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Foreword
A safe and sound banking system is an essential prerequisite for economic development. The
banking system derives its charter value from the trust reposed in it by the depositors, the
majority of them being retail depositors. Depositors’ trust gets rattled in the event of banking
crises, and over time and space, the Deposit Insurance Systems (DISs) have demonstrated their
effectiveness in ‘preventing’ and ‘managing’ such crises. Banking crises, evidently, impose huge
social and economic costs, sometimes stretching into future, as was experienced during the 200709 crisis.
The DISs perform the ‘prevention’ role by instilling a sense of confidence in the depositors,
especially the financially ‘unsophisticated’ ones, by assuring them that their money is safe, albeit
to an eligible extent, and the ‘management’ role by resolving the troubled banks swiftly, with
‘least cost’. Thus, the DISs protect the depositors, and by extension, the financial system from
collapsing. Moreover, the explicit DISs complement two significant functions of a central bank,
i.e., Lender of Last Resort, and Regulation and Supervision of the banking system.
Financial crises are not new; in fact, in the advanced economies, such events have many a
time become cataclysmic, e.g., the Great Depression, which, however, had led the US to set up its
sovereign-backed Deposit Insurance Agency in 1933 – the first of its kind in the world – called
the Federal Deposit Insurance Corporation (FDIC) in order to ameliorate the negative
externalities emerging from bank crises.
In the recent past, the 2007-09 financial crisis resulted in sub-par macroeconomic
performance in many regions of the world, which, combined with increasing availability of
sophisticated financial products and technologies, exacerbated the banking sector’s vulnerability.
With a view to reining this in, the regulatory systems are being tightened, and the role of Deposit
Insurance is being emphasized. In 2011, the Financial Stability Board (FSB) came out with The
Key Attributes of Effective Resolution Regimes for Financial Institutions, which was updated in
2014, and in the same year, the International Association of Deposit Insurers (IADI) released the
(revised) Core Principles for Effective Deposit Insurance Systems. Moreover, several countries,
cutting across development status, either embraced Deposit Insurance or increased the insurance
coverage, as this book mentions.
In India, the DIS owes its origin to a Parliament Act called The Deposit Insurance
Corporation Act, 1961. India is the second country in the world to provide sovereign-backed
insurance cover to bank deposits. The Act came into force from Jan 1, 1962, and the Deposit
Insurance Corporation (DIC) was established under the aegis of the Reserve Bank of India (RBI).
The DIC acquired its present organizational nomenclature, i.e., Deposit Insurance and Credit
Guarantee Corporation (DICGC) with the merger of Credit Guarantee Corporation of India with
it in 1978. The Deposit Insurance facility covers almost all the household deposits, up to
specified amounts, held in the banking system.
However, Deposit Insurance, as a financial activity, and by extension, the DICGC, as a
financial institution, remains low-profile in India. There has been practically no innovation in the
DIS after its inception. One reason for this is that, the Indian depositors perceive their banks as
‘too-important-to-fail’, largely on account of the Government of India backing through
(v)

continuous recapitalization of the omnipresent public sector banks. However, the private sector
banks, foreign banks operating in India and the multitude of cooperative banks do not enjoy the
same immunity.
As a result, in India, research on Deposit Insurance has remained almost a non-starter, unlike
in many advanced economies. It is in this context that the book authored by Dr. M.R. Das is an
endeavour to fill up the gap and stimulate activity at DICGC/RBI to meet the emerging situations.
The book is an updated and extended version of his doctoral research carried out under my
guidance.
Earlier to pursuing Ph.D., Dr. Das was a member of the RBI Working Group on Deposit
Insurance Reform (1999) by virtue of his earlier exposure in the subject at the FDIC, thanks to a
fellowship from the erstwhile Indian Institute of Bankers (now Indian Institute of Banking and
Finance). Subsequently, he worked at the DICGC and was also associated with a Study Group of
officials from the Ministry of Finance, RBI and DICGC, which was constituted to remodel the
DICGC after the FDIC, following an announcement in the Union Budget 2002-03. He had also
worked informally on the amendment of the DICGC Act, 1961.
The book is noteworthy in many respects: first, it reflects the author’s theoretical knowledge
and practical experience; second, it, for the first time, empirically defines who a typical Indian
depositor is; third, it consolidates the 2017 IADI Deposit Insurance Survey (released in 2018) into
country-groups based on the World Bank’s income criteria and interprets the results; fourth, it
provides cogent arguments as to why, in the next few years, the weight of Deposit Insurance will
be felt more strongly than ever in India; and finally, but, most importantly, based on an in-depth
evaluation of the DIS in India, the documented cross-country experiences, the IADI Core
Principles and the FSB’s Key Attributes, it provides a blueprint for modernizing the DIS in India,
which merits consideration for implementation.
In addition, the book focuses on the Resolution function of the DIAs, although the DICGC
has limited role in this regard. More importantly, it critically examines various aspects of the
Financial Resolution and Deposit Insurance Bill, 2016 (since withdrawn from presentation in the
Parliament), especially the bail-in provision therein.
This is the author’s second book on Deposit Insurance; the first one titled Deposit Insurance
in India, published in 2010, was an informative book. The current book is well-researched and
analytical, which should encourage readers interested in this specialized topic of Deposit
Insurance to go through not only for information but also for conducting further research.
Needless to mention, the authorities in charge must have a look at it.
Gokhale Institute of Politics & Economics, Pune
May 17, 2019

Dr. Rajas Parchure
Director
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Preface
I
India’s savings ‘culture’ is widely acclaimed. As per the World Bank’s country-wise data,1
from 1960 onwards, the average decadal savings ratio (Gross Domestic Savings/Gross Domestic
Product or GDP) of the country reflected a consistently increasing trend at a fast rate. During
2004-16, it remained unwaveringly above 30.0%, peaking at 34.4% in 2007. Although the 201018 decade reflected a downward trend, yet the ratio in 2018 at 29.3% was not only 4.6 times that
in 1960 but also exceeded the world average at 25.3% (latest available for 2017) and the average
for the lower-middle income group of countries (to which India belongs) at 24.2%. Chart P1
depicts the historical trend.
Chart P1: India’s Savings Ratio (1960–2018)

y = 0.0687e0.281x; R² = 0.9516. Based on World Bank data.

In terms of the savings ratio, in 2018, India ranked 31st among 117 countries (for which the
ratios were available and positive) and 2nd among the BRICS2 economies (excluding China for
which the 2018 ratio was not available). Among 11 neighbouring Asian economies (for which the
ratios were available),3 India’s savings ratio was the 5th highest.
According to the Central Statistics Office of India,4 in 2017-18, the country’s Gross
Savings/GDP and Gross Savings/Gross National Disposable Income ratios stood at 30.5% and
30.1% respectively. The household sector has always been the largest contributor to gross savings.
In 2017-18, household sector savings accounted for 56.3% of gross savings, and as ratio to GDP,
these worked out to 17.2%. Further, the ratio of household sector savings to household sector

1 https://data.worldbank.org/indicator/NY.GDS.TOTL.ZS

update as on 10.7.19. Viewed on 13.7.19.
Brazil, Russia, India, China and South Africa. The ratio for China was 46.74% in 2017.
3 Mongolia, Thailand, Indonesia, Malaysia, India, Vietnam, Bangladesh, Sri Lanka, Nepal, Philippines and
Pakistan in that order of the ratio.
4 Press Note on First Revised Estimates of National Income, Consumption Expenditure, Saving and Capital
Formation for 2017-18, released on Jan 31, 2019.
2
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gross disposable income was 22.3%. Nearly 64% of household sector savings were financial
savings.5
The largest chunk of savings is channelled through banks. This continues to be so despite
various other segments of the financial sector such as the stock and commodity markets,
insurance companies and mutual funds6 acquiring enhanced width and depth.7 As far as the
household sector is concerned, in 2017-18, (change in) bank deposits constituted a quarter of
(change in) financial assets, denoting a sharp drop from the preceding years. Effectively, this
depicted the post-demonetization household behaviour, which lasted for a short period, though:
first, 2016-17 ended with the share of (change in) bank deposits in (change in) financial assets
spurting to 67%, as the former jumped by over 51%; and second, during 2017-18, (change in)
currency vaulted from negative `3,165 billion in the preceding year to positive `4,704 billion,
thus effectively turning around by `7,869 billion. This was accompanied by (change in) bank
deposits getting almost halved, and (change in) shares and debentures more than quadrupling.
Excluding 2016-17 and 2017-18, for the period 2008-09 to 2015-16, the median value of the
share of (change in) bank deposits in (change in) financial assets was 52.2% with a range of
40.2% to 57.5%. (All changes are Year-on-Year or YoY.)
During 2017-18, however, the share of (change in) bank loans in (change in) financial
liabilities was nearly 64%. Chart P2 presents the historical trends in respect of deposits and loans.
Chart P2: (Change in) Bank Deposits/Financial Assets and
(Change in) Bank Loans/Financial Liabilities

Ch. – Change in. Based on RBI data.

Bank deposits and loans as ratio to GDP (at current prices) stood at 66.1% and 51.4%
respectively in 2018-19. Chart P3 presents the historical trends in respect of deposits and loans.

5

All savings and income data are at current prices.
Following the Nov-16 demonetization as also large reductions in interest rates on bank deposits, the mutual
funds industry received a shot in the arm, especially via Systematic Investment Plans by retail investors.
7 Corroborated by a recent article titled “Bank Deposits: Underlying Dynamics” by Behera and Raut in RBI
Bulletin, May 2019, pp.35-46. The article concludes, “Bank deposits remain an important part of the financial
savings of households and key to the financing of bank lending.”
6
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Chart P3: Bank Deposits and Bank Loans – Ratio to GDP

Based on RBI data.

The numbers related to loans in both the preceding charts reflected unusual sluggishness in
loan demand during the last several years.
Thus, being the spinal cord of the economy and financial sector alike, the banking sector, if
disturbed, can transmit tremors through a significant part of the financial sector as also the
economic superstructure of India.
At the same time, it may be noted that a section of households is financially excluded.
According to the World Bank’s Global Findex Database (2017),8 80.0% of the adults in India
had an account with a formal financial institution, up from 53.0% in 20149 and 35.0% in 2011
Findex Databases, thereby indicating that the extent of financial exclusion is diminishing,
especially owing to the dedicated financial inclusion programmes. However, the usage of
accounts should improve further.
A typical bank depositor in India is small, financially ‘unsophisticated’ and worries, in
general, more about the safety of her deposits than return thereon. Depositors prefer the Public
Sector Banks (PSBs) to other banks as the former is predominantly owned by the Government of
India and hence perceived as fail-safe. Even otherwise, the commercial banks are generally
considered too-big-to-fail. However, the cooperative banking sector is considered and observed
to be frail, and even then, many save with those, partly because their deposit interest rates are a
little higher than those offered by the commercial banks and partly due to community affiliations.
Against the above-mentioned backdrop, Deposit Insurance is recognized as a logical
necessity of the Indian banking system, as in many other countries. The logic derives from
basically two factors: (a) it instils a sense of confidence in the millions of low- and middle
income-group citizens who constitute the backbone of the banking system, thereby protecting
depositor runs at the time of banking crises. The protection ultimately ensures systemic safety
and soundness (‘crisis prevention’ function), and (b) it ensures quick resolution of failed banks
8

Demirgüç-Kunt, Asli, Leora Klapper, Dorothe Singer, Saniya Ansar and Jake Hess (2018), “The Global Findex
Database 2017”, World Bank Group.
9 Demirgüç-Kunt, Asli, Leora Klapper, Dorothe Singer and Peter Van Oudheusden (2015), “The Global Findex
Database 2014”, Policy Research Working Paper 7255, World Bank Group.
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and therefore guarantees smooth functioning of the banking system, post-crisis (‘crisis
management’ function).
The Indian Deposit Insurance System is the second oldest sovereign-backed system in the
world having been set up in 1962 after the US Federal Deposit Insurance Corporation (FDIC)
was established in 1933. The Deposit Insurance and Credit Guarantee Corporation of India
(DICGCI), India’s Deposit Insurance Agency (DIA), is a wholly-owned subsidiary of the
Reserve Bank of India (RBI), the country’s central bank, and its operations are of low-profile
nature, unlike DIAs in many upper income economies.

