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1.0

LEARNING OBJECTIVES

After studying this unit, you should be able to explain:
● Functioning of Reserve Bank of India as bankers to banks and lender of last
resort;
● Role of Reserve Bank as controller of credit, manager and custodian of foreign
exchange reserves;
● Role of Reserve Bank in promoting rural development and
● Banking Regulation Act
1.1

INTRODUCTION

Establishment of RBI - In 1926 the Royal Commission on Indian Currency and Finance
(popularly known as Hilton Young Commission), suggested the establishment of a
central bank, to be called the 'Reserve Bank of India', by charter. The Reserve Bank of
India Bill introduced in the Indian Legislative Assembly in January 1927 could not be
passed due to certain differences regarding the proposed Bank's ownership and
constitution and composition of its Board of Directors. In 1933, the White Paper on the
Indian Constitutional Reforms proposed the establishment of the Reserve Bank of India
as a requirement for transferring the responsibility from British to Indian hands. The
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Indian Central Banking Enquiry Committee (1931) also recommended the
establishment of the Reserve Bank of India. Accordingly, a Bill was introduced in the
Indian Legislative Assembly in September 1933 and ultimately became an act known
as Reserve Bank: of India Act in 1934. The Reserve Bank commenced its operations on
April 1, 1935.
Nationalization of Reserve Bank of India - Initially Reserve Bank was constituted as a
shareholders Bank with a share capital of Rs.5 crores which was owned by private
shareholders except to the extent of Rs.2,20,000/- which were allotted to the Central
Government. However, keeping in view the national sentiments and the policies of the
Government the entire share capital of the Bank was transferred to the Central
Government in terms of Reserve Bank of India (Transfer to Public Ownership) Act
1948. The private shareholders were given the compensation at the rate of Rs.118.60
per share of Rs.100/-.
RBI Act 1934 was amended to incorporate Section 54 to make it mandatory for the
Reserve Bank to maintain expert staff to study various aspects of rural credit and
development and to tender expert guidance and assistance to various agencies involved
in agriculture and rural development. RBI had created a Department specifically for
agricultural credit and to give guidance to the State Govts. and cooperative credit
structure. Similarly, it established Agricultural Refinance Corporation which was later
renamed as Agricultural Refinance and Development Corporation (ARDC) with a view
to supporting investment credit needs for agriculture.
Committee to Review Arrangements for Institutional Credit for Agriculture and
Rural Development (CRAFICARD)
At the instance of Government of India RBI appointed a Committee to Review
Arrangements for Institutional Credit for Agriculture and Rural Development under the
Chairmanship of Shri D Shivraman (CRAFICARD). This Committee observed that the
specialized departments and the Said Corporations were unable to ensure availability of
adequate credit and development needs of agriculture and rural development. The
cooperatives and other credit agencies were deficient to meet massive credit
requirements for integrated rural development and in institution building, training,
research, coordination with the State Govt. etc. It felt that RBI may not be able to handle
the changed situation in the context of a multi agency approach to solve the complexities
of integrated agricultural and rural credit development.
CRAFICARD observed and recommended that there was ● Need for decentralization of RBI functions in the context of expansion and
diversification of the development role
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● Need for creation of a new institution at the apex level to provide: undivided
attention, forceful direction, pointed focus to the problems arising out of
integrated approach to rural development.
● It conceived an organization named 'National Bank for Agriculture and Rural
Development (NABARD) as an exercise in decentralization at national level.
● NABARD was to take responsibility from RBI for overseeing the entire rural
credit system including rural artisans and village industries.
● Statutory inspections of cooperative institutions / Regional Rural Banks (RRBs)
to be vested with NABARD
● CRAFICARD emphasized the need to integrate short-term, medium term and
long-term agriculture credit structure and recommended the establishment of
NABARD.
● ARDC to merge with the National Bank that will have organic links with RBI
1.2

SALIENT FEATURES OF RESERVE BANK OF INDIA ACT, 1934

Main functions of the Reserve Bank - As per the preamble of the RBI Act 1934 it was
established to (i) regulate the issue of bank notes (ii) maintain reserves with a view to
securing monetary stability and (iii) operate the currency and credit system of the
country to its advantage. From this the main functions of the RBI can be classified as
under:
a)
b)
c)
d)
e)
f)

Bank of Issue of currency
Banker, agent and adviser to the Government
Banker to the banks and lender in the last resort
Controller of credit
Foreign Exchange Reserve Manager and Custodian
Development of rural credit

1.2.1 Bank of Issue of Currency
Reserve Bank of India was also constituted for the purpose of taking over the
management of currency from the Central Government (Section 3(1)) The regulation
and issue of bank notes and keeping the reserves so as to maintain monetary stability is
the responsibility of the RBI. Currency in India consists of
(i)
(ii)
(iii)

