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11.0

LEARNING OBJECTIVES

After completion of the unit, you shall be able to:
 Explain the meaning of Financial Inclusion and Financial literacy.
 Understand the importance of FI and FL.
 Explain the various govt .initiatives in this regard
11.1

INTRODUCTION

Financial inclusion is increasingly being recognized as a key driver of economic growth
and poverty alleviation the world over. Access to formal finance can boost job creation,
reduce vulnerability to economic shocks and increase investments in human capital.
Without adequate access to formal financial services, individuals and firms need to rely
on their own limited resources or rely on costly informal sources of finance to meet their
financial needs and pursue growth opportunities. At a macro level, greater financial
inclusion can support sustainable and inclusive socio-economic growth for all.
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There has been a growing evidence on how financial inclusion has a multiplier effect in
boosting overall economic output, reducing poverty and income inequality at the
national level. Financial inclusion of women is particularly important for gender
equality and women’s economic empowerment. With greater control over their
financial lives, women can help themselves and their families to come out of poverty;
reduce their risk of falling into poverty; eliminate their exploitation from the informal
sector; and increase their ability to fully engage in measurable and productive economic
activities. An inclusive financial system supports stability, integrity and equitable
growth. Therefore, financial exclusion because of several barriers like physical, sociocultural and psychological, warrants attention from the policy makers. Some of the key
reasons resulting in involuntary exclusion are:
a.
b.
c.
d.
e.
f.
g.
h.

Lack of surplus income
Lack of trust in the system
Not suitable to customer’s requirements
High transaction costs
Lack of requisite documents
Remoteness of service provider
Lack of awareness about the product
Poor quality of services rendered

It is also noteworthy to state that, seven of the seventeen United Nations Sustainable
Development Goals (SDG) of 2030 view financial inclusion as a key enabler for
achieving sustainable development worldwide by improving the quality of lives of poor
and marginalized sections of the society. (Home- Sustainable Development Goals,
2018)
11.2

DEFINITION

Financial inclusion has been defined as “the process of ensuring access to financial
services, timely and adequate credit for vulnerable groups such as weaker sections and
low-income groups at an affordable cost”. (Committee on Financial Inclusion Chairman: Dr C Rangarajan, RBI, 2008). The Committee on Medium-Term Path to
Financial Inclusion (Chairman: Shri Deepak Mohanty, RBI, 2015) has set the vision for
financial inclusion as, “convenient access to a basket of basic formal financial products
and services that should include savings, remittance, credit, government-supported
insurance and pension products to small and marginal farmers and low- income
households at reasonable cost with adequate protection progressively supplemented by
social cash transfers, besides increasing the access of small and marginal enterprises
to formal finance with a greater reliance on technology to cut costs and improve service
delivery, ....”
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11.3

FINANCIAL INCLUSION STRATEGY



While a lot of efforts have been undertaken to increase financial inclusion in the
country, a lot of steps are further needed to ensure adequate access to financial
services and usage of these services by various segments of under- served and unserved population in India, so far. Anchored in the country’s development
priorities, the NSFI 2019-2024 seeks to address the inherent barriers of access to a
gamut of financial products and services. An inclusive financial system (ably
supported through sound financial inclusion policies, focus on financial education
and customer protection) is not only pro-growth but also pro-poor with the potential
to reduce income inequality and poverty, promote social cohesion and shared
economic development. Financial exclusion, on the other hand, leaves the
disadvantaged and low- income segments of society with no choice other than
informal options, making them vulnerable to financial distress, debt, and poverty.



The National Strategy for Financial Inclusion for India 2019-2024 has been
prepared by RBI under the aegis of the Financial Inclusion Advisory Committee
and is based on the inputs and suggestions from Government of India, other
Financial Sector Regulators viz., Securities Exchange Board of India (SEBI),
Insurance Regulatory and Development Authority of India (IRDAI) and Pension
Fund Regulatory and Development Authority of India (PFRDA). This document
also reflects various outcomes from wide-ranging consultation held with a range of
stakeholders and market players, including National Bank for Agriculture and
Rural Development (NABARD), National Payments Corporation of India (NPCI),
Commercial Banks and Corporate Business Correspondents etc. It includes an
analysis of the status and constraints in financial inclusion in India, specific
financial inclusion goals, strategy to reach the goals and the mechanism to measure
progress. (Discussed in details afterwards).

11.4

STATUS OF FI IN INDIA

The policy makers in India have been aware of the implications of poverty for financial
stability and have continually endeavoured to ensure that poverty is tackled in all its
manifestations and that the benefits of economic growth reaches the poor and excluded
sections of the society.
India began its financial inclusion journey as early as in 1956 with the nationalisation
of Life Insurance companies. This was followed by nationalisation of banks in 1969 and
1980. The general insurance companies were nationalised in 1972. A review of the
status of financial inclusion in India indicates that a host of initiatives have been
undertaken over the years in the financial inclusion domain.
India has also been actively engaged with other countries and multilateral fora viz.
Global Partnership for Financial Inclusion (GPFI) and Organization for Economic Co3

operation and Development (OECD). India is one of the co-chairs along with Indonesia
and United Kingdom in the GPFI Subgroup on Regulation and Standard Setting Bodies.
India has been actively involved in preparation of relevant research and policy guides
in Digitalisation, Regulation and Financial Inclusion that are published by GPFI from
time to time. Further, the Reserve Bank of India is currently a member of four working
groups viz. Standards, Implementation and Evaluation, Digital Financial Literacy,
Financial Education for MSMEs and Core Competencies for Financial Literacy under
the International Network for Financial Education (INFE), set up under OECD. Keeping
in view the various developments in the global front, India has also initiated the process
of preparing its National Strategy for Financial Inclusion (NSFI) in June 2017 under the
aegis of Financial Inclusion Advisory Committee (FIAC). The document has been
formulated, based on the feedback received from various stakeholders viz., Department
of Financial Services (DFS), and Department of Economic Affairs (DEA), Ministry of
Finance (MoF), Govt of India, RBI, SEBI, IRDAI, PFRDA, NABARD and NPCI.
11.5

GENERAL INITIATIVES

A strong leadership (either a visionary or charismatic) is a prerequisite to drive financial
inclusion in a mission mode. Indian policy making has shown unswerving resolve for
inclusive growth which culminated in the National Mission for Financial Inclusion,
namely the Pradhan Mantri Jan Dhan Yojana (PMJDY). Launched in August 2014, it
was a watershed in the financial inclusion movement in the country. The programme
leverages on the existing large banking network and technological innovations to
provide every household with access to basic financial services, thereby bridging the
gap in the coverage of banking facilities.
11.5.1 PMJDY
Under Pradhan Mantri Jan Dhan Yojjana (MJDY), 34.01 crore accounts have been
opened with deposits amounting to ₹89257 crore up to January 30, 2019 within a short
span of five years. The achievement of opening the largest number of accounts
(1,80,96,130 nos.) under PMJDY, in one week has found a place in the Guinness Book
of World Records. A bouquet of products viz., overdraft of ₹10,000, accidental death
cum disability insurance cover, term-life cover and old age pension have been made
available under PMJDY to the account holders. The focus has also shifted from opening
account for “every household to every adult”.
11.5.2 PMSBY
Under Pradhan Mantri Suraksha Bima Yojana (PMSBY) a renewable one- year
accidental death cum disability cover of ₹2 lakhs is offered to all subscribing bank
account holders in the age group of 18 to 70 years for a premium as low as ₹12/- per
annum per subscriber. Another insurance product with one-year term life cover of ₹2
lakhs under Pradhan Mantri Jeevan Jyoti Bima Yojana (PMJJBY) is made available to
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all subscribing bank account holders in the age group of 18 to 50 years, for a premium
of ₹330/- per annum per subscriber.
11.5.3 APY
To take care of the financial needs in old age, a pension product named Atal Pension
Yojana (APY) guaranteed by the Government of India has also been made available to
the newly included bank account holders. Under APY, a subscriber (in the age group of
18 to 40 years) will receive fixed monthly pension in the range of ₹1,000 to ₹5,000 after
completing 60 years of age, depending on the contributions made by the subscriber.
11.6

SECTORS SPECIFIC INITIATIVES

11.6.1 Micro, Small and Medium Enterprises (MSMEs)
MSMEs are considered the engines of growth of the Indian economy. They contribute
nearly 31% to India’s GDP, 45% to exports and provide employment opportunities to
more than 11.1 crore skilled and semi-skilled people. There are approximately 6.33
crore MSMEs in the country. A number of initiatives have been undertaken for
facilitating credit off take in this sector. In order to bring about an attitudinal change in
the mindset of the bankers while dealing with entrepreneurs from MSME sector, a
special capacity building programme named ‘National Mission for Capacity Building
of Bankers for financing MSME Sector’ (NAMCABS) was put in place to familiarise
bankers with the entire gamut of credit related issues of the MSME sector.
11.6.1.1 Certified Credit Counsellors (CCC) scheme was launched for creating a
structured mechanism to assist the entrepreneurs in preparing financial plans and project
reports in a professional manner, thus facilitating the banks to make informed credit
decisions.
11.6.1.2 Web portals like the ‘Udyami Mitra’ and ‘psbloanin59minutes’ have also been
launched to provide easy access to credit. Trade Receivables Discounting System
(TReDS) platforms have been set up to address the problem of delayed payments to
MSMEs. Pradhan Mantri Mudra Yojana (PMMY), a scheme to finance small business
enterprises has been launched in April 2015 whereby lending institutions would finance
to micro entrepreneurs up to ₹10 lakh. Interest subvention scheme has been launched
for MSMEs to reduce cost of borrowings.
11.6.2 Agriculture
India’s agrarian economy is the source of around 15 percent of GDP, 11 per cent of
exports and provides livelihood to about half of India’s population. The importance of
the sector from a macroeconomic perspective is also reflected in a significant flow of
bank credit to finance agricultural and allied activities relative to other sectors of the
economy.
5