II
My long association with the work of Deposit Insurance (both theoretical and practical),
which began in 1993, primarily motivated me to write this second book on the topic; the first one
titled “Deposit Insurance in India”, an informative one, was published in 2010. While pursuing
my Ph.D. on the topic of ‘How to Modernize the DIS in India?’, I realized the paucity of Indiaspecific research on the subject of Deposit Insurance and the related issues. It would not be
wrong to say that Deposit Insurance per se being considered as an unimportant banking activity
in India, the subject has remained un- or under-researched. However, conditions are changing,
and I feel that the need for revamping or fortifying the existing DIS will be felt shortly and
strongly. The signs are visible with the introduction of the Financial Resolution and Deposit
Insurance (FRDI) Bill, 2016 in the Parliament, although it was subsequently withdrawn following
criticisms as to certain provisions therein. (I have discussed the Bill in detail in this book.) In
view of the above, I decided to contribute in much more serious ways to the existing inventory on
the subject, especially from the perspective of actionable policy formulation. Hopefully, this book
will bridge the gap to some extent.
The banking system in India is, no doubt, safe and sound, and all the stakeholders are
committed to increasingly maintain its safety and soundness. However, safety net mechanisms
constitute the quintessence of any banking or financial system. It is necessary that a robust safety
net mechanism be: (a) modern, conforming to the existing global best practices, (b) consumerfriendly, especially retail consumer-friendly, (c) least burdensome for the taxpayer, (d) easily
operable by the participants and (e) hassle-free and economical, administratively, for the DIA,
regulator and supervisor as well as the sovereign authority. Effecting changes in the DIS becomes
further imperative in view of the positive transformations that are taking place fast in the Indian
economy in general and financial services industry in particular. Against this backdrop, the book
presents a blueprint for reforming the DIS in India.
I do not argue for abolishing Deposit Insurance, but emphasize on reorienting or bolstering
the existing system, especially in the direction of increased and active involvement in the
resolution process of banks in trouble.
Working towards this, the book explores the following significant aspects: (a) Role of
Deposit Insurance in the financial sector and economic development, (b) Nature of deposit taking
activities by banks in India – depositors, instruments, institutions and regulatory framework,
(c) Genesis of Deposit Insurance in India and critical examination of its progress, (d) Proposals
for changing the existing system and redefining the role of the DIA as Deposit Insurer as well as
(x)

Resolution Authority for banks and (e) The FRDI Bill and within it, the feasibility of
implementing the bail-in provision.
This is a descriptive but practical policy-oriented work – policies which can be implemented
in consonance with the contemporary real operating environment, for common good. My
research combines the theoretical concepts of Banking and Insurance with insight and judgement
sourcing from practical experience. In this endeavour, empirical evidences have been sourced
extensively. While making policy proposals, the recommendations of various earlier committees
related to Deposit Insurance in India as well as the latest global benchmarks and/or best practices,
which have been issued by the Financial Stability Board (FSB) and International Association of
Deposit Insurers (IADI), have been kept in view.
The research is based on secondary data only, which are sourced from published documents.
Latest data as available by Jul 15, 2019 have been used.
Besides the ‘Summary and Conclusions’ section in the beginning, the book is organized into
6 Parts, and it contains 23 Chapters. The summary of each Chapter is provided at its end too.
While I leave the readers to go through the book, here, I briefly mention the salient proposals
made by me. The two pillars on which the proposals are founded are: (a) maximum protection of
interests of the depositors and (b) minimum complexity for the DIA, covered banks and
depositors in the administration of the twin functions of the DIS – Deposit Insurance and
Resolution of problem banks. These will also ensure resolution of banks in trouble with least
systemic disruptions.
As far as Deposit Insurance is concerned, India surely needs it; but its coverage needs to be
rationalised. The rationalisation will also mitigate to some extent the safety net being criticised as
a ‘subsidy’. Some of the rationalisation proposals are as under:
(i) The three RBI-designated Domestic-Systemically Important Banks (D-SIBs) at present,
i.e., the State Bank of India, the ICICI Bank and the HDFC Bank, and the Nationalized
Banks (NBs) should be excluded from the institutional coverage, as these banks would
never be allowed to fail. Further, the D-SIBs are required to maintain additional capital,
though at extra cost. Therefore, a third shield in the form of Deposit Insurance would be
superfluous. However, if the NBs lose their ‘public’ character at any point of time in
future, they can be covered.
(ii) Index the coverage limit to per capita GDP or Net Domestic Product. Going by the
internationally favoured thumb rule, i.e., on an average, the coverage levels should
amount to twice per capita GDP, there is a strong case, at present, for at least doubling
the coverage limit to `2,00,000.10 Changes in the limit can be done triennially.
(iii) Exclude certain categories of deposits, as their owners can no longer be called as
‘uninformed’ and ‘unsophisticated’.
(iv) With the advent of e-money, indirect or ‘pass-through’ Deposit Insurance may be
explored to protect the customers’ digitally stored value.
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During 2018-19, the per capita GDP (current prices) stood at `1,42,719 (Provisional Estimates).
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Second, a switchover to risk-based premium system is eminently favoured, but the system
needs to be simple to administer and easily acceptable to or verifiable by the covered banks.
Linking the premium rate to a bank’s Gross Non-performing Assets is proposed.
Third, the Deposit Insurance Fund needs to be bifurcated, one for commercial banks and the
other for cooperative banks.
Fourth, the DICGCI needs to be more aggressive on creating public awareness about Deposit
Insurance, especially at the ground level.
As regards the Resolution Mechanism, the new DIA should accord increased attention to
the resolution activity also. The book carries an intensive examination of the FRDI Bill, 2016 and
especially, the bail-in provision contained therein. My proposals are as under:
(i) In lieu of subsuming the DICGCI into a single Financial Resolution Authority, as
recommended by the Financial Sector Legislative Reforms Commission, I have argued
in favour of expanding the former’s ‘pay-box’ role, and also making it the Resolution
Authority for banks only. If non-banks are to be provided Deposit Insurance facility as
also resolved quickly in case of problems, there needs to be a separate entity or entities.
(ii) Bail-in, as a tool of resolution, should never be considered in the Indian setting; instead,
the time-tested resolution tools like the ‘Purchase and Assumption’ and ‘Bridge Bank’
used in several countries should be considered.
(iii) At the same time, taxpayer-funded government bailout, as is currently being practiced,
needs to be kept as a tool of last resort. Greater reliance on ex ante micro-prudential
measures and their strengthening, and early detection of problems in banks and
improvement in their resolvability are advised. These can obviate the need for
government recapitalization at one end of the spectrum and creditor or depositor bail-in
at the other end.
(iv) Depositors are ‘crown jewels’ and making their deposits bail-in-able must be eschewed
at all times.
(v) An alternative could be to dilute the government’s stake periodically at opportune times
and convert a part of the proceeds into either traditional bail-in-able debts or Contingent
Convertible (CoCo) bonds with triggers dynamically adaptable to the Indian conditions.
(vi) Given the safe status of Indian banking system, the need for a separate Resolution Fund
is not called for, at present. Therefore, transitioning the current DIS from ‘Pay-box’ to
either ‘Pay-box Plus’ or ‘Risk Minimizer’ or ‘Loss Minimizer’ mode would suffice, for
which, however, amendments to the DICGC Act, 1961 would be necessary. However,
from the medium-term perspective, the option of establishing an industry-funded
Resolution Fund should be kept open, and simultaneously, it needs to be explored, if the
scope of the Fund can be extended to replace the taxpayer-funded recapitalization of the
PSBs.
(vii) Finally, in order to gain from collective thinking, the government may consider
preparing a Consultative Document by appointing a group of multidisciplinary experts
on various aspects of the FRDI Bill before its enactment.
The DICGCI, in its proposed new avatar as Deposit Insurer and Resolution Authority for
banks, should be an ‘independent’ institution with a new statutory framework, and adequate
(xii)

powers, personnel, finance and technology. Further, it should gradually adapt the international
best practices (IADI Core Principles and FSB Key Attributes).
Limitations
The book is a product of research and should be treated as such. However, the research is not
purely academic; the main objective is to enunciate pragmatic policies for improving the efficacy
of the DIS in India. Therefore, theoretical discussions have been kept limited, to the extent
required, and simple.
When an original article, for limited purpose, could not be accessed despite best efforts, the
same has been obtained from secondary sources, wherever available.
While I have tried my best to incorporate the latest available quantitative data and qualitative
information in the book and verified their accuracy, there could still be inadvertent errors for
which I solely own the responsibility.
Further, the policy proposals made in this book are open to free debate and discussions.
Scope for Further Research
This book is a beacon to the interested researchers to carry out further practical and policyoriented research on the subject, keeping in view the limited literature available in the country
vis-à-vis elsewhere on one hand and the globally emerging need to bolster financial stability as
also consumer protection in the financial services industry on the other. As the book considers
only bank deposits, researchers can include insurance for non-bank deposits in their work. (The
topic is attracting attention following imbroglios in the non-banking sector at present.) Besides,
the unexplored areas like the resolution of financial institutions, and within it, the bail-in
mechanism, primary survey-based studies on depositor discipline, and the like offer ample scope
for both theoretical and empirical research. Institutional sponsorship can go a long way in
promoting such research.
Pune