Bank Notes issued by RBI in the denominations of Rs.2, Rs.5, Rs.10, Rs.20,
Rs.50, Rs.100,Rs.500 and Rs.2000
one rupee coins and
small coins both issued by Government of India through RBI. In addition to
one rupee coins, the Government of India also issues coins of Rs.2 and above
through RBI. Bank is authorized among other things, to make and issue bank
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notes. The making of notes is done both by the Central Government as well
as by the Bank. The bank notes are printed by the Government of India and
Reserve Bank of India printing presses. (Sec.17 (15))
Sole right to issue Bank notes - Reserve Bank has the sole authority to issue Bank
notes in the country. This right is conferred on the Bank in terms of Sec.22 (1) of the
RBI Act. However, the authority to issue Rupee one notes, Rupee coins and small coins
are not vested in the Bank and rests with the Government of India. However, the
Government cannot directly put these notes and coins into circulation and this function
is performed by the Bank. The Government of India is debarred from putting into
circulation any rupees except through the Bank (Sec.38). There is also a corresponding
obligation on the Bank not to dispose of these Rupee coins otherwise than for the
purposes of circulation. RBI has to issue Rupee coins on demand in exchange for bank
notes and currency notes of the Government of India and it is the responsibility of the
Government to supply such coins to the Bank on demand. If the Government fails to
supply such coins, the Bank is released from the obligation (Sec.39).
The denomination of Bank notes - The denomination of the Bank notes can be in the
value of Rs.2, Rs.5, Rs. l01, Rs.20, Rs.50, Rs.100, Rs.500, Rs.2000. The Bank notes of
any other denomination not exceeding Rs.10000/- can be issued on the
recommendations of the Board of the Reserve Bank and approval by the Government
of India. The issue / continuance of bank notes of any denomination can be suspended
if specified by Govt. of India on the recommendations of the Board of the RBI (Sec.24).
Design, form and material of Bank notes - The design, form and material of Bank notes
are to be approved by the Government of India on the basis of recommendations of the
Board of the Reserve Bank of India. Legal tender character of Bank notes - The Central
Govt. may deprive currency notes of any denomination of the legal tender character or
direct the non-issue of any denomination on recommendation of the Board of the RBI.
High denomination notes have been demonetized by the Government on two occasions.
On January 12, 1946, with the object of checking unaccounted money and tax evasion,
the Govt. demonetized notes of rupees five hundred, one thousand and ten thousand.
The Bank reintroduced from April 1, 1954 notes of the denominational value of rupees
one thousand and ten thousand; five thousand rupee notes were also introduced from
that date. Subsequently, high denomination notes (i.e. rupees one thousand, five
thousand and ten thousand) were demonetized for the second time on January 1"6,1978,
on the ground that the availability of these notes facilitated the illicit transfer of money
for financing transactions which were harmful to the national economy or for illegal
purposes. Notes in the denomination of Rs.1000 were, however, reintroduced in
October, 2000 (Sec.26). Responsibility of the Bank to maintain the quality of the Bank
notes in circulation - The quality of note issue is to be maintained by the Bank. It will
not reissue currency notes which are tom, defaced, or excessively soiled. The value of
any lost, stolen, imperfect or mutilated notes of the Govt. of India or the Reserve Bank
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cannot be claimed by any person as of right. However, with a view to mitigating
hardship to the public, in genuine cases, the Bank, as a matter of grace, arranges to make
refund of the value of such notes in accordance with the Reserve Bank of India (Note
Refund) Rules which have been framed for this purpose (Sec.27, 28 and 58(2)(q)).
Backing for Bank notes in circulation - The Bank is required to keep eligible assets
in the form of Gold coins, Gold bullion, Foreign securities, Rupee coins, Rupee
securities and certain eligible bills of amount equivalent to the Bank notes in circulation
as the backing. However, the total of gold and foreign securities should not be less than
Rs.200 crores of which gold should be of at least Rs.115 crores. The balance of the
assets may be in the form of Rupee coin (Rupee coin include Rupee coin notes and coins
of Rs.2 and above denominations). Govt. of India rupee securities and eligible bills of
exchange. The gold coin and bullion held as asset, not less than seventeen twentieth
shall be held in India and all gold coin and bullion as asset have to be held in custody
of the RBI or its agencies (Sec. 33)
Self Assessment Questions
1) Can RBI discontinue the issue of Bank notes of any denomination of its own?
…………………………………………………………………………………………
…………………………………………………………………………………………
…………………………………………………………………………………………
…………………………………………………………………………………………
………………………………………………………………………………………....
2) Can RBI issue Bank notes of Rs.2500/- denomination?
…………………………………………………………………………………………
…………………………………………………………………………………………
…………………………………………………………………………………………
…………………………………………………………………………………………
…………………………………………………………………….…………………...
3) Can a person claim the value of a Bank note burnt in the fire from the Reserve Bank
as a matter of right?
…………………………………………………………………………………………
…………………………………………………………………………………………
…………………………………………………………………………………………
…………………………………………………………………………………………
1.2.2 Banker, Agent and Adviser to the Government
The Reserve Bank is the bankers to the Central Government and also to the State
Governments. It provides various banking services to them such as accepting money on
their behalf allowing payment, withdrawal and collection of transfer of funds in their
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accounts. Wherever RBI does not have their offices it performs the banking services to
these governments through its agents which are the commercial banks. Reserve Bank
also functions as an agent and merchant banker to these governments and also renders
advice to them on various matters. The Bank has the obligation to transact the banking
business of the Central Govt. which in turn is under obligation to entrust such business
to the Reserve Bank. The Bank, therefore, accepts money on behalf of Central Govt.,
makes payments from its accounts, carries out the exchange, remittance and other
banking transactions including the management of public debt. The Central Govt. is
obliged to deposit free of interest all its balances with the Reserve Bank. However, the
other State Govts. get these functions conducted for them by the Reserve Bank through
mutual agreement. At present except J and K all other Governments have given their
banking transactions to the Reserve Bank.
Banker to the Central and State Governments - As per Article 283( 1) and (2) of the
Indian Constitution, the Central Govt. and any State Govt. may make rules for the
receipt, custody and disbursement of all the amounts accruing to or held in its
consolidated or contingency funds or in its public account. The RBI has the powers for
transacting Govt. business and providing banking facilities to the Central and State
Govts. Reserve Bank accepts money on deposit without interest from and collects
money for the Central and State Govts (Sec.17(1)). Central Govt. ha>;to entrust Reserve
Bank with all its money, remittance, exchange and banking transactions in India and
management of its public debt and also deposit all its cash balances free of interest to
the Reserve Bank (Secs. 20 and 21).
As far as State Govts. the Reserve Bank may take over similar functions on their behalf
by agreement with any State Govt. (Sec.21A) Accordingly, the RBI is common banker
to the Central and State Govt. in the Indian federation with the exception of Jammu and
Kashmir. Reserve Bank as banker to various Govt. has well defined obligations and
provides several services. The bank also undertakes to float loans and manage the loans
on behalf of the Govts. on agreed terms. RBI can make advances to Central and State
Govts. repayable within three months (Sec.17(5)). The facility for grant of Ways and
Means Advances is provided by RBI to the Govts. to meet the temporary mismatches
in their income. RBI also arranges for investments of surplus cash balances of the Govts.
The RBI also acts as Adviser to the Govt. whenever called upon to do so.
Appointment of Agents - As the RBI does not have its offices throughout the country
it creates a network of branches of its agency banks i.e. Public Sector Banks besides
NABARD for conducting such banking business of the Govts (Sec. 45).
Ways and Means Advances (WMA) - WMA are temporary advances made to the
govt. to bridge the temporary mismatches between expenditure and the flow of receipts.
These advances are meant to provide for marginal and unanticipated but purely
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temporary difficulties on account of a shortfall in revenue or other receipts for meeting
the liabilities of the Govt. There are no statutory provisions as regards either the
maximum amount of the advance or the rate of interest to be charged. These matters
are, therefore, regulated by the respective agreements or arrangements which the Bank
has made with the Central and State Govts. (Sec. 17(5)).
1.2.3 Banker to the Bank and Lender in the Last Resort
One of the functions of RBI is to act as the banker to scheduled commercial banks, State
Coop. Banks and other financial institutions like IMF as well as to the Central and State
Govts. This function involves monetary transactions i.e. receipt of money and payment
of money.
Scheduled and non-scheduled banks - All the banks whether commercial, cooperative
or other can be classified into two categories - Scheduled and Unscheduled. Scheduled
banks are those which are included in the second schedule of the RBI Act, 1934 after
satisfying Reserve Bank that the real or exchangeable value of their paid up capital and
reserves at any time is not less than Rs.5 lakhs and the affairs of the bank are not
conducted in a manner detrimental to the interest of the depositors. The real or
exchangeable value of the paid up capital and reserves is the difference between the
realizable value of the assets and the outside liabilities of the bank. (Sec.42 (6) (a))
Opening of Account and maintenance of cash reserves - One of the most commonly
used instruments of monetary control by central banks is the requirement of reserves.
In India scheduled banks are required to maintain a certain percentage of their demand
and time liabilities as cash balances with RBI. For this purpose scheduled banks
maintain a current account with the RBI. Reserve Bank can maintain the current account
of scheduled banks (Sec.17(l)). RBI does not pay any interest on the cash balances
maintained by banks with it. RBI can issue and purchase drafts, telegraphic transfers
from banks and thus makes remittance facilities available to them (Sec.17(6)). The RBI
also makes loans, grant advances and discounts bills of scheduled banks, state coop.
banks, etc. in the form of short, medium and long term loans. The conditions governing
the loans and advances and the nature of security to be taken, documents to be executed
and the limits up to which they can be granted are fixed by the RBI. Since banks can
always expect the RBI to come to their help in times of banking crisis the RBI becomes
not only functions as banker's bank but also the lender of the last resort (Sec.17 and 18)
1.2.4 Controller of Credit
Availability of credit by varying cash reserve ratio - By varying the percentage of
the cash to be maintained by the scheduled bank with the RBI, it can control the capacity

7

of such banks to create credit and thus controlling the money supply in accordance with
its monetary objectives.
Flow of Credit through Statutory Liquidity Ratio - Though not prescribed under RBI
Act, 1934, the Sec. 24 of the Banking Regulation Act, 1949 prescribes a minimum
percentage of Demand and Time Liabilities (DTL) of a bank to be kept in eligible assets
including Government securities. This is known as Statutory Liquidity Ratio which can
be raised up to 40% of DTL. By this way the RBI can make the credit available to the
Government sector and controls the flow of
Credit.
Influencing cost of credit through signaling interest rates - RBI is the power to
regulate the Indian money market. Money market is the market where financial
instruments of original maturity of not more than one year are being traded among the
participants of the money market. RBI regulates the entry of the participants, their
exclusion, and the conditions governing the issue and trading of various instruments.
The instruments traded in the money market are call and notice money deposits,
negotiable certificates of deposits, commercial papers, interbank term money deposits,
treasury bills, etc. For achieving its monetary objectives RBI operates and intervenes
through the money market by conducting REPOS and reverse REPOS etc. REPO is the
mechanism through which RBI injects liquidity into the market by purchasing the
eligible Govt. securities from the participant banks for short periods and sells them back
after the expiry of the period. Reverse REPO is the mechanism by which the RBI sucks
the liquidity from the market by selling the eligible securities from the participant banks
and repurchasing them after the expiry of the short periods. The rates at which the RBI
lends the money through REPO and takes back the money through reverse REPO are
called REPO rate and reverse REPO respectively. To influence the interest rates reserve
bank sends the signals to the market through REPO rate and reverse REPO rate. It also
has the statutory obligation to make public from time to time the standard rate at which
it is expected to buy and rediscount bills of exchange and other commercial paper
eligible for the purpose i.e. Bank Rate. The Bank Rate is also an indicative rate and
works as a signal to the market about RBI interest rate objectives (Sec.49)
1.2.5 Foreign Exchange Reserves Manager and Custodian
● The Reserve Bank has the responsibility to maintain the official rate of exchange.
Since India became a member of the International Monetary Fund (IMF), RBI has
the responsibility of maintaining fixed exchange rates with all other member
countries of IMF. Besides maintaining the rate of exchange of the rupee, the RBI
has to act as the custodian of India's reserve of international currencies. Further, the
RBI has the responsibility of administering the exchange controls of the country
(Sec.40)
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● Authorized Dealers (ADs) the RBI does not deal in foreign exchange directly with
the public. The day to day business of buying and selling foreign exchange is
handled by the commercial banks. RBI has licensed certain scheduled commercial
co-op. banks dealing foreign exchange and these are known as ADs in foreign
exchange. The public have to conduct all their foreign exchange transactions
through the ADs.
1.2.6 Rural Credit and Development Reserve Bank of India
● RBI plays an important role in the development of the rural and agricultural
economy. For this purpose special provision has been made in the RBI Act, 1934
which requires RBI to maintain expert staff to study various aspects of rural credit
and development and in particular it may tender expert guidance and assistance to
the National Bank for Agriculture and Rural Development (NABARD). It may also
conduct special studies in such areas as it considers necessary for promoting
integrated rural development (Section 54).
● It also has special provisions for providing loans and advances / refinance for
various agricultural and tiny and cottage rural industries. Such loans / refinance are
provided both to commercial banks as well as to cooperative banks. It is provided
through NABARD or directly (Sec. 17).
1.3

BANKING REGULATION ACT 1949

The Banking Regulation Act, 1949 is a legislation in India that regulates all banking
firms in India. Passed as the Banking Companies Act 1949, it came into force from 16
March 1949 and changed to Banking Regulation Act 1949 from 1 March 1966. It is
applicable in Jammu and Kashmir from 1956. Initially, the law was applicable only to
banking companies. But, 1965 it was amended to make it applicable to cooperative
banks and to introduce other changes
Business allowed for a banking company (Section 6)
 Lending/Borrowing of money with/ without security, issuing travelers' cheque,
buying & selling foreign exchange notes, deposits vaults, collecting & transmitting
of money & securities, buying bonds and other securities on the behalf of
customers.
 Transacting and carrying on every kind of guarantee & indemnity business.
 Selling, managing & realizing any property which comes in possession of the bank
in procedure of settlements of claims.
 Executing and undertaking of trusts
 Other works which are advancements of main purpose of the company or incidental
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A form of business that is defined by the Central Government in its issued
notification

