.
This is how it earns profits and carries on its business. The bank advances loans in the following ways:

(a) Cash credit: The bank advances loan to businessman against certain specified securities.
The amount of the loan is credited to the current account of the borrower. In case of a new
customer a loan account for the sum is opened. The borrower can withdraw money through
cheques according to his requirements but pays interest on the full amount.

(b) Call Loans: These are very short-term loans advanced to the bill brokers for not more than
fifteen days. They are advanced against first class bill or securities. Such loans can be
recalled at a very short notice. In normal times they can also be renewed.

(c) Overdraft: A bank often permits a businessman to draw cheques for a sum greater than the
balance lying in his current account. This is done by providing the overdraft facility up to a
specific amount to the businessman. But he is charged interest only on the amount by which
the current account is actually overdrawn and not by the full amount of the overdraft
sanctioned to him by the banks.

(d) Discounting Bills of Exchange: If a creditor holding a bill of exchange wants money
immediately, the bank provides him the money by discounting the bill of exchange. It
deposits the amount of the bill in the current account of the bill-holder after deducting its
rate of interest for the period of the loan, which is not more than 90 days. When the bill of
exchange matures, the bank gets its payment from the banker of the debtor who accepted the
bill.

3. Credit Creation
Credit creation is one of the most important functions of the commercial banks. Like other

financial institutions, they aim at earning profits. For this purpose, they accept deposits and advance
loans by keeping small cash in reserve for day-to-day transactions. When a bank advances a loan, it
opens an account in the name of the customer and does not pay him in cash but allows him to draw the
money by cheque according to his requirements. By granting a loan, the bank creates credit or deposit.

4. Financing Foreign Trade
A commercial bank finances foreign trade of its customers by accepting foreign bills of exchange

and collecting them from foreign banks. It also transacts other foreign exchange business and buys and
sells foreign currency.

5. Agency Services
A bank acts as an agent of its customers in collecting and paying cheques, bills of exchange,

drafts, dividends, etc. It also buys and sells shares, securities, debentures, etc. for its customers.
Further, it pays subscriptions, insurance premia, rent, electric and water bills, and other similar charges
on behalf of its clients. It also acts as a trustee and executor of the property and will of its customers.
Moreover, the bank acts as an income tax consultant for its clients. For some of these services, the
bank charges a normal fee while it renders others free of charge.
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6. Miscellaneous Services
Besides the above noted services, the commercial bank performs a number of other services. It

acts as the custodian of the valuables of its customers by providing them lockers where they can keep
their jewellery and valuable documents. It issues various forms of credit instruments, such as cheques,
drafts, and travellers’ cheques etc., which facilitate transactions. The bank also issues letter of credit
and acts as a referee to its clients. It underwrites shares and debentures of companies and helps in the
collection of funds from the public. Some commercial banks also publish journals, which provide
statistical information about the money market and business trends in the economy.

 FUNCTIONS OF INDIAN COMMERCIAL BANKS
The Indian joint stock banks are in fact commercial banks, which perform a number of functions

and render a variety of ancillary services. The Banking Regulation Act, 1949 lists them as under:

1. The borrowing raising or taking of deposits of money;
2. The lending or advancing of money either with or without security;
3. The drawing, making, accepting, discounting, buying, selling, collecting and dealing with

bills of exchange, hundis, promissory notes, coupons, drafts, bills of lading, railway receipts,
warrants, debentures, certificates, scrips and other securities whether transferable or
negotiable or not;

4. The granting and issuing of letters of credit, travellers’ cheques and circular notes;
5. The buying, selling and dealing in bullion and species;
6. The buying and selling of foreign exchange, including foreign bank notes;
7. The acquiring, holding, issuing on commission, underwriting and dealing in stocks, funds,

shares, debentures, bonds, obligations, securities and investments of all kinds;
8. The purchasing and selling of bonds, scrips or other forms of securities on behalf of

customers or others;
9. The negotiation of loans and advances;

10. The receiving of all kinds of bonds, scrips or valuables on deposit or for safe custody or
otherwise;

11. The providing of safe deposit vaults for custody of valuables of customers;
12. The collecting and transmitting of money and securities;
13. The acting of agents for any government or local authority or any other person or person,

but not as managing agent or secretary and treasury of a company;
14. The contracting of private and public loans and negotiating and issuing them;
15. The insuring, guaranteeing, underwriting, participating in managing and carrying out of any

issue of loans or securities made by state, municipality, company, corporation or any other
association, and also lending for the purpose;

16. The carrying on and transacting every kind of guarantee and indemnity business;
17. The managing, selling and realising any property which may come into its possession in

satisfaction of its claims;
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18. The acquiring, holding and dealing with any property or any right, title or interest therein
which forms the security for any loans or advances sanctioned;