To give a thrust to agriculture financing from the formal sector, banks have been
mandated specific targets under priority sector scheme. Currently the target for
agriculture lending under priority sector for all domestic scheduled commercial banks
and foreign banks having more than 20 branches is 18 per cent of Adjusted Net Bank
Credit (ANBC) or Credit Equivalent Amount of Off-Balance Sheet Exposure
(CEAOBE), whichever is higher. Within the 18 per cent target for agriculture, a subtarget of 8 percent of ANBC or Credit Equivalent Amount of Off-Balance Sheet
Exposure, whichever is higher is prescribed for Small and Marginal Farmers. The banks
have been advised to extend collateral free loans to small and marginal farmers upto
₹1.6 lakh. To provide adequate and timely credit support from the banking system under
a single window to the farmers for their cultivation & other needs an innovative product
viz., Kisan Credit Card Scheme (KCC) was introduced in August 1998 as a revolving
cash credit for ease of access and delivery. The scheme covers tenant farmers, oral
lessees and share croppers and has now been extended to cover animal husbandry and
fisheries. The scheme provides for sanction of the limit for 5 years with simplified
renewal every year.
11.6.3 Region Specific
In order to address regional disparity in inter-state and inter-district variations in
development, ‘Transformation of Aspirational Districts’ programme was launched in
January 2018. This initiative focuses on the strengths of each aspirational district which
has been identified by a team of Senior Government officials through analysis of the
district’s performance on a composite index of key data sets that included deprivation
enumerated under the Socio-Economic Caste Census, key health and education sector
performance and state of basic infrastructure. Under this programme, a set of attainable
outcomes for immediate improvement have been identified .while measuring progress
and ranking the selected districts on the basis of their performance. This programme
focuses on expeditiously transforming 117 identified districts across 28 states and
driven primarily by the State Governments. This initiative focuses closely on improving
people’s ability to participate fully in the rapidly growing economy. The baseline
ranking for the Aspirational Districts is based on 49 indicators across five sectors that
include health and nutrition (30% weightage) through 13 indicators, education (30%)
through 8 indicators, agriculture and water resources (20%) through 10 indicators,
financial inclusion and skill development (10%) through 10 indicators, and basic
infrastructure (10%) through 7 indicators.
11.7

NATIONAL STRATEGY FOR FINANCIAL INCLUSION 2019-2024

11.7.1 Banking
11.7.1.1 To protect the interest of the customers, promote fair business processes and
prevent unhealthy practices by the market players, supporting regulatory and legal
framework has been put in place.
6

11.7.1.2 RBI has adopted a bank-led model to deepen financial inclusion. The banks
were mandated to open branches nationwide especially in underbanked pockets which
led to a considerable increase in bank branches and later Automated Teller Machines
(ATMs) in the 1990s to early 2000. The banks were advised to draw up a roadmap for
having banking outlets in villages with population more than 2000 (in 2009) and less
than 2000 (in 2012). Subsequently the banks were advised to open brick and mortar
branches in villages with population more than 5000. The banks were also advised to
prepare Financial Inclusion Plans for a period of three years comprising key parameters
viz., modes of delivery of financial services, access to Basic Savings Bank Deposit
Accounts (BSBDAs) and transactions through the BC Channel.
11.7.1.3 To strengthen financial inclusion, RBI has relaxed the branch authorisation
guidelines in 2017 wherein fixed-point Business Correspondent outlets serving for more
than 4 hours a day and five days a week are treated on par with physical brick and mortar
branches. An exclusive fund viz., Financial Inclusion Fund (FIF) has been created to
support adoption of technology and capacity building with an initial corpus of ₹2000
crore.
11.7.1.4 To widen financial inclusion, RBI has issued differentiated banking license
viz., Small Finance Banks (SFBs) and Payments Banks in 2015. The objective of setting
up of SFBs was to further financial inclusion by provision of a savings vehicle and
supply of credit to small business units, small and marginal farmers, micro and small
industries and other unorganized sector entities, through high technology-low cost
operations. Payments Banks have been set up to provide small savings accounts and
payments/remittance services to migrant labour workforce, low income households,
small businesses and other unorganised sector entities / other users.
11.7.1.5 In order to strengthen the BC model of delivery and help prospective users to
identify BC having good service track record, the BC Registry has been launched under
the aegis of Indian Banks’ Association (IBA). For capacity building and to ensure
certain minimum standards of service rendered by the BCs, a BC Certification course
through Indian Institute of Banking and Finance (IIBF) has also been introduced.
11.7.2 Insurance
11.7.2.1 In addition to the initiatives / insurance products mentioned above, some of the
other key initiatives undertaken in insurance sector4 include increasing awareness
among citizens on the benefits and appropriateness of insurance and enabling greater
availability of insurance products (including micro-insurance) through increasing the
number of delivery channels including corporate agents and Common Service Centers.
11.7.2.2 Further, leveraging on technology, Web Aggregators and Insurance
Repositories have been set up, which facilitate access and storage of insurance policy
details and enable issuance of insurance policies in an electronic form.
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11.7.1.3 For the protection of interests of policy holders and also in building their
confidence in the system, the institution of Insurance Ombudsman has been created.
This will ensure quick disposal of the grievances of the insured customers and also
mitigate their problems involved in redressal of their grievances. To safeguard the
interests of policyholders and customers catered to by the insurance companies /
intermediaries under Health Insurance segment, separate guidelines have been issued.

11.7.3 Pension
11.7.3.1 To regulate the National Pension System (NPS) and any other pension scheme
not regulated by any other enactment, the Pension Fund Regulatory and Development
Authority (PFRDA) was set up under the PFRDA Act, 2013. Besides the initiatives /
pension products mentioned above, some of the other key initiatives undertaken in the
pension sector include expansion of NPS through increasing the channels of
distribution, developing capacity of the officials of its intermediaries and increasing
awareness on old age income security and retirement planning. It has also leveraged on
technology to drive efficiencies & improve ease of access to NPS for the subscribers
and service providers.
11.7.4 Market Development
11.7.4.1 While the current model of Universal banking may continue to provide
financial services to the existing clientele there has been a need for differentiated
banking to cater to various niche segments. Accordingly, RBI has issued differentiated
banking license for Small Finance Banks (SFBs) and Payments Banks in 2015. To
increase access points and rural network, RBI has rationalised the branch authorisation
guidelines in 2017.
11.7.4.2 To ensure accurate targeting of the beneficiaries, de-duplication and reduction
of fraud and leakage, Direct Benefit Transfer (DBT)has started on 1st January 2013.
The first phase of DBT had been introduced in 43 districts and subsequently extended
to 78 more districts under27 schemes pertaining to scholarships, women, child and
labour welfare. DBT has been further extended across the country since December
2014. 7 new scholarship schemes and Mahatma Gandhi National Rural Employment
Guarantee Act (MGNREGA) has been brought under DBT in 300 identified districts
with higher Aadhaar enrolment.
11.7.4.3 Jan Dhan Accounts, Aadhaar biometric ID and Mobile (JAM) are enablers
which provide a unique opportunity to implement DBT in all welfare schemes across
the country including States & UTs. The DBT has enabled efficiency, effectiveness,
transparency and accountability in all Government to Persons (G2P) transfers.
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11.8

STRENGTHENING INFRASTRUCTURE

11.8.1 To operate and introduce any payment system related entity / product,
authorisation from RBI under The Payment and Settlement Systems Act, 2007 is
essential. While RBI operates the large-value payment system (RTGS) and retail
payment systems (NEFT), other retail payment system products (CTS, AEPS, NACH,
UPI, IMPS etc.) are operated by National Payments Council of India (NPCI). With the
popularisation of these retail payment system products, digital transactions have
increased manifold.
11.8.2 The Unique Identification Authority of India (UIDAI) has been created with the
objective to issue Unique Identification numbers (UID), named as “Aadhaar”, linked to
biometric identification, to all residents of India to eliminate duplicate and fake
identities. The UIDAI has so far issued more than 120 crore Aadhaar numbers to the
residents of India and has enabled use of technology to implement large-scale real-time
Direct Benefit Transfers (DBTs) to bank accounts in order to improve economic lives
of India’s poor beneficiaries.
11.8.3 A Public Credit Registry (PCR) would enable better and faster underwriting
standards for credit assessment and pricing by banks; risk-based, dynamic and countercyclical provisioning at banks; supervision and early intervention by regulators; and
help in restructuring stressed assets effectively.
11.8.4 To solve the problem of delayed payment to MSMEs, RBI had laid down
guidelines for operationalisation of Trade Receivables Discounting System (TReDS).
TReDS was put in place to facilitate Electronic Bill Factoring Exchanges, which could
electronically accept and auction MSME bills so that MSMEs could realize their of
receivables without delay. Government of India has mandated that all companies with
a turnover of more than ₹50 crore have to compulsorily register under TReDS.
11.8.5 Last Mile Delivery
To bridge the gap in the last mile connectivity, RBI permitted banks to engage Business
Correspondents / Business Facilitators (2006). This has resulted in cost effective
delivery of services through ICT based solutions. Another step to deepen financial
inclusion in the country has been the launching of India Post Payments Bank (IPPB) in
September 2018. IPPB is also leveraging the vast network of Department of Posts with
1.55 lakh Post Offices, more than 3 lakh postmen and Grameen Dak Sewaks to further
scale up financial inclusion initiatives in the country.
11.8.6 Financial Literacy And Awareness
III.29 In order to spread financial education among the populace in the country, RBI
has issued guidelines for financial literacy through Financial Literacy Centres (FLCs)
and rural branches of banks. It has also advised banks to observe a “Financial Literacy
Week” across the country simultaneously every year. Centres for Financial Literacy
(CFLs) have been set up at block level, involving community participation in
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association with banks to spread financial literacy. Work is under progress to
incorporate financial education in school curriculum in association with State
Governments and also National Council for Educational Research and Training
(NCERT). Further, National Centre for Financial Education (NCFE) has been set up by
the financial sector regulators viz., RBI, SEBI, IRDAI and PFRDA as a Section (8)
Company under Companies Act, 2013 to undertake co-ordinated efforts in
disseminating basic financial literacy.
11.8.7 Consumer Protection
To strengthen the grievance redressal system, among other measures, suitable
mechanisms in the form of Ombudsman Scheme by RBI, IRDAI and PFRDA have been
put in place. Further, SEBI has also instituted a SEBI Complaints Redressal System
(SCORES).
11.9