Prohibition on trading (Section 8)
A banking company cannot get in directly or indirectly contracts in buying or selling or
exchange of goods.
Disposal of Non Banking assets (Section 9)
Banks cannot hold any property for more than 7 years for the purpose of settlements of
debts or obligations. Such time limit of 7 years can be augmented by the Reserve Bank
of India for another 5 years, if it thinks appropriate.
Reserve fund (section 17)
Every banking company must generate a reserve fund out of its earnings after tax and
interest. Such reserve amount should be at any rate 20 percent of such profits.
Exemption can be provided only if the cumulative amount of reserve fund & securities
premium is greater than the paid up capital of the company.
Cash reserve (Section 18)
At Least 3 percent of the total demand & time liabilities should be kept as cash reserve
or should be secured in current account with Reserve Bank of India. Liabilities will not
comprise monies received from Reserve Bank of India/ EXIM bank/ Development bank
or any such other bank. Such amount should be deposited/ kept on last Friday of every
2nd fortnight of every month. The return should be deposited before the twentieth day
of every month stating the particulars of the amount deposited to the Reserve Bank of
India.
Accounts & balance sheet (Section 29)
Banking companies should plan balance sheet and profit & loss accounts on the last
working day of every accounting year in the forms set out in the third schedule.
Accounts must be signed by at least three directors where the number of directors
exceeds three. If the number of directors’ fall short of three, then all directors must sign
the accounts. In case of a banking company incorporated outside the nation, accounts
must be signed by the principal officer or manager of the company in India.
Auditing of Banking Company (section 30)
 Balance sheet and Profit & Loss made compliant with section 29 must be audited
by a person qualified under law to discharge his duties as an auditor
 The banking company must obtain the approval of the Reserve Bank of India before
removing/ appointing and re - appointment of auditors.
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When the Reserve Bank of India is not satisfied with the financial statements of the
bank, it can give orders for carrying out a special audit. And the cost of such a
special audit must be put up by the banking company itself.
The liabilities, powers and scope of the auditor are the same as given in section 227
of Companies Act.

Additional disclosure requirements:
 Whether the details given are correct & present fair and true view, whether
transactions done by the company comes under the purview of companies powers.
 Safety of assets
 Any other matter which needs to be disclosed
 Such report of auditor must be submitted to Reserve Bank of India in three copies
in prescribed manner. Reserve Bank of India may extend the period of three
months for furnishing of such returns, if Reserve Bank of India finds it justified to
do so.
1.4

LET SUM UP

RBI has been established i) to regulate the issue of bank notes, ii) to maintain reserves
so as to secure monetary stability and iii) to operate currency and credit system to the
country's advantage. RBI is the sole note issuing authority and is responsible for putting
good quality adequate quantities of notes and coins in circulation. The design, form,
material, denomination etc. of notes can be decided by RBI in consultation with the
Central Govt. The legal tender character of bank notes can be withdrawn by the Central
Govt. on recommendations of RBI· RBI has an obligation to conduct Central Govt's
banking business and Central Govt. has to keep its funds in deposit with RBI free of
interest State Govts. banking business may be conducted by RBI through agreements.
Scheduled banks have to maintain a minimum percentage of their DTL cash with RBI.
It is known as Cash Reserve Ratio (CRR). By varying required CRR and Statutory
Liquidity Ratio (SLR) the availability and flow of credit can be influenced.
1.5

KEYWORDS

● Banking : 'banking' means the accepting, for the purpose of lending or investment,
of deposits of money from the public, repayable on demand or otherwise, and
withdrawal by cheque, draft, order or otherwise;
● Approved securities : Approved securities' means securities in which a trustee
may invest under clause (a), clause (b), clause (bb), clause (c) or clause (d) and also
those securities authorized by Central Government under clause (f) of section 20 of
the Indian Trusts Act, 1886.
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● NABARD : National Bank for Agriculture and Rural Development is an Apex
Development Financial Institution in India. The Bank has been entrusted with
"matters concerning Policy Planning and Operations in the field of credit for
Agriculture and other Economic activities in Rural areas in India.
● Credit Control : Credit control is the system used by businesses and central banks
to make sure that credit is given only to borrowers who are likely to be able to repay
it.
● Foreign Exchange : The foreign exchange market is a global decentralized or overthe-counter market for the trading of currencies.
1.6
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1.7

MODEL QUESTIONS

Q 1)
Q 2)
Q 3)
Q 4)

Explain the role of the Reserve Bank: as sole note issuing authority?
What are Scheduled Banks ?
How does RBI control the credit?
Discuss about banking regulation act 1949.
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2.0

LEARNING OBJECTIVES

After studying this unit, you will be able to know
● The meaning & objectives of credit control
● Different methods of credit control
● Meaning & features of monetary policy and
● Limitations & suggestions regarding monetary policy.
2.1

INTRODUCTION

Credit Control means the regulation of the creation and contraction of credit in the
economy. It is an important function of the central bank of any country. The importance
of credit control has increased because of the growth of bank credit and other forms of
credit. Commercial banks increase the total amount of money in circulation in the
country through the mechanism of credit creation. In addition businessmen buy and sell
goods and services on credit basis. Because of these developments, most countries of
the world are based on credit economy rather than money economy. Fluctuations in the
volume of credit cause fluctuations in the purchasing power of money. This fact has far
reaching economic and social consequences. That is why, credit control has become an
important function of any central bank.
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For instance, the preamble of the Bank of Canada Act states that the Bank of Canada
will regulate credit in Canada. In India, the Reserve Bank of India Act, 1934 says that
the Bank is “generally to operate the currency and credit system of its country to its
advantages.” The RBI, like all other central banks, is conferred by its Act wide powers
for this purpose. These powers are derived by the bank from various provisions of both
the Banking Regulation Act, 1949 and the Reserve Bank of India Act, 1934.
2.2

NEED & OBJECTIVES OF CREDIT CONTROL

The central bank is usually given many weapons to control the volume of credit in the
country. The use of these weapons are guided by the following objectives.
(i)

Stability of Internal Price-Level: The commercial bank can create credit
because their main task is borrowing and lending. They create credit without any
increase in cash with them. This leads to an increase in the purchasing power of
many people which may lead to an increase in the prices. The central bank applies
its credit control to bring about a proper adjustment between the supply of credit
and measures required to that effect in the country concerned. This helps in
keeping the prices stable under control.

(ii)

Checking Booms and Depressions: The operation of trade cycles causes
instability in the country, so the objective of the credit control should be to reduce
the uncertainties caused by these cycles. The central bank adjusts the operation of
the trade cycles by increasing and decreasing the volume of credit.

(iii) Promotion of Economic Growth: The objective of credit Control policy in
backward and underdeveloped countries should be to promote economic growth
within the shortest possible time. Generally speaking, the economic development
in these countries is retarded on account of lack of financial resources. Hence, the
Central Banks in these countries often try to solve the problems of financial
stringency through planned expansion of bank credit.
(iv) To Regulate and Expand Banking: RBI regulates the banking system of the
economy. RBI has expanded banking to all parts of the country. Through
monetary policy, RBI issues directives to different banks for setting up rural
branches for promoting agricultural credit. Besides it, the government has also set
up cooperative banks and regional rural banks. All this has expanded banking in
all parts of country
(v)

Stabilisation of the Money Market: According to some economists the credit
control policy of the Central Bank should aim at the stabilisation of the money
market in the country. To achieve this objective, the Central Bank should
14

neutralize seasonal variations in the demand for funds. It should for example,
provide extra credit in times of emergencies. In fact, the control on credit should
be exercised by the Central Bank in such a manner as to bring about an
equilibrium in the demand and supply of money at all times.
(vi) Stability in Exchange Rates: This is also an important objective of credit control.
Credit control measures certainly influence the price level in the country. The
internal price level affects the volume of exports and imports of the county which
may bring fluctuations in the foreign exchange rates. While using any measure of
credit control, it should be ensured that there will be no violent fluctuation in the
exchange rates.
(vii) Preparation for war and other Emergencies: Sometimes the objective of the
Central bank is to prepare the country for war through expansion of credit to
enable the Government to meet its financial requirement. Modem v/ars are so
expensive that it is not possible to meet their costs without adequate expansion of
bank credit. During the second world war almost every country resorted to
expansion of credit on a large scale to meet the rising war expenditure.
Need Of Credit Control :
Controlling credit in the economy is amongst the most important functions of the
Reserve Bank of India. The basic and important needs of credit control in the economy
are● To encourage the overall growth of the "priority sector" i.e. those sectors of the
economy which is recognized by the government as "prioritized" depending
upon their economic condition or government interest. These sectors broadly
totals to around 15 in number
● To keep a check over the channelization of credit so that credit is not delivered
for undesirable purposes.
● To achieve the objective of controlling inflation as well as deflation.
● To boost the economy by facilitating the flow of adequate volume of bank credit
to different sectors.
● To develop the economy.
2.3