19. The undertaking and executing of trusts, as also administering estates as executor, trustee or
otherwise;

20. The establishing and supporting or aiding in the establishment of associations, institutions,
funds, trusts and conveniences for the benefit of its present and past employees and their
dependents, and granting or guaranteeing moneys for charitable purposes;

21. The acquiring, constructing, maintain and altering of any building or works necessary for its
purposes;

22. The selling, improving, managing, developing, exchanging, leasing, mortgaging, disposing
of or otherwise dealing with any of its properties and rights;

23. The taking over and undertaking the whole or any part of the business of any person or
company when such business is of a nature described above.

24. The doing of all such other things as are incidental or conducive to the promotion and
advancement of its business, such as giving an opinion as to its customer’s financial
standing as a referee; and

25. The engaging in any other form of business which the Central Government specifies to be
lawful. Besides, the Indian joint stock banks have started performing a number of other
functions in recent years, such as issuing credit cards, setting of mutual funds, engaging in
merchant banking, giving advances to priority sectors like agriculture, small scale industries,
retail trade, small business, professional and self-employed persons, consumption loans,
education loans, housing loans, etc.

 DIFFERENCE BETWEEN A CENTRAL BANK AND A
COMMERCIAL BANK
A central bank is basically different from a commercial bank in the following ways:

1. The central bank is the apex institution of the monetary and banking structure of the country.
The commercial bank is one of the organs of the money market.

2. The central bank is a no-profit institution, which implements the economic policies of the
government. However, the commercial bank is a profit making institution.

3. The central bank is owned by the government, whereas the commercial bank is owned by
shareholders.

4. The central bank is a banker to the government and does not engage itself in ordinary
banking activities. The commercial bank is a banker to the general public.

5. The central bank has the monopoly of note issue, while the commercial bank can issue only
cheques. The notes are legal tender. But the cheques are in the nature of near-money.

6. The central bank is the banker’s bank. As such, it grants accommodation to commercial
banks in the form of rediscount facilities, keeps their cash reserves, and clears their balances.
On the other hand, the commercial bank advances loans to and accepts deposits from the
public.
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7. The central bank controls credit in accordance with the needs of business and economy. The
commercial bank creates credit to meet the requirements of business.

8. The central bank helps in establishing financial institutions so as to strengthen money and
capital markets in a country. On the other hand, the commercial bank helps industry by
underwriting shares and debentures, and agriculture by meeting its financial requirements
through cooperative or individually.

9. Every country has only one central bank with its offices at important centres of the country.
On the other hand, there are many commercial banks with hundreds of branches within and
outside the country.

10. The central bank is the custodian of the foreign currency reserves of the country while the
commercial bank is the dealer of foreign currencies.

11. The chief executive of the central bank is designated as “Governor”, whereas the chief
executive of a commercial bank is called “Chairman”.

 EMERGING ROLE OF BANKERS AND ROLE OF BANKS
IN ECONOMIC DEVELOPMENT
Economic growth is considered the crucial objective of the world countries for more than half a

century. However, development process needs prerequisite requirements in order to satisfy human
willingness and that may occurs through financing investment and production. Especially in
developing countries that are suffering many economic problems such as unemployment, poverty, low
living standards, and inflation.

Thus, these countries always seek to maintain economic growth to increase their national income
and to create more job opportunities in order to improve their living standards. In fact, financial and
banking sector is playing a vital role in financing economic development. Moreover, the trend in
banking sector leads to the increase in economic growth rates in any economy. This argument has
been confirmed by many of empirical researches worldwide. Therefore, Economic growth theory
believes that financial institutions specially bank is considered a useful instrument for improving the
productive capacity of the economy and its important internal source of fund for any country specially
in the birth stages of economic growth.

Obviously, banking system is important to the economic growth through its ability in gathering
and attracting deposits from savers. Secondly, its role in providing loans to encourage investment and
production. Thirdly, its ability in creating economic expansion to the economic sectors such as
agriculture, industry and trade. Fourthly, its intermediary role between savers and borrowers. Finally,
banking industry contributes to the formation of initial capital for investment projects.

