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Module 1.2: 
Introduction to Banking 



 
In this session, you will learn about:  
 
• Meaning of Banks and their functions 
 
• Reserve Bank of India 

 
• Term-Lending Institutions 

 
• Banking Structures in India 

 
• Bank Deposit Accounts 

 
• Types of Advances 
 

Learning Objectives 



Definition of Banks 

In India, the definition 
of the business of 

banking has been given 
in the Banking 
Regulation Act,  
(BR Act), 1949.  

According to Section 
5(c) of the BR Act, 'a 

banking company is a 
company which 

transacts the business 
of banking in India’. 

Section 5(b) of the BR 
Act defines banking as, 

'accepting, for the 
purpose of lending or 

investment, of deposits 
of money from the 

public, repayable on 
demand or otherwise, 
and withdrawable, by 
cheque, draft, order or 

otherwise.' 



Definition of Banks 

 Salient features arising out of the definition which distinguish a bank from 
other financial institutions are: 

(i)Acceptance of deposits 

(ii)  Deposits are repayable on demand or otherwise. 

(iii) Deposits are withdrawal by cheque, demand  
        draft or order or otherwise. 

(iv)Lending or  investments. 
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Functions of Commercial Banks 

 
 
 Functions of 

Commercial Banks 

Financial 
intermediation 

Participation in the 
payment system Financial Services 
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Intermediation between the savers and the users of funds. 

Bank deposits serve the useful purpose of addressing the needs 
of those savers or depositors who are relatively risk averse and 
look for  liquidity, safety and reasonable  returns  (interest). 

Funds so raised are channeled in to assets in the form of loans 
and investments  thus facilitating productive use of the savings 
of the general public.  

Financial Intermediation 
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The second principal function of a bank is to take different types of deposits from customers and then lend these funds to borrowers, in other words, financialintermediation.



Payment System 

Commercial transactions between two entities need to be settled either by cash or other 
means. Banks play a vital role in facilitating non cash settlement. 

A fundamental method by which banks help in settling the financial transaction process is 
by collecting and paying cheques  on behalf of customers. 

Banks play similar role in collecting and paying funds through electronic mode like 
NEFT,RTGS, Wire transfer, card based payments , ECS and cheque truncation. 

Presenter
Presentation Notes
Payment SystemBanks are at the core of the payments system in an economy. 



Financial Services 

In addition to acting as financial intermediaries, banks today are increasingly involved with 
offering customers a wide variety of financial services. 

It including investment banking, insurance-related services, government-related business, 
foreign exchange businesses, wealth management services, etc. 

Income from providing such services improves a bank's profitability. 



Competitive Landscape of Banks in India 

Some of these intermediaries also include: 
 
 

Financial 
Intermediaries 

Term-Lending 
Institutions 

Non-Banking 
Financial 

Companies 
Insurance 

Companies Mutual funds 
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Term-Lending Institutions 

 
• Term lending institutions exist at both state 

and all-India levels.  
 
• They provide term loans (i.e. loans with 

medium to long-term maturities) to various 
industry, service and infrastructure sectors for 
setting up new projects and for the expansion 
of existing facilities and thereby compete with 
banks. 

 
• At the All-India level, these institutions are 

typically specialized, catering to the needs of 
specific sectors, which make them competitors 
to banks in those areas. 



Term-Lending Institutions 

 
• These include the Export Import Bank of 

India (EXIM Bank), Small Industries 
Development Bank of India (SIDBI), Tourism 
Finance Corporation of India Limited (TFCI), 
and Power Finance Corporation Limited 
(PFCL). 

 
• State Financial Corporations (SFCs) have 

been set up to finance and promote small 
and medium-sized enterprises. There are 
also State Industrial Development 
Corporations (SIDCs), which provide finance 
primarily to medium-sized and large-sized 
enterprises. 

 
• In addition to SFCs and SIDCs, the North 

Eastern Development Financial Institution 
Ltd. (NEDFI) has been set up to cater 
specifically to the needs of the north-eastern 
states. 