M.R. Das

July 17, 2019
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Glossary
Acquiring Bank: A bank that purchases some or all of the assets and/or assumes some or all of
the liabilities of a failed bank in a Purchase & Assumption transaction.
Adverse Selection: The tendency for higher-risk banks to opt for Deposit Insurance and lowerrisk ones to opt out when membership in a Deposit Insurance System is voluntary.
Aggregation: Consolidation of several individual accounts of a depositor into one (usually for the
purpose of reimbursement).
Assessment Base: The basis (i.e., insured deposits or total liabilities/assets) on which the Deposit
Insurer charges premiums to a member bank or computes the levy needed to compensate the
insured depositors.
Bail-in within Resolution: A mechanism to recapitalise a bank in resolution or effectively
capitalise a Bridge Bank, under specified conditions, through write-down, conversion or
exchange of debt instruments and other senior or subordinated unsecured liabilities of the bank in
resolution into/for, equity or other instruments in that bank, the parent company of that bank or a
newly formed Bridge Bank, as appropriate to legal frameworks and market capacity.
Bailout: Any transfer of funds from public sources to a failing or failed bank, or a commitment
by a public authority to provide funds with a view to sustaining the institution (e.g., by way of
guarantees), which results in benefit to the shareholders or uninsured creditors of that bank, or the
assumption of risks by the public authority that would otherwise be borne by the bank and its
shareholders, where the funds transferred are not recovered from the institution, its unsecured
creditors or, if necessary, the financial system more widely, or the national authority is not
reimbursed, whether partially or wholly, for the risks assumed.
Bank Run: A rapid and sizeable withdrawal of deposits from a bank by depositors following a
loss of confidence due to the fear that the bank may fail, and hence, depositors may suffer losses
or lose access to their funds.
Bridge Bank: An entity established to temporarily take over and maintain certain assets,
liabilities and operations of a failed bank as part of the resolution process.
Compulsory Membership: A system wherein all designated banks are required to be members of
a Deposit Insurance System according to law or agreement.
Conservator: A person or entity, appointed by a regulatory authority to operate a troubled bank
in an effort to conserve, manage and protect the bank’s assets until the bank is restored to
viability or closed down by the chartering authority.
Conservatorship: The legal procedure provided by law or agreement for the interim management
of troubled banks.
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Contagion: The spread of the financial problems of one bank to other banks or financial
institutions, usually within the same jurisdiction, or the spread of economic and financial
disturbances within a jurisdiction or across jurisdictions.
Coverage Limit: The maximum amount which a depositor can claim from or be reimbursed by a
Deposit Insurer in the event of a bank failure.
Coverage Ratio (by account and/or depositor): The number of fully covered accounts or
depositors divided by the total number of eligible accounts or depositors.
Coverage Ratio (by value): The value of insured deposits divided by the total value of eligible
deposits.
Deposit Insurance Fund: A fund to meet future obligations (e.g., reimbursing depositors) and
cover operational and related costs of the Deposit Insurer which is funded by premiums collected
from banks or financial institutions covered under a Deposit Insurance System.
Deposit Reimbursement: A resolution method that involves the reimbursement of deposits to
insured depositors.
Depositor Preference: Granting deposit liabilities a higher claim class than other general
creditors against the proceeds of liquidation of an insolvent bank’s assets so that depositors must
be paid in full before remaining creditors can collect their claims.
Differential or Variable Premium System: A premium system which seeks to differentiate
premiums on the basis of criteria such as individual bank risk profiles.
Early Intervention: Actions including formal corrective action taken by supervisors, Resolution
Authorities or Deposit Insurers in response to weaknesses in a bank prior to entry into resolution.
Eligible Deposits: Deposits that fall within the scope of coverage of a Deposit Insurance System,
i.e., they meet the requirements for coverage under a Deposit Insurance System and are based
typically on the type/s of depositor and/or deposit.
Entry into Resolution: The formal determination by the relevant authorities that a bank meets the
conditions for resolution and will consequently be subject to resolution measures.
Ex ante Funding: The regular collection of premiums with the objective of accumulating a fund
to meet future obligations (e.g., reimbursing depositors) and cover operational and related costs
of the Deposit Insurer.
Ex post Funding: A system in which funds to cover Deposit Insurance obligations are collected
only from surviving banks after a bank failure.
Explicit Protection: A statutory or legal system that stipulates the amount of reimbursement
which depositors can expect in the event of a bank failure, with rules concerning coverage limits,
types of instruments covered, methods for calculating depositor claims, funding arrangements,
etc.
Extraordinary Contribution: Additional premiums which can be collected ex post from members
of a Deposit Insurance System if the existing funds fall short to meet its obligations.
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Glossary

Financial Market Infrastructure: A multilateral system among participating financial
institutions, including the operator of the system, used for the purposes of clearing, settling or
recording payments, securities, derivatives or other financial transactions. It includes payment
systems, central securities depositories, securities settlement systems, central counterparties and
trade repositories.
Flat-rate Premium: A premium payable to a Deposit Insurer and assessed at a uniform rate
across all member banks.
Forbearance: Granting of exemptions or delaying intervention action in relation to banks as
regards compliance with minimum regulatory requirements or intervention criteria.
Global Systemically Important Bank: A bank designated by the Financial Stability Board as
global systemically important.
Implicit Protection: An expectation that some form of government protection would be provided
in the event of a financial institution’s failure. By definition, implicit protection is not formally
specified. There are no statutory rules regarding the eligibility of financial institution’s liabilities,
level of protection provided or the form of reimbursement.
Insured Depositors: Holders of eligible deposits that do not exceed the maximum coverage level
provided by a Deposit Insurance System.
Insured Deposits: Eligible deposits that do not exceed the maximum coverage level provided by
a Deposit Insurance System.
Interest on Lawyers Trust Accounts (US): It is a unique and innovative way to increase access to
justice for individuals and families living in poverty and to improve justice system. Without
taxing the public and at no cost to lawyers or their clients, interest from lawyer trust accounts is
pooled to provide civil legal aid to the poor and support improvements to the justice system.
Least-cost Resolution: A procedure that requires the Resolution Authority to implement the
resolution option including liquidation of the failed bank that is least costly to the Resolution
Authority, financial system or Deposit Insurance System.
Limited-Coverage Deposit Insurance System: A system which guarantees that the principal
and/or the interest accrued on insured deposit accounts will be paid, up to a specified limit, in the
event of bank insolvency.
Liquidation: The winding-down (or winding-up, as used in some jurisdictions) of the business
operations of a failed bank through orderly disposition of its assets after its licence has been
revoked, and it has been placed in Receivership. In most jurisdictions, it is synonymous with
‘Receivership’.
Liquidator: The legal entity that undertakes the winding-down of the failed bank and the
disposition of its assets.
Loss Minimizer: A mandate in which the DIS is actively engaged in selection of least-cost
resolution strategies.

(xxxv)

Deposit Insurance and Resolution in India

Market Discipline: A situation in which depositors, creditors or investors assess the risk
characteristics of a bank and can influence the bank’s risk-taking behaviour by threatening to
withdraw funds from the institution.
Member Bank: A bank that is a member of a Deposit Insurance System.
Moral Hazard: Arises when parties have incentives to accept more risk because the costs that
arise from such risk are borne, partly or fully, by others.
Negotiable Order of Withdrawal Account (US): It is an interest-bearing account on which
cheques can be drawn.
Open Bank Assistance: A resolution method in which a bank on the verge of failure receives
assistance in the form of a direct loan, an assisted merger, a purchase of assets or other means.
Pay-box: A mandate in which the Deposit Insurer is responsible only for the reimbursement of
insured deposits.
Pay-box Plus: A mandate in which the Deposit Insurer has additional responsibilities such as
certain resolution functions including financial support.
Prompt Corrective Action: A set of progressive corrective actions taken by the supervisory
authorities against financial institutions exhibiting progressively deteriorating financial
performance or behaviours, with the aim of identifying and addressing financial or operational
weaknesses that threaten the viability of a financial institution while the problems are still small
enough to manage.
Purchase & Assumption Transaction: A resolution method in which a healthy bank or a group
of investors assume some or all of the obligations and purchase some or all of the assets of the
failed bank.
Rebate: The return of part of a Deposit Insurance premium payment representing deduction from
the full amount previously paid.
Reserve Ratio: Ratio of Deposit Insurance Fund to insured deposits.
Resolution: A disposition plan and process for a non-viable bank. Resolution may include:
Liquidation and depositor reimbursement, transfer and/or sale of assets and liabilities
establishment of a temporary Bridge institution and write-down or conversion of debt to equity.
Resolution may also include application of procedures under insolvency law to parts of entity in
resolution in conjunction with the exercise of resolution powers.
Resolution Authority: A public authority that, either alone or together with other authorities, is
responsible for the resolution of financial institutions established in its jurisdiction (including
resolution planning functions).
Resolution Plan: A plan intended to facilitate the effective use of resolution powers by the
Resolution Authority, with the aim of making feasible the resolution of any financial institution
without severe systemic disruption and exposure of taxpayers to loss while protecting
systemically important functions.
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Resolution Powers: Powers available to Resolution Authorities under legal frameworks
resolution and exercisable without the consent of shareholders, creditors, debtors or the entity in
resolution.
Resolution Regime: The elements of the legal framework and policies for planning, preparing,
carrying out and coordinating a resolution including application of resolution powers.
Risk Minimizer: A mandate in which a Deposit Insurer has comprehensive risk minimization
functions including risk assessment/management, a full suite of early intervention and resolution
powers and in some cases, prudential oversight responsibilities.
Scope of Coverage: Types of deposits and depositors eligible for Deposit Insurance coverage.
Set-off Arrangement: An arrangement in which a creditor’s claim against an insolvent bank is
adjusted against that bank’s claim against the same creditor.
Subrogation: The substitution of one party (e.g., Deposit Insurer) for another (e.g., the insured
depositor) with reference to a lawful claim, demand or right so that the party which substitutes
succeeds to the rights of the other in relation to the debt or claim, and its rights and remedies.
Systemically Important Financial Institution: A financial institution or a group that, owing to its
size, complexity and systemic interconnectedness would, in the view of the relevant authorities,
cause significant disruption to the domestic or broader financial system and economic activity, if
it were to fail in a disorderly manner.
Target Fund Size: The size of the ex ante Deposit Insurance Fund, typically measured as a
proportion of the assessment base (e.g., total or insured deposits), sufficient to meet the expected
future obligations and cover the operational and related costs of the Deposit Insurer.
Too-big-to-fail: The belief that an institution is so systemically important that it cannot be
allowed to fail, as its failure would cause instability across the financial system as a whole and
disruption to the economy at large.
Troubled Bank: A bank that has, or will have, impaired liquidity or solvency unless there is a
major improvement in its financial resources, risk profile, strategic business direction, risk
management capabilities and/or quality of management.
Uninsured Deposits: Types or amounts of deposits that are not covered by a Deposit Insurance
System.
Winding-Up: The final phase in the dissolution of a failed bank in which assets are liquidated
and creditors’ claims are settled.
Largely sourced from the IADI Web Site.

???
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Summary and Conclusions
Part – A: The Underpinnings
Bank and Bank Risks
Banks have been conceptualized as: (a) financial intermediaries, thereby becoming
information collector, analyst and disseminator, (b) balance sheets with “synergies” between the
assets and liabilities sides, (c) credit multipliers, (d) liquidity creators, (e) ‘special’ business units,
(f) “agents” of socio-economic change, (g) fragile business units and (h) financial superstores.
Banks are required to manage several risks of which the credit risk, interest risk, liquidity
risk and operational risk are the most important. Although the basics remain the same, different
banks manage the above-mentioned risks in different ways subject, inter alia, to size, quality and
composition of their portfolios. Many banks in the recent past have waded into troubled waters
due to inappropriate management of these risks. Trade-offs of risks are possible either through ex
ante or ex post mechanisms of which the ex ante mechanism is more effective and economical.
A good Risk Management System (RMS) necessitates a combination of specialist manpower,
up-to-date technological input, and contemporary systems and procedures. Further, the RMS
needs to be aligned with a bank’s Vision, Mission and Values on one hand and the guidelines of
the banking regulator/s and supervisor/s on the other. Efforts are also needed to benchmark the
RMS against the global best practices, especially in respect of global players. Moreover, the
government must provide an efficient legal architecture for addressing the spill-over effects when
the RMS does not deliver, which could be due to both endogenous and exogenous circumstances.
Finally, since bank risks mutate over time, banks need to constantly update their entire RMS.
(Chapter 1)