CHALLENGES AHEAD

Despite the various measures that have been undertaken by various stakeholders in
strengthening financial inclusion in the country, there are still critical gaps existing in
the usage of financial services that require attention of policy makers through necessary
co-ordination and effective monitoring.
11.9.1 Inadequate Infrastructure: Limited physical infrastructure, limited transport
facility, inadequately trained staff etc., in parts of rural hinterland and far flung
areas of the Himalayan and North East regions create a barrier to the customer
while accessing financial services.
11.9.2 Poor Connectivity: With technology becoming an important enabler to access
financial services, certain regions in the country that have poor connectivity tend
to be left behind in ensuring access to financial services thereby creating a digital
divide. Technology could be the best bridge between the financial service
provider and the last mile customer. Fintech companies can be one of the best
solutions to address this issue. The key challenge that needs to be resolved would
be improving tele and internet connectivity in the rural hinterland and achieving
connectivity across the country.
11.9.3 Convenience and Relevance: The protracted and complicated procedures act
as a deterrent while on-boarding customers. This difficulty is further increased
when the products are not easy to understand, complex and do not meet the
requirements of the customers such as those receiving erratic and uncertain cash
flows from their occupation.
11.9.4 Socio-Cultural Barriers: Prevalence of certain value system and beliefs in some
sections of the population results in lack of favourable attitude towards formal
financial services. There are still certain pockets wherein women do not have
the freedom and choice to access financial services because of cultural barriers.
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11.9.5 Product Usage: While the mission-based approach to financial inclusion has
resulted in increasing access to basic financial services including micro
insurance and pension, there is a need to increase the usage of these accounts to
help customers achieve benefits of relevant financial services and help the
service providers to achieve the necessary scale and sustainability. This can be
undertaken through increasing economic activities like skill development and
livelihood creation, digitising Government transfers by strengthening the digital
transactions’ eco-system, enhancing acceptance infrastructure, enhancing
financial literacy and having in place a robust customer protection framework.
11.9.6 Payment Infrastructure: Currently, majority of the retail payment products
viz., CTS, AEPS, NACH, UPI, IMPS etc. are operated by National Payments
Council of India (NPCI), a Section (8) Company promoted by a group of public,
private and foreign banks. There is a need to have more market players to
promote innovation & competition and to minimize concentration risk in the
retail payment system from a financial stability perspective.
11.10 BC MODEL
Business Correspondent model
11.10.1 The Reserve Bank of India has taken several initiatives over the years for
increasing banking outreach and ensuring greater financial inclusion. A significant step
in this direction was the issue of RBI guidelines in January 2006 for engagement of
Business Correspondents (BCs) by banks for providing banking and financial services.
Since then, the regulatory framework for the BC model has been progressively honed
to ensure that consumer protection is not compromised while facilitating enhanced
outreach of banking services. The relaxation in the regulatory framework was made
possible due to the rapid changes in technology –both in terms of Core Banking Solution
as also relatively low cost biometric hand held devices for ensuring authenticity and
fraud prevention.
11.10.2 Business Correspondents are retail agents engaged by banks for providing
banking services at locations other than a bank branch/ATM. Banks are required to take
full responsibility for the acts of omission and commission of the BCs that they engage
and have, therefore, to ensure thorough due diligence and additional safeguards for
minimizing the agency risk. Basically, BCs enable a bank to expand its outreach and
offer limited range of banking services at low cost, as setting up a brick and mortar
branch may not be viable in all cases. BCs, thus, are an integral part of a business
strategy for achieving greater financial inclusion.
11.10.3 BCs are permitted to perform a variety of activities which include identification
of borrowers, collection and preliminary processing of loan applications including
verification of primary information/data, creating awareness about savings and other
11

products, education and advice on managing money and debt counseling, processing
and submission of applications to banks, promoting, nurturing and monitoring of Self
Help Groups/ Joint Liability Groups, post-sanction monitoring, follow-up of recovery.
They can also attend to collection of small value deposit, disbursal of small value credit,
recovery of principal / collection of interest, sale of micro insurance/ mutual fund
products/ pension products/ other third party products and receipt and delivery of small
value remittances/ other payment instruments.
11.11 ENTITIES ELIGIBLE TO ACT AS BCS
To start with, when the BC model was introduced in January 2006, the entities permitted
to act as BCs included NGOs/ MFIs set up under Societies/ Trust Acts, Societies
registered under Mutually Aided Cooperative Societies Acts or the Cooperative
Societies Acts of States; Section 25 companies and post offices. As regards Section 25
companies, it was subsequently clarified in April 2008 that banks can engage such
companies as BCs provided the companies are stand-alone entities or Section 25
companies in which NBFCs, banks, telecom companies and other corporate entities or
their holding companies do not have holdings in excess of 10%.
11.11.1 The Committee on financial inclusion (Chairman: Dr. C. Rangarajan) observed
that with increasing competition, banks are getting to be quite wary of the reducing
margins available to them on financial intermediation and that small value clients
(depositors) in remote locations get very little preference in accessing financial services.
Emphasizing the need for having a BC touch-point in each of the 6 lakh plus villages in
the country, the Committee recommended individuals like locally settled retired
Government servants like postmasters, school teachers, ex-servicemen etc may also be
permitted to act as BCs. Further, Micro Finance –Non Banking Finance Companies
(MF-NBFCs) may be allowed to act as limited BCs of banks for providing only savings
and remittance services.
11.11.2 The list of persons who can be engaged as BCs was further expanded to include
individuals like retired bank employees, retired teachers, retired government employees
and ex-servicemen, individual owners of kirana / medical /Fair Price shops, individual
Public Call Office (PCO) operators, agents of Small Savings schemes of Government
of India/Insurance Companies, individuals who own Petrol Pumps, authorized
functionaries of well run Self Help Groups (SHGs) which are linked to banks. Any other
individual including those operating Common Service Centres (CSCs) are also allowed
to act as BCs of banks.
11.12 GUIDELINES GOVERNING BCS
11.12.1 With a view to ensuring adequate supervision over the operations and activities
of the BCs by banks, every BC is required to be attached to and be under the oversight
of a specific bank branch designated as the base branch. This guideline was issued in
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April 2008 along with the stipulation that the distance between the place of business of
a BC and the base branch, ordinarily, should not exceed 15 kms in rural, semi-urban
and urban areas and 5 kms in metropolitan centers. However, it was also provided that
in case there was a need to relax the distance criterion, the District Consultative
Committee (DCC)/State level Bankers Committee (SLBC) could consider and approve
relaxation on merits in respect of under-banked areas etc. Subsequently, the maximum
distance criterion in respect of rural, semi-urban and urban areas was raised from 15
kms to 30 kms.
11.12.2 Banks were encouraged to adopt Information and Communication Technology
(ICT) solutions for implementing the model to ensure integrity and fraud prevention.
Banks are also required to ensure that their arrangements with BCs should specify
suitable limits on cash holding by intermediaries as also limits on individual customer
payments and receipts; it should also specify that the transactions are accounted for and
reflected in the bank's books by end of day or next working day. The banks may, if
necessary, use the services of the BC for preliminary work relating to account opening
formalities. However, compliance with KYC norms under the BC model continues to
be the responsibility of banks. The banks should also ensure that all agreements/
contracts with the customer clearly specify that the bank is responsible to the customer
for acts of omission and commission of the BCs. Banks are required to comply with the
RBI guidelines on managing risks and code of conduct in outsourcing of financial
services.
11.12.3 Banks should constitute Grievance Redressal Machinery within the bank for
redressing complaints about services rendered by Business Correspondents and
Facilitators and give wide publicity about it through electronic and print media. The
name and contact number of designated Grievance Redressal Officer of the bank should
be made known and widely publicised. The designated officer should ensure that
genuine grievances of customers are redressed promptly.
11.12.4 Initially, banks were not allowed to collect any charges from the customers for
providing services through BC, close to the location of the customers. Subsequently,
banks were allowed in November 2009 to collect reasonable service charges from
customers in a transparent manner under a Board-approved policy. Considering the
profile of the clientele to whom banking services are being delivered through the BC
model, banks were advised to ensure that the service charges/fees collected from the
customer for delivery of banking services through the BC model is not only fair and
reasonable but also seen to be so.
11.13 FINANCIAL LITERACY
According to the OECD, “Financial literacy is a combination of awareness, knowledge,
skill, attitude and the behaviour necessary to make sound financial decisions and
ultimately achieve individual financial wellbeing”. Similar to literacy, it can be viewed
as an expanding set of knowledge, skills and strategies, which individuals build on
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throughout life, rather than as a fixed quantity. Consumer understanding of financial
concepts and ability to correctly interpret financial data is what is generally referred to
as financial literacy in the field of consumer finance.
Other definitions add that Financial literacy is mainly used in connection with personal
finance matters (e.g. real estate, insurance, investing, saving, tax planning and
retirement), including the understanding of financial concepts like compound interest,
risk diversification, advantageous savings methods, and consumer rights.
Studies related to financial literacy in general measure three specific concepts:
1) Knowledge of fundamental financial concepts.
2) Awareness of products and services offered by different financial service
providers and an understanding of the risks associated with using these products
and services.
3) Understanding how to manage personal finances or use financial services.
According to the World Bank, the terms the term financial literacy is associated with
financial knowledge, while financial capability is a broader term encompassing
behaviour and the interaction of knowledge, skills and attitudes.
Atkinson and Messy (2011) define Financial literacy as “a combination of awareness,
knowledge, skills, attitude and behaviours necessary to make sound financial decisions
and ultimately achieve individual financial wellbeing”
According to RBI, Financial literacy can broadly be defined as “Providing
familiarity with and understanding of financial market products, especially
rewards and risks, in order making informed choices”.
Draft of National Strategy on Financial Education (2012), by Indian Government
mentions that “The main components of financial education are understanding the key
financial products one may need throughout one’s life; understanding basic financial
concepts; developing skills and confidence to be aware of financial risks and
opportunities and to benefit from them for making sound financial choices about saving,
spending, insurance, investing; and managing debt throughout one’s life.”
Remund (2010) conducted a review of research studies since 2000 and identified five
categories where the conceptual definitions of financial literacy fall:
1.
2.
3.
4.
5.

Knowledge of financial concepts;
Ability to communicate about financial concepts;
Aptitude in managing personal finances;
Skill in making appropriate financial decisions;
Confidence in planning effectively for future financial needs.
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11.13.2 Importance Of Financial Literacy
Financial literacy improves ability of the people in availing financial services, planning
their own finances and optimal utilization of resources which in turn promotes economic
development. It is a lifelong process, related to the knowledge and to life situations. Its
main characteristic is that basics of it can be improved through teaching.
Financial literacy increases confidence and self-control of the people, which in turn
facilitates their participation in the formal economic system. It will finally lead to
empowerment and well-being.
11.13.3 Purpose Of Financial Literacy
As per RBI guidelines, the Bank has set up Financial Literacy Centres (FLCs) with the
following objectives:
 To facilitate financial inclusion through provision of two essentials i.e. Literacy
and easy access.
 To disseminate information regarding the central bank and general banking
concepts to various target groups, including schools and college students,
women, rural and urban poor, defence person and senior citizens.
 For effective use of financial services by common man.
11.13.4 Benefits Of Enhanced Financial Literacy
1. Financially educated consumers are more likely to save their money, compare
financial products and services, and seek and give advice on money matters.
2. Access to finance is known to create incentives and environments that promote
desired financial behaviours such as saving, budgeting, or using credit wisely.
3. Financial literacy can help to prepare consumers for tough financial times, by
promoting strategies that mitigate risk such as accumulating savings, diversifying
assets, and purchasing insurance.
 Greater financial knowledge, together with behavioural change to apply the
lessons of financial education, reduces the likelihood that consumers at any
income level will fall prey to unscrupulous salespeople and purchase products
or services that aren’t in their best interest
 For poor and rich alike, financial literacy provides greater control of one’s
financial future, more effective use of financial products and services, and
reduced vulnerability to overzealous retailers or fraudulent schemes.
 Financial literacy also reinforces responsible behaviours such as conscientious
tax payments, timely clearance of bills and avoidance of over-indebtedness etc.
11.13.5 Measures Taken So Far
India has large proportion of financially excluded population. There is also financially
included population participating in financial as well in consumer markets. Therefore
different approaches are needed depending on the sector of population. The programmes
for excluded section are basic and aim at avoidance of exploitation and over
indebtedness and eradication of money lending practices in the country.
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The areas identified for included sector are; banking, securities market, insurance and
retirement planning. In addition to basic knowledge, features of market products are
also the learning objectives.
Various surveys show that the level of financial literacy of Indians is low. India stands
in the 23rd position out of 27 countries in the recent survey conducted by Visa. Our
government and other agencies have taken various steps to overcome the gap. The
following are some of the initiatives taken: Inclusion of Financial literacy in School curriculum
 Financial literacy centres are operating all over India to spread financial literacy.
 SEBI initiated nationwide campaign to spread financial education to various
target segments such as students in schools and universities, working executives,
home makers, retired personnel, self-help groups, etc.
 Seminars on various aspects like savings, investment, financial planning,
banking, insurance, retirement planning, etc.
 More than 3,500 workshops were conducted.
 Essentials of Investing’: A set of 11 booklets
 ‘Markets in Motion’: A weekly briefing on major developments in economy and
finance.
 Many programs and competitions are conducted among the kids to develop the
awareness of financial literacy.
 The Reserve Bank has undertaken a project titled 'Project Financial Literacy'.
The objective of the project is to disseminate information regarding the central
bank and general banking concepts to various target groups, such as, school and
college going children, women, rural and urban poor, defence personnel and
senior citizens. It would be disseminated to the target audience with the help,
among others, local government machinery, NGOs, schools, and colleges
through presentations, pamphlets, brochures, films, as also through the Reserve
Bank's website. The Reserve Bank has already created a link on its web site for
the common person to give him/her the ease of access to financial information
in English and Hindi, and 12 Indian regional languages
11.14 RURAL SELF EMPLOYMENT TRAINING INSTITUTES.