Non-Banking Finance Companies (NBFCs) 

Their business includes equipment-leasing, hire purchase, loan and investment and asset 
finance. It have been competing with and complementing the services of commercial banks 
for a long time.  
 
All NBFCs together currently account for around nine percent of assets of the total financial 
system. 
  
  

NBFCs are required to register with RBI in terms of the Reserve Bank of India 
(Amendment) Act, 1997. 
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India has many thousands of non-banking financial companies, predominantly from the private sector.Housing-finance companies form a distinct sub-group of the NBFCs. As a result of some recent government incentives for investing in the housing sector, these companies' business has grown substantially. Housing Development Finance Corporation Limited (HDFC), which is in the private sector and the Government-controlled Housing and Urban Development Corporation Limited (HUDCO) are the two premier housing-finance companies. These companies are major players in the mortgage business, and provide stiff competition to commercial banks in the disbursal of housing loans.Top five NBFCs in India:• Housing Development Finance Corporation Limited• Power Finance Corporation Limited• Rural Electrification Corporation Limited• National Bank of Agricultural and Rural Development• Infrastructure Development Finance Company Limited 



Insurance Companies 

Insurance/reinsurance companies such as Life Insurance Corporation of India (LIC), 
General Insurance Corporation of India (GICI), National Insurance corporation and 
others. 

It provide substantial long-term financial assistance to the industrial and housing 
sectors and to that extent, are competitors of banks. 

LIC is the biggest player in this area. 
 



Mutual Funds 

Mutual funds offer competition to banks in the area of fund mobilization, in that they offer 
alternate routes of investment to households. 

Most mutual funds are standalone asset management companies. 

Banks have also  entered the asset management business, sometimes on their own and other 
times in joint venture with others. 
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Private and confidential 

Banking Structure in India 



Banking Structure in India  
 

Scheduled 
Banks in 

India 

Scheduled 
Commercial 

Banks 

Scheduled 
Co-operative 

Banks 

Public Sector 
Banks 

Private 
Sector Banks 

Foreign 
Banks  

Nationalized 
Banks 

State Bank of 
India  & 

Associates 

Old Private 
Sector Banks 

New Private 
Sector Banks 

Regional 
Rural Banks 



Scheduled banks comprise scheduled commercial banks and scheduled 
co-operative banks.  

Banking Structure in India  
 

Scheduled Commercial Banks form 
the bedrock of the Indian financial 

system, currently accounting for 
more than three-fourths of all 
financial institutions' assets. 

Scheduled Co-operative Banks are 
present throughout India, and their 
branches, having grown more than 
four-fold in the last 40 years now 

number more than 80,500 across the 
country. 
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Scheduled Banks in India constitute those banks which have been included in the Second Schedule of Reserve Bank of India(RBI) Act, 1934Commercial banks are set up with the objective of making profit A Co-operative bank is a voluntary association of people who group together for Self-Help and Mutual-Help



Banking Structure in India  
 

Public Sector Banks  

• Public sector banks are those in which the majority stake is held by the 
Government of India (largest category in the Indian banking system). 
 

• There are currently 27 public sector banks in India. 
 

• They include the State Bank of India and its 5 associate banks, 19 nationalized 
banks and IDBI Bank Ltd 
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Public Sector BanksPublic sector banks are those in which the majority stake is held by the Government of India (GoI). Public sector banks together make up the largest category in the Indian banking system. There are currently 27 public sector banks in India. They include the SBI and its 6 associatebanks (such as State Bank of Indore, State Bank of Bikaner and Jaipur etc), 19 nationalisedbanks (such as Allahabad Bank, Canara Bank etc, Vijaya Bank) and IDBI Bank Ltd.Public sector banks have taken the lead role in branch expansion, particularly in the rural areas. From Table 2.1, it can also be seen that:• Public sector banks account for bulk of the branches in India (88 percent in 2009).• In the rural areas, the presence of the public sector banks is overwhelming; in 2009,96 percent of the rural bank branches belonged to the public sector. The private sector banks and foreign banks have limited presence in the rural areas.