Banking Crises – Some Dimensions
Depositor runs are susceptible to become a self-sustaining process, and when these become
so, a typical bank run ensues. Bank runs result in depositors running to safer banks, and taking
‘flight to quality’ (i.e., investing in safer securities) as well as to currency. Flight to currency is
most pernicious. Runs on large banks produce only ‘churning’ among the banks or securities or
both - larger the bank, more serious is the ‘churning’.
Bank contagion “occurs faster; spreads more broadly within the industry; results in a large
number of failures; results in large losses to creditors (depositors) although such losses are
smaller than in non-bank industries; and spreads more beyond the banking industry and causes
substantial damage to the financial system as a whole and the macro-economy.” (Kaufman 1992)
Following the definition adopted by Laeven and Valencia (2018), there were 151 systemic
banking crises during 1970 to 2017. The year 2008 witnessed the highest number of countries
with systemic banking crises accounting for nearly 15% of the total 151 crises recorded. Four
countries experienced crises from 2011 onwards. The crises were more persistent in the highincome countries than in the low- and medium-income countries.
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By and large, it is widely acknowledged that bank runs impose heavy socio-economic costs
through various channels, besides dampening investors’ confidence. Significant interventions by
the crisis-hit countries to mitigate the adverse impacts comprised guarantees on bank liabilities,
bank nationalization, asset purchase, bank recapitalisation and International Monetary Fund (IMF)
programs.
(Chapter 2)

Deposit Insurance: An Introduction
Deposit Insurance can substantially reduce the external diseconomies – both micro and
macro - arising out of bank failures. Mostly structured along third-party general insurance
contracts, Deposit Insurance contracts are rather financial guarantees for depositors' accounts.
There are fundamental differences between Deposit Insurance and Lender of last resort, but they
“supplement” each other in protecting safety and soundness of the banking system.
As per the seminal Diamond and Dybvig (1983) model, Deposit Insurance by the
government succeeds because (a) it has taxation authority, (b) unlike most insurance companies,
it can provide a guarantee against enormous losses without holding back-up reserves and (c) a
Deposit Insurance law entails the government’s commitment to insure banks, which has an edge
over discretionary policies like suspension of convertibility, if self-fulfilling runs need to be
prevented.
Deposit Insurance aims at: (a) protecting small, financially unsophisticated depositors,
(b) preventing bank runs and (c) minimizing the socio-economic costs of bank runs. Some of the
negative facets of Deposit Insurance that came up following bank failures in the US in the 1990s
included concerns about: (a) moral hazard, (b) coverage and pricing, (c) bank supervision and
(d) competitiveness of banking industry.
Despite criticisms against it, the Deposit Insurance facility has been woven into public
policies by increasing number of countries, especially after the 2008 crisis.
(Chapter 3)

Part – B: Deposit Insurance Systems – A Global Roundup
World Deposit Insurance Systems
Although the US pioneered the sovereign-backed Deposit Insurance System (DIS) with the
establishment of the Federal Deposit Insurance Corporation (FDIC) in 1933, most of the DISs
were established in the 1990s, followed in succession by the post-2008 crisis and the seven-year
period 2000-07. Effectively, the post-1980s crisis witnessed 102 DISs being set up, which
constituted over three-fourth of the total covered in the 2018 Survey by the International
Association of Deposit Insurers (IADI).
As per the IADI Survey, the government legislated DISs, or Explicit DISs were predominant.
Most of the DISs had independent legal status. Both ‘Pay-box Plus’ and ‘Pay-box only’ roles
were common. In general, most of the DISs covered commercial banks and savings banks.
Except a handful, the DIS membership was mandatory in all countries. Apart from domestic
deposits, foreign currency deposits were covered by several countries. Majority of the DISs
followed ex ante funding, and some of these had provisions to levy additional contributions, ex
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post, under stressed conditions. ‘Per depositor per bank’ was the predominant form of pay-out. A
majority followed the flat-rate premium system, but incidence of the variable rate system was
also common – one out of three. ‘Liquidation’ and ‘Deposit reimbursement’ were the most
available resolution tools. The bail-in tool was relatively nascent, available mostly in a few
advanced economies. Both total deposits and covered deposits were predominant as the
assessment base. Not many had the authority to act as administrator/conservator. Majority of the
DISs reported that their resolution framework was governed by special resolution regime. Many
were also governed by bankruptcy/insolvency laws, besides local banking, financial and
government laws.
In the aftermath of the 2007-08 financial crisis, several countries increased their Deposit
Insurance coverage levels in terms of their local currencies, most of which belonged to the
advanced economies which were hit the hardest by the crisis.
In terms of the coverage limit/per capita Gross Domestic Product (GDP) ratio, most
countries reported initial increases during 2003-10 but gradual decreases during 2010-17.
However, between 2016 and 2017, 53% of the DISs in respect of which the ratio could be
calculated reported increases in the ratio.
The maximum coverage limit was over twice per capita GDP in respect of 79 DISs
accounting for 69% of the 115 DISs for which the maximum coverage limit/per capita GDP ratio
could be computed.
(Chapter 4)

Part – C: The World of Indian Banks and Bank Depositors
Status of the Indian Banking System – A Snapshot
With 161 banks at Mar-end 2018, the Indian commercial banking sector is reasonably welldiversified in terms of their geographical presence, business and customers. The Public Sector
Banks (PSBs) dominate the sector. At Mar-end 2018, concentration of deposits was the highest in
the New Private Bank (NPvB) group followed in succession by the Old Private Bank (OPvB) and
PSB groups. The business of the cooperative banking sector is dominated by the Urban
Cooperative Banks. There also exists a distinct rural cooperative banks segment.
(Chapter 5)

Deposit Taking Activities by Banks and Regulations Therefor
Deposits of the banks in India are basically classified into: (a) Demand Deposits (DDs),
(b) Savings Bank (SB) Deposits and (c) Term Deposits (TDs). Banks mobilize deposits from both
Resident and Non-Resident Indians. At Mar-end 2018, 60.0% of the total deposits with the
Scheduled Commercial Banks (SCBs) were TDs, 30.5% SB Deposits and 9.5% DDs. Inter-bank
deposits and deposits held in overseas branches of the SCBs constituted minuscule proportion of
total deposits. Deposits with the Indian commercial banks were nearly 10 times their net worth
and constituted over 77% of their liabilities. Currently, banks enjoy full freedom in determining
interest rates on all types of deposits they offer.
For banks to carry out their deposit taking activities in India they must fulfil three basic
regulatory requirements. These are meeting the: (a) Cash Reserve Ratio, (b) Statutory Liquidity
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Ratio and (c) Deposit Insurance requirements. Besides, deposit mobilization activities of banks
are governed by the Banking Regulation Act, 1949, which provides for comprehensive protection
of interests of depositors in several ways. It empowers the government, regulators and legal
authorities to ensure that the interests of the depositors are not compromised at any stage of their
association with the bank/s they are banking with.
The most outstanding feature of the Act is the Depositor Preference rule which accords a
higher claim class to deposit liabilities than other general creditors against the liquidation
proceeds of an insolvent bank’s assets.
Besides India, some of the other countries which have Depositor Preference rule include
Argentina, Australia, EU member States, Hong Kong, Indonesia, Nigeria, Russia, Singapore,
Switzerland, Turkey and the US.
(Chapter 6)

Bank Depositors in India: Characteristic Features
The household sector held the highest proportion of total SCB deposits. Within the
household sector, individuals (including Hindu Undivided Families) were the major owners.
Besides, their share in the total increased significantly during the 2009-18 decade.
At Mar-end 2018, individual deposit accounts stood at 1,777 million, constituting 93.0% of
the total deposit accounts and 61.4% of the total balance. The average balance per individual
depositor account worked out to about `39,530, highlighting that they were ‘small’ depositors.
This was also corroborated by the fact that over 62% of the individual TD accounts were below
`0.1 million, i.e., the current threshold for Deposit Insurance cover.
Individual depositors showed a marked preference to bank with the PSBs which cornered
three-fourth of the total individual deposit accounts and over two-third of the deposits therein. SB
accounts, which are normally maintained for transaction purposes and small savings, constituted
the major form of accounts. Such accounts were, in general, concentrated in Rural (R) + Semiurban (SU) areas.
Individual depositors preferred short-maturity deposits indicating their need for liquidity as
also risk averseness. Post-deregulation, frequent changes in interest rates by banks did also play a
role.
Population group-wise, the majority of individual accounts (63.3%) belonged to R + SU
centres, whereas Urban (U) + Metropolitan (M) centres commanded the lion’s share in terms of
balance (64.7%). Further, in U + M areas, Current Accounts were common because of crowding
of industry and business there.
Gender disparity among bank depositors reflected signs of fast reduction.
In a word, characteristically, an Indian individual depositor is small, unsophisticated (a large
part belonging to R + SU areas where literacy rate is lower than that in U + M areas) and riskaverse, and hence, she throngs to the PSBs which are perceived by her as safe and secure.
Today’s depositors have to manage several risks which include inflation risk, interest rate
risk, technological risk, account operation risk, fiscal risk, borrowers’ default risk or fraud risk
and bank failure risk.
(Chapter 7)
(xli)