RSETIs stand for Rural Self Employment Training Institutes. RSETIs are managed
by Banks with active co-operation from the Government of India and State
Government.
Dedicated institutions designed as to ensure necessary skill training and skill up
gradation of the rural BPL youth to mitigate the unemployment problem.
These are promoted and managed by banks with active cooperation from state
governments
RSETI concept is based on RUDSETI (Rural Development and Self Employment
Training Institute), a society established jointly by three agencies i.e. Syndicate
Bank, Canara Bank and Sri Manjunatheswara Trust based at Ujire in Karnataka.
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One RSETI is established in every district in the country. Concerned bank is the
lead bank in the district takes responsibility for creating and managing it.
Government of India will provide one - time grant assistance, upto a maximum of
Rs. 1 crore for meeting the expenditure on construction of building and other
infrastructure.
After successful completion of the training, they will be provided with credit
linkage assistance by the banks to start their own entrepreneurial ventures.
10.14.1 Infrastructure
The common minimum infrastructure of each RSETI will be2-3 classrooms with toilet facilities (separate for women and physically challenged
friendly).
Two workshops, two dormitories with bath facilities.
Adequate physical infrastructure for training, administration, hostel, staff quarters
etc.

11.14.2 Programme Structure & Contents
Each RSETI should offer 30 to 40 skill development programmes in a financial year in
various avenues. The programmes are of short duration ranging from 1 to 6 weeks and
could fall into the categories listed below:
 Agricultural Programmes – agriculture and allied activities like dairy, poultry,
apiculture, horticulture, sericulture, mushroom cultivation, floriculture, fisheries,
etc
 Product Programme – dress designing for men and women, rexine articles,
incense sticks manufacturing, football making, bag, bakery products, leaf cup
making, recycled paper manufacturing, etc.
 Process Programmes – two wheeler repairs, radio/TV repairs, motor rewinding,
electrical transformer repairs, irrigation pump-set repairs, tractor and power tiller
repairs, cell phone repairs, beautician course, photography and videography, screen
printing, domestic electrical appliances repair, computer hardware and DTP.
 General Programmes – skill development for women
 Other Programmes – related to other sectors like leather, construction, hospitality
and any other sector depending on local requirements.
Training programmes will be decided by the institute based on the local resource
situation and potential demand for the products/services. A uniform standardized
curriculum would be developed and circulated among the institutes. There shall be
two sets of training curriculums in all the RSETIs:
i. Basic orientation programme courses for SHGs.
ii. Skill development programmes for micro enterprise and wage
employment/placement.
Soft skill training shall be an integral part in all the training programmes.
11.14.3 Selection of Trainees & Batch Size
At least 70% of the trainees should be from the rural BPL category certified by the
DRDA. Proper weightage, as per DAY-NRLM guidelines will be given to SC/STs,
minorities, physically challenged and women.
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An ideal size of a batch should be 25-30 candidates.
Shramadan/ Yoga, presentation of MILLY would become a common input in
training module.

11.14.4 Recognition of RSETI trainees
Certificates issued by an RSETI will be recognised by all banks for the purposes of
extending credit to the trainees. It means that RSETI trained rural youths will be free to
access any scheduled bank for loan/credit.
11.14.5 Credit Linkage
Credit needs of trainees will be appraised by RSETIs and the same will be conveyed to
the bank branches. The trainees could avail bank loans under any government sponsored
programme.
11.15 LET US SUM-UP
Financial Inclusion (FI) is a provision of affordable banking services to those, who have
been and who tend to be excluded. RBI has continued to lay stress on the Financial
Inclusion of the underprivileged section, which remained outside the banking system.
The RBI has decided to utilise the services of NGOs as Intermediaries in providing
banking services through BCs and business facilitators. Project financial literacy was
launched to educate people at grass root level. Govt. relaxes norms of opening accounts,
providing loans under various subsidised schemes and also providing training for skill
development as well as capacity building. Training institutes based on RSETIs model
proposed for each and every district with the above objectives. In a country like India,
sustainable economic development, of people particularly of BPL category, will remain
a dreamer’s chimera without Financial Inclusion .
11.16 KEY WORDS







MILLY-Most Important Lesson Learnt Yesterday
Uddyami Mitra-Loan delivery Platform
psbloansin59minutes-Wbsite for applying loan to be sanctioned in 59 minutes.
NGO-Non Govt.Organisation
NPCI-National Payment Corporation of India
MFI-Micro Finance Institution

11.17 REVIEW QUESTIONS
a) What are the activities undertaken by a Business Correspondent?
b) What are the objectives of RSETIs and how do they function?
c) Write a critical note on Financial Inclusions in India?
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d) “Financial Inclusion and Financial Literacy are inseparable twins.”Do you agree?
Justify your answer.
e) Explain the following terms:
I.
PMJDY
II.
APY
III.
Mudra Loan
IV.
JAM
V.
PMSBY

11.18 FURTHER READINGS
Towards Financial Inclusion in India.by K. G. Karmakar .
www.rbi.org.in
www.irdai.gov.in
www.undp.org
www.financialservices.gov.in
www.finmin.nic.in
www.rbidocs.rbi.org.in
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UNIT-12 PMLA AND KYC POLCY
Structure

12.4
12.5
12.6
12.7
12.8
12.9

Learning Objectives
Introduction
Definition of Customer
Guidelines
12.3.1 General
12.3.2 KYC Policy
12.3.3 Customer Acceptance Policy (CAP)
12.3.4 Customer Identification Procedure (CIP)
12.3.5 Customer Identification Requirements
12.3.6 Accounts with Introduction
12.3.7 Small Accounts
Operation of Bank Accounts
Monitoring of Transactions
Let us Sum-up
Key Words
Review Questions
Further Readings

12.0

LEARNING OBJECTIVES:

12.0
12.1
12.2
12.3

After completion of the unit, you shall be able to:
 Explain the background of PMLA
 Understand KYC guidelines
 Explain Customer Acceptance Policy
 Understand Customer Identification Requirement
12.1

INTRODUCTION

The objective of KYC/AML/CFT guidelines is to prevent banks from being used,
intentionally or unintentionally, by criminal elements for money laundering or terrorist
funding activities. KYC procedures also enable banks to know/understand their
customers and their financial dealings better which in turn help them manage their risks
prudently. This also helps in conducting due diligence.
12.2

DEFINITION OF CUSTOMER

For the purpose of KYC policy, a ‘Customer’ is defined as:
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12.3

a person or entity that maintains an account and/or has a business relationship with
the bank;
one on whose behalf the account is maintained (i.e. the beneficial owner). [Ref:
Government of India Notification dated February 12, 2010 - Rule 9, sub-rule (1A)
of PMLA Rules - ' Beneficial Owner' means the natural person who ultimately owns
or controls a client and or the person on whose behalf a transaction is being
conducted, and includes a person who exercise ultimate effective control over a
juridical person]
beneficiaries of transactions conducted by professional intermediaries, such as
Stock Brokers, Chartered Accountants, Solicitors etc. as permitted under the law,
and
any person or entity connected with a financial transaction which can pose
significant reputational or other risks to the bank, say, a wire transfer or issue of a
high value demand draft as a single transaction.
GUIDELINES

12.3.1 General
a. Banks should keep in mind that the information collected from the customer for the
purpose of opening of account is to be treated as confidential and details thereof are
not to be divulged for cross selling or any other like purposes. Banks should,
therefore, ensure that information sought from the customer is relevant to the
perceived risk, is not intrusive, and is in conformity with the guidelines issued in
this regard. Any other information from the customer should be sought separately
with his/her consent and after opening the account
b. Banks should ensure that any remittance of funds by way of demand draft,
mail/telegraphic transfer or any other mode and issue of travellers’ cheques for
value of Rupees fifty thousand and above is effected by debit to the customer’s
account or against cheques and not against cash payment
c. With effect from April 1, 2012, banks should not make payment of
cheques/drafts/pay orders/banker’s cheques bearing that date or any subsequent
date, if they are presented beyond the period of three months from the date of such
instrument.
d. Banks should ensure that the provisions of Foreign Contribution (Regulation) Act,
2010, wherever applicable, are strictly adhered to.
12.3.2 KYC Policy
Banks should frame their KYC policies incorporating the following four key elements:
a.
b.
c.
d.