Banking Structure in India  

Private  Sector Banks 

• In this type of banks, the majority of share capital is held by private 
individuals and corporates. 
 

• The private banks which were not nationalized are collectively known as the 
Old Private Sector Banks. 
 

• RBI permitted the private sector to enter into the banking system which are 
collectively known as the New Private Sector Banks. 
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 Private Sector BanksIn this type of banks, the majority of share capital is held by private individuals and corporates.Not all private sector banks were nationalized in in 1969, and 1980. The private banks whichwere not nationalized are collectively known as the old private sector banks and include bankssuch as The Jammu and Kashmir Bank Ltd., Lord Krishna Bank Ltd etc.5 Entry of private sectorbanks was however prohibited during the post-nationalisation period. In July 1993, as part ofthe banking reform process and as a measure to induce competition in the banking sector, RBIpermitted the private sector to enter into the banking system. This resulted in the creation ofa new set of private sector banks, which are collectively known as the new private sectorbanks. As at end March, 2009 there were 7 new private sector banks and 15 old private sectorbanks operating in India.



Banking Structure in India  
 

 
• Each RRB is owned jointly by the 

Central Government, concerned 
State Government and a 
sponsoring public sector 
commercial bank. 

 
• RRBs provide credit to small 

farmers, artisans, small 
entrepreneurs and agricultural 
labourers. 

Regional Rural Banks Foreign Banks 

• Foreign banks have their registered 
head offices in a foreign country but 
operate their branches in India. 

 
• Foreign banks in India are required 

to adhere to all banking regulations, 
including priority-sector lending 
norms as applicable to domestic 
banks. 
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Regional Rural Banks were established under the provisions of an Ordinance passed on 26 September 1975 and the RRB Act. 1976 to provide sufficient banking and credit facility for agriculture and other rural sectors. These were set up on the recommendations of The Narasimham Working Group[1] during the tenure of Indira Gandhi's government with a view to include rural areas into economic mainstream since that time about 70% of the Indian Population was of Rural Orientation. The development process of RRBs started on 2 October 1975 with the forming the first RRB, the Prathama Bank. Also on 2 October 1976 five regional rural banks were set up on with a total authorised capital of Rs. 100 crore ($ 10 Million) which later augmented to 500 crore ($ 50 Million). The Regional Rural Bank were owned by the Central Government ,the State Government and the Sponsor Bank(There were five commercial banks, Punjab National Bank, State Bank of India, Syndicate Bank, United Bank of India and United Commercial Bank, which sponsored the regional rural banks) who held shares in the ratios as follows Central Government-50%, State Government- 15% and Sponsor Banks- 35%.. Earlier, Reserve Bank of India had laid down ceilings on the rate of interest to be charged by these RRBs. However from August 1996 the RRBs have been granted freedom to fix rates of interest, which is usually in the range of 14-18% for advances.



Reserve Bank of India 

Reserve Bank of India (RBI) is the central bank of the country. The 
following roles are played by RBI: 
 

• Monetary Authority.  
•  Issuer of Currency. 
•  Banker and Debt Manager to Government.   
•  Banker to Banks.  
•  Regulator of the Banking System.  
•  Manager of Foreign Exchange.  
•  Regulator and Supervisor of the Payment and Settlement Systems.  
•  Maintaining Financial Stability.  
•  Developmental Role. 
 



 
Reserve Bank of India 
 

 
Regulator of the banking 
system 
To ensure a sound banking system 
and financial stability in the 
country, the RBI exercises powers 
of supervision, regulation and 
control over commercial banks. 
 

Regulator and Supervisor of the 
Payment and Settlement 
Systems                                                
 RBI focuses  on the development 
and functioning of safe, secure 
and efficient payment and 
settlement systems. 
 

 
 
Bankers Bank: 
As the bankers' bank, RBI holds  
cash reserves of banks and 
provides liquidity facility by 
either lending or borrowing for 
short terms , maintains banks’ 
current accounts   and provides 
funds remittance and settlement 
facilities. 
 