Deposit Insurance and Resolution in India

Part – D: The Deposit Insurance System in India
Evolution of Deposit Insurance in India
Historically, bank crises and failures in India date to the 18th, 19th and early 20th century.
During the 20th century, the Indian banking situation till the Independence was marked by two
world wars and the Great Depression and hence higher incidence of banking turbulence implying
that sound banking could not be independent of political and economic stability. Domestically,
banks’ resistance to failure was undermined by their low capitalization, insufficient liquid assets
and interconnected lending. Further, in the post-Independence period, the Sixties were relatively
dominated by banking troubles.
The Banking Companies Act, 1949 and its subsequent amendments followed by the Reserve
Bank of India (RBI) assuming powers to amalgamate banks in 1960 and the bank licensing policy
led to consolidation of the Indian banking sector and improved its safety and soundness.
After the first Bank Nationalization in 1969, the incidence of failures in the commercial
banking segment diminished significantly. However, the cooperative banking sector, by and large,
continued to be weak with many cooperative banks failing every year.
The commercial banking sector is also perceived as safer and sounder than its cooperative
counterpart. And, within the commercial banking sector, the PSBs are regarded as fail-safe due to
their government ownership.
The idea of ‘Deposit Insurance’ was first mooted in 1948 against the backdrop of the West
Bengal banking crisis (1946-48). However, it did not make much headway, despite the Rural
Banking Enquiry Committee (1950) and the Committee on Finance for the Private Sector (Shroff
Committee) (1954) supporting the idea.
Capacity constraints within the RBI to supervise and inspect banks and the apprehension as
to the viability of Deposit Insurance against the backdrop of an underdeveloped banking system
retarded the progress. Moreover, there were misgivings among the larger Indian banks and
exchange banks, and many apprehended deposits flight from cooperative banks to commercial
banks. The Deposit Insurance Corporation (DIC), and with it the insurance of bank deposits came
into existence in 1962, triggered by the crash of the Laxmi Bank and the Palai Central Bank. The
Deposit Insurance Corporation Act, which was finally passed by the Parliament and received the
Presidential assent towards 1961-end, came into force from Jan 1, 1962 when the DIC was
established under the aegis of the RBI, with authority to extend insurance protection up to
specified amounts for the deposits of all functioning commercial banks in the country. India was
the second country in the world, after the US, to provide government-legislated insurance cover
to bank deposits.
In Jul-78, the DIC assumed the function of credit guarantee also. Consequently, the title of
Deposit Insurance Act, 1961 was changed to the Deposit Insurance and Credit Guarantee
Corporation Act, 1961, and the DIC was renamed as the Deposit Insurance and Credit Guarantee
Corporation (DICGC).
As no credit institution is participating in any of the credit guarantee schemes administered
by the Deposit Insurance and Credit Guarantee Corporation of India (DICGCI), at present, it is
not operating any of the schemes, and Deposit Insurance remains its principal function.
(Chapter 8)
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Progress of DIS in India
The DIS is compulsory for all banks.
The authorised capital of the DICGCI is `500 million which is entirely subscribed by the
RBI.
The DIS covers all commercial banks and ‘eligible’ cooperative banks. At Mar-end 2018,
2,109 banks were registered comprising 160 commercial and 1,949 cooperative banks of different
genres.
The scheme covers, by and large, the entire deposits of the household sector.
The DIS, with effect from May 1, 1993, protects `1,00,000 of deposits held by the depositor
at all the branches of a bank put together in the ‘same right and capacity’, increased in stages
from the original `1,500.
At Mar-end 2018, 91.5% of the total deposit accounts were fully protected. Amount-wise,
29.2% were ‘insured’ deposits.
Although the Act allows for a variable premium system, the DICGCI follows a flat-rate
premium system which currently stands at `0.10 per `100 of ‘assessable’ deposits per annum
(statutory cap - `0.15 per `100).
Premium received from the cooperative banks constituted a small proportion of the total
premium which, moreover, declined over time.
Both the Deposit Insurance Fund (DIF) and Reserve Ratio (RR) reflected continuous upward
movement. Although there is no mandate to maintain the latter at a specific level, the DICGCI
aims at maintaining the ratio at not below two percent. The RR at Mar-end 2018 stood at 2.5%.
At Mar-end 2018, the amount of claims settled cumulatively stood at `50.8 billion. Between
1997 and 2018, the cumulative amount grew at an annual rate of nearly `3 billion.
As far as claims settlement and their repayment by banks are concerned, cooperative banks
reflected a poorer show than commercial banks.
The average period for settlement of claims came down substantially over time and was 12
days in 2017-18.
At Mar-end 2018, the number of legal suits relating to Deposit Insurance activity of the
DICGCI pending in various courts stood at 35, down from a peak of 201 in 2011. Substantial
reductions were effected during 2016-18 owing to constant follow-up with the courts by the
DICGCI.
The DICGCI is vested with powers to (a) cancel the registration of an insured bank under
various conditions: in 2017-18, 24 banks – seven commercial and 17 cooperative – were
deregistered, but the commercial banks included five Associates of State Bank of India (SBI)
which were merged with the latter, the parent, (b) can ask for ‘Returns’ from the insured banks,
have free access to their records and call for copies of such records and (c) request the RBI to
undertake/cause examination/investigation of an insured bank.
All officials of the DICGCI, except the Chief Financial Officer (CFO), are on deputation
from the RBI. The staff strength showed a declining trend over time. The DICGCI has been on a
path of becoming an officer-oriented organization, which is a healthy feature, besides it being in
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consonance with the recommendation of the RBI Report on Reforms in Deposit Insurance in
India, 1999 in regard to HR.
The financial indicators and efficiency parameters portray a healthy picture of the DICGCI.
As per our assessment, the Indian DIS is ‘Largely Compliant’ with the IADI Core Principles,
2014.
(Chapter 9)

Deposit Insurance Reform Endeavors in India
Reforming the Deposit Insurance system emerged as one of the major items of the second
phase of financial sector reforms in India. The Narasimham Committee-II Report recommended:
(a) No need to increase the insurance limit (i.e., `100,000) further and (b) Need to shift from the
‘flat’ rate premiums to ‘risk based’ or ‘variable rate’ premiums.
The RBI Report on Reforms in Deposit Insurance in India, the first serious attempt to reform
the DIS, made wide-ranging reform proposals including the coverage of the DIS, premium
system, DIF and structure of DICGCI. However, many are not yet acted upon.
The then Finance Minister in his Union Budget speech for 2002-03 announced that DICGCI
would be converted into the Bank Deposits Insurance Corporation (BDIC) to make it an effective
instrument for dealing with distressed banks, and appropriate legislative changes would be
brought in for this purpose.
Following the Budget announcement, a High-Powered Committee of the Ministry of Finance
(MoF), RBI and DICGCI visited the US to study the FDIC system and submitted a report to the
MoF.
Subsequently, based on a DICGCI presentation on the salient features of the Bill to MoF, the
following two suggestions were confirmed by the latter: (a) the BDIC should have powers to
initiate remedial/rehabilitation measures for failing banks if the regulatory/supervisory authorities
do not act promptly and (b) the RBI should have a senior officer nominee dealing with regulation
and supervision issues on the BDIC Board in order to facilitate exchange of information.
Further, the RBI Governor indicated that the DICGCI should work on a new law taking into
consideration the latest international best practices, but tailored to Indian financial conditions.
In 2008, the Committee on Financial Sector Assessment stressed the need for maintaining an
adequate and solvent DIF for ensuring public confidence in DIS. It also recommended grant of
exemption to DICGCI from paying income tax.
The Committee on Financial Sector Reforms made several recommendations which, inter
alia, included: (a) strengthening the capacity of the DICGCI to both monitor risk and resolve a
failing bank, (b) instilling a more explicit system of prompt corrective action and making Deposit
Insurance premiums risk-based, (c) making the DICGCI independent of the RBI and (d)
maintaining status quo on monetary coverage of Deposit Insurance.
A DICGCI Internal Working Group, set up in 2012, recommended several measures to
improve the functioning of the DICGC by expanding the scope of its activities, mitigating
organizational issues and bolstering its financial strength. Based on these recommendations, the
DICGCI had prepared an action plan and forwarded it to the Government of India (GoI) for
consideration and implementation.
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In 2013, the Financial Sector Legislative Reforms Commission (FSLRC) recommended for a
single RC for financial institutions and the DICGCI to be subsumed by it.
Following this, and at the instance of the Sub-Committee of the Financial Stability and
Development Council (FSDC), the RBI constituted a High Level Working Group to examine and
assess the current gaps vis-à-vis the Key Attributes (KA) of the Financial Stability Board (FSB)
in the Indian resolution framework for the financial sector as a whole and to recommend
legislative changes needed to address such gaps as also required steps with anticipated timelines.
The Working Group submitted its report in Jan-14. While making recommendations
encompassing various dimensions of the proposed resolution framework, the Report observed
that reforms in Deposit Insurance framework would be carried out in tune with the international
benchmarks, namely, the IADI Core Principles.
In order to support the establishment of the Resolution Corporation (RC), the GoI set up a
Task Force in Sep-14. The Task Force, which submitted its report within a year, provided a broad
framework.
As a sequel to these efforts, the Union Finance Minister, in his Budget Speech 2016-17,
announced that a comprehensive ‘Code on Resolution of Financial Firms’ would be introduced as
a Bill in the Parliament during 2016-17 aimed at providing a specialized resolution mechanism to
deal with bankruptcy situations in banks, insurance companies and other financial sector entities.
The draft of the Bill titled “Financial Resolution and Deposit Insurance (FRDI) Bill, 2016”
was introduced in the Parliament on Aug 10, 2017. Subsequently, it was referred to the Joint
Parliamentary Committee due to the heated controversy it had generated over the ‘bail-in’ clause
therein. It was perceived that the clause would allow restructuring of critically ill banks by
utilising depositors’ monies. However, on Aug 7, 2018, the government withdrew the Bill from
presentation to the Parliament.
Thus, while from its inception in 1962 to 1997 there was no talk about reforming the DIS in
India, during the two decades of 1998 to 2019, several committees had recommended sweeping
reforms aimed at metamorphosing the safety net mechanism for depositors as well as resolution
of not only banks but also other financial services providers. This included a Bill too.
Some of the follow-up actions that have been undertaken by the DICGCI are as follows:
¾ Working towards developing a framework for variable premium system, in 2006, the
DICGCI set up a Committee called “Committee on Credit Risk Model” for suggesting a
risk-adjusted premium system (Chairman: D M Nachane) which had recommended
option-pricing model for India (report unpublished). The recommendation was, no
doubt, “theoretically appealing”, but the use of an option-pricing model in the Indian
banking environment was fraught with difficulties, as it necessitated a lot of data.
Therefore, the recommendations were kept in abeyance, and in Mar-15, another
committee called “Committee on Differential Premium System for Banks in India”
(Chairman: Jasbir Singh) was constituted to make recommendations for the same
purpose. The committee drew up a system on the lines of the models in practice in the
US and some other countries. However, its recommendations are yet to be implemented.
¾ On the Human Resources (HR) front, a CFO has been recruited from the market on
contract basis since May-14.
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¾ The DICGCI operates no credit guarantee scheme now, and no bank participates in the
erstwhile schemes which are currently defunct. However, the DICGCI’s name has not
yet been changed as it would require legislative approval.
¾ The DICGCI has enhanced its public awareness programme in many ways.
¾ A logo has been developed.
¾ Although not legally mandated yet, the DICGCI aims at attaining a RR of two percent
(attained 2.3% at Mar-end 2017 that climbed up to 2.5% at Mar-end 2018).
Practically speaking, the fundamental reform proposals related to the entire gamut of Deposit
Insurance have yet remained untouched. In a way, this highlights the sensitivity of the issues,
especially from the viewpoints of interests of the billions of savers on one hand and the
government’s sincere aim to address these issues in a rational and realistic manner before
bringing out any law, on the other. It also brings to the fore the lack of indigenous research in this
area which has acted as a deterrent.
(Chapter 10)

Part – E: The Indian Deposit Insurance System – Issues and Policy
Analysis
Emerging Significance of Deposit Insurance in India: A Discussion
The banking system in India is, no doubt, safe and sound, and all the stakeholders are
committed to increasingly maintain its safety and soundness. However, safety net mechanisms
constitute the quintessence of any banking or financial system. It is necessary that a robust safety
net mechanism be (a) modern, conforming to the existing global best practices, (b) consumerfriendly, especially retail consumer-friendly, (c) least burdensome for the taxpayer, (d) easily
operable by the participants, (e) hassle-free and economical, administratively, for the Deposit
Insurance Agency (DIA), regulator and supervisor as well as the sovereign authority. Effecting
changes in the DIS becomes further imperative in view of the positive transformations that are
taking place fast in the Indian economy in general and financial services industry in particular.
The emerging factors in the economic and banking sphere that would necessitate a robust
DIS include: (a) increasing participation by retail customers both on assets and liabilities sides of
banks, (b) continued high level of stressed loans of the PSBs, (c) increasing compulsion to phase
out the ‘tradition’ of government recapitalization of the PSBs, (d) imminent changes in the mindset of decision makers, (e) forestalling any occurrence of cross-subsidization between
commercial banks and cooperative banks as far as actual payment from the DIF is concerned,
(f) the overdue DIS reforms, (g) the need to institute a statutorily-mandated resolution process for
the troubled financial institutions, which should be dynamic and functionally sound and
(h) increasing interconnectedness among various segments of the financial system leading to
possibility of increased contagion.
The ‘velocity’ of the changes will be limited by: (a) the speed with which political and
bureaucratic consensus is fostered, the necessary Bills are passed by the Parliament and the
consequent regulatory changes are brought about, (b) likely trade union problems which may be
induced by some changes, (c) HR-related issues in banks in the case of Merger & Acquisitions,
(d) likelihood of the current efforts to mitigate the Non-Performing Assets (NPAs) issue bringing
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about relief to banks in the medium-term, if not in the short-run, (e) increasing capitalization of
the PSBs and (f) availability of adequate weapons in the RBI’s armor to prevent any system-wide
crisis.
Thus, although there are grounds for reforming the DIS, the factors may not materialize
within a span of one or two years. Nevertheless, the intervening period may be utilized to
refurbish the DIS in a phased manner so that it is ready for a new regime when it ushers in and
fulfils the IADI Core Principles for a sound and globally benchmarked DIS. Research in this
virtually untouched area may also be promoted.
(Chapter 11)