METHODS OF CREDIT CONTROL IN INDIA

Credit control is one of the most important functions of the Reserve Bank of India. The
Reserve Bank controls the credit in the country with the twin objectives of checking
inflation and facilitating economic development. Credit control weapons used by the
Reserve Bank may be either quantitative or qualitative.
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The Reserve Bank has been employing both types of weapons to control the credit by
virtue of powers given to it by the Reserve Bank of India Act, 1934 and the Banking
Regulation Act, 1949. The Reserve Bank of India Act confers on the Reserve Bank
powers to control credit quantitatively. These include bank rates or discount rates, open
market operations and variable reserve requirements. The Banking Regulation Act
confers on the Reserve Bank vast powers to control and regulate the entire banking
system of the country. The Reserve Bank controls credit qualitatively by virtue of these
powers. The Reserve Bank has the power to issue directions regarding the rate of
interest that they should pay on fixed and savings deposits, the rate of interest they may
charge on types of advances, the types of securities they can accept as collaterals, the
branch expansion programme of the banks and many other matters. Now we shall
discuss in detail the various methods of credit control used by the Reserve Bank.
The main difference between the general and selective credit control methods is that the
former influence the cost and overall volume of credit granted by banks. They affect
credit granted to the whole economy whereas the selective controls affect the flow of
credit to only specific sectors of the economy, wherein speculative tendency, and rising
trend of prices, due to excessive bank credit, are noticed.
2.3.1 Quantitative Methods
Quantitative methods aim at controlling the total volume of credit in the country. They
relate to the volume and cost of bank credit in general, without regard to the particular
field of enterprise or economic activity in which the credit is used or utilised. The
important quantitative or the general methods of credit control are as follows:
(A) Bank Rate or Discount Rate Policy: Bank rate Policy or the Discount Rate Policy
has been the earliest instrument of quantitative credit control. It was the bank of
England which experimented with the bank rate policy for the first time as a
technique of monetary management. Now almost every central bank has been
endowed with this instrument of credit control.
(B) Refinance Policy: Section 17 of the Reserve Bank of India Act, 1934, permits the
Reserve Bank to provide accommodation to commercial banks by way of
rediscounting of eligible bills or as advances against approved securities. But such
lending is subject to the policy formulated by the Bank in this regard; banks cannot
claim such facility as a matter of right. The Reserve Bank of India has restricted
the availability of its refinance to banks through the various methods followed by
it from time-to-time since 1960.
(C) Open Market Operations: Open market operations of a central bank consist of
purchase and sale of government and other securities in the open market with a
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view to regulate the supply of money. But in India, open market operations are used
by the Reserve Bank more to give support to the government securities than to
regulate the volume of money. It was in Germany perhaps for the first-time ‘Open
Market Operations’ were conceived as an instrument of quantitative credit control
and later adopted in other countries. The main objectives of “open market
operations” are:
(a) To eliminate the effects of exports and imports to gold under tile gold
standard.
(b) To impose a check on the export of capital.
(c) To remove the shortage of money in the money market.
(d) To make bank rate more effective.
(e) To prevent a 'run on the bank
(D) Variable Cash Reserve Ratio: The traditional instruments of quantitative credit
control, bank rate policy and open market operations, suffer from certain inherent
defects and have been found unsuitable to serve the interests of underdeveloped
countries. Hence, an entirely new and unorthodox instrument of quantitative credit
control, in the form of variable reserve ratio came into vogue, thanks to the Federal
Reserve System of the United States. It was, however, Lord Keynes who was
responsible for popularising the use of this novel technique of ‘Monetary
Management, The Federal Reserve System became the trend setter by pressing into
service variable reserve ratio for the first time in 1933 as a weapon of quantitative
credit control.
2.3.2 Qualitative or Selective Credit Controls
The selective credit control is used to prevent speculative hoarding of commodities like
food grains so as to prevent or control inflationary pressures in these areas. Sections 21,
35 and 36 of particular the Banking Regulation Act, 1949 empower the Reserve Bank
to determine the policy in relation to advances to be followed by banking companies
generally or by any banking company in particular, if it is satisfied that it is necessary
or expedient in the public interest or in the interest of depositors. When the policy has
been so determined, all banking companies or the banking company concerned as the
case may be, shall be bound to follow the policy as so /JQ determined.
Objectives
The following are the broad objectives of selective instruments of credit:
 To divert the flow of credit from undesirable and speculative uses to more
desirable and economically more productive and urgent uses.
 To regulate a particular sector of the economy without affecting the economy as
a whole.
 To regulate the supply of consumer credit.
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To stabilise the prices of those goods very much sensitive to inflation.
To stabilise the value of securities.
To correct an unfavorable balance of payments of the country.
To bring under the control of the central bank credit created by non banking
financial intermediaries.
To exercise control upon the lending operations of the commercial banks.

Limitations of Selective Credit Controls
 The selective controls embrace the commercial banks only and hence the non
banking financial institutions are not covered by these controls.
 It is very difficult to control the ultimate use of credit by the borrowers.
 It is rather difficult to draw a line of distinction between the productive and
unproductive uses of credit.
 It is quite possible that the banks themselves through manipulation advance
loans, for unproductive purposes.
 Selective controls do not have much scope under a system of unit banking.
 Development of alternative methods of business financing has reduced the
importance of selective controls.
From the above discussion, we arrive at the conclusion that the two types of credit
control measures, quantitative as well as qualitative, are not rivals, but, on the contrary,
they supplement each other. For successful monetary management, the central bank
should combine the two methods of credit control iii appropriate proportions. In fact, a
judicious and a skilful combination of general and selective credit control measures is
the right policy to follow for the central bank of a country. It must, however, be pointed
out that the various methods, whether quantitative or qualitative, cannot ensure perfect
credit control in an economy in view of the several limitations from which they suffer,
and other complexities involved in the situation. At last we can say that the central bank
of a country acts as the leader of the money market, supervising, controlling and
regulating the activities of commercial banks and other financial institutions. It acts as
a bank of issue and is in close touch with the government, as banker, agent and advisor
to the latter
2.4

MONETARY POLICY

Meaning The Monetary and Credit Policy is the policy statement, traditionally
announced twice a year, through which the Reserve Bank of India seeks to ensure price
stability for the economy. Monetary Policy of India is formulated and executed by the
Reserve Bank of India to achieve specific objectives. It refers to that policy by which
the central bank of the country controls (i) the supply of money, and (ii) cost of money
or rate of interest, with a view to achieve particular objectives.
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In the words of D.C. Rowan. "The monetary policy is defined as a discretionary act
undertaken by the authorities designed to influence (a) the supply of money, (b) cost of
money or rate of interest, and (c) the availability of money for achieving specific
objectives." Thus, monetary policy of India refers to that policy which is concerned with
the measures taken to regulate the volume of credit created by the banks, to regulate the
expansion of money supply and money circulation in the country. Main objectives of
monetary policy are to achieve price stability, financial stability and adequate
availability of credit for growth.
Following are the Main elements of the monetary policy of India:
(i)
It regulates the stock and the growth rate of money supply.
(ii)
It regulates the entire banking system of the economy.
(iii) It regulates the level and structure of interest rates directly in the organised
sector and indirectly in the unorganised sector.
(iv)
It determines the allocation of loans among different sectors.
(v)
It provides incentives to promote savings and to raise the savings-income
ratio.
(vi)
It ensures adequate availability of credit for growth and tries to achieve price
stability
2.5

FEATURES OF MONETARY POLICY OF THE RESERVE BANK OF
INDIA

Following are the main features of the monetary policy of the Reserve Batik of India:
(i)

Active Policy: Before the advent of planning in India in 1951, monetary policy
of RBI was a passive policy. RBI did not use the measures of monetary policy to
regulate the availability of credit. For example from 1935 to 1951, the bank rate
remained stable at 3%. But since 1951, RBI has been following an active
monetary policy- It has been using all the measures of credit control.

(ii)

Controlled Money Supply: Monetary supply of RBI has been achieving
contradictory objectives of economic growth and controlling inflation. For
promoting economic growth, more money supply is needed, while to control
inflation money supply has to be curbed. If RBI feels that more credit is required
for economic growth, then it expands credit. But if RBI feels that inflation is rising
then it restricts credit. Thus, RBI controls money supply to achieve these
contradictory objectives.

(iii) Seasonal Variations: The monetary policy is characterised by the changing
behaviour of busy and slack seasons. These seasons are tied to the agricultural
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seasons. In the busy season, there is an expansion of funds on account of the
seasonal needs of financing production, and inventory building of agricultural
commodities. On the other hand, during slack season, there is less demand for
funds. Thus, during the busy season the Reserve Bank expands credit, and during
the slack season, RBI contracts credit
(iv) Flexible: Monetary policy has been changed according to change in market
conditions and requirements. If there is more requirement of funds in the market,
then RBI follows liberal monetary policy by lowering bank rate, CRR, repo rates,
interest rates, etc. For example, at present, the economy needs more funds for
economic growth, so RBI has given liberal monetary policy. On the other hand,
when inflation is very high, then RBI decreases supply of money (to check
inflation) by adopting tight monetary policy.
(v)

Investment and Saving Oriented: To encourage investment, rate of interest on
loan should be low, while to encourage saving rate of interest on deposits should
be high. The monetary policy adopted by the Reserve Bank is both investment
and saying oriented. To encourage investment, adequate funds and loans are made
available for productive purposes at reasonably low rates of interest. The Reserve
Bank has also kept the interest on deposits at a reasonably high rate to attract
savings.

(vi) Wide Range of Methods of Credit Control: The Reserve Bank has used a wide
range of instruments of credit control. It has adopted all the measures of
quantitative and qualitative credit controls to regulate credit as per the needs and
requirements of the economy
2.6

LIMITATIONS OF MONETARY POLICY OF INDIA

The following are the main limitations of the monetary policy adopted by the Reserve
Bank:(i)

Limited Scope of Monetary Policy in Economic Development: In reality the
monetary policy has been assigned only a minor role in the process of economic
development. The Reserve Bank is not given any predominant role in the process
of economic development. The Reserve Bank is just expected to see that the
process of economic development should not be hindered for want of availability
of adequate funds. The decision regarding currency to be printed is dictated by
the finance ministry to RBI. So RBI has little control over the supply of money.