Customer Acceptance Policy;
Customer Identification Procedures;
Monitoring of Transactions; and
Risk Management.
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12.3.3 Customer Acceptance Policy (CAP)
a) Every bank should develop a clear Customer Acceptance Policy laying down
explicit criteria for acceptance of customers. The Customer Acceptance Policy
must ensure that explicit guidelines are in place on the following aspects of
customer relationship in the bank.
i. No account is opened in anonymous or fictitious/benami name.
[Ref: Government of India Notification dated June 16, 2010 Rule 9, sub-rule
(1C) - Banks should not allow the opening of or keep any anonymous
account or accounts in fictitious name or account on behalf of other persons
whose identity has not been disclosed or cannot be verified].
ii. Parameters of risk perception are clearly defined in terms of the nature of
business activity, location of customer and his clients, mode of payments,
volume of turnover, social and financial status etc. to enable categorisation of
customers into low, medium and high risk (banks may choose any suitable
nomenclature viz. level I, level II and level III). Customers requiring very high
level of monitoring, e.g. Politically Exposed Persons (PEPs) may, if considered
necessary, be categorised even higher;
iii. Documentation requirements and other information to be collected in respect of
different categories of customers depending on perceived risk and keeping in
mind the requirements of PML Act, 2002 and instructions/guidelines issued by
Reserve Bank from time to time;
iv. Not to open an account or close an existing account where the bank is unable to
apply appropriate customer due diligence measures, i.e., bank is unable to verify
the identity and /or obtain documents required as per the risk categorisation due
to non-cooperation of the customer or non-reliability of the data/information
furnished to the bank. It is, however, necessary to have suitable built in
safeguards to avoid harassment of the customer. For example, decision by a bank
to close an account should be taken at a reasonably high level after giving due
notice to the customer explaining the reasons for such a decision.
v. Circumstances, in which a customer is permitted to act on behalf of another
person/entity, should be clearly spelt out in conformity with the established law
and practice of banking as there could be occasions when an account is operated
by a mandate holder or where an account is opened by an intermediary in
fiduciary capacity and
vi. Necessary checks before opening a new account so as to ensure that the identity
of the customer does not match with any person with known criminal
background or with banned entities such as individual terrorists or terrorist
organisations etc.
b) Banks should prepare a profile for each new customer based on risk categorisation.
The customer profile may contain information relating to customer’s identity,
social/financial status, nature of business activity, information about his clients’
business and their location etc. The nature and extent of due diligence will depend
on the risk perceived by the bank. However, while preparing customer profile banks
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should take care to seek only such information from the customer, which is relevant
to the risk category and is not intrusive. The customer profile is a confidential
document and details contained therein should not be divulged for cross selling or
any other purposes.
c) For the purpose of risk categorisation, individuals (other than High Net Worth) and
entities whose identities and sources of wealth can be easily identified and
transactions in whose accounts by and large conform to the known profile, may be
categorised as low risk. Illustrative examples of low risk customers could be
salaried employees whose salary structures are well defined, people belonging to
lower economic strata of the society whose accounts show small balances and low
turnover, Government Departments and Government owned companies, regulators
and statutory bodies etc. In such cases, the policy may require that only the basic
requirements of verifying the identity and location of the customer are to be met.
Customers that are likely to pose a higher than average risk to the bank should be
categorised as medium or high risk depending on customer's background, nature
and location of activity, country of origin, sources of funds and his client profile,
etc. Banks should apply enhanced due diligence measures based on the risk
assessment, thereby requiring intensive ‘due diligence’ for higher risk customers,
especially those for whom the sources of funds are not clear. In view of the risks
involved in cash intensive businesses, accounts of bullion dealers (including subdealers) & jewelers should also be categorized by banks as 'high risk' requiring
enhanced due diligence. Other examples of customers requiring higher due
diligence include (a) nonresident customers; (b) high net worth individuals; (c)
trusts, charities, NGOs and organizations receiving donations; (d) companies
having close family shareholding or beneficial ownership; (e) firms
with 'sleeping partners'; (f) politically exposed persons (PEPs) of foreign origin,
customers who are close relatives of PEPs and accounts of which a PEP is the
ultimate beneficial owner; (g) non-face to face customers and (h) those with
dubious reputation as per public information available etc. However,only
NPOs/NGOs promoted by United Nations or its agencies may be classified as low
risk customers.
d) In addition to what has been indicated above, banks/FIs should take steps to identify
and assess their ML/TF risk for customers, countries and geographical areas as also
for products/ services/ transactions/delivery channels, Banks/FIs should have
policies, controls and procedures, duly approved by their boards, in place to
effectively manage and mitigate their risk adopting a risk-based approach. As a
corollary, banks would be required to adopt enhanced measures for products,
services and customers with a medium or high risk rating. In this regard, banks
may use for guidance in their own risk assessment, a Report on Parameters for RiskBased Transaction Monitoring (RBTM) dated March 30, 2011 issued by Indian
Banks' Association on May 18, 2011 as a supplement to their guidance note on
Know Your Customer (KYC) norms / Anti-Money Laundering (AML) standards
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issued in July 2009. The IBA guidance also provides an indicative list of high risk
customers, products, services and geographies.
e) It is important to bear in mind that the adoption of customer acceptance policy and
its implementation should not become too restrictive and must not result in denial
of banking services to general public, especially to those, who are financially or
socially disadvantaged.
12.3.4 Customer Identification Procedure (CIP)
a) The policy approved by the Board of banks should clearly spell out the Customer
Identification Procedure to be carried out at different stages, i.e., while establishing
a banking relationship; carrying out a financial transaction or when the bank has a
doubt about the authenticity/veracity or the adequacy of the previously obtained
customer identification data. Customer identification means identifying the
customer and verifying his/her identity by using reliable, independent source
documents, data or information. Banks need to obtain sufficient information
necessary to establish, to their satisfaction, the identity of each new customer,
whether regular or occasional, and the purpose of the intended nature of banking
relationship. Being satisfied means that the bank must be able to satisfy the
competent authorities that due diligence was observed based on the risk profile of
the customer in compliance with the extant guidelines in place. Such risk-based
approach is considered necessary to avoid disproportionate cost to banks and a
burdensome regime for the customers. Besides risk perception, the nature of
information/documents required would also depend on the type of customer
(individual, corporate etc.). For customers that are natural persons, the banks should
obtain sufficient identification data to verify the identity of the customer, his
address/location, and also his recent photograph. For customers that are legal
persons or entities, the bank should (i) verify the legal status of the legal
person/entity through proper and relevant documents; (ii) verify that any person
purporting to act on behalf of the legal person/entity is so authorised and identify
and verify the identity of that person; (iii) understand the ownership and control
structure of the customer and determine who are the natural persons who ultimately
control the legal person. Customer identification requirements in respect of a few
typical cases, especially, legal persons requiring an extra element of caution are
given in paragraph 2.5 below for guidance of banks. Banks may, however, frame
their own internal guidelines based on their experience of dealing with such
persons/entities, normal bankers’ prudence and the legal requirements as per
established practices. If the bank decides to accept such accounts in terms of the
Customer Acceptance Policy, the bank should take reasonable measures to identify
the beneficial owner(s) and verify his/her/their identity in a manner so that it is
satisfied that it knows who the beneficial owner(s) is/are [Ref: Government of India
Notification dated June 16, 2010 - Rule 9 sub-rule (1A) of PML Rules].
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b) The increasing complexity and volume of financial transactions necessitate that
customers do not have multiple identities within a bank, across the banking system
and across the financial system. This can be achieved by introducing a unique
identification code for each customer. The Unique Customer Identification Code
(UCIC) will help banks to identify customers, track the facilities availed, monitor
financial transactions in a holistic manner and enable banks to have a better
approach to risk profiling of customers. It would also smoothen banking operations
for the customers. While some banks already use UCIC for their customers by
providing them a relationship number, etc., other banks have not adopted this
practice. Banks are, therefore, advised to initiate steps for allotting UCIC to all their
customers while entering into any new relationships for individual customers to
begin with. Similarly, existing individual customers may also be allotted UCIC by
end-May 2013.
c) Whenever there is suspicion of money laundering or terrorist financing or when
other factors give rise to a belief that the customer does not, in fact, pose a low risk,
banks should carry out full scale customer due diligence (CDD) before opening an
account.
d) When there are suspicions of money laundering or financing
of the
activities relating to terrorism or where there are doubts about the adequacy or
veracity of previously obtained customer identification data, banks should
review the due diligence measures including verifying again the identity of the
client and obtaining information on the purpose and intended nature of the
business relationship. [Ref: Government of India Notification dated June 16, 2010Rule 9 sub-rule (1D) of PML Rules].
e) It has been observed that some close relatives, e.g. wife, son, daughter and parents,
etc. who live with their husband, father/mother and son, as the case may be, are
finding it difficult to open account in some banks as the utility bills required for
address verification are not in their name. It is clarified, that in such cases, banks
can obtain an identity document and a utility bill of the relative with whom the
prospective customer is living along with a declaration from the relative that the
said person (prospective customer) wanting to open an account is a relative and is
staying with him/her. Banks can use any supplementary evidence such as a letter
received through post for further verification of the address. While issuing
operational instructions to the branches on the subject, banks should keep in mind
the spirit of instructions issued by the Reserve Bank and avoid undue hardships to
individuals who are, otherwise, classified as low risk customers.
f) Some banks insist on opening of fresh accounts by customers when customers
approach them for transferring their account from one branch of the bank to another
branch of the same bank. Banks are advised that KYC once done by one branch of
the bank should be valid for transfer of the account within the bank as long as full
KYC has been done for the concerned account. The customer should be allowed to
25