The role of banks in India has changed a lot since economic reforms of 1991. These changes
came due to LPG, i.e., liberalisation, privatisation and globalisation policy being followed by the
Government of India. Since then most traditional and outdated concepts, practices, procedures and
methods of banking have changed significantly. Today, banks in India have become more customer-
focused and service-oriented than they were before 1991. They now also give a lot of importance to
their rural customers.
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The changing role of banks in India can be glanced in points depicted below:

Changing Role of Banks in India, since 1991

1. Better Customer Service

3. Bank on Wheels

2. Mobile Banking

4. Portfolio Management

5. Issue of Electro-Magnetic Cards

6. Universal Banking

7. Automated Teller Machine (ATM)

8. Internet Banking

9. Encouragement to Bank Amalgamation

10. Encouragement to Personal Loans

11. Marketing of Mutual Funds

12. Social Banking

Fig. 1.3

Roles of Banks in Economic Development
1. Mobilising Savings for Capital Formation: People in developing countries have low

incomes but the banks encourage them to save by introducing variety of deposit schemes to
suit the needs to individual depositors. They mobilise dormant savings and make them
available to the entrepreneurs for productive purposes, therefore, development of a sound
system of commercial banking is essential.

2. Existence of a Large Non-monetised Sector: A developing economy is characterised by
the existence of a large non-monetised sector, particularly, in the backward and inaccessible
areas of the country. The existence of this non-monetised sector is a hindrance in the
economic development of the country. The banks by opening branches in rural and
backward areas can promote the process of monetisation in the economy.

3. Financing Industrial Sector: Commercial Banks provide short-term and medium-term
loans in the industry. In India, they undertake financing of small-scale industries and also
provide hire-purchase finance. These banks not only provide finance for industry but also
help in developing the capital market, which is underdeveloped in such countries.

4. They Help in Monetary Policy: The Commercial Banks help the economic development of
a country by following the monetary policy of the Central Bank. The Central Bank is
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dependent upon those Commercial Banks for the success of the monetary management in
keeping with requirements of a developing economy.

5. Commercial Banks Help in Financing Internal and External Trade: The banks provide
loans to wholesalers and retailers to stock goods in which they deal. They also help in the
movement of goods from one place to another by providing all types of facilities such as
discounting and accepting bills of exchange, providing overdraft facilities, issuing drafts etc.
They also provide finance for both exports and imports of developing countries.

6. Provision for long-term Finance for the Improvement of Agriculture: Normally,
commercial banks grant short-term loans to the trade and industries in developed countries.
But in developing countries new businesses and improvement in agriculture need long-term
loans for proper development. Therefore, the commercial banks should change their policies
in favour of granting long-term loans to trade and industries.

7. They help in financing various Consumers’ Activities: People in developing countries do
not possess sufficient financial resources to buy costlier articles such as scooter, refrigerator
etc. They also provide loans for purchase of homes, which raise the standard of living of the
people in developing countries.

8. Need for Sound Banking System: For the improvement of the banking system in a
developing country the following points need special stress:
(i) In developing countries, there should be proper facility of cheap remittance facilities to

enable the movement of funds from one place to another, so as to meet the
requirements of trade and industry.

(ii) It should always be remembered that in developing countries loans should be given
for productive purposes only and not for consumption and speculative purposes.

(iii) It will be better and encouraging if long-term credit is given to agriculture and small-
scale industries.

(iv) The use of cheques, drafts etc. is popularised among the people.

 BANKING CHALLENGES IN THE NEW MILLENNIUM
The changes affecting the banking sector in the wake of globalisation and opening up of the

economy in the early nineties has provoked much reflection on ways to strengthen the banking system.
A conference of the Chief Executives of banks has identified a number of priorities to make the
banking sector sound and vibrant to play a crucial role in the accelerated development of the economy.
The banking sector reforms, implemented since 1991, have brought in a near-total metamorphosis of
the sector and made the PSBs serious about the risk-return trade-off on one hand and maximisation of
the shareholders’ value, on the other. Maximising the shareholders’ value has, in fact, assumed
paramount importance, particularly for the banks, which have gone public, because these banks are
now accountable to millions of their shareholders rather than the Union Government as their single
shareholder. This has propelled the PSBs to become conscious of their performance on a continuous
basis and shift the focus from expansion (volume) to efficiency (margin):

1. Technology: The public sector banks have a challenging task ahead to remain competitive
in an environment of ever-advancing technology levels in banking. They will need new
Banking Solutions to replace their existing systems and to network their branches.
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Government and the Reserve Bank will need to facilitate this transition by determined
actions within the next five years. In this connection, there is need to create an Apex Body
with statutory powers to develop, disseminate and regulate technology for interbank
networks, and payment systems so as to enable the banks to reach the global standards.

2. Human Resource Management: At present, the human resource policies in banks are
mainly guided by the concept of permanent employment and its necessary concomitants of
creating career paths, terminal benefits, etc. for the employees. In this fast-changing world
of worker mobility – both horisontally and vertically – and value systems, the public sector
banks will need the freedom not only to hire the right talent at market related compensation
but also to shed surplus manpower. Bank-centric wage negotiations should be allowed. All
this calls for a close relook into the Statute Books as well as Management Practice of the
banks.