Revising the Deposit Insurance Coverage
Institutional Coverage
Institutional coverage of Deposit Insurance should exclude the three RBI-designated
Domestic Systemically Important Banks (D-SIBs) (i.e., SBI in the PSB group, and the ICICI
Bank and the HDFC Bank in the NPvB group) and the NBs. In other words, in the commercial
banking sphere, the Deposit Insurance coverage should be made available to the (a) OPvBs,
(b) seven NPvBs, (c) FBs, (d) RRBs, (e) LABs, (f) SFBs and (g) Payment Banks.
Moreover, in future, as the insured banks expand and become either D-SIBs, or they are
nationalized, they should automatically be excluded from the Deposit Insurance coverage.
Conversely, if and when the government shareholding in any NB falls below 51%, the Deposit
Insurance facility should be extended to that bank.
However, the above arrangement may generate operational issues. Informing the
depositors/public that deposits in one set of banks are ‘guaranteed by the government’ and those
in another set of banks are ‘covered under Deposit Insurance Scheme’ may not be fully
understood by them. This, in turn, is quite likely to trigger deposits outflow from the latter set of
banks to the former, since the Indian depositors/public, as discussed earlier, are not financially
sophisticated enough. Therefore, if such a distinction is to be made, then before bringing it in, the
coverage limit for the banks to be classified as ‘covered under Deposit Insurance Scheme’ must
be raised significantly so as to preclude any deposit outflows. Nevertheless, the depositors/public
must be explained about the distinction.
A way out of this dilemma is to continue with the present arrangement, but granting
premium-free deposit insurance to the D-SIBs and the NBs.
Status quo is to be maintained in respect of coverage of the ‘eligible’ cooperative banks.

Monetary Coverage
The last hike – a ‘bullet’ one - in the monetary limit of Deposit Insurance coverage from
`30,000 to `1,00,00, which was effected in 1993 in the wake of the failure of the Bank of Karad
as an emergency measure, still remains in force even after over a quarter century has elapsed.
During 2018-19, the coverage limit was 29.9% below the per capita GDP and 21.8% below the
per capita Net Domestic Product, indicating under-coverage over an unduly long period of time.
The under-coverage is also evident from an international comparison. According to the 2018
IADI Survey, out of 115 countries for which the coverage limit to per capita GDP ratio could be
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computed, India, with a ratio of 0.81, was positioned 102nd with the ratio varying between 69.26
and 0.83 for the 101 countries above India. Among the 21 LM group countries (for which the
ratio could be computed) to which India belongs, India was positioned 16th with the ratio varying
between 38.93 and 0.83 for the 15 countries above it. Furthermore, India’s ratio declined serially
from 2003 onwards, as the coverage limit stayed static as against increasing per capita income.
The RBI Report of the Committee on Customer Service in Banks, 2011 had also
recommended for a drastic hike in the coverage limit.
There are two ‘thumb rules’ for setting the coverage level. Going by the first rule, i.e., on an
average, the coverage levels should amount to twice per capita GDP, there is a strong case for
increasing the ‘per depositor’ insurance limit to at least `2,00,000.
The second rule prescribes that the coverage level should fully cover 80% of the number of
depositors but 20% of the value of deposits. During 2017-18, although the corresponding
coverages at 91.5% and 29.2% were, to some extent, in excess, the applicability of this rule is
rather limited and moreover, would be ill-advised in the Indian context, as argued in Section 9.4.
In order to avoid frequent changes in the coverage limit, every revision should remain valid
for next two to three years, unless otherwise warranted by possible bank crises.
The female depositors may be provided an extra 10% to 20% coverage over and above the
prevalent monetary coverage limit (e.g., at present, `1,00,000 + 10% to 20%).

Coverage by Type of Deposits
Following the RBI classification of ownership of deposits, Deposit Insurance coverage
should be limited to the deposits of the ‘household sector’ and ‘Non-Residents’ only. The other
depositor categories (except cooperative societies) can neither be considered ‘small’ nor
‘financially unsophisticated’. This is in consonance with the practices of a majority of the DISs
around the world. Cooperative societies should be excluded because of their poor internal
governance and lack of adequate control over them.
Covering the deposits of the ‘household sector’ and ‘Non-Residents’ only, in turn, would
save the SCBs substantial sums on account of premium payment. The same would apply if
Certificate of Deposits are excluded.
The potential gain to the SCBs would further go up if premium is levied only on ‘insured’
deposits, not on ‘assessable’ deposits.
The entities proposed to be excluded from Deposit Insurance coverage are organized, and
hence will indirectly act as a disciplining force on banks and by extrapolation, on the
management. Post-exclusion, some of their deposits may migrate to other channels of savings,
and to that extent, distortions in targeting of Deposit Insurance will diminish.
It needs to be explored whether banks can provide Deposit Insurance to deposits of the
uninsured entities and/or uninsured part of deposits of the covered entities (e.g., at present, the
amount exceeding `1,00,000) with them either on their own (via bancassurance) or through
insurance companies, if depositors want.
Finally, with the advent of e-money, indirect or ‘pass-through’ Deposit Insurance may be
explored to protect the customers’ digitally stored value.
(Chapter 12)
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Variable Premium System
The methods for determining the risk-related Deposit Insurance premium system can be
based on market or non-market information. Moreover, the premium system can be ex ante or ex
post. However, the methods as well as the systems are fraught with some limitations or the other.
The epicentre of the problems lies in ‘information’: availability, quality, cost, ease, adaptability,
confidentiality, transparency, comprehensiveness, integrity and reliability. All these have a
bearing on developing a simple, durable, intelligible and verifiable system of explicit Deposit
Insurance premium.
Although the Deposit Insurance Act, 1961 provides for variable premium system, In India,
officially, the voices to have such a system have become audible since 1998 when the
Narasimham Committee-II Report mentioned about it.
The DICGCI’s Report of the Committee on Differential Premium System for Banks in India
(Sep-15) recommends a risk-based model, which is “akin to CAMELS model”, as the basis for
computing Differential Premium System.
Alternatively, we have argued for using Gross Non-Performing Assets (GNPAs) as the basis
for risk-based premium system because in the Indian setting, the GNPA figure reflects the ‘root’
of vulnerability of a bank. Further, every year, the GNPA ratios are made public by banks after
their statutorily audited annual accounts (by RBI-appointed auditors) are announced. Even the
RBI comes out with its own GNPA values after it completes audit of banks, which the DICGCI
can use in lieu of the figures revealed by banks in their balance sheets, if it considers the latter as
unreliable, and if the RBI allows access. The unaudited figures are also available at quarterly
intervals. Hence, the GNPA figures have a firm basis, and do reflect transparency and
convenience of use.
In India, the existence of the moral hazard problem in banking is not well-established.
According to the Safety Net Index value for India computed in the IMF Survey, it could be very
low.
Nevertheless, there are many other issues such as instituting two distinct DIFs for the
commercial and cooperative banks, depositors’ literacy about Deposit Insurance, low level of
depositor discipline and overwhelming control of the government on banking business which
need to be addressed before implementing a risk-based premium system.
If a variable premium system comes, there should also be a system of rebate. When the DIF
achieves its required RR, there should be premium holidays for banks, and/or when a bank is in
the ‘zero-risk’ cell in the premium rate matrix, it should pay zero premium until its rating slips.
The DICGCI should base the premium on ‘insured’ deposits, instead of the current practice
of ‘assessable’ deposits.
(Chapter 13)

Deposit Insurance Fund Adequacy
The recommendation by the RBI Report on Reforms in Deposit Insurance in India for
instituting two DIFs - one for the commercial banks and the other for the cooperative banks needs to be implemented. In case the DIF (Cooperative Banks) falls short of funds to settle the
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claims of the liquidated banks, the DIF (Commercial Banks) may lend to it stipulated amount at
stipulated rate of interest, may be at the prevailing Bank Rate.
Capitalization of the DIF through a line of credit or collateralized borrowing from the
government at the times of crises may be facilitated, as recommended by the RBI Report on
Reforms in Deposit Insurance in India and the DICGCI’s Prasad-Gopalakrishna Internal Working
Group.
Another alternative for capitalization could be by way of the insured banks providing either
capital to the DICGCI without any representation in the latter’s Board (to preclude clash of
interest) or deposits - amounting to, say, one percent each of their total deposits. This amount
may be treated as an asset by banks in their books and be eligible to earn dividend or interest, as
the case may be, which may be determined jointly by the banking industry and the DICGCI.
However, the best solution would be to gradually increase the capital of the DICGCI itself,
for which enough scope exists or at times of crises, as recommended by the RBI Report on
Reforms in Deposit Insurance in India and the DICGCI’s Prasad-Gopalakrishna Internal Working
Group.
(Chapter 14)

Resolution Mechanism
At present, India lacks a special resolution regime or comprehensive policy or law on
bankruptcy exclusively for the financial institutions. However, there are some provisions
contained in various Acts which empower the respective regulator/supervisor and/or the central
government to resolve different types of problems of financial institutions.
As far as the banking sector is concerned, under the existing legal framework, the DICGCI
does not have powers to apply resolution tools to the problem banks. The DICGCI assists the RBI
to carry out the resolution of troubled or failed banks. However, the most common method has
been an assisted or compulsory merger through which the weak bank is merged with a strong
bank.
In addition to making pay-outs to banks under liquidation, the DICGCI assists in mergers by
meeting the shortfalls in depositors’ claims up to the coverage limit when the acquiring bank is
unable to meet this liability. In the case of smaller Urban Cooperative Banks, the general
approach has been to liquidate them with reimbursement made to the depositors.
One of the imperatives to reform the DICGCI is to establish a well-defined, well-structured
and seamlessly integrated resolution mechanism for financial institutions in trouble. The urgent
need for this has been felt globally as also in India in the aftermath of 2007-09 financial crisis.
Following the FSB’s announcement of Key Attributes of Effective Resolution Regimes for
Financial Institutions (the ‘Key Attributes’) in 2011 (and updated in 2014), the Indian
government set up the FSLRC which recommended in 2013 for a single RC for the financial
institutions. It also recommended that the DICGCI should be subsumed by the RC.
However, we have argued that a unified Financial Resolution Authority for all financial
institutions in India at this stage would not be necessary. Either there can be separate Resolution
Authorities for each type of institutions, or the present arrangement of separate segmental
regulators and supervisors along with the FSDC (with its sub-committee, groups, etc.) would be
adequate.
(l)
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It would not be appropriate to club banks and nonbanks, as these represent genetically
different groups. Therefore, as far as the banking sector alone is concerned, the DICGCI can be
designated as its Resolution Authority with complete independence and the required statutory
power, besides personnel, capital and technology. For this purpose, the DICGC Act, 1961 would
need to be replaced with an appropriate Act.
Separate Resolution Funds (RFs) are rather new. The idea of instituting such funds sprouted
from the need to protect the DIFs from being sourced, excessively, for resolution, at the times of
systemic crises. Hitherto, only a few jurisdictions such as the EU and USA have set up separate
RFs; moreover, they have adopted different approaches. Hence, their experiences would serve
little as guide.
At the time of a systemic crisis, RFs can supplement the role and functions of the DIFs.
Croitoru et al. (2018) do not find the arguments for or benefits of having a separate RF as
“strong”. It observes that if a jurisdiction has “sound financial sector structure; effective
prudential regulation, supervision and bank resolution; and strong legal and judicial frameworks,
and accounting and disclosure systems”, then a ‘Pay-box Plus’ DIS with adequate ex ante
funding would suffice.
Given the safe status of Indian banking system, the need for a separate RF is not called for,
at present. As observed in Chapter 2 (See Table 2.1), India’s only experience, in recent times, of
systemic banking crisis was in 1993, and it was transitory. Besides, there are absolutely no signs
of any such crisis cropping up in the foreseeable future. Therefore, transitioning the current DIS
from ‘Pay-box’ to either ‘Pay-box Plus’ or ‘Risk Minimizer’ or ‘Loss Minimizer’ mode would
suffice, for which, however, amendments to the DICGC Act, 1961 would be necessary. Moreover,
since, at present, the DIF is adequately capitalized and has a sound RR, the need for additional
levy on banks would not be necessary.
However, from the medium-term perspective, the option of establishing an industry-funded
RF should be kept open, and simultaneously, it needs to be explored, if the scope of the Fund can
be extended to replace the taxpayer-funded recapitalization of the PSBs.
(Chapter 15)