Bank Deposit Accounts 



 
 
 

One of the primary functions of a commercial bank 
is to accept deposits from the public, mainly for the 
purpose of lending and investing. 

Deposits from the public are the principal sources 
of funds for banks. This is an unsecured liability 
of a bank. 

A bank pays interest on the deposit as 
consideration. 

Banks have freedom to fix interest rate payable by 
them on deposits 

Bank Deposit Accounts - Introduction 
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 3.1 Introduction to Bank DepositsOne of the most important functions of any commercial bank is to accept deposits from thepublic, basically for the purpose of lending. Deposits from the public are the principal sourcesof funds for banks.Table 3.3 provides the share of deposits of different classes of scheduled commercial banks(SCBs). It can be seen that the public sector banks continue to dominate the Indian bankingindustry. However, the share of the new private sector banks has been rising at the expense ofthe public sector banks, particularly in the last few years.Safety of depositsAt the time of depositing money with the bank, a depositor would want to be certain that his/her money is safe with the bank and at the same time, wants to earn a reasonable return.The safety of depositors' funds, therefore, forms a key area of the regulatory framework forbanking. In India, this aspect is taken care of in the Banking Regulation Act, 1949 (BR Act).The RBI is empowered to issue directives/advices on several aspects regarding the conduct ofdeposit accounts from time to time. Further, the establishment of the Deposit InsuranceCorporation in 1962 (against the backdrop of failure of banks) offered protection to bankdepositors, particularly small-account holders. This aspect has been discussed later in theChapter.Deregulation of interest ratesThe process of deregulation of interest rates started in April 1992. Until then, all interest rateswere regulated; that is, they were fixed by the RBI. In other words, banks had no freedom tofix interest rates on their deposits. With liberalization in the financial system, nearly all theinterest rates have now been deregulated. Now, banks have the freedom to fix their owndeposit rates with only a very few exceptions. The RBI prescribes interest rates only in respectof savings deposits and NRI deposits, leaving others for individual banks to determine.Deposit policyThe Board of Directors of a bank, along with its top management, formulates policies relatingto the types of deposit the bank should have, rates of interest payable on each type, specialdeposit schemes to be introduced, types of customers to be targeted by the bank, etc. Ofcourse, depending on the changing economic environment, the policy of a bank towards depositmobilization, undergoes changes.



Types of Deposit Accounts  
 

The underlying contract at the time of opening a deposit account 
determines the abovementioned classification. 

 The bank deposits can also be classified into: 

Demand Deposits are defined as 
deposits payable on demand 

through cheque or otherwise. 
They have no fixed term to 

maturity. 

Time Deposits are defined as those 
deposits which are not payable on 

demand and on which cheques 
cannot be drawn. They have a fixed 

term to maturity. 
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The bank deposits can also be classified into (i) demand deposits and (b) time deposits.(i) Demand deposits are defined as deposits payable on demand through cheque orotherwise. Demand deposits serve as a medium of exchange, for their ownership canbe transferred from one person to another through cheques and clearing arrangementsprovided by banks. They have no fixed term to maturity.(ii) Time deposits are defined as those deposits which are not payable on demand andon which cheques cannot be drawn. They have a fixed term to maturity.Demand and time deposits are two broad categories of deposits. Note that these are onlycategories of deposits; there are no deposit accounts available in the banks by the names'demand deposits' or 'time deposits'. Different deposit accounts offered by a bank, dependingon their characteristics, fall into one of these two categories.



Types of Deposit Accounts  
 

Current Account Savings Bank 
Account 

Term Deposit 
Account 
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Current account deposits fall entirely under the demand-deposit category and term depositaccount falls entirely under time deposit. Savings bank accounts have both demand-depositand time-deposit components. In other words, some parts of savings deposits are considereddemand deposits and the rest as time deposits. We provide below the broad terms and conditionsgoverning the conduct of current, savings and term-deposit accounts.