3. Risk Management and Regulatory Implications: To reach the international standards of
capital adequacy, risk management and accounting practices, the right talent at appropriate
levels of management needs to be inducted laterally and the banks should have the necessary
freedom to do so.

4. Structural Issues: Structure of a bank is generally business and technology driven.
Therefore, whether or not the Government reduces its holdings to 1/3 levels, the initiative to
decide on the best structure should be left to the individual banks themselves. In addition,
issues internal to the organisational structure should be left to the individual banks, while the
Government and the Regulator could confine their role to providing a stable macro-
environment and supervision to protect the interests of the stakeholders and the shareholders.

5. Corporate Governance: Irrespective of the nature of the organisation, corporate
governance has to ensure transparency and efficiency in the running of the organisation.
Accordingly, the Government’s decision to reduce its equity holdings to 1/3 levels should
get reflected in corporate governance also. Therefore, all structural strengthening to exercise
flexibility and autonomy should be ensured.

6. Rural Banking: Having committed 75 per cent of their branch network to serving rural and
semi-urban population, public sector banks have to adopt a financial engineering approach
to rural banking. The delivery systems have to be made cost effective. Therefore, there is a
need for redesigning the rural banking system to deliver new products and services and to
make the priority sector more receptive and productive. In these connections, the regulatory
constraint on banks’ allocation of credit flows also needs a relook. Commercialised
agriculture should be considered as a potential avenue for new business. There is need for a
paradigm shift in rural finance and in both mobilisation and allocation of resources through
other intermediaries including NBFCs.

7. Management of NPAs: There are several impediments including statutory, legal and
political in the recovery of bank loans and advances. Therefore, restructuring of borrowable
accounts should be left to individual bank decision subject to full transparency. Then only
the public sector banks can better function as business organisations in pursuit of excellence
and sound financial performance.
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 REFORMS IN BANKING SECTOR
In the context of economic liberalisation and growing trend towards globalisation (external

liberalisation), various banking sector reforms have been introduced in India to improve the operation
efficiency and upgrade the health and financial soundness of banks so that Indian banks can meet
internationally accepted standards of performance.

Objectives of Banking Sector Reforms
The key objective of reforms in the banking sector in India has been to enhance the stability and

efficiency of banks. To achieve this objective, various reform measures were initiated that could be
categorised broadly into three main groups:

(a) Enabling measures,
(b) Strengthening measures, and
(c) Institutional measures.
Enabling measures were designed to create an environment where banks could respond optimally

to market signals on the basis of commercial considerations. Salient among these included reduction in
statutory pre-emptions so as to release greater funds for commercial lending, interest rate deregulation
to enable price discovery, granting of operational autonomy to banks and liberalisation of the entry
norms for financial intermediaries.

The strengthening measures aimed at reducing the vulnerability of banks in the face of
fluctuations in the economic environment. These included, inter alia, capital adequacy, income
recognition, asset classification and provisioning norms, exposure norms, improved levels of
transparency, and disclosure standards.

Institutional framework conducive to development of banks needs to be developed. Salient
among these include reforms in the legal framework pertaining to banks and creation of new
institutions.

Components of Banking Sector Reforms
With a view to overcoming several weaknesses that had crept into the system over the years and

with a view to creating a strong, competitive and vibrant banking system, several measures, including
the following, were initiated beginning in the early 1990s. Banking sector reforms since 1991 have
included, among others, the following:

1. Granting operational autonomy to banks.
2. Reduction in statutory pre-emptions so as to release greater funds for commercial lending.
3. Deregulation of interest rates.
4. Relaxation in investment norms for banks.
5. Easing of restrictions in respect of banks’ foreign currency investments.
6. Withdrawal of reserve requirements on inter-bank borrowings.
7. Introduction of prudential norms in line with international best practices.
8. Allowing entry of new private sector banks and enhanced presence of foreign banks.
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9. Allowing public sector banks to access the capital market and providing to them operational
flexibility and functional autonomy.

10. Revamping of supervisory system for creating a sound banking system.
11. Strengthening corporate governance practices and disclosure standards of banks.
As a result of above measures, the size and structure of the banking sector has undergone a

significant change. Financial repression has eased substantially with the deregulation of interest rates
and substantial removal of credit allocation.

Reforms in the banking sector were introduced on the basis of the recommendations of different
committees. They are explained as follows:

First Narasimham Committee Report – 1991
To promote the healthy development of the financial sector, the Narasimham Committee made

recommendations. Recommendations of Narasimham Committee are as under:

1. Establishment of 4 tier hierarchy for banking structure with 3 to 4 large banks (including
SBI) at the top and at bottom rural banks engaged in agricultural activities.