transfer his account from one branch to another branch without restrictions. In order
to comply with KYC requirements of correct address of the person, fresh address
proof may be obtained from him/her upon such transfer by the transferee branch.
g) Banks should introduce a system of periodical updation of customer identification
data (including photograph/s) after the account is opened. The periodicity of such
updation should not be less than once in five years in case of low risk category
customers and not less than once in two years in case of high and medium risk
categories. Such verification should be done irrespective of whether the account
has been transferred from one branch to another and banks are required to also
maintain records of transactions as prescribed.
h) An indicative list of the nature and type of documents/information that may be may
be relied upon for customer identification is given in Master Circular. It is clarified
that permanent correct address, as referred to in Annex-I, means the address at
which a person usually resides and can be taken as the address as mentioned in a
utility bill or any other document accepted by the bank for verification of the
address of the customer.
i) It has been brought to our notice that the said indicative list furnished in Annex
- I, is being treated by some banks as an exhaustive list as a result of which a section
of public is being denied access to banking services. Banks are, therefore, advised
to take a review of their extant internal instructions in this regard.
12.3.5 Customer Identification Requirements – Indicative Guidelines
i) Walk-in Customers
In case of transactions carried out by a non-account based customer, that is a walk-in
customer, where the amount of transaction is equal to or exceeds rupees fifty thousand,
whether conducted as a single transaction or several transactions that appear to be
connected, the customer's identity and address should be verified. if a bank has reason
to believe that a customer is intentionally structuring a transaction into a series of
transactions below the threshold of Rs.50,000/- the bank should verify the identity and
address of the customer and also consider filing a suspicious transaction report
(STR) to FIU-IND.
NOTE: In terms of Clause (b) (ii) of sub-Rule (1) of Rule 9 of the PML Rules, 2005
banks and financial institutions are required to verify the identity of the customers
for all international money transfer operations
ii) Salaried Employees
In case of salaried employees, it is clarified that with a view to containing the risk of
fraud, banks should rely on certificate/letter of identity and/or address issued only from
corporate and other entities of repute and should be aware of the competent authority
designated by the concerned employer to issue such certificate/letter. Further, in
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addition to the certificate/letter issued by the employer, banks should insist on at least
one of the officially valid documents as provided in the Prevention of Money
Laundering Rules (viz. passport, driving licence, PAN Card, Voter’s Identity card, etc.)
or utility bills for KYC purposes for opening bank accounts of salaried employees of
corporate and other entities
iii) Trust/Nominee or Fiduciary Accounts
There exists the possibility that trust/nominee or fiduciary accounts can be used to
circumvent the customer identification procedures. Banks should determine whether the
customer is acting on behalf of another person as trustee/nominee or any other
intermediary. If so, banks should insist on receipt of satisfactory evidence of the identity
of the intermediaries and of the persons on whose behalf they are acting, as also obtain
details of the nature of the trust or other arrangements in place. While opening an
account for a trust, banks should take reasonable precautions to verify the identity of
the trustees and the settlors of trust (including any person settling assets into the trust),
grantors, protectors, beneficiaries and signatories. Beneficiaries should be identified
when they are defined. In the case of a 'foundation', steps should be taken to verify the
founder managers/ directors and the beneficiaries, if defined.
iv) Accounts of companies and firms
Banks need to be vigilant against business entities being used by individuals as a ‘front’
for maintaining accounts with banks. Banks should examine the control structure of the
entity, determine the source of funds and identify the natural persons who have a
controlling interest and who comprise the management. These requirements may be
moderated according to the risk perception e.g. in the case of a public company it will
not be necessary to identify all the shareholders.
v) Client accounts opened by professional intermediaries
a) When the bank has knowledge or reason to believe that the client account
opened by a professional intermediary is on behalf of a single client, that client
must be identified. Banks may hold 'pooled' accounts managed by professional
intermediaries on behalf of entities like mutual funds, pension funds or other
types of funds. Banks also maintain 'pooled' accounts managed by
lawyers/chartered accountants or stockbrokers for funds held 'on deposit' or 'in
escrow' for a range of clients. Where funds held by the intermediaries are not
co-mingled at the bank and there are 'sub-accounts', each of them attributable to
a beneficial owner, all the beneficial owners must be identified. Where such
funds are co-mingled at the bank, the bank should still look through to the
beneficial owners. Where the banks rely on the 'customer due diligence' (CDD)
done by an intermediary, they should satisfy themselves that the intermediary is
regulated and supervised and has adequate systems in place to comply with the
KYC requirements. It should be understood that the ultimate responsibility for
knowing the customer lies with the bank.
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b) Under the extant AML/CFT framework, therefore, it is not possible for
professional intermediaries like Lawyers and Chartered Accountants, etc. who
are bound by any client confidentiality that prohibits disclosure of the client
details, to hold an account on behalf of their clients. It is reiterated that banks
should not allow opening and/or holding of an account on behalf of a client/s by
professional intermediaries, like Lawyers and Chartered Accountants, etc., who
are unable to disclose true identity of the owner of the account/funds due to any
professional obligation of customer confidentiality. Further, any professional
intermediary who is under any obligation that inhibits bank's ability to know and
verify the true identity of the client on whose behalf the account is held or
beneficial ownership of the account or understand true nature and purpose of
transaction/s, should not be allowed to open an account on behalf of a client.
vi) Accounts of Politically Exposed Persons (PEPs) resident outside India
a) Politically exposed persons are individuals who are or have been entrusted with
prominent public functions in a foreign country, e.g., Heads of States or of
Governments, senior politicians, senior government/judicial/military officers,
senior executives of state-owned corporations, important political party
officials, etc. Banks should gather sufficient information on any
person/customer of this category intending to establish a relationship and check
all the information available on the person in the public domain. Banks should
verify the identity of the person and seek information about the sources of funds
before accepting the PEP as a customer. The decision to open an account for a
PEP should be taken at a senior level which should be clearly spelt out in
Customer Acceptance Policy. Banks should also subject such accounts to
enhanced monitoring on an ongoing basis. The above norms may also be applied
to the accounts of the family members or close relatives of PEPs.
b) In the event of an existing customer or the beneficial owner of an existing
account, subsequently becoming a PEP, banks should obtain senior management
approval to continue the business relationship and subject the account to the
CDD measures as applicable to the customers of PEP category including
enhanced monitoring on an ongoing basis. These instructions are also applicable
to accounts where a PEP is the ultimate beneficial owner.
c) Further, banks should have appropriate ongoing risk management procedures
for identifying and applying enhanced CDD to PEPs, customers who are close
relatives of PEPs, and accounts of which a PEP is the ultimate beneficial owner.
vii) Accounts of non-face-to-face customers
With the introduction of telephone and electronic banking, increasingly accounts are
being opened by banks for customers without the need for the customer to visit the bank
branch. In the case of non-face-to-face customers, apart from applying the usual
customer identification procedures, there must be specific and adequate procedures to
mitigate the higher risk involved. Certification of all the documents presented should
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be insisted upon and, if necessary, additional documents may be called for. In such
cases, banks may also require the first payment to be effected through the customer's
account with another bank which, in turn, adheres to similar KYC standards. In the case
of cross-border customers, there is the additional difficulty of matching the customer
with the documentation and the bank may have to rely on third party
certification/introduction. In such cases, it must be ensured that the third party is a
regulated and supervised entity and has adequate KYC systems in place.
viii) Accounts of proprietary concerns
Apart from following the extant guidelines on customer identification procedure as
applicable to the proprietor, banks should call for and verify the following documents
before opening of accounts in the name of a proprietary concern:
Proof of the name, address and activity of the concern, like registration certificate (in
the case of a registered concern), certificate/licence issued by the Municipal authorities
under Shop & Establishment Act, sales and income tax returns, CST/VAT certificate,
certificate/registration document issued by Sales Tax/Service Tax/Professional Tax
authorities, Licence issued by the Registering authority like Certificate of Practice
issued by Institute of Chartered Accountants of India, Institute of Cost Accountants of
India, Institute of Company Secretaries of India, Indian Medical Council, Food and
Drug Control Authorities, registration/licensing document issued in the name of the
proprietary concern by the Central Government or State Government
Authority/Department. Banks may also accept IEC (Importer Exporter Code) issued to
the proprietary concern by the office of DGFT, the complete Income Tax Return (not
just the acknowledgement) in the name of the sole proprietor where the firm's income
is reflected, duly authenticated/acknowledged by the Income Tax authorities and utility
bills such as electricity, water, and landline telephone bills in the name of the proprietary
concern as required documents for opening of bank accounts of proprietary concerns.
.
Any two of the above documents would suffice. These documents should be in the name
of the proprietary concern.
12.3.6 Accounts with Introduction
i) Although flexibility in the requirements of documents of identity and proof of
address has been provided in the above mentioned KYC guidelines, it has been
observed that a large number of persons, especially, those belonging to low income
group both in urban and rural areas are not able to produce such documents to
satisfy the bank about their identity and address. This would lead to their inability
to access the banking services and result in their financial exclusion. Accordingly,
the KYC procedure also provides for opening accounts for those persons who
intend to keep balances not exceeding Rupees Fifty Thousand (Rs. 50,000/-) in all
their accounts taken together and the total credit in all the accounts taken together
is not expected to exceed Rupees One Lakh (Rs. 1,00,000/-) in a year. In such cases,
if a person who wants to open an account and is not able to produce documents
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mentioned in Annex I of this master circular, banks should open an account for
him, subject to:
Introduction from another account holder who has been subjected to full KYC
procedure. The introducer’s account with the bank should be at least six months old
and should show satisfactory transactions. Photograph of the customer who
proposes to open the account as also his address need to be certified by the
introducer,
or
any other evidence as to the identity and address of the customer to the satisfaction
of the bank.
ii) While opening accounts as described above, the customer should be made aware
that if at any point of time, the balances in all his/her accounts with the bank (taken
together) exceeds Rupees Fifty Thousand (Rs. 50,000/-) or total credit in the
account exceeds Rupees One Lakh (Rs. 1,00,000/-) in a year, no further transactions
will be permitted until the full KYC procedure is completed. In order not to
inconvenience the customer, the bank must notify the customer when the balance
reaches Rupees Forty Thousand (Rs. 40,000/-) or the total credit in a year reaches
Rupees Eighty thousand (Rs. 80,000/-) that appropriate documents for conducting
the KYC must be submitted otherwise operations in the account will be stopped.
12.3.7 Small Accounts
In terms of Government of India, Notification No. 14/2010/F.No.6/2/2007-E.S dated
December 16, 2010, the Prevention of Money-laundering (Maintenance of Records of
the Nature and Value of Transactions, the Procedure and Manner of Maintaining and
Time for Furnishing Information and Verification and Maintenance of Records of the
Identity of the Clients of the Banking Companies, Financial Institutions and
Intermediaries) Rules, 2005 has been amended.
Small Accounts
 In terms of Rule 2 clause (fb) of the Notification 'small account' means a savings
account in a banking company wherei.
the aggregate of all credits in a financial year does not exceed rupees one
lakh;
ii.
the aggregate of all withdrawals and transfers in a month does not exceed
rupees ten thousand; and
iii. the balance at any point of time does not exceed rupees fifty thousand .


Rule (2A) of the Notification lays down the detailed procedure for opening 'small
accounts'. Banks are advised to ensure adherence to the procedure provided in the
Rules for opening of small accounts.

Officially Valid Documents
a. The Notification has also expanded the definition of 'officially valid document' as
contained in clause (d) of Rule 2(1)of the PML Rules to include job card issued by
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NREGA duly signed by an officer of the State Government and the letters issued
by the Unique Identification Authority of India containing details of name, address
and Aadhaar number.
b. It is further advised that where a bank has relied exclusively on the NREGA job
card as complete KYC document for opening of an account (ref. paragraph 2.4 (H)
of this Master circular) the bank account so opened will also be subjected to all
conditions and limitations prescribed for small account in the Notification.
c. Accordingly, all accounts opened in terms of procedure prescribed in Rule 2A of
the Notification dated December 16, 2010 referred to above and all other accounts
opened only on the basis of NREGA card should be treated as "small accounts" and
be subject to the conditions stipulated in clause (i) to (v) of the sub-rule (2A) of
Rule 9.
d. It is reiterated that while opening accounts based on Aadhaar also, banks must
satisfy themselves about the correct address of the customer by obtaining required
proof of the same as per extant instructions.
12.4
a)

OPERATION OF BANK ACCOUNTS & MONEY MULES
It has been brought to our notice that “Money Mules” can be used to launder the
proceeds of fraud schemes (e.g., phishing and identity theft) by criminals who gain
illegal access to deposit accounts by recruiting third parties to act as “money
mules.” In some cases these third parties may be innocent while in others they may
be having complicity with the criminals.

b) In a money mule transaction, an individual with a bank account is recruited to
receive cheque deposits or wire transfers and then transfer these funds to accounts
held on behalf of another person or to other individuals, minus a certain commission
payment. Money mules may be recruited by a variety of methods, including spam
e-mails, advertisements on genuine recruitment web sites, social networking sites,
instant messaging and advertisements in newspapers. When caught, these money
mules often have their bank accounts suspended, causing inconvenience and
potential financial loss, apart from facing likely legal action for being part of a
fraud. Many a times the address and contact details of such mules are found to be
fake or not up to date, making it difficult for enforcement agencies to locate the
account holder.
c)