Current Account 

A current account is basically a running and actively 
operated account with very little restriction on the 
number and amount of drawings. Balance in the account 
does not earn interest generally. 

Current accounts are generally suited for business 
segment for collecting funds by depositing cheques or 
through electronic channels or payment through cheques 
or electronic mode for business purposes without any 
restriction on number of transactions. 
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A current account is a form of demand-deposit, as the banker is obliged to repay these liabilitieson demand from the customer. Withdrawals from current accounts are allowed any number oftimes depending upon the balance in the account or up to a particular agreed amount. Currentdeposits are non-interest bearing. Among the three broad categories of deposits--currentaccount deposit, savings accounts deposit and term deposits--current account deposits accountfor the smallest fraction.On account of the high cost of maintaining such accounts, banks do not pay any interest onsuch deposits. In addition, many banks insist on customers maintaining minimum balances tooffset the transaction costs involved. If minimum balances are not maintained, these bankscharge the customers a certain amount.Current accounts can be opened by rich individuals/ partnership firms/ private and limitedcompanies/ Hindu Undivided Families (HUFs)/ societies/ trusts, etc.



Savings Account 

Savings deposit is a form of demand deposits, which is 
subject to restrictions on the number of withdrawals as 
well as on the amounts of withdrawals during any 
specified period. 

Savings deposit is used by a large segment of small 
depositors as they can put their regular incomes into 
these accounts, withdraw the money on demand and also 
earn interest on the balance left in the account. 
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Further, minimum balances may be prescribed in order to offset the cost of maintaining and servicingsuch deposits. Savings deposits are deposits that accrue interest at a fixed rate set by RBI (3.5percent as of January 2010).The flexibility provided by such a product means that savings bank accounts cannot be openedby big trading or business firms. Similarly, institutions such as government departments andbodies, local authorities, etc. cannot open savings bank accounts.



Term Deposits 

A "Term deposit" is a deposit received by the Bank for a fixed 
period, after which it can be withdrawn. 

It include deposits such as Fixed Deposits / Reinvestment 
deposits/Recurring Deposits etc. 
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The term deposits account for the largest share and have remainedwithin the range of 61% to 67 % of total deposits in the recent years.Interest is paid on term-deposits, either on maturity or at stipulated intervals depending uponthe deposit scheme under which the money is placed. Also, a customer can earn interest on aterm-deposit for a minimum period of 7 days. Interest rates on term-deposits are usuallyhigher than on savings deposits. Term deposits include:• Fixed deposits on which a fixed rate of interest is paid at fixed, regular intervals;• Re-investment deposits, under which the interest is compounded quarterly and paidon maturity, along with the principal amount of the deposit. Some banks have introduced"flexi" deposits under which, the amount in savings deposit accounts beyond a fixedlimit is automatically converted into term-deposits; and• Recurring deposits, under which a fixed amount is deposited at regular intervals for afixed term and the repayment of principal and accumulated interest is made at the endof the term. These deposits are usually targeted at persons who are salaried or receiveother regular income. A Recurring Deposit can usually be opened for any period from6 months to 120 months.



Strategies of Mobilizing Deposits 

• Current and savings deposits are known as CASA 
deposits. Savings deposit is low cost  deposit while 
current account is no cost deposit.  
 

• Banks strive to increase the ratio of CASA deposit to 
minimize the cost of deposits and maximize profits. 
 

• Higher the CASA ratio, lower the cost of funds and higher 
the profits. 
 

• While mobilizing deposits, banks should comply with 
guidelines issued by the RBI, the Indian Bank Association 
(IBA) and the prescriptions of Government of India and 
other statutory authorities/agencies. 
 