2. The supervisory functions over banks and financial institutions can be assigned to a quasi-
autonomous body sponsored by RBI.

3. A phased reduction in statutory liquidity ratio.
4. Phased achievement of 8% capital adequacy ratio.
5. Abolition of branch licensing policy.
6. Proper classification of assets and full disclosure of accounts of banks and financial

institutions.
7. Deregulation of Interest rates.
8. Delegation of direct lending activity of IDBI to a separate corporate body.
9. Competition among financial institutions on participating approach.

10. Setting up Asset Reconstruction fund to take over a portion of the loan portfolio of banks
whose recovery has become difficult.

Banking Reform Measures of Government
On the recommendations of Narasimham Committee, following measures were undertaken by

government since 1991:

1. Lowering SLR and CRR: The high SLR and CRR reduced the profits of the banks. The
SLR had been reduced from 38.5% in 1991 to 25% in 1997. This has left more funds with
banks for allocation to agriculture, industry, trade etc.
The Cash Reserve Ratio (CRR) is the cash ratio of banks to total deposits to be maintained
with RBI. The CRR had been brought down from 15% in 1991 to 4.1% in June 2003. The
purpose is to release the funds locked up with RBI.
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2. Prudential Norms: Prudential norms have been started by RBI in order to impart
professionalism in commercial banks. The purpose of prudential norms includes proper
disclosure of income, classification of assets and provision for Bad debts so as to ensure that
the books of commercial banks reflect the accurate and correct picture of their financial
position.
Prudential norms required banks to make 100% provision for all Non-performing Assets
(NPAs). Funding for this purpose was placed at ` 10,000 crores phased over 2 years.

3. Capital Adequacy Norms (CAN): Capital Adequacy ratio is the ratio of minimum capital
to risk asset ratio. In April 1992 RBI fixed it at 8%. By March 1996, all public sector banks
had attained the ratio of 8%. It was also attained by foreign banks.

4. De-Regulation of Interest Rates: The Narasimham Committee advocated that interest rates
should be allowed to be determined by market forces. Since 1992, interest rates have
become much simpler. Scheduled Commercial banks have now the freedom to set interest
rates on their deposits subject to minimum floor rates and maximum ceiling rates. The
interest rate on domestic term deposits has been decontrolled. The prime lending rate of SBI
and other banks on general advances of over ` 2 lakhs has been reduced. The rate of Interest
on bank loans above ` 2 lakhs has been fully decontrolled. The interest rates on deposits and
advances of all Co-operative banks have been deregulated subject to a minimum lending
rate of 13%.

5. Recovery of Debts: The Government of India passed the “Recovery of debts due to Banks
and Financial Institutions Act 1993” in order to facilitate and speed up the recovery of debts
due to banks and financial institutions. Six Special Recovery Tribunals have been set up. An
Appellate Tribunal has also been set up in Mumbai.

6. Competition from New Private Sector Banks: Banking is open to the private sector. New
private sector banks have already started functioning. These new private sector banks are
allowed to raise capital contribution from foreign institutional investors up to 20% and from
NRIs up to 40%. This has led to increased competition.

7. Access to Capital Market: The Banking Companies (Acquisition and Transfer of
Undertakings) Act was amended to enable the banks to raise capital through public issues.
This is subject to the provision that the holding of Central Government would not fall below
51% of paid-up-capital. SBI has already raised a substantial amount of funds through equity
and bonds.

8. Freedom of Operation: Scheduled Commercial Banks are given freedom to open new
branches and upgrade extension counters, after attaining capital adequacy ratio and
prudential accounting norms. The banks are also permitted to close non-viable branches
other than in rural areas.

9. Local Area Banks (LABs): In 1996, RBI issued guidelines for setting up of Local Area
Banks, and it gave its approval for setting up of 7 LABs in private sector. LABs will help in
mobilising rural savings and in channelling them into investment in local areas.

10. Supervision of Commercial Banks: The RBI has set up a Board of financial Supervision
with an advisory Council to strengthen the supervision of banks and financial institutions. In
1993, RBI established a new department known as Department of Supervision as an
independent unit for supervision of commercial banks.
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Narasimham Committee Report II – 1998

In 1998 the government appointed yet another committee under the chairmanship of
Mr. Narasimham. It is better known as the Banking Sector Committee. It was told to review the
banking reform progress and design a programme for further strengthening the financial system of
India. The committee focused on various areas such as capital adequacy, bank mergers, bank
legislation, etc.