(ii)

Limited Role in Controlling Prices: The monetary policy of the Reserve Bank
has played only a limited role in controlling the inflationary pressure. Prices are
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affected by many factors. Money supply is only one of them. Other factors are
beyond the control of monetary policy.
(iii) Poor Banking Habits: An important limitation of monetary policy is poor
banking habits of Indian masses. People in India prefer to make use of cash rather
than cheques. A major portion of cash generally continues to circulate in the
economy without coming to the banks in the form of deposits. This reduces the
credit creation capacity of the banks. Due to the high proportion of currency in
circulation of total money supply, banks face the problem of large withdrawals of
currency every time they create credit.
(iv) Underdeveloped Money Market: Money market is the market where
government securities, treasury bills, RBI's securities, etc. are purchased and sold.
The weak money market limits the efficient working of monetary policy. The
money market comprises two parts, the organised money market and unorganised
money market. Monetary policy works only in an organised money market. It fails
to achieve the desired results in the unorganised money market.
(v)

Existence of Black Money: The existence of black money in the economy limits
the working of the monetary policy. The black money is not recorded since the
borrowers and lenders keep their transactions secret. Government cannot regulate
the black money in accordance with the objectives of monetary policy. So the
effectiveness of monetary policy is reduced.

(vi) Conflicting Objectives: An important limitation of monetary policy arises from
its conflicting objectives. To achieve the objective of economic development the
monetary policy is to be expansionary, i.e. money supply has to be increased, but
contrary to it to achieve the objective of price stability or to curb inflation money
supply has to be contracted. The monetary policy generally tails to achieve a
proper balance between these two conflicting objectives
(vii) Lack of Coordination with Fiscal Policy: If monetary policy and fiscal policy
are not coordinated with each other, they may go against the objectives of each
other. If fiscal policy involves huge deficit financing, efforts of monetary policy
to control money supply will fail. Deficit financing here means printing of more
notes by RBI to give loans to the government. Printing of more notes leads to
increase in money supply. RBI cannot regulate deficit financing, which affects
money supply considerably.
(viii) Limitations of Monetary Instruments: An important limitation of monetary
policy is related to the inherent limitations of various instruments of credit control.
The margin requirements of loans are already so high, that the scope for further
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increase in them is limited. If CRR and SLR are fixed high, then it will badly
affect the profitability of banks as banks will be left with less surplus funds to
lend, and thus cannot lend much. Similarly if CRR and SLR are kept low then it
will increase the risk of banks; because due to less liquid funds banks may not be
able to pay back demand deposits to deposit holders. These limitations of
monetary instruments hamper the smooth working of monetary policy.
(ix) Lack of Banking Facilities: Banking facilities are not available in some rural and
remote areas of the country. So monetary policy cannot regulate credit in such
areas. In such areas indigenous banks operate which are not regulated by
monetary policy.
(x)

Persuasive-Policy: Some qualitative instruments of credit control like moral
persuasion, loans for priority sector, loans for weaker sections, etc. are only
persuasive and not compulsive in nature. The banks do not consider these
measures seriously.

(xi) Imbalance in Credit Allocation: The monetary policy ignores the interest of the
agriculture sector and small-scale industries. Agriculture does not get the required
institutional finance because of lack of sufficient security. Consequently, it has to
depend upon indigenous money lenders for its credit needs. Farmers have to pay
high rate interest to the indigenous bankers. Even in the case of the industrial
sector, a large part of funds flow to large industries. Small industries cannot get
much from banks, because of lack of security. Thus monetary policy has resulted
in imbalance in credit allocation.
(xii) Poor Implementation: Banks do not cooperate with RBI in implementing the
monetary policy, so it hinders the success of monetary policy. In short, the
monetary policy of the Reserve Bank suffers from many limitations. It requires
improvements in many directions. Successful application of monetary policy is
not merely a question of availability of instruments of credit control. It is also a
question of judgement with regard to timing and the degree of control required or
relaxation needed. However, past experience shows that Reserve Bank credit
restrictions have always fallen short of the required extent of control.
2.7

SUGGESTIONS FOR IMPROVEMENT OF MONETARY POLICY AND
RECOMMENDATIONS OF THE CHAKRAVARTY COMMITTEE

Reserve Bank of India appointed a committee to review the working of the monetary
system under the chairmanship of Shri S. Chakravarty in 1982. The committee
submitted its report in 1985. The main recommendations of the committee for smooth
functioning of monetary policy were as follows:
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2.8

(i)

Price Stability: The committee recommended that price stability should be
the main objective of monetary policy. Reserve Bank's credit to the
government should be restricted and RBI should control the amount of credit
in such a way that price stability objective can be achieved.

(ii)

Coordination of Monetary and Fiscal Policies: The committee has
suggested various ways to coordinate monetary and fiscal policies.

(iii)

Flexible Rate of Interest: The committee recommended that banks should
have greater freedom in determining their rate of interest.

(iv)

Strengthening Money Market: The committee was of the view that money
market in India should be strengthened so as to make it more efficient

(v)

Monetary Targeting: RBI should fix monetary targets for the growth of
money supply. These targets should be reviewed between the year to
accommodate changes in market conditions like credit requirements in the
economy.

(vi)

Credit Planning: The committee recommended that desired sectoral credit
allocation should be in line with plan priorities. RBI should give guidelines
for credit allocation to different sectors, viz., agriculture, industry and
service sector, etc. The credit allocation should be in line with the plan
priorities. Commercial banks should be directed to give loans according to
these guidelines.

(vii)

Proper Implementation: For achieving objectives of monetary policy, it
should be strictly implemented. Strong action should be taken against the
commercial banks which do not follow the guidelines of RBI. During the
year, RBI should review the implementation of monetary policy by 1HT
various commercial banks.

THE NEW MONETARY POLICY OF RBI

The new monetary policy has been announced to meet the growing demands of credit
with the increase in growth rate of the economy. GDP is projected to grow at the rate of
6.5% in 2009- 10. Achieving price stability, financial stability and adequate availability
of credit for growth are the key objectives of new monetary policy.
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Following are the important measures of the new monetary policy:
(i)

Reduction in Cash Reserve Ratio (CRR): RBI has reduced cash reserve ratio to
increase liquidity in the market. CRR has been reduced to maintain growth rate in
the economy. In April 2009, CRR was kept at 5 per cent.

(ii)

Bank Rate: It is considered desirable to leave the bank rate unchanged at 6
percent. The matter, however, will be kept under constant review. In monetary
policy for 2009-10, bank rate is

(iii) Repo Rate and Reverse-Repo Rates: Repo and Reverse-Repo rates are
constantly reviewed by RBI. RBI reduced 'Repo' and 'Reverse-Repo' rates for the
year 2009-10. Now repo rate has been fixed at 4.75 percent and reverse-repo rate
at 3.25 per cent. This will lead to reduction in interest rates in the economy.
(iv) Statutory Liquidity Ratio of Regional Rural Banks (RRBs): All RRBs have
been allowed to maintain their entire SLR holdings in government and other
approved securities with themselves. Earlier RRBs had to keep their SLR deposits
with their sponsor banks (parent banks).
(v)

Interest Rate Flexibility: In order to impart flexibility in interest rate structure,
following measures need to be considered as early as possible:
(a) Up to some extent banks should have freedom to fix interest rates.
(b) Introduction of a flexible interest rate system for all new deposits which will
be reviewed at six-monthly intervals. It means interest rates can be revised
after six months. But the existing term deposits will continue to get the
agreed interest rate.
(c) Banks should devise schemes to encourage the depositors for short-term
deposits rather than long-term deposits. For this, the difference in interest
rate for long-term deposits and short-term deposits should be reduced.

(vi) Transparency in the Interest Rate: In the interest of customers and to promote
fair competition, it is necessary to have a greater degree of transparency in regard
to actual interest rates for depositors as well as borrowers. In this direction, the
following measures are proposed:
(a) Banks should provide information about deposit rates for various deposits
and effective annualised return to the depositors. This information should be
made available to RBI also, so that RBI can put a consolidated and
comparative picture for all banks on its website. It will enable the depositors
to compare interest rates of different banks.
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(b) Banks should provide information to RBI about maximum and minimum
interest rates charged by them from their borrowers. RBI will put this
information in public reach, through media or through its website. It will
enable the borrowers to compare interest rates of different banks.
(c) Banks are urged to switch over to the "all cost" concept for borrowers by
clearly declaring the processing charges, service charges, etc. charged from
borrowers. It means banks should clearly give details about extra service
charges, processing charges (in addition to interest) to the prospective client
and should not keep him in dark.
(vii) Low Interest Rate on Export Credit: Interest rate on export credit is being
reduced. According to new monetary policy, interest cost to exporters will come
down. Banks will have to inform RBI of the maximum and minimum lending
rates charged from exporters. In April 2004, the Gold Card Scheme was launched
for creditworthy exporters.
(viii) Abolition of Minimum Lending Rate for Cooperative Banks: Earlier RBI used
to fix minimum lending rates for cooperative banks but now in order to provide
greater flexibility to cooperative banks in a competitive environment, it is
proposed to withdraw the stipulation of Minimum Lending Rate (MLR) for all
cooperative banks. Cooperative banks will now be free to determine their lending
rates considering their cost of funds, transaction cost, etc. with the approval of
their managing committee.
(ix) Liberalisation of Investment Norms: The banks are now permitted to invest
their deposits in long term fixed income instruments, subject to the condition that
these instruments should have an appropriate rating prescribed for the money
market instruments. Thus, banks have been given more freedom to invest their
money. The restrictions on the investment by the banks have been liberalised.
(x)

Relaxation on Borrowings from Overseas Markets by Banks: The new
monetary policy has relaxed the conditions of borrowings in overseas markets by
banks. The borrowing limit has been increased from 15 per cent to 25 per cent (of
paid up capital and free reserves). It may be mentioned here that in foreign
markets, loans are available at lower interest rates. The increased borrowing limit
would enable banks to get cheaper funds from overseas markets and help them to
have adequate resources and thus reduce the cost of funds for the banks.