Deposit Services Offered to Non-Resident 

Banks actively seek banking business from Non-Resident Indians (NRIs) by 
offering different types of deposit accounts with RBI guidelines, including: 

Non-Resident Ordinary 
Account 

Non-Resident (External) 
Rupee Account 

Foreign Currency Non 
Resident Account (Banks) 



Definition of Non-Resident Indian (NRI) 
 

As per the Foreign Exchange Management Act (FEMA), 1999, an NRI means: 

Non-Resident Indian 
National (i.e. Non-

resident Indian 
holding Indian 

passport) 

Persons of Indian 
Origin (i.e., Non-
residents holding 
foreign passports) 
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Non-resident Indian Nationals include(i) Indian citizens who proceed abroad for employment or for any business or vocation incircumstances indicating an indefinite period of stay outside India;(ii) Indian citizens working abroad on assignments with foreign governments, international/multinational agencies such as the United Nations, the International Monetary Fund,the World Bank etc.(iii) Officials of Central and State Governments and Public Sector Undertakings (PSUs)deputed abroad on assignments with foreign governments, multilateral agencies orIndian diplomatic missions abroad.PIO (Persons of Indian Origin) is defined as a citizen of any country other than Bangladesh orPakistan, ifa. he has at any time held an Indian passport; orb. he or either of his parents or any of his grand parents was a citizen of India; orc. the person is a spouse of an Indian citizen or a person referred to in sub-clause(a) or (b).In general, NRI is thus a person of Indian nationality or origin, who is resident abroad forbusiness or employment or vocation, or with the intension of seeking employment or vocationand the period of stay abroad is uncertain.



Types of Deposits 

These are Rupee accounts and can be opened by any person 
resident outside India. 

Typically, when a resident becomes non-resident, his domestic 
Rupee account gets converted into an NRO account. 

Non Resident Ordinary 
Accounts (NRO) 



Types of Deposits 

This is a rupee account. Any NRI can open an NRE account with 
funds remitted to India through a bank abroad. 

An NRE rupee account may be opened as current, savings, 
recurring or term deposit account. This account is maintained in 
Rupees, the depositor is exposed to exchange risk. 

Non-Resident (External) 
Rupee Accounts 



Types of Deposits 

These are foreign currency accounts, which can be opened by 
NRIs in only designated currencies: Pound Sterling, US Dollar, 
Canadian Dollar, Australian Dollar, EURO and Japanese Yen. 

Deposits are in foreign currency and are repaid in the currency of 
issue. Hence, there is no exchange risk for the account holder. 

Foreign Currency Non 
Resident Account (Banks) 



Basics of Bank Lending 



Introduction 

Banks extend credit to 
different categories of 
borrowers for a wide 
variety of purposes. 

Bank credit is provided to 
households, retail traders, 

small and medium 
enterprises, corporates, 

the Government 
undertakings etc. in the 

economy. 

Retail  loans are accessed 
by consumers of goods 

and services for financing 
the purchase of consumer 
durables, housing or even 

for day-to-day 
consumption. 



Principles of Lending 

Safety 

Principles of Lending and Loan policy 

Liquidity Profitability Risk 
Diversification 



 
 
 

Principles of Lending 

Safety 
• Banks need to ensure that advances are safe and money 

lent out by them will come back.  
   The security must be adequate, readily marketable and      
   free of encumbrances. 

Liquidity 
• To maintain liquidity, banks have to ensure that money 

lent out by them is not locked up for long time by 
designing the loan maturity period appropriately. 
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SafetyBanks need to ensure that advances are safe and money lent out by them will come back.Since the repayment of loans depends on the borrowers' capacity to pay, the banker must besatisfied before lending that the business for which money is sought is a sound one. In addition,bankers many times insist on security against the loan, which they fall back on if things gowrong for the business. The security must be adequate, readily marketable and free ofencumbrances.LiquidityTo maintain liquidity, banks have to ensure that money lent out by them is not locked up forlong time by designing the loan maturity period appropriately. Further, money must comeback as per the repayment schedule. If loans become excessively illiquid, it may not bepossible for bankers to meet their obligations vis-à-vis depositors.



Principles of Lending 

Profitability 
• To remain viable, a bank must earn adequate profit on 

its investment. This calls for adequate margin between 
deposit rates and lending rates. 