It submitted its report to the Government in April 1998 with the following recommendations:

1. Strengthening Banks in India: The committee considered the stronger banking system in
the context of the Current Account Convertibility ‘CAC’. It thought that Indian banks must
be capable of handling problems regarding domestic liquidity and exchange rate
management in the light of CAC. Thus, it recommended the merger of strong banks which
will have ‘multiplier effect’ on the industry.

2. Narrow Banking: Those days many public sector banks were facing a problem of the Non-
performing assets (NPAs). Some of them had NPAs which were as high as 20 per cent of
their assets. Thus, for successful rehabilitation of these banks, it recommended ‘Narrow
Banking Concept’ where weak banks will be allowed to place their funds only in the short
term and risk-free assets.

3. Capital Adequacy Ratio: In order to improve the inherent strength of the Indian banking
system the committee recommended that the Government should raise the prescribed capital
adequacy norms. This will further improve their absorption capacity also. Currently, the
capital adequacy ratio for Indian banks is at 9 per cent.

4. Bank ownership: As it had earlier mentioned the freedom for banks in its working and
bank autonomy, it felt that the government control over the banks in the form of
management and ownership and bank autonomy does not go hand in hand and thus it
recommended a review of functions of boards and enabled them to adopt professional
corporate strategy.

5. Review of banking laws: The committee considered that there was an urgent need for
reviewing and amending main laws governing Indian Banking Industry like RBI Act,
Banking Regulation Act, State Bank of India Act, Bank Nationalisation Act, etc. This
upgradation will bring them in line with the present needs of the banking sector in India.

Apart from these major recommendations, the committee has also recommended faster
computerisation, technology upgradation, training of staff, depoliticising of banks, professionalism in
banking, reviewing bank recruitment, etc.

Recommendations of the Verma Committee (1999)
The committee concluded that the PSBs were under pressure because of the prudential norms

regarding asset classification and provisioning for NPAs, and because of the intensification of
competition subsequent to the first phase of banking sector reforms. The Committee pointed out that
the dismal performance of the weak PSBs was not merely on account of exogenous shocks, but also
attributable to internal problems like limited number of products, poor risk management systems and
mediocre service.

The Committee identified three weak PSBs, viz. Indian Bank, UCO Bank and United Bank of
India, on the basis of seven parameters related to solvency, earning capacity and profitability. The
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Committee considered capital adequacy and coverage ratios for solvency; return on assets and net
interest margin for earning capacity; and operating profit to average working funds, cost-income ratio
and the ratio of staff cost to net interest and all other income, for profitability. However, the
Committee concluded that mergers and narrow banking are unlikely to resolve the problem of weak
banks, and while privatisation is perhaps the best course of action it would be difficult to attract
private bids for PSBs, the cost of restructuring of which would be prohibitively high. Hence, the
Committee prescribed operational and organisational restructuring importantly, the Committee
categorically stated that the weak banks would have to bring down their cost of operations by reducing
their staff strength. It proposed that the staff strength of weak PSBs be reduced by 25 per cent. If a
Voluntary Retirement Scheme (VRS) failed, the Committee suggested that across-the-board wage cuts
for employees be effected to reduce the operations cost of these banks. It also proposed that the branch
network of the weak banks be rationalised.

Nachiket Mor Committee
The Committee on Comprehensive Financial Services for Small Businesses and Low-Income

Households, set up by the RBI in September 2013, was mandated with the task of framing a clear and
detailed vision for financial inclusion and financial deepening in India.

In its final report, the Committee has outlined six vision statements for full financial inclusion
and financial deepening in India:
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Fig. 1.4

The Committee further lays down a set of four design principles namely:

(a) Stability,
(b) Transparency,
(c) Neutrality and
(d) Responsibility.
The principles will guide the development of institutional frameworks and regulation for

achieving the visions outlined. Any approach that seeks to achieve the goals of financial inclusion and
deepening must be evaluated based on its impact on overall systemic risk and stability, and at no cost
should the stability of the system be compromised.

A well-functioning financial system must also mandate participants to build completely
transparent balance sheets that are made visible in a high-frequency manner, accurately reflecting both
the current status and the impact of stressful situations on this status.
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In addition, the treatment of each participant in the financial system must be strictly neutral and
entirely determined by the role it is expected to perform in the system and not its specific institutional
character.

Finally, the financial system must maintain the principle that the provider is responsible for sale
of suitable financial services to customers and ensure that providers are incentivised to make every
effort to offer customers only welfare-enhancing products and not offer those that are not.

At its core, the Committee’s recommendations argue that in order to achieve the vision of full
financial inclusion and financial deepening in a manner that enhances systemic stability, there is a
need to move away from a limited focus on anyone model to an approach where multiple models and
partnerships are allowed to emerge, particularly between national full-service banks, regional banks of
various types, non-bank finance companies, and financial markets. Thus, the recommendations of the
Committee seek to encourage partnerships between specialists, instead of focusing only on the large
generalist institutions.