The operations of such mule accounts can be minimised if banks follow the
guidelines on opening of accounts and monitoring of transactions contained in this
Master Circular. Banks are, therefore, advised to strictly adhere to the guidelines
on KYC/AML/CFT issued from time to time and to those relating to periodical
updation of customer identification data after the account is opened and also to
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monitoring of transactions in order to protect themselves and their customers from
misuse by such fraudsters.
12.5
a)

MONITORING OF TRANSACTIONS
Ongoing monitoring is an essential element of effective KYC procedures. Banks
can effectively control and reduce their risk only if they have an understanding of
the normal and reasonable activity of the customer so that they have the means of
identifying transactions that fall outside the regular pattern of activity. However,
the extent of monitoring will depend on the risk sensitivity of the account. Banks
should pay special attention to all complex, unusually large transactions and all
unusual patterns which have no apparent economic or visible lawful purpose. Banks
may prescribe threshold limits for a particular category of accounts and pay
particular attention to the transactions which exceed these limits. Transactions that
involve large amounts of cash inconsistent with the normal and expected activity
of the customer should particularly attract the attention of the bank. Very high
account turnover inconsistent with the size of the balance maintained may indicate
that funds are being 'washed' through the account. High-risk accounts have to be
subjected to intensified monitoring. Every bank should set key indicators for such
accounts, taking note of the background of the customer, such as the country of
origin, sources of funds, the type of transactions involved and other risk factors.
High risk associated with accounts of bullion dealers (including sub-dealers) &
jewelers should be taken into account by banks to identify suspicious transactions
for filing Suspicious Transaction Reports (STRs) to Financial Intelligence UnitIndia (FIU-IND) Banks should put in place a system of periodical review of risk
categorization of accounts and the need for applying enhanced due diligence
measures. Such review of risk categorisation of customers should be carried out at
a periodicity of not less than once in six months.

b) It has come to notice that accounts of Multi-level Marketing (MLM) Companies
were misused for defrauding public by luring them into depositing their money with
the MLM company by promising a high return. Such depositors are assured of high
returns and issued post-dated cheques for interest and repayment of principal. So
long as money keeps coming into the MLM company’s account from new
depositors, the cheques are honoured but once the chain breaks, all such post-dated
instruments are dishonoured. This results in fraud on the public and is a reputational
risk for banks concerned. Further, banks should closely monitor the transactions in
accounts of marketing firms. In cases where a large number of cheque books are
sought by the company, there are multiple small deposits (generally in cash) across
the country in one bank account and where a large number of cheques are issued
bearing similar amounts/dates, the bank should carefully analyse such data and in
case they find such unusual operations in accounts, the matter should be
immediately reported to Reserve Bank and other appropriate authorities such as
Financial Intelligence Unit India (FIU-Ind) under Department of Revenue, Ministry
of Finance.
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c)

Banks should exercise ongoing due diligence with respect to the business
relationship with every client and closely examine the transactions in order to
ensure that they are consistent with their knowledge of the client, his business and
risk profile and where necessary, the source of funds [Ref: Government of India
Notification dated June 16, 2010 -Rule 9, sub-rule (1B)]

d) The risk categorization of customers as also compilation and periodic updation of
customer profiles and monitoring and closure of alerts in accounts by banks are
extremely important for effective implementation of KYC/AML/CFT measures. It
is, however, observed that there are laxities in effective implementation of the
Reserve Bank’s guidelines in this area, leaving banks vulnerable to operational risk.
Banks should, therefore, ensure compliance with the regulatory guidelines on
KYC/AML/CFT both in letter and spirit. Accordingly, banks are advised to
complete the process of risk categorization and compiling/updating profiles of all
of their existing customers in a time-bound manner, and in any case not later than
end-March 2013.
12.6

LET US SUM-UP

KYC or “Know your Customer” is a term used for customer identification which
involves making reasonable efforts to determine true identity and beneficial ownership
of accounts, source of funds, the nature of customer’s business etc., in turn, helping the
banks to manage their risks cautiously. The framework of KYC norms mainly
incorporates the following four key elements: Customer Acceptance Policy; Customer
Identification Procedures; Monitoring of Transactions; and Risk management.
12.7

KEY WORDS

PMLA-Prevention of Money Laundering Act.
FATF-Financial Action Task Force
CFT- Combating of Financing Terrorism
AML-Anti Money Laundering
FIU-IND-Financial Intelligence Unit-India
STR-Suspicious Transaction Report
CTR-Cash Transaction Report
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REVIEW QUESTIONS
Explain the back drop of PMLA-2002 and it’s objectives.
Define Money Laundering. Explain how it is done?
Elucidate the key elements of KYC Policy.
How risk categorisation has been done under Risk Management?Explain with
examples.
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5. Write short notes on:
a) Money Mule
b) FIU-IND
c) High Networth Individual(HINI)
d) OVD
e) Legal Risk
12.9



FURTHER READINGS
www.rbi.org.in
Publications of IIBF
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13.0

LEARNING OBJECTIVES

After studying the unit, you shall be able to :
 Understand the definition and meaning of NPA
 Explain Classification of NPA
 Discuss Provisioning Norms in NPA
 Understand purchase/sale and write off of NPA
13.1

INTRODUCTION

To cope with the international practices and as per the recommendations made by
Narasimham Committee on the Financial System, the Reserve Bank of India
has introduced, in a phased manner, prudential norms for income recognition, asset
classification and provisioning norms for the advances portfolio of the banks so as to
move towards greater consistency and transparency in the published accounts.
The policy of income recognition should be objective and based on record of
recovery rather than on any subjective considerations. Likewise, the classification of
assets in the books of banks has to be done on the basis of objective criteria to ensure a
uniform and consistent application of the norms. The provisioning should also be made
on the basis of the classification of assets based on the period for which the asset
has remained nonperforming and the availability of security and the realisable value
thereof.
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13.2

DEFINITIONS

Non-Performing Assets (NPA)
“An asset, including a leased asset, becomes a NPA, when it ceases to generate income
for the bank.”
A non-performing asset (NPA) is a loan or an advance :
a) where, interest and/ or instalment of principal remain overdue for a period of
more than 90 days in respect of a term loan
b) the account remains ‘out of order’ in case of an Overdraft/Cash Credit (OD/CC),
c) the bills remain overdue for a period of more than 90 days in case of
bills purchased and discounted.
d) the instalment of principal or interest thereon remains overdue for two crop
seasons for short duration crops,
e) the instalment of principal or interest thereon remains overdue for one crop
season for long duration crops,
f) the amount of liquidity facility remains outstanding for more than 90 days, in
respect of a securitisation transaction undertaken in terms of guidelines on
securitisation dated February 1, 2006.
g) in respect of derivative transactions, the overdue receivables representing
positive mark-to-market value of a derivative contract, if these remain unpaid
for a period of 90 days from the specified due date for payment.
Banks should, classify an account as NPA only if the interest due and charged during
any quarter is not serviced fully within 90 days from the end of the quarter.
‘Out of Order’ status
An account should be treated as 'out of order' if the outstanding balance remains
continuously in excess of the sanctioned limit/drawing power. In cases where the
outstanding balance in the principal operating account is less than the sanctioned
limit/drawing power, but there are no credits continuously for 90 days as on the date of
Balance Sheet or credits are not enough to cover the interest debited during the same
period, these accounts should be treated as 'out of order'.
‘Overdue’
Any amount due to the bank under any credit facility is ‘overdue’ if it is not paid on the
due date fixed by the bank.
13.3

INCOME RECOGNITION

13.3.1 Income Recognition Policy
13.3.1.1 The policy of income recognition has to be objective and based on the record
of recovery. Internationally income from nonperforming assets (NPA) is not recognised
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on accrual basis but is booked as income only when it is actually received. Therefore,
the banks should not charge and take to income, interest on any NPA.
13.3.1.2 However, interest on advances against term deposits, NSCs, IVPs, KVPs and
Life policies may be taken to income account on the due date, provided adequate margin
is available in the accounts.
13.3.1.3 Fees and commissions earned by the banks as a result of renegotiations or
rescheduling of outstanding debts should be recognised on an accrual basis over the
period of time covered by the renegotiated or rescheduled extension of credit.
13.3.1.4 If Government guaranteed advances become NPA, the interest on such
advances should not be taken to income account unless the interest has been realised.
13.3.2 Reversal of income
13.3.2.1 If any advance, including bills purchased and discounted, becomes NPA as at
the close of any year, the entire interest accrued and credited to income account in the
past periods, should be reversed or provided for if the same is not realised. This will
apply to Government guaranteed accounts also.
13.3.2.2 In respect of NPAs, fees, commission and similar income that have accrued
should cease to accrue in the current period and should be reversed or provided for with
respect to past periods, if uncollected.
13.3.3 Appropriation of recovery in NPAs
13.3.3.1 Interest realised on NPAs may be taken to income account provided the
credits in the accounts towards interest are not out of fresh/ additional credit facilities
sanctioned to the borrower concerned.
13.3.3.2 In the absence of a clear agreement between the bank and the borrower for the
purpose of appropriation of recoveries in NPAs (i.e. towards principal or interest due),
banks should adopt an accounting principle and exercise the right of appropriation of
recoveries in a uniform and consistent manner.
13.3.4 Interest Application
There is no objection to the banks using their own discretion in debiting interest to an
NPA account and taking the same to Interest Suspense Account or for record purpose
only but must be taken to profits of gross and net NPAs by gross and net advances,
computed as above, respectively.
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13.4

ASSET CLASSIFICATION

13.4.1 Categories of NPAs
Banks are required to classify NPA further into the following three categories of assets
depending on the period for which the asset has remained non-performing:. Substandard, Doubtful and Loss.
13.4.1.1 Substandard Assets
From 31st March 2005, a substandard asset is one, which has remained NPA for a
period less than or equal to 12 months. In such cases, the current net worth of the
borrower/ guarantor or the current market value of the security charged is not enough
to ensure recovery of the dues to the banks in full, if deficiencies are not corrected.
13.4.1.2. Doubtful Assets
With effect from March 31, 2005, an asset is considered doubtful if it has remained in
the substandard category for a period of 12 months. A loan classified as doubtful has all
the weaknesses of substandard, with the added characteristic that the weaknesses make
liquidation in full difficult
13.4.1.3 Loss Assets
A loss asset is one where loss has been identified by the bank or internal or external
auditors or the RBI inspection but the amount has not been written off wholly. Here,
nothing is left to recover baring may be, some salvage value.
13.5