Risk Diversification 
• To mitigate risk, banks should lend to a diversified 

customer base. For Example, all the borrowers of a bank 
are concentrated in one region, gets affected by a natural 
disaster, the bank's profitability can be seriously 
affected. 
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ProfitabilityTo remain viable, a bank must earn adequate profit on its investment. This calls for adequatemargin between deposit rates and lending rates. In this respect, appropriate fixing of interestrates on both advances and deposits is critical. Unless interest rates are competitively fixedand margins are adequate, banks may lose customers to their competitors and becomeunprofitable.Risk diversificationTo mitigate risk, banks should lend to a diversified customer base. Diversification should be interms of geographic location, nature of business etc. If, for example, all the borrowers of abank are concentrated in one region and that region gets affected by a natural disaster, thebank's profitability can be seriously affected.



 
 
 
The loan policy outlines lending guidelines and 
establishes operating procedures in all aspects of 
credit management. 

It including standards for presentation of credit 
proposals, financial covenants, rating standards 
and benchmarks, delegation of credit approving 
powers etc. 

The lending guidelines reflect the specific bank's 
lending strategy (both at the macro level and 
individual borrower level) and have to be in 
conformity with RBI guidelines. 

Loan Policy - Introduction 
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4.1.2 Loan PolicyBased on the general principles of lending stated above, the Credit Policy Committee (CPC) ofindividual banks prepares the basic credit policy of the Bank, which has to be approved by theBank's Board of Directors. The loan policy outlines lending guidelines and establishes operatingprocedures in all aspects of credit management including standards for presentation of creditproposals, financial covenants, rating standards and benchmarks, delegation of credit approvingpowers, prudential limits on large credit exposures, asset concentrations, portfolio management,loan review mechanism, risk monitoring and evaluation, pricing of loans, provisioning for baddebts, regulatory/ legal compliance etc. The lending guidelines reflect the specific bank's lendingstrategy (both at the macro level and individual borrower level) and have to be in conformitywith RBI guidelines.



Loan Policy - Introduction 

The loan policy outlines 
lending guidelines and 
establishes operating 

procedures in all aspects 
of credit management. 

It including standards for 
presentation of credit 

proposals, financial 
covenants, rating 

standards and 
benchmarks, delegation of 
credit approving powers 

etc. 

The lending guidelines 
reflect the specific bank's 
lending strategy (both at 

the macro level and 
individual borrower level) 

and have to be in 
conformity with RBI 

guidelines. 



Loan Policy - Introduction 

The loan policy typically lays down lending guidelines in the following 
areas: 

Level of credit-deposit ratio Hurdle ratings 

 
Loan pricing & Collateral 
security 
 

Targeted portfolio mix 



Level of credit-deposit ratio 

• A bank can lend out only a certain proportion of its deposits, Some part of 
deposits  should statutorily be maintained as Cash Reserve Ratio (CRR). 
 

• A bank should also invest a part of the deposits in prescribed securities (known as 
Statutory Liquidity Ratio). 
 

•  These are minimum requirements. Further, banks also have the option to invest 
in non-SLR securities. 
 

 
 



Targeted Portfolio Mix 

• The CPC aims at a targeted portfolio mix keeping in view both risk and return 
 
• For example, the CPC of a bank may be of the view that the bank is already 

overextended in a particular industry and no more loans should be provided in 
that sector. 

 
• It may also like to avoid certain kinds of loans keeping in mind general credit 

discipline, say loans for speculative purposes, unsecured loans, etc. 
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Hurdle ratings 

• This is also known as the 'hurdle rating' criterion to be achieved by a new borrower. 

• For new borrowers, a bank usually lays down guidelines regarding minimum 
rating to be achieved by the borrower to become eligible for the loan. 
 



Pricing of loans 

• Risk-return trade-off is a fundamental aspect of risk management. The higher 
the credit risk of a borrower the higher would be his cost of borrowing. 
 • In other words, if the risk rating of a borrower deteriorates, his cost of 
borrowing should rise and vice versa. Loan pricing is also dependent upon 
competition. 