In the spirit of the RBI’s approach paper on differentiated Banks, the Committee recommends
that the RBI may also seriously consider licensing, with lowered entry barriers but otherwise
equivalent treatment, more functionally focused banks like Payments Banks, Wholesale Consumer
Banks, and Wholesale Investment Banks.

Payments Banks are envisaged as entities that would focus on ensuring rapid outreach with
respect to payments and deposit services.

The Wholesale Consumer Banks and Wholesale Investment Banks would not take retail deposits
but would instead focus their attention on expanding the penetration of credit services.

The Committee also recommends that the extant Priority Sector Lending norms be modified in
order to allow and incentivise providers to specialise in one or more sectors of the economy and
regions of the country, rather than requiring each and every bank to enter all the segments.

Finally, the Committee proposes a shift in the current approach to customer protection to one that
places a greater onus on the financial services provider to provide suitable products and services.

The committee has suggested a fixed term of 5 years for the chairman/managing director of a
bank and a term of 3 years for a whole-time director.



24 Banking and Insurance

PJ Nayak Committee
Key Observations

Too Much
Government

control
Observation

Lack of
Specialised

Personnel in the
management

The
performance

and governance
structure of PSB
are much weak
as compared to
Private Banks

The current
Structure of PSB
can be termed as

model in
Corporate

governance

Fig. 1.5

Specific Recommendations made by the committee.

Reduction in Stake Establishment of Bank
Investment Company

Governance Reforms

 Government must reduce its
stake in PSBs to less than
50%.

 PSB are to be run initially by
Bank Boards Bureau and
then to be transferred to BIC

 The committee also suggested
that the position of the
Chairman and Managing
Director of banks be split.

 The reduction will take PSB
out of vigilance tyranny and
RTI.

 BIC is to be managed
entirely by bankers and later
by bank boards whose
chairman, directors and
CEOs will be appointed by
the BIC

 The committee has suggested
a fixed term of 5 years for the
chairman/managing director
of a bank and term of 3 years
for a whole-time director.

 The reform ultimately means
privatisation of PSBs.

Fig. 1.6

 GLOBAL FINANCIAL CRISIS AND INDIAN BANKING
SECTOR
Globalisation has ensured that the Indian economy and financial markets cannot stay insulated

from the financial crisis in the developed economies. The global financial crisis of 2008-2009 is an
ongoing major financial crisis. It became prominently visible in September 2008 with the failure,
merger or conservatorship of several large United States-based financial firms.
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The impact on the financial markets have been the following: Equity market will continue to
remain in bearish mood with reduced offshore flows, limited domestic appetite due to liquidity
pressure and pressure on corporate earnings; while the inflation would stay under control, increased
demand for domestic liquidity will push interest rates higher and we are likely to witness gradual
rupee depreciation and depleted currency reserves. Overall, while RBI would inject liquidity through
CRR/SLR cuts, maintaining growth beyond 7% will be a struggle. Banks around the world, including
those in India, were in the forefront of managing the challenge of crisis resolution.

The global financial crisis, brewing for a while, really showed its effects in the middle of 2007
and into 2008. Around the world stock markets had fallen, large financial institutions had collapsed or
been bought out, and governments in even the wealthiest nations have had to come up with rescue
packages to bail out their financial systems.

On the one hand, many people were concerned that those responsible for the financial problems
were the ones being bailed out, while on the other hand, a global financial meltdown would affect the
livelihoods of almost everyone in an increasingly interconnected world. The problem could have been
avoided, if ideologues supporting the current economics models weren’t so vocal, influential and
inconsiderate of others’ viewpoints and concerns.

India too had to withstand the negative impact of the crisis. As the impact on India unfolds, there
were two frequently asked questions: First, how is that India is affected when it came out of the Asian
crisis relatively unscathed? Second, why is India affected even when its exports account for only 15
per cent of its GDP? The answer to both the questions lies in globalisation.

Going by the common measure of globalisation, India’s two-way trade (merchandise exports plus
imports), as a proportion of GDP, grew from 21.2 per cent in 1997-98, the year of the Asian crisis, to
34.7 per cent in 2007-08. The ratio of total external transactions (gross current account flows plus
gross capital flows) to GDP had increased from 46.8 per cent in 1997-98 to 117.4 per cent in 2007-08.
These numbers are clear evidence of India’s increasing integration into the world economy over the 10
year period.