Organizational Matters
The DICGCI may continue as a 100% subsidiary of the RBI, but it should be accorded
complete independence in its working and functions. Besides, both the entities should share the
necessary information with each other seamlessly.
The authorized capital of the DICGCI may be hiked to at least `5 billion and contributed
fully by the RBI, in tranches. In addition, it should have a lender of last resort facility or
collateralized liquidity support from the government as well as the central bank to meet any
contingencies.
There should be a department exclusively devoted to regular coordination and exchange of
information with the Department of Banking Regulation, Department of Banking Supervision,
Department of Cooperative Bank Regulation and Department of Cooperative Bank Supervision
of the RBI, besides holding periodic meetings with the Financial Stability Unit.
If the DICGCI is to be made an independent organization, it must have its own staff.
(li)
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There should be experts on Deposit Insurance as well as Resolution as member/s in the
Board of the DICGCI, or as advisors.
A strong case may be made out to the government to exempt the DICGCI from payment of
Income Tax, in part, if not fully. It is noteworthy here that the FRDI Bill provides that the
proposed RC should be exempt from payment of all types of taxes.
The DICGCI needs to be more aggressive on creating public awareness about Deposit
Insurance, especially at the ground level.
The Annual Report of the DICGCI needs to be more analytical and information-intensive.
Some of the performance metrics used by the DICGCI need review.
All banks, commercial and cooperative, must be directed to disclose the details pertaining to
covered deposits, premiums paid, premium arrears, etc., in their annual accounts.
(Chapter 16)

Depositor Discipline
International as well as Indian evidences support existence of depositor discipline as a
restraint on overly aggressive behaviour of bankers. Depositor discipline can also supplement the
supervisory process. However, in India, depositor discipline, which is yet to show any form of
maturity, is majorly thwarted by the lack of adequate financial literacy. This calls for
comprehensive and unified endeavour. Some institutional arrangements coupled with smooth
flow of accurate and adequate information are also needed.
(Chapter 17)

New Role for DICGCI
The DICGCI, in its new avatar, may be named as the ‘Bank Deposit Insurance and
Resolution Corporation’.
As the Insurer of bank deposits, its functions should principally include safeguarding the
adequacy of DIFs; administering the variable Deposit Insurance premium system as required
from time to time; monitoring the riskiness and health of the insured banks either on its own or in
collaboration with the RBI; and promoting public awareness more aggressively.
As the Resolution Authority for banks, its functions should mainly include proactively and
expeditiously resolving the financially vulnerable banks when they are going concerns rather than
gone concerns, and on least cost basis; having a bouquet of time-tested resolution tools
appropriately tailored to Indian conditions; appointing itself or other eligible entities as
liquidator/receiver for the failed banks; making good the depositors with their eligible dues from
the liquidated banks in a time-bound manner; and accomplishing as much independence as
possible in its working and function.
No doubt, the changes envisaged are metamorphic, and the changes should aim at taking the
new institution closer to the international best practices (Core Principles and Key Attributes),
gradually.
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All this would necessitate wide and deep changes in the DICGC Act, 1961, or probably a
new set of laws. In addition, some of the connected Acts may also have to undergo repeal or
suitable amendments.
(Chapter 18)

Part – F: The Financial Resolution and Deposit Insurance Bill, 2016
and Bail-in Mechanism – An Analysis
The Financial Resolution and Deposit Insurance Bill – A General Assessment
The FRDI Bill has been stopped from presentation in the Parliament for its enactment due to
sharp criticisms against the bail-in clause therein, in particular, throughout the country. The Bill
aimed at bringing in a comprehensive resolution regime for all financial institutions as well as
reforming the DIS. It proposed to establish a RC for the purpose.
The Bill has many positives. This is for the first time in the history of Indian
Finance/Financial Laws that a Bill focuses, in great detail, on the resolution of troubled financial
services providers. Integrating Deposit Insurance and Resolution in one law and bringing both
under one institutional framework is another positive. Incorporation of the No Creditor Worse
Off in Liquidation (NCWOL) provision is in the right direction and satisfies the FSB’s bail-in
principle. Inclusion of cross-border resolution is equally noteworthy. The need for Restoration
and Resolution Planning is apposite, and the guidelines for preparing and following them up are
praiseworthy. Even though the Bill was disfavoured by depositors, it made them realize the truth
that banks like other businesses can and do fail, and in such situations, their deposits can become
vulnerable. Exemption of RC from payment of all types of taxes is in the desired direction.
On the less positive side, first, it would be futile to make a single Act applicable to both
banks and nonbanks, as the two groups are genetically different, besides their regulation and
supervision. Further, the nonbanking sector itself is amorphous and much less transparent.
Second, the introduction of the Bill in the Parliament was ill-timed. Third, some of the
recommendations could lead to duplication of functions between the RBI and the RC and
consequential wastage of scarce regulatory and supervisory resources. Fourth, the RC’s likely
dependence on the sectoral regulators and supervisors will not only add to the latter’s workload
but also may, occasionally, become a source of frictions and ego play-outs. Fifth, the Bill needs
to seamlessly weave in the provisions it draws from a plethora of existing laws. Sixth, as far as
the protection of interests of the bank depositors is concerned, the Banking Regulation Act, 1949
along with the DICGC Act, 1961 is sufficient. Seventh, from the perspective of banks, it will be
less productive to bring in the RC at present, since the sector is undergoing a churn. Finally, the
Bill would necessitate amendment of over a dozen legislations which will be highly timeconsuming.
In short, the Bill needs further granular, multidisciplinary research before deciding on its
enactment. It is also necessary to evaluate the extent to which its provisions are in sync with the
KA.
(Chapter 19)
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The Bail-in Mechanism: An Introduction
A bail-in provides relief to a financial institution on the brink of failure by requiring the
cancellation of debts owed to creditors and depositors. A bail-in is the opposite of a bail-out,
which involves the rescue of a financial institution by external parties, typically governments,
using taxpayers’ money for funding.
Bail-in could be: (a) Statutory Bail-in, (b) Contractual Bail-in, (c) Open Bank Bail-in and
(d) Closed-bank Bail-in.
The instruments for operationalizing bail-in are (a) writing down of the value of a claim,
(b) debt-equity swap and (c) issuance of Contingent Convertible capital instruments (CoCos).
CoCos are hybrid capital securities that absorb losses when the capital of the issuer dips
below a certain threshold. The two defining features of the CoCos are: (a) a mechanism that
specifies how losses will be absorbed (conversion into common equity or principal write-down)
and (b) a trigger that activates this mechanism (often a given level of the ‘Common Equity Tier
1’ ratio and sometimes a ‘Point of Non-Viability’ left at the discretion of the supervisor). CoCos
are conceived as a first line of defence and to be triggered when a Resolution Authority decides
to use its bail-in powers. As per Basel III, CoCos qualify as either Additional Tier 1 or Tier 2
capital.
Some view that the CoCo bonds can bolster “the resilience of the banking system”, whereas
some find those making the system more complex.
According to the IADI, bail-in being a relatively new tool, specific risks posed by it for
DIAs are yet to be fully understood.
(Chapter 20)

The FSB’s Principles on Bail-in Execution
The 21 principles of the FSB have been developed as per the KA prescriptions. Those focus
on the bail-in instruments and liabilities that count as Total Loss Absorbing Capacity (TLAC).
However, those can be applied to jurisdictions where the potentially bail-in-able liabilities are
subject to broader than the TLAC standard. The principles or their parts can also be applied to
firms other than Global Systemically Important Banks. The operational processes and mechanics
developed to execute a bail-in need to comply with applicable resolution laws, and other legal
and regulatory requirements.
(Chapter 21)

Bail-out or Bail-in or Both – A Discussion
The choice between the traditional instrument of bail-out and the modern mechanism of bailin or both is still shrouded in debates and discussions. As per Dell’Ariccia et al. (2018), the
answer to this depends upon “the relative costs and benefits of bail-ins and bail-outs”.
In bail-out, despite taxpayers not being responsible for a bank’s trouble, their money is used
to recapitalize the bank. By contrast, bail-in uses creditor’s money for recapitalization, and
therefore, taxpayers are obviously not penalized, implying more equity in distribution of the
burden.
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The creditors predominantly comprise a wide spectrum of retail depositors. Therefore, the
question is: whether the retail depositors will be capable of monitoring the bank’s risk-taking
activities so as to preclude another bail-in?
There could be governance issues, as the time-consuming process of bail-in makes it prone
to litigation, and hence, some holders of bail-in-able debts might sell off the securities to those
who are specialists in handling such cases. Thus, the bank ownership may slip into the hands of a
completely new set of people. Second, even if some bail-ins are ratified by regulatory authorities,
the post-bail-in changes in the bank’s work culture and policies may take time to permeate
through the rank and file, and may even thwart governance.
Bail-in should improve, ex ante, the behaviour of bank management and hence assuage the
moral hazard issue. However, this is no panacea, as it is the creditors, including depositors, who
pay up for the banks’ failings.
Bail-out obviously increases the government’s debt, whereas bail-in does not. However, if
government securities are issued to the creditors in exchange of their balances used for bailing in,
then the government’s debt will increase.
Repeated bail-outs of weak banks, despite their non-performance, jeopardize systemic
efficiency through moral hazard, possible contagion and keeping away the potentially more
efficient new entities from entry.
It is also possible that even if bail-in mitigates some of the weaknesses of bail-out, its own
spill-over effects may eclipse the latter. The empirical analysis contained in Dell’Ariccia et al.
(2018) provides suggestive evidence that imposing losses on the private stakeholders of a bank
negatively impacts the market price of equity or debt securities of other banks in some cases.
Bail-in may engender a ‘creditor flight’ from other banks making systemic contagion likely,
even if other banks have adequate amounts of bail-in-able debts.
In a bail-in, the cost is shared among the private creditors, and when private creditors incur
huge losses, it is quite likely that they will approach legal authorities for redressal of their
grievances, which may delay the resolution process.
Bail-in provides capital, not liquidity. It may encounter liquidity constraints, especially if
there is a lack of adequate high-quality collaterals, and if providing liquidity support inflicts
losses on taxpayers.
In a bail-out, the taxpayer cannot flee, whereas if creditors come to know about bail-in in
advance, they can just withdraw their money or migrate to nonbanks, which can be risky.
Some of the empirical findings on bail-in are as follows. In Sweden, Eliasson et al. (2014)
find limited direct contagion effects to other banks from actual application of the bail-in tool due
to several regulatory safeguards. Focussing on four banks in Italy, which were placed under
resolution in 2015, Boccuzzi and De Lisa (2017) observe that the application of bail-in can be
obviated to some extent, and, even though it is applied as a last resort, “public stabilisation tools”
have to be implemented. Pigrum et al. (2016)’s analysis finds that since the euro household sector
holds a significant share of bail-in-able (euro) bank debt securities, the application of bail-in may
have some negative impacts on such investors, and they raise concerns from a ‘consumer
protection’ perspective. Hüser et al. (2017) find no direct contagion to creditor banks. “Spillovers also tend to be small due to low levels of securities cross-holdings” in the interbank
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network. Linder and Redak (2017) show that the participation rate of households in bail-in-able
instruments, in particular bank bonds, is rather low.
The cardinal principles for a bail-in to be successful could be as follows:
¾ When to trigger the bail-in process
¾ Speed of resolution/recapitalization to regain confidence
¾ Accurate determination of bank losses
¾ Estimating the extent of restructuring required
¾ Bail-in - at best considered as one part of a comprehensive restructuring strategy
Further, from 10 case studies documented by the World Bank on bail-in application in
Austria, Cyprus, Denmark, Greece, Italy, the Netherlands, Portugal, Slovenia, Spain and the UK
Cooperative Bank, the principal takeaways are:
¾ Resolutions to use a combination of tools, not just one.
¾ Public recapitalization to be the last resort.
¾ Time is of essence, whether it is intervention or resolution.
¾ Accurate and timely valuation of assets and liabilities equally important.
¾ Consensual bail-in – a preferred tool.
¾ Make resolution less litigious, although the role of judiciary cannot be eliminated.
¾ Retail depositors to be at the end of the line in bail-in.
¾ Resolution tax for building RF – a good alternative.
¾ Apply NCWOL principle.
¾ Do not stop at just resolution - encourage industry consolidation.
(Chapter 22)