 
 



Collateral Security 

• As part of a prudent lending policy, banks usually advance loans against some 
security. 
 

• In the case of term loans and working capital assets, banks take as 'primary 
security' the property or goods against which loans are granted. 

 
• In addition to this, banks often ask for additional security or 'collateral security' in 

the form of both physical and financial assets to further bind the borrower. 
 



Compliance with RBI Guidelines 

The credit policy of a bank should conform to  RBI 
guidelines; some of the important guidelines of the RBI 
relating to bank credit are: 
 
•   Directed credit stipulations 
 
•   Capital adequacy 
 
•  Credit Exposure Limits 
 
•   Lending Rates 
 
•  Guidelines on Fair Practices Code for Lenders 



 
 
 

Basics of Loan Appraisal 

 
Basics of Loan Appraisal, Credit decision-making and Review: 
 

Credit Approval 
Authorities 

Credit Appraisal and 
Credit Decision-

Making 
 

Monitoring and 
Review of Loan 

Portfolio 
 



Credit Approval Authorities 

The usual structure for approving credit proposals is as follows: 
 

• Credit approving authority: multi-tier credit approving system with a proper 
scheme of delegation of powers. 
 

• In some banks, high valued credit proposals are cleared through a Credit 
Committee approach consisting of, say 3/ 4 officers. The  Credit Committee should 
invariably have a representative from the CRMD, who has no volume or profit 
targets. 
 
 
 
 



 
 
 
 
 
 
 

Credit Appraisal and Credit Decision-Making 

1 

2 

When a loan proposal comes to the bank, the banker has to  
 decide how much funds does the proposal really require  
 for it to be a viable project and what are the credentials of  
those who are seeking the project.  
 

In checking the credentials of the potential borrowers, Credit  
 Information Bureaus play an important role. 
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Monitoring and Review of Loan Portfolio 

• Banks to follow due processes at the time of sanctioning and       
disbursing loans. 
 

•  It is equally important to monitor the loan portfolio on a  
    continuous basis. 
 
•  Banks need to constantly keep a check on the overall quality  
    of the portfolio. 
 
•  They have to ensure that the borrower utilizes the funds for  
    the purpose for which it is sanctioned and complies with the  
    terms and conditions of sanction. 
 
•  Such a surveillance and monitoring approach helps to  
    mitigate credit risk of the portfolio. 
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Private and confidential 

Types of Advances 



Types of Advances 

Types of Advance 

Fund-Based 
 Lending 

Non-Fund 
 Based Lending 
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Types of Advances 

 Banks provide finance for purchase of Homes,  Cars and Two 
wheelers Commercial vehicles to customers. 

In most cases, such a loan is backed by primary and/or collateral 
security. 

 
The loan can be to provide for financing capital goods and/or 
working capital requirements. 
  

Fund-Based Lending 



Types of Advances 

 
In this type of facility, the Bank only lends its name assuring the 
supplier or a vendor payment for goods  or services on behalf of 
the bank’s customers. There is no funds flow for the bank. 
 
Facilities such as 'letters of credit' and 'guarantees' fall under the 
category of non fund based credit. 

These are in the nature of contingent liabilities, since there is a 
possibility of default in payment by the beneficiary/customer 
upon which the bank needs to settle payment and treat the 
payment as fund based facility. 

Non Fund-Based facilities 



Non Fund-Based facilities 

A supplies a boiler to B for Rs.10 lacs. A requires a bank 
guarantee from B’s bank. B’s Bank issues a guarantee in favour of 
A and A supplies Boiler vessel to B.  

The guarantee is for 3 months. At the end of 3 months, B will pay 
the amount to A who will return the guarantee letter issued by 
the bank. Since B gets a credit for 3 months, he is prepared to pay 
a commission to the bank issuing guarantee. 

 Example : Bank Guarantees 



&  
  Thank You 
 For Your  
  Attention 
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