There is also another important difference between the crisis in the advanced countries and the
developments in India. While in the advanced countries the contagion spread from the financial to the
real sector, in India, the slowdown in the real sector affected the financial sector, which in turn, has a
second-order impact on the real sector.

After the international financial crisis even the most ardent market fundamentalists recognised
that markets often fail, and the governments have to correct the markets equitably and efficiently.
During the current financial crisis the government seems to be following a similar conventional
approach of market management, without directly addressing the source of the problem. Traditionally
during a financial crisis, the Central banks act as lenders of last resort, lending liquidity to the banks.
In India, RBI is returning some of the liquidities of the banking system that it held as reserves. As a
lender of last resort, RBI would provide such liquidity only to those banks that needed them.

No doubt our banks suffered from liquidity crunch for some time, caused by our earlier policy of
liquidity withdrawal to manage inflation. The RBI’s attempts to contain the fall in the exchange rate of
rupee by selling dollar is also withdrawing rupees. Most important, however, is in falling stock
markets, FII investors take away dollars by surrendering rupees. But injection of rupee by the RBI into
the system will not necessarily increase bank lending unless borrowers have the confidence in the
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sustainability of our economy to induce them to increase their investment and the banks have the
confidence that these borrowers will be able to pay back.

QUESTIONS

I. Multiple Choice Questions
1. The primary objective of the banking sector is___________.

(a) Accepting deposits (b) Lending loans
(c) A and B (d) None

2. Presidency banks merged in ___________ year.
(a) 1932 (b) 1936
(c) 1921 (d) 1946

3. Section ___________ deals with banking regulation Act, 1949.
(a) 5(a) (b) 5(b)
(c) 5(e) (d) 5(g)

4. In a general scenario a customer need to perform ___________ many transactions to term a customer
of a bank.
(a) 32 (b) 42
(c) 46 (d) 58

5. Which of the following is not the function of Reserve Bank of India (RBI).
(a) Issuer of Currency (b) Regulator of the Banking System
(c) Issuer of Cheque (d) Developmental Role

6. Excess of an amount which is drawn from the bank account is termed as___________.
(a) Overdraft (b) Liability
(c) Outstanding amount (d) All

7. Cash reserve ratio (CRR) should be maintained by all the bank with___________.
(a) Commercial bank (b) Reserve Bank
(c) A and B (d) None

8. Who works as RBI’s agent at places where it has no office of its own?
(a) State Bank of India (b) Ministry of Finance
(c) Government of India (d) All

9. In which year the nationalisation of RBI was occurred ___________?
(a) 1947 (b) 1949
(c) 1951 (d) 1955

10. Which of the following is not a part of India’s Money market?
(a) Banks (b) Bill markets
(c) Call money market (d) Indian Gold Council

Answers:
1. (c), 2. (c), 3. (b), 4. (a), 5. (c), 6. (a), 7. (b), 8. (a), 9. (b), 10. (d).
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II. Fill in the Blanks
1. ___________ perform the roles of bankers bank.
2. Letter of Credit (LoC) is issued to know for ___________ purpose.
3. ___________ is a measure of a bank’s available capital expressed as a percentage of a bank’s risk-

weighted credit exposures.
4. Prudential norms have been started by RBI in order to impart professionalism in ___________.
5. ___________ deposits combine features of both current account deposits and fixed deposits.
6. ___________ refers to a loan given to the borrower against his current assets like shares, stocks,

bonds, etc.
7. For the purpose of keeping the foreign exchange rates stable, the Reserve Bank buys and sells the

___________.
8. The main objective of Central bank is to promote ___________.
9. ___________ refer to those loans which can be recalled on demand by the bank at any time.

10. Narasimham Committee Report II was submitted in the year ___________.

Answers:
1. RBI, 2. Creditworthiness, 3. Capital Adequacy Ratio (CAR), 4. Commercial banks, 5. Saving
deposits, 6. Cash credit, 7. Foreign currencies, 8. Economic growth, 9. Demand loans, 10. 1998.

III. Descriptive Type Questions
1. What do you mean by commercial bank? Explain the evolution of commercial bank in India?
2. Explain the functions of RBI and Commercial bank?
3. Differentiate between the functions of a Commercial bank and Reserve Bank.
4. What are the challenges faced by the banking sector in the new millennium?
5. Discuss the role of bankers in economic development?
6. “Reforms in banking sector has changed the Indian economy,” explain.
7. What do you mean by global financial crisis in Indian Banking sector?

IV. Short Questions
1. Banker
2. Customer
3. Objectives of RBI
4. Global Finance
5. RBI
6. FDI






	Front.pdf (p.1)
	Title.pdf (p.2-7)
	Chap 1_Introduction To Banking_.pdf (p.8-34)
	Back.pdf (p.35)