(xi) Priority Sector Lending: In order to improve credit delivery mechanism for the
priority sector, the new monetary policy has introduced the following
concessions:
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(a) In order to help the farmers, credit limit against crops is being increased from
Rs 5 lakh to Rs 10 lakh. It means farmers can get loans upto Rs 10 lakh against
their crops.
(b) The small-scale industries can get loans upto Rs 15 lakh in place ofRs 5 lakh
without any collateral security.
(c) The overall loan limit for small-scale industries has been raised from Rs 50
lakh to Rs 1 crore. Domestic banks and foreign banks are required to provide
40 per cent and 32 percent respectively of the total bank credit to the priority
sector. Any shortfall of this limit by domestic banks is to be deposited into
Rural Infrastructure Development Fund with NABARD, and shortfall of
foreign banks is to be deposited with Small Industries Development Bank of
India (SIDBI).
(xii) Kisan Credit Cards (KCCs): KCC is a credit card which is issued by banks to
farmers for availing credit facility as per their requirements. The Reserve Bank
has advised all banks to issue Kisan Credit Cards to the farmers. Upto August
2008, banks have issued 7.57 crore Kisan Credit Cards.
(xiii) Micro-Credit: In the new monetary policy, banks have been advised to provide
maximum support to Self-Help Groups (SHGs). SHG refers to a group of persons
engaged in self-employment. The scheme of micro-credit through Self Help
Groups (SHGs) is progressing well.
(xiv) Lending and Borrowings from Call Money Market:
(a) Scheduled commercial banks can give loans in the call money market, on a
daily basis, but it should not exceed 25 percent of their owned funds (paid up
capital plus reserves).
(b) Borrowings by scheduled commercial banks in the call money market, on a
daily basis should not exceed 100 percent of their owned funds
(xv) Prime Lending Rate: Prime Lending Rate (PLR) is determined by RBI. It sets
broad guidelines for the banks to fix their lending rates. For the year 2009-10, the
prime lending rate of public sector banks is fixed at 11.50% to 13.50 % and for
private sector banks this rate is fixed at 12.50 % to 16.75 %. Banks decide the
lending rate on the basis of prime lending rate. In monetary policy 2009-10, it was
stated that the present Benchmark Prime Lending Rate (BPLR) would be
reviewed so that when interest rate comes down, it is not only for new borrowers
but also for existing borrowers, i.e. if interest rate falls down, its benefit will be
given to existing loans also.
(xvi) Urban Cooperative Banks: It has been decided in the new monetary policy that
a separate supervisory authority should be formed for regulating and controlling
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cooperative banks. This authority should have representatives of centre, state and
local bodies. Such a body can then be exclusively responsible for efficient
functioning of the cooperative institutions and also take responsibility for
ensuring the safety of public deposits in cooperative institutions.
(xvii) Credit to Women: Public Sector Banks are required to lend at least 5 percent of
their total bank credit to women,
(xviii) Customer Service Department: In order to improve the customer services, a
customer service department was set up in July 2006. Customers can send their
complaints with this department. This department is managed with the help of the
Banking Ombudsman. Banking Ombudsman is a regulatory body of banks to
ensure better customer service and to solve customer complaints. Now customers
can even send their complaints online.
(xix) Automated Teller Machines (ATMs): The coverage of the Automated Teller
Machines (ATM) network and the facilities provided by the banks through ATMs
are increasing. At present, there are around 28.000 ATMs across the country. All
banks were directed to allow customers to use their ATM card on Bank's own
ATM or on any other Bank's ATM free of any cost with effect from 1 April, 2009;
i.e. from 1st April 2009 onwards ATM holder of any bank can operate his ATM
card free of any extra cost at Bank's own ATM or at any other Bank's ATM.107
(xx) Core Banking Solution (CBS): The CBS enables the customers of banks to
undertake their transactions from any branch of a bank instead of being attached
to a particular branch. It will ensure better customer services by the bank. At the
end of March 2007, 45 percent of the branches of the public sector banks were
interlinked using CBS.
(xxi) Financial Inclusion: Financial inclusion means delivery of banking services at
very low cost to vast sections of disadvantaged and low income groups. For this,
banks have been urged to open 'no frills' accounts either with nil balance or with
very minimum balance. The purpose of these accounts is to provide banking
facilities to low income persons.
(xxii) Financial Education: RBI has started a special project named 'Financial
Literacy'. The objective of this project is to provide information about general
banking concepts and working to school and college going students, women, rural
and urban poor and senior citizens. For this, banks have been directed to make
available all printed materials used by retail customers in regional language.
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(xxiii) Certificate of Deposits (CDs): The CDs are issued by banks in multiple of Rs
1 lakh. The maturity of a CD is between 3 months and one year. CDs are freely
transferable and are issued at a discount on face-value. Amount of the discount is
treated as income by the person who purchases the CD. For example, a person
buys a 3 months CD of face-value of Rs 1,00,000 from a bank at a discount of Rs
5,000 for Rs 95,000. After 3 months, he will get Rs 1,00,000 from the bank for
this CD. So the person earns an income of Rs 5,000 on this CD.
(xxiv) Interest on Saving Bank Accounts: Method of computing interest rate on
saving bank accounts is to be changed with effect from 1 April, 2010. In this
system depositors will be paid interest on their saving bank accounts on a daily
product basis instead of the present system of computing interest on the lowest
balance between 10th and 30th of the month. This change will benefit saving
account holders
(xxv) Prepaid Cards: Banks are directed to issue prepaid cards. In these cards, an
individual pays money to the issuer (bank), gets a card of that denomination,
uses it to buy groceries or pay his bills and refills the card by again paying money
to the card issuer.
Other Features:
(a) Improvement in payment and settlement system.
(b) Development of government security market, money market and debt market.
(c) Reduction in non-performing assets of banks (Loans given by banks on which
interest is not received regularly are called non-performing assets).
(d) More lending to the priority sector.
(e) Electronic Funds Transfer system would be implemented for all net worked (on
- line) branches (connected through internet) of all banks all over the country.
Awareness about electronic clearing, viz., Electronic Clearing Service (ECS),
National Electronic Funds Transfer (NEFT) and Real Time Gross Settlement
(RTGS) should be spread. Besides all these, effective fiscal policy is also
required for effective implementation of monetary policy.
2.9

LET US SUM UP

Credit control is an important tool used by the Reserve Bank of India, a major weapon
of the monetary policy used to control the demand and supply of money (liquidity) in
the economy. Central Bank administers control over the credit that the commercial
banks grant. Such a method is used by RBI to bring "Economic Development with
Stability". It means that banks will not only control inflationary trends in the economy
but also boost economic growth which would ultimately lead to increase in real national
income stability. In view of its functions such as issuing notes and custodian of cash
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reserves, credit not being controlled by RBI would lead to Social and Economic
instability in the country. Credit control is a business strategy that promotes the selling
of goods or services by extending credit to customers. Most businesses try to extend
credit to customers with a good credit history so as to ensure payment of the goods or
services.
Monetary policy, the demand side of economic policy, refers to the actions undertaken
by a nation's central bank to control money supply to achieve macroeconomic goals that
promote sustainable economic growth. Monetary policy can be broadly classified as
either expansionary or contractionary. Monetary policy tools include open market
operations, direct lending to banks, bank reserve requirements, unconventional
emergency lending programs, and managing market expectations (subject to the central
bank's credibility).
2.10

KEY WORDS

● Credit Control : Credit control is a business strategy that promotes the selling of
goods or services by extending credit to customers.
● Price Stabilisation : Price stability is a goal of monetary and fiscal policy aiming
to support sustainable rates of economic activity. Policy is set to maintain a very
low rate of inflation or deflation.
● Economic Depression : In economics, a depression is a sustained, long-term
downturn in economic activity in one or more economies
● Money Market : the trade in short-term loans between banks and other financial
institutions
● Exchange Rate : the value of one currency for the purpose of conversion to
another.
● Discount Policy : Discount policy is tool taken by the central bank to control the
money circulation by raising or lowering interest rates
● CRR : Cash Reserve Ratio (CRR) is a certain minimum amount of deposit that the
commercial banks have to hold as reserves with the central bank
● Monetary Institutions : Monetary Financial Institutions, as in a definition
provided by the European Central Bank, are defined as central banks, resident credit
institutions as defined in Community Law, and other resident
● Repo Rate : Repo Rate, or repurchase rate, is the key monetary policy rate of
interest at which the central bank or the Reserve Bank of India (RBI) lends short
term money to banks, essentially to control credit availability, inflation, and the
economic growth.
2.11
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● Prasad – Banking Insurance – Vikas Publication
● Inderjit Singh, RakeshKatyal& Sanjay Arora: Insurance Principles and Practices,
Kalyani Publishers, Chennai.
● Sheldon H.P :Practice and Law of Banking.
● Bedi. H.L :Theory and Practice of Banking.
● Maheshwari. S.N. :Banking Law and Practice.
2.12

MODEL QUESTIONS

Q1:
Q2:
Q3:
Q4:

What is Credit Control ? What are the objectives of Credit Control?
Write a note on the need for Credit Control.
Discuss about various methods of Credit Control in India.
Write about the limitations of monetary policy of India
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3.0

LEARNING OBJECTIVES

3.3
3.4

3.5
3.6

After going through this unit, you will able to know:
● How does CRR works and how does it effects the economy
● The components and impact of Statutory Liquid Ratio
● The difference between CRR & SLR
● About Currency Risk Management
● External benchmarking of loan
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3.1

INTRODUCTION

In the economic literature, there seems to be near unanimity that monetary policy is a
powerful instrument for improving the macro-economic position of a country. Monetary
policy has been considered to be an important organ of economic policy. Hence, the
objectives of monetary policy by and large coincide with the objectives of the overall
economic policy. The three major objectives of economic policy in India have been
growth, social justice and price stability. Though it is widely recognised that the
objective of price stability is one that can be pursued most effectively by monetary
policy, in practice, the monetary policy has contributed significantly to the attainment
of other objectives as well. However, the successful design and implementation of
monetary policy depends upon the prevailing economic situation and structural factors
such as the proportion of currency in money supply, size of the public debt, size of the
non monetised sector in the economy etc.
Since monetary policy influences the ultimate objectives through its instruments, the
problem of identifying targets assumes relevance. A monetary policy target, whether
intermediate or final, carries important signals to the markets, conveys the monetary
policy stance in unambiguous terms and helps inflationary expectations in the economy.
Traditionally, money supply, bank credit and interest rates were considered as monetary
policy targets. But in recent times, for aiming at an intermediate target, viz, broad
money, the overacting target has been reserve money, particularly the bank reserves,
while the supplementary operating target is the short term interest rate. Again, against
the backdrop of the desired objectives of monetary policy, it would be necessary to
examine an array of instruments. The various major instruments of monetary policy are
open market operation, statutory liquidity ratio, cash reserve ratio, bank rate policy,
interest rate policy, refinancing facilities and money market measures. In this context,
Balachandran (1998) suggests that monetary policy is conventionally understood to
represent policies, objectives and instruments directed towards regulating money supply
and the cost and availability of credit in the economy.
3.2

CASH RESERVE RATIO

The Cash Reserve Ratio acts as one of the reference rates when determining the base
rate. Base rate means the minimum lending rate below which a bank is not allowed to
lend funds. The base rate is determined by the Reserve Bank of India (RBI). The rate is
fixed and ensures transparency with respect to borrowing and lending in the credit
market. The Base Rate also helps the banks to cut down on their cost of lending to be
able to extend affordable loans.
Apart from this, there are two main objectives of the Cash Reserve Ratio:
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● Cash Reserve Ratio ensures that a part of the bank’s deposit is with the Central
Bank and is hence, secure.
● Another objective of CRR is to keep inflation under control. During high
inflation in the economy, RBI raises the CRR to lower the bank’s loanable funds.
3.2.1 How Does Cash Reserve Ratio Work
When the RBI decides to increase the Cash Reserve Ratio, the amount of money that is
available with the banks reduces. This is the RBI’s way of controlling the excess flow
of money in the economy. The cash balance that is to be maintained by scheduled banks
with the RBI should not be less than 4% of the total NDTL, which is the Net Demand
and Time Liabilities. This is done on a fortnightly basis.
NDTL refers to the total demand and time liabilities (deposits) that are held by the
banks. It includes deposits of the general public and the balances held by the bank with
other banks. Demand deposits consist of all liabilities which the bank needs to pay on
demand like current deposits, demand drafts, balances in overdue fixed deposits and
demand liabilities portion of savings bank deposits.
Time deposits consist of deposits that need to be repaid on maturity and where the
depositor can’t withdraw money immediately. Instead, he is required to wait for a
certain time period to gain access to the funds. This includes fixed deposits, time
liabilities portion of savings bank deposits and staff security deposits. The liabilities of
a bank include call money market borrowings, certificate of deposits and investment in
deposits other banks.
In short, the higher the Cash Reserve Ratio, the lesser is the amount of money available
to banks for lending and investing.
NDTL = Demand and time liabilities (deposits) with public and other banks – deposits
with other banks (liabilities)
3.2.2 How Does CRR Affect The Economy ?
Cash Reserve Ratio (CRR) is one of the main components of the RBI’s monetary policy,
which is used to regulate the money supply, level of inflation and liquidity in the
country. The higher the CRR, the lower is the liquidity with the banks and vice-versa.
During high levels of inflation, attempts are made to reduce the flow of money in the
economy. For this, RBI increases the CRR, lowering the loanable funds available with
the banks. This, in turn, slows down investment and reduces the supply of money in the
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economy. As a result, the growth of the economy is negatively impacted. However, this
also helps bring down inflation.
On the other hand, when the RBI needs to pump funds into the system, it lowers CRR.
which increases the loan able funds with the banks. The banks thus extend a large
number of loans to businesses and industry for different investment purposes. It also
increases the overall supply of money in the economy. This ultimately boosts the growth
rate of the economy.
3.2.3 Why Is The Cash Reserve Ratio Changed Regularly ?
As per the RBI guidelines, every bank is required to maintain a ratio of their total
deposits that can also be held with currency chests. This is considered to be the same as
it is kept with the RBI. The RBI can change this ratio from time to time in regular
intervals. When this ratio is changed, it impacts the economy.
For banks, profits are made by lending. In pursuit of this goal, banks may lend out to
the max to make higher profits and have very less cash with them. An unexpected rush
by customers to withdraw their deposits will lead to banks being unable to meet all the
repayment needs. Therefore, CRR is vital to ensure that there is always a certain fraction
of all the deposits in every bank, kept safe with them. RBI curbs these issues with the
help of the CRR.
While ensuring liquidity against deposits is the prime function of the CRR, it has an
equally important role in controlling interest rates in the economy. The RBI controls the
short-term volatility in the interest rates by adjusting the amount of liquidity available
in the system. Too much availability of cash leads to the fall in rates while the scarcity
of it leads to a sudden rise in rates, both of which are unhealthy for the economy.
Thus, as a depositor, it is good for you to know of the CRR prevailing in the market that
ensures that regardless of the performance of the bank, a certain percentage of your cash
is safe with the RBI.
3.3

CURRENT REPO RATE AND ITS IMPACT

Apart from CRR, there are other metrics used by RBI to regulate the economy. RBI
revises the repo rate and the reverse repo rate in accordance with the fluctuating
macroeconomic factors. Whenever RBI modifies the rates, it impacts each sector of the
economy, although in different ways. Some segments gain as a result of the rate hike
while others may suffer losses. On Friday (22nd May 2020), Reserve Bank of India
(RBI) cut the repo rate by 40 basis points to adjust repo rate at 4.00% and reverse
repo rate at 3.35%.
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Changes in the repo rates can directly impact big-ticket loans such as home loans. An
increase/decrease in the repo rates can result in banks and financial institutions revising
their MCLR proportionately. The MCLR (Marginal Cost of Funds Based Lending Rate)
is the benchmark rate below which a bank/financial institution cannot lend.
A decline in the repo rate can lead to the banks bringing down their lending rate. This
can prove to be beneficial for retail loan borrowers. However, to bring down the loan
EMIs, the lender has to reduce its base lending rate. As per the RBI guidelines,
banks/financial institutions are required to transfer the benefit of interest rate cuts to
consumers as soon as possible.
3.4

STATUTORY LIQUIDITY RATIO

Every bank must have a specified portion of their Net Demand and Time Liabilities
(NDTL) in the form of cash, gold, or other liquid assets by the day’s end. The ratio of
these liquid assets to the demand and time liabilities is called the Statutory Liquidity
Ratio (SLR). The Reserve Bank of India has the authority to increase this ratio by up to
40%. An increase in the ratio constricts the ability of the bank to inject money into the
economy.
RBI is also responsible for regulating the flow of money and stability of prices to run
the Indian economy. Statutory Liquidity Ratio is one of its many monetary policies for
the same. SLR (among other tools) is instrumental in ensuring the solvency of the banks
and cash flow in the economy.
3.4.1 Components of Statutory Liquidity Ratio?
Section 24 and Section 56 of the Banking Regulation Act 1949 mandates all scheduled
commercial banks, local area banks, Primary (Urban) co-operative banks (UCBs), state
co-operative banks and central co-operative banks in India to maintain the SLR. It
becomes pertinent to know in detail about the components of the SLR, as mentioned
below.
a. Liquid Assets
These are assets one can easily convert into cash – gold, treasury bills, govt-approved
securities, government bonds, and cash reserves. It also consists of securities, eligible
under Market Stabilisation Schemes and those under the Market Borrowing
Programmes.
b. Net Demand and Time Liabilities (NDTL)
NDTL refers to the total demand and time liabilities (deposits) of the public that are
held by the banks with other banks.
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Demand deposits consist of all liabilities, which the bank needs to pay on demand. They
include current deposits, demand drafts, balances in overdue fixed deposits, and demand
liabilities portion of savings bank deposits.
Time deposits consist of deposits that will be repaid on maturity, where the depositor
will not be able to withdraw his/her deposits immediately. Instead, he/she will have to
wait until the lock-in tenure is over to access the funds.
Fixed deposits, time liabilities portion of savings bank deposits, and staff security
deposits are some examples. The liabilities of a bank include call money market
borrowings, certificate of deposits, and investment deposits in other banks.
c.

SLR Limit : SLR has an upper limit of 40% and a lower limit of 23%.