Bail-in in the Indian Context
Bail-in, as a tool of resolution, should never be considered in the Indian setting. At the same
time, taxpayer-funded government bail-out, as is currently being practiced, needs to be kept as a
tool of last resort, not the first. The government bailout and creditor bail-in are two extreme
measures; in between, the spectrum has many resolution policy approaches and tools that can be
productively applied to banks in trouble. Besides, a privately-funded RF needs to be
appropriately instituted and nurtured. In addition to the regulatory and macro-prudential measures,
the country needs to focus more on ex ante micro-prudential measures and less on ex post
measures such as resolution, although the latter’s role cannot be belittled due to the
unpredictability of the financial sector.
(Chapter 23)
???
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Part – A
The Underpinnings
This Part comprising three Chapters focuses on a review of the
theoretical and empirical literature on:
(a) Conceptualization of a bank and the risks a bank manages in
its business (Chapter 1),
(b) How depositor panics transform into runs on banks and finally
become contagious, and socio-economic costs of bank failures
(Chapter 2), and
(c) Role of Deposit Insurance in ensuring financial stability and
its side effects (Chapter 3).
This Part lays the foundation for proceeding further. However, it
may be underscored that the rich and voluminous literature on
Deposit Insurance is dominated by research originating from the US,
and done on the role and function of the Federal Deposit Insurance
Corporation (FDIC).

Chapter 1
Bank and Bank Risks
“There has been significant debate on whether banks are special, and should be treated as such….
Banking in modern economies is all about risk management”. – Y.V. Reddy

A

bank performs numerous financial activities. Further, the business of banking revolves
around management of several risks, which vary three dimensionally – across time, space and
customer-types. Section 1.1 in this Chapter discusses various views on what a bank does, and
Section 1.2 explores the spectrum of risks a bank today is exposed to, along with some case
illustrations.

1.1 Conceptualizing a Bank – Perspectives
According to the Online Etymological Dictionary, the word ‘bank’ is derived from “either
Old Italian banca or Middle French banque, both meaning ‘table’ …. The etymological notion is
of the moneylender’s exchange table …. From 1620s, a bank has come to be known as an
“institution for receiving and lending money”. In a bank, there are many ‘benches’ such as the
savings bank and loan desks, and teller’s counter. These benches facilitate the customers’
accessibility to the ‘safekeeping’ and ‘transaction’ functions of a bank.
Over the centuries, activities performed by banks have undergone metamorphic changes in
terms of volume, nature and complexity, and therefore, they have been viewed and analysed in
various ways and in depth by scholars as well as policy makers both at individual and
institutional levels. Some of the prominent views on the roles banks play are briefly discussed
below.

As Financial Intermediary and Information Processor
In William Shakespeare’s play, Hamlet, Polonius, while counselling his son Laertes before
he sets out to Paris, says, “Neither a borrower nor a lender be; / For loan oft loses both itself and
friend.” Fortunately, not everyone follows this advice, and hence, we have banks, which will
continue to exist.
By providing ‘safekeeping’ and ‘transactions’ functions, banks virtually act as information
collector, analyst and disseminator. This begins with banks mobilizing savings from a multitude
of savers and making those available for a number of potentially profitable investments. In the
process, they build a bridge between the two sets of economic players – savers and investors who otherwise would find it virtually impossible to contact each other. For both the parties, the
fundamental problem lies in collecting reliable information about each other, processing or
analysing this information and making the most profitable choice. All these have to be
accomplished with least cost and in time which the savers and investors cannot do in their
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individual capacities. Banks, by providing this information ‘highway’, ultimately help in optimal
resource allocation.
The methods in which banks perform this role have been modelled by many scholars.1
However, recent research indicates that the role of banks as financial intermediaries is on decline
or under threat. A McKinsey paper (2018) attributes this to “technological (and data) innovation
and shifts in the regulatory and broader socio-political environment (which) are opening great
swaths of this financial intermediation system to new entrants, including other large financial
institutions, specialist-finance providers, and technology firms.”2

As Credit Multipliers
In a fractional reserve system, banks create credit after meeting the cash reserve requirement
set by central banks, thereby playing a very significant role in the economy. This also makes
them the most important transmitters of monetary policy changes by central banks. Banks
perform this function through four transformation mechanisms: (a) Liability-asset transformation
– accepting deposits as liability and converting the same into assets like loans, (b) Size
transformation – pooling small amounts of deposits from innumerable savers and disbursing
relatively large loans to investors therefrom, (c) Maturity transformation – offering savers
deposits for different maturity periods according to their liquidity preferences while giving
borrowers loans for desired maturity periods and (d) Risk transformation – distributing the risks
via diversification so that risks to savers, which otherwise would have prevailed without bank
intermediation, are reduced (Rangarajan 1998).
As Yellen (2015) observes in a contemporary note, “Access to capital is important for all
firms, but it is particularly vital for start-ups and young firms, which often lack a sufficient
stream of earnings to increase employment and internally finance capital spending. Indeed,
research shows that more highly developed financial systems disproportionately benefit
entrepreneurship… Expanded credit access has helped households maintain living standards
when suffering job loss, illness, or other unexpected contingencies.”

As a Balance Sheet
Conceptualizing a bank as a balance sheet follows from the basic balance sheet identity, i.e.,
Assets = Liabilities + Net Worth (Sinkey 1992). The assets principally comprise (a) loans to
households, business firms and governments (secured and unsecured, and long- and short-term)
and (b) investments in government and other securities including shares, bonds, investments in
subsidiaries or Joint Ventures (JVs), etc. For example, at Mar-end 2018, the assets of the
Scheduled Commercial Banks (SCBs) in India comprised, inter alia, 57.3% loans and 27.1%
investments. Assets are financed primarily by deposits from households, business firms and
governments. Liabilities consist mainly of deposits. For example, at Mar-end 2018, 77.3% of the
liabilities of the SCBs in India were deposits. Household deposits or retail deposits dominate the
1

Short references to some of the scholarly papers on this have been made in Levine, Ross, “Finance and Growth:
Theory and Evidence”, Chapter 12 in “Handbook of Economic Growth”, Volume 1a, ed. by Philippe Aghion and
Steven N. Durlauf, 2005, Elsevier B.V.
2

One may also see Raghuram G. Rajan’s paper, “The Past and Future of Commercial Banking Viewed
through an Incomplete Contract Lens” (1997) in which he, against the backdrop of improvement in
informational, legal and property rights environment, analyses whether commercial banks are dying.
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deposits portfolio. Net worth is total equity capital plus reserves and surplus. Net worth
accounted for 7.8% of the liabilities of the SCBs in India at Mar-end 2018.3
This demonstrates that banks are highly leveraged business units. Theoretical literature
suggests several types of “synergies” between the assets and liabilities sides of a bank’s balance
sheet (Kashyap, Rajan and Stein 2002). The synergy could source from the specific skills a lender
may have (Diamond and Rajan 1999).

As Liquidity Creators
Banks can ‘transform’ illiquid assets into relatively liquid demand deposits (Diamond and
Dybvig 1983), which are withdrawable by their depositors at par at any time they want. Almost
exclusively, it is the banks which can provide the “transformation service” of creating liquidity
(Diamond and Dybvig 1986). Further, the propensity of banks to hold liquid assets is especially
high, during financial crises as they can acquire risky assets at fire-sale prices (Acharya, Shin and
Yorulmazer 2009).

As ‘Special’ Business Units
The doctrine of ‘specialness’ of banks is, by and large, attributed to the US Fed. The doctrine
hypothesizes that by virtue of playing a unique (special) role in the economy banks require
extraordinary (special) regulatory treatment. Gerald Corrigan4 (1982) is the principal proponent
of ‘specialness’.
The arguments for ‘specialness’ are based on the ‘interaction’ of three banking functions:
(a) transaction function and payments system administration, (b) credit decision making and
backup liquidity providers to the economy and (c) monetary policy transmitters to the economy.
Although the US Fed acknowledges that banks are not the only financial service firms to perform
these functions, yet it argues that the ‘interplay’ of the three justifies the public policy. The
‘specialness’ argument also implies that the deposit-taking activity must be kept sufficiently
competitive.
Arguing against the ‘specialness’ doctrine, Aspinwall (1983) observes that: (a) banks are not
‘special’ because non-banks, which are subject to light touch regulation, provide essentially the
same financial services as banks, and the expansion of the banking licence to non-banks has no
adverse impact apprehended by bank regulators and (b) fewer restrictions on pricing, service and
location will increase competition, improve financial services and ultimately bolster the financial
service firms.
Reddy5 (2001) provides three major reasons in favour of ‘specialness’ of banks. First,
systemic significance of banks derives from their participation in the payments system, and they
pose considerable systemic risks that may arise from their banking or non-banking operations.
Second, banks, by nature of their business, i.e., borrowing liquid deposits and lending for illiquid
3

Data excludes the Regional Rural Banks (RRBs), which are SCBs, though. Data also excludes four Small
Finance Banks (SFBs) (out of 10 operational before Mar-end 2018), which were not accorded the scheduled
bank status by Mar-end 2018.
4 President of the Federal Reserve Bank of Minneapolis (1980-84) and President of the Federal Reserve
Bank of New York (1985-93).
5 Governor, Reserve Bank of India (RBI), 2003-08.