GUIDELINES FOR CLASSIFICATION OF ASSETS

13.5.1 Broadly speaking, classification of assets into above categories should be done
taking into account the degree of well-defined credit weaknesses and the extent of
dependence on collateral security for realisation of dues. It should be done strictly on
the basis of record of recovery.
13.5.2 Accounts with temporary deficiencies:
The classification of an asset as NPA should be based on the record of recovery.
Bank should not classify an advance account as NPA merely due to the existence of
some deficiencies which are temporary in nature such as non-availability of adequate
drawing power based on the latest available stock statement, balance outstanding
exceeding the limit temporarily, non-submission of stock statements and non-renewal
of the limits on the due date, etc. In the matter of classification of accounts with such
deficiencies banks may follow the following guidelines:
A working capital borrowal account will become NPA if such irregular drawings are
permitted in the account for a continuous period of 90 days even though the unit may
be working or the borrower's financial position is satisfactory. Hence, an account where
38

the regular/ ad hoc credit limits have not been reviewed/ renewed within 180 days from
the due date/ date of ad hoc sanction will be treated as NPA.
13.5.3 Upgradation of loan accounts classified as NPAs
If arrears of interest and principal are paid by the borrower in the case of loan
accounts classified as NPAs, the account should no longer be treated as nonperforming
and may be classified as ‘standard’ accounts.
13.5.4 Advances under consortium arrangements
Asset classification of accounts under consortium should be based on the record of
recovery of the individual member banks and other aspects having a bearing on the
recoverability of the advances. Where the remittances by the borrower under consortium
lending arrangements are pooled with one bank and/or where the bank receiving
remittances is not parting with the share of other member banks, the account will be
treated as not serviced in the books of the other member banks and therefore, be treated
as NPA. The banks participating in the consortium should, therefore, arrange to get their
share of recovery transferred from the lead bank or get an express consent from the lead
bank for the transfer of their share of recovery, to ensure proper asset classification in
their respective books.
13.5.5 Accounts where there is erosion in the value of security/frauds committed
by borrowers
In respect of accounts where there are potential threats for recovery on account of
erosion in the value of security or non-availability of security and existence of other
factors such as frauds committed by borrowers it will not be prudent that such
accounts should go through various stages of asset classification. In cases of such
serious credit impairment the asset should be straightaway classified as doubtful or
loss asset as appropriate:
i. Erosion in the value of security can be reckoned as significant when the
realisable value of the security is less than 50 per cent of the value assessed
by the bank or accepted by RBI at the time of last inspection, as the case may be.
Such NPAs may be straightaway classified under doubtful category and
provisioning should be made as applicable to doubtful assets.
ii. If the realisable value of the security, as assessed by the bank/ approved valuers/
RBI is less than 10 per cent of the outstanding in the borrowal accounts, the
existence of security should be ignored and the asset should be straightaway
classified as loss asset. It may be either written off or fully provided for by the
bank.
13.5.6 Advances against Term Deposits, NSCs, KVP/IVP, etc
Advances against term deposits, NSCs eligible for surrender, IVPs, KVPs and life
policies need not be treated as NPAs, provided adequate margin is available in the
accounts. Advances against gold ornaments, government securities and all other
securities are not covered by this exemption.
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13.5.7 Agricultural advances
i) A loan granted for short duration crops will be treated as NPA, if the instalment of
principal or interest thereon remains overdue for two crop seasons. A loan granted
for long duration crops will be treated as NPA, if the instalment of principal or
interest thereon remains overdue for one crop season. For the purpose of these
guidelines, “long duration” crops would be crops with crop season longer than one
year and crops, which are not “long duration” crops, would be treated as “short
duration” crops. The crop season for each crop, which means the period up to
harvesting of the crops raised, would be as determined by the State Level Bankers’
Committee in each State. Depending upon the duration of crops raised by an
agriculturist, the above NPA norms would also be made applicable to agricultural
term loans availed of by him.
13.5.8 Government guaranteed advances
The credit facilities backed by guarantee of the Central Government though overdue
may be treated as NPA only when the Government repudiates its guarantee when
invoked. This exemption from classification of Government guaranteed advances as
NPA is not for the purpose of recognition of income
13.6

PROVISIONING NORMS

13.6.1 -General
The primary responsibility for making adequate provisions for any diminution in the
value of loan assets, investment or other assets is that of the bank managements and the
statutory auditors. The assessment made by the inspecting officer of the RBI is furnished
to the bank to assist the bank management and the statutory auditors in taking a decision
in regard to making adequate and necessary provisions in terms of prudential guidelines.
In conformity with the prudential norms, provisions should be made on the nonperforming assets on the basis of classification of assets into prescribed categories.
Banks should make provision against substandard assets, doubtful assets and
loss assets as below:
13.6.2 Loss assets
Loss assets should be written off. If loss assets are permitted to remain in the books for
any reason, 100 percent of the outstanding should be provided for.
13.6.3 Doubtful assets
i.
100 percent of the extent to which the advance is not covered by the
realisable value of the security to which the bank has a valid recourse and
the realisable value is estimated on a realistic basis.
ii. In regard to the secured portion, provision may be made on the following
basis, at the rates ranging from 20 percent to 100 percent of the secured
portion depending upon the period for which the asset has remained
doubtful:
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Period for which the advance has Provision
remained in ‘doubtful’ category
(%)
Up to one year

20

One to three years

30

More than three years

100

requirement

iii. Banks are permitted to phase the additional provisioning consequent upon the
reduction in the transition period from substandard to doubtful asset from 18 to 12
months over a four year period commencing from the year ending March 31, 2005, with
a minimum of 20 % each year.
Note: Valuation of Security for provisioning purposes
With a view to bringing down divergence arising out of difference in assessment of the
value of security, in cases of NPAs with balance of Rs. 5 crore and above stock audit at
annual intervals by external agencies appointed as per the guidelines approved by the
Board would be mandatory in order to enhance the reliability on stock valuation.
Collaterals such as immovable properties charged in favour of the bank should be got
valued once in three years by valuers appointed as per the guidelines approved by the
Board of Directors.
13.6.4 Substandard assets
a. A general provision of 10 percent on total outstanding should be made without
making any allowance for ECGC guarantee cover and securities available.
b. The ‘unsecured exposures’ which are identified as ‘substandard’ would attract
additional provision of 10 per cent, i.e., a total of 20 per cent on the outstanding
balance. The provisioning requirement for unsecured ‘doubtful’ assets is 100 per
cent. Unsecured exposure is defined as an exposure where the realisable value of
the security, as assessed by the bank/approved valuers/Reserve Bank’s inspecting
officers, is not more than 10 percent, ab-initio, of the outstanding exposure.
‘Exposure’ shall include all funded and non-funded exposures (including
underwriting and similar commitments). ‘Security’ will mean tangible
security properly discharged to the bank and will not include intangible
securities like guarantees (including State government guarantees), comfort letters
etc.
c. In order to enhance transparency and ensure correct reflection of the unsecured
advances in Schedule 9 of the banks' balance sheet, it is advised that the following
would be applicable from the financial year 2009-10 onwards :
i. For determining the amount of unsecured advances for reflecting in schedule
9 of the published balance sheet, the rights, licenses, authorisations, etc.,
charged to the banks as collateral in respect of projects (including
infrastructure projects) financed by them, should not be reckoned as tangible
security. Hence such advances shall be reckoned as unsecured.
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ii.

Banks should also disclose the total amount of advances for which intangible
securities such as charge over the rights, licenses, authority, etc. has been
taken as also the estimated value of such intangible collateral. The disclosure
may be made under a separate head in "Notes to Accounts". This would
differentiate such loans from other entirely unsecured loans.

13.6.5 Standard assets
(i) As a countercyclical measure, the provisioning requirements for all types of
standard assets stands amended as below, w.e.f November 15, 2008.
Banks should make general provision for standard assets at the following
rates for the funded outstanding on global loan portfolio basis:
 direct advances to agricultural and SME sectors at 0.25 per cent;
 all other loans and advances at 0.40 per cent
Advance covered by CGTMSE guarantee
In case the advance covered by guarantee by CGTMSE, becomes NPA, no provision
need be made towards the guaranteed portion. The amount outstanding in excess of the
guaranteed portion should be provided for as per the extant guidelines on provisioning
for nonperforming advances.
13.7

GUIDELINES ON PURCHASE/ SALE OF NON - PERFORMING
FINANCIAL ASSETS

In order to increase the options available to banks for resolving their non performing
assets and to develop a healthy secondary market for nonperforming assets, where
securitisation companies and reconstruction companies are not involved, guidelines
have been issued to banks on purchase / sale of Non-Performing Assets. Since the
sale/purchase of nonperforming financial assets under this option would be conducted
within the financial system the whole process of resolving the non performing assets and
matters related thereto has to be initiated with due diligence and care warranting the
existence of a set of clear guidelines which shall be complied with by all entities so that
the process of resolving nonperforming assets by sale and purchase of
NPAs proceeds on smooth and sound lines. Accordingly guidelines on sale/purchase of
nonperforming assets have been formulated and furnished below. The
guidelines may be placed before the bank's /FI's /NBFC's Board and appropriate
steps may be taken for their implementation.
13.8

WRITING OFF OF NPAs

13.8.1 In terms of Section 43(D) of the Income Tax Act 1961, income by way of interest
in relation to such categories of bad and doubtful debts as may be prescribed having
regard to the guidelines issued by the RBI in relation to such debts, shall be chargeable
to tax in the previous year in which it is credited to the bank’s profit and loss account
or received, whichever is earlier.
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13.8.2 This stipulation is not applicable to provisioning required to be made as indicated
above. In other words, amounts set aside for making provision for NPAs as above are
not eligible for tax deductions.
13.8.3 Therefore, the banks should either make full provision as per the guidelines or
write-off such advances and claim such tax benefits as are applicable, by evolving
appropriate methodology in consultation with their auditors / tax consultants.
Recoveries made in such accounts should be offered for tax purposes as per the rules.
13.8.4 Write-off at Head Office Level
Banks may write-off advances at Head Office level, even though the relative
advances are still outstanding in the branch books. However, it is necessary that
provision is made as per the classification accorded to the respective accounts. In other
words, if an advance is a loss asset, 100 percent provision will have to be made therefor.
13.9

LET US SUM-UP

An asset becomes nonperforming, when it ceases to generate income for the bank. The
policy of income recognition is based on record of recovery and an objective
assessment.
NPAs are classified in to three categories based on age of remaining as NPA, erosion
of value of the securities and recover in the assets. They are classified as Sub-standard,
doubtful and loss assets. Provisions are to be made according to the category of the
NPAs. Eventually, the assets are either sold or written off depending on the case.
13.10 KEY WORDS






Out of order-when in C/C or O/D accounts outstanding remains over the limit over
90 days.
Loss asset-where the recovery is bleak.
Overdue-Dues not paid on the due date fixed by the bank.
Provisioning-Keep aside a portion of income to meet the known exigency.
Reversal of Income-Derecognition of income, when an account becomes NPA.

13.11 REVIEW QUESTIONS
1.
2.
3.
4.

When a loan becomes NPA?
Explain the classification of NPA and their basis.
Give the details of Provisioning Norms in NPAs.
Explain the following terms:
a. Standard Asset
b. Income Recognition
c. Govt. guaranteed account
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d. Write off
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