3.4.2 Objectives of Statutory Liquidity Ratio
a. To curtail the commercial banks from over liquidating: A bank/financial
institution can experience over-liquidation in the absence of SLR when the Cash
Reserve Ratio goes up, and the bank is in dire need of funds. RBI employs SLR
regulation to have control over the bank credit. SLR ensures that there is solvency
in commercial banks and assures that banks invest in government securities.
b. To increase or decrease the flow of bank credit: The Reserve Bank of India raises
SLR to control the bank credit during the time of inflation. Similarly, it decreases
the SLR during the time of recession to increase bank credit.
3.4.3 Impact of SLR on the Investor
The Statutory Liquidity Ratio acts as one of the reference rates when RBI has to
determine the base rate. Base rate is nothing but the minimum lending rate. No bank
can lend funds below this rate. This rate is fixed to ensure transparency with respect to
borrowing and lending in the credit market. The Base Rate also helps the banks to cut
down on their cost of lending to be able to extend affordable loans.
When RBI imposes a reserve requirement, it ensures that a certain portion of the
deposits are safe and are always available for customers to redeem. However, this
condition also restricts the bank’s lending capacity. In order to keep the demand in
control, the bank will have to increase its lending rates.
3.4.4 What happens if SLR is not maintained?
In India, every bank – scheduled commercial bank, state cooperative bank, central
cooperative banks, and primary co-operative banks – is required to maintain the SLR as
per the RBI guidelines. For computation and maintenance of SLR, banks have to report
their latest net demand and time liabilities to RBI every fortnight (Friday).
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If any commercial bank fails to maintain the SLR, RBI will levy a 3% penalty annually
over the bank rate. Defaulting on the next working day too will lead to a 5% fine. This
will ensure that commercial banks do not fail to have ready cash available when
customers demand them.
3.5

DIFFERENCE BETWEEN SLR & CRR

Both CRR & SLR are the components of monetary policy. However, there are a few
differences between them. The following table gives a glimpse into the dissimilarities:
Statutory Liquidity Ratio (SLR)

Cash Reserve Ratio (CRR)

In the case of SLR, banks are asked to have
reserves of liquid assets, which include
both cash and gold.

The CRR requires banks to have only
cash reserves with the RBI

Banks earn returns on money parked as
SLR

Banks don’t earn returns on money
parked as CRR

SLR is used to control the bank’s leverage
for credit expansion.

The Central Bank controls the liquidity
in the Banking system with CRR.

In the case of SLR, the securities are kept
with the banks themselves, which they
need to maintain in the form of liquid
assets.

In CRR, the cash reserve is maintained
by the banks with the Reserve Bank of
India.

RBI Monetary Policy Rate as on 18th Jun 2020
The key indicators of RBI Monetary Policy along with their current rates in the table
given below:
Indicator

Current Rate

CRR

3%
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SLR

18.50%

Repo Rate

4.00%

Reverse Repo Rate

3.35%

Marginal Standing Facility Rate

4.65%

Bank Rate

4.65%

(Source: www.myloancare.in)
3.6

CURRENCY RISK MANAGEMENT

Risk, in common parlance, is the other name of possibility of loss. This in finance
literature is called downside risk. In finance, risk means the variability from the most
likely happening. Statistically, standard deviation is taken as the measure of risk. You
know that standard deviation is nothing but dispersion or variability, both, upside and
downside from mean; and mean is the most representative or most likely observation.
Standard deviation is thus a measure of total risk, including upside and downside risk.
Currency Risk Management In practice, a business's will find that at the time of
payments, or receipts in cross border deals viz imports, exports, borrowing, lending,
investments, the exchange rates are not necessarily as predicted, despite the use of the
best and or all of the methods for forecasting of exchange rates. Businesses therefore,
always have an uncertainty, arising out of exchange rate fluctuations, as to the quantum
of cash inflows and outflows in a given period. This uncertainty is called the currency
risk. Another risk to which cross order deals (i.e. foreign trade) are exposed is
country/political risk. This arises out of the possible imposition of restriction on the
movement of currencies by the government of the country in which the counterpart is
located or even that of the business's own country. This can result in the payment or
receipt of funds being affected, as well as, at a later date, if restrictions on them are
removed. Therefore, business or even a (country may wish to fix the quantum of inflow
or outflow of funds in order to increase its chances of a gain or in other words restrict
its chances of a loss for overall profitability. Besides currency and political risks there
are other more common risks such as the interest rate risk that is the bane of any business
enterprise. Interest rate risk is embedded in any foreign currency borrowing, lending
and investment transactions. It may be noted that country and interest rate risks are
broader terms than used in the context of currency risk; nevertheless they do belong to
currency risk.
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3.6.1 Types of Currency Risks
● Translation Risk: Translation risk arises when the functional currency used in
various transactions, e.g. US Dollar (USD) or Great Britain Pound (GBP) or
Japanese Yen (JPY), is different from the reporting currency, which in the Indian
context is the Indian rupee (INR). Each currency may move in different directions
vis-a-vis the reporting currency (the one in which the company's balance sheet is
prepared). The former may appreciate or depreciate against the reporting currency.
Thus, the reported profit or loss and statement of assets and liabilities may be
affected by currency movements.
● Transaction Risk: The other aspect of currency risk IS the transaction risk. The
associated risk-depends on the nature of the transaction e.g. whether the company
is primarily an importer or an exporter or both. If the transaction currency is an
appreciating one as against the reporting currency, an importer will find his input
costs rising. On the other hand an exporter would receive a higher income without
having to raise prices. Such exposure also affects a company's financial results by
virtue of its effect on its foreign currency investment and borrowing transactions.
● Economic Risk: Another aspect of currency risk is the impact of exchange rates
on future cash flows of the company. It is based on the extent to which the value of
the firm as measured by the present value of its expected future cash flow will
change when exchange rates, fluctuate unexpectedly. Such risk is said to arise out
of the company's business transactions vis-a-vis competitors. In an open economy,
competitors would include both domestic and international competitors.
● Political Risk: Besides transaction, translation and economic risks as described
above, companies also face political risk, also referred to as country risk. A
company transacting in a foreign country may find its assets in that country frozen
or even confiscated or it may find that the country has prohibited its currency from
being convertible. Such an eventuality will prohibit the asset from being taken out
of that country. Similarly a country could increase the taxes that businesses are
required to pay, thereby reducing the amount repatriable to the home country.
Another aspect of country risk is the legal jurisdiction to which business
transactions are subjected.
● Interest Rate Risk: Although interest rate risk affects all businesses, including
dealing solely in the home currency, foreign currency borrowers and lenders are
exposed to the effects of changes in interest rates on foreign currencies which in
turn add to currency risk as the amount of interest payable / receivable in foreign
currency fluctuates with currency movements.
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3.6.2 Why Manage Currency
Any uncertainty, especially one where the likelihood of RISK? An adverse outcome
looms high is generally required to be controlled and managed to reduce or altogether
nullify its impact. At times the impact may threaten the very viability of a company. A
return on investment is only meaningful if one knows the probability of achieving it.
Risk requires to be managed for reducing the fear of an adverse price, for locking in
costs and revenues and also to be able to forecast cash flows better. Businesses adopt
various systems and procedures to minimise risk. The market offers various products
and services to reduce losses likely to arise out of currency and interest rate risks.
Although risk may be due to reasons other than monetary viz risk of fire, generally its
management translates into financial compensation packages e.g. possibility of loss
damage to goods is addressed by the purchase of an insurance policy that provides
monetary compensation as against replacement of goods. There are therefore, whole
systems and organizations that are in the business of trading in risk. Whenever a risk is
perceived there is always a financial entrepreneur who will work out a product such that
both the financial entrepreneur and those who are affected adversely, by the risk stand
to gain. They have on offer various products, priced differently. Purchase of these
products entails a cost as opposed to a financial loss. Steps taken to purchase such
products are called hedging and the product i.e. the contract itself constitutes a hedging
instrument and -it has the features of a contract. The consideration, analysis and
endeavor to reduce risk constitute risk management.
3.6.3 Managing Currency Risk with Derivatives
Currency risk is managed by the use of financial derivatives. Derivative is a general
term and is nothing but the derivation of one variable from another. The term originates
from mathematics. Derivatives are used to manage systemic or market risk. Financial
derivatives are financial instruments whose prices are derived from the prices of other
financial instruments. They are traded in almost any market where trading takes place.
Derivative trading is linked to the underlying cash or spot market. In this unit we shall
confine ourselves to the currency markets. The action of managing risk is called
hedging. Hedging is the technique by which an exposure to risk is covered or dealt with
in a manner so as to remove and reduce uncertainties or even to look upon the
uncertainty as an opportunity for gain as opposed to the occurrence of a possible loss.
It is like being in the state of defence preparedness in the event of an enemy attack or
an insurance against future loss or limiting future loss. Here it is important to observe
the distinction between hedging and speculation. The average person looks upon
speculation as a distasteful activity. Yet without speculators there can only be limited
scope for hedging and hedgers. Some persons and companies are in the business of
taking risks and making money, for which they use their own capital or those of their
40

clients. Speculation involves the acceptance of certain risks in order to receive high
returns and does not involve the existence of an underlying transaction. Whereas in
hedging there is an underlying transaction with a certain risk attached which is being
covered through hedging. Major instruments of currency risk management are forward
contracts and forward rate agreements, currency futures, currency options and currency
swaps and interest rate swaps. Lets explain them in the following.
3.7

EXTERNAL BANCHMARKING OF LOANS

The Reserve Bank of India (RBI) announced a big change in the way interest rates on
loans are calculated. The central bank mandated all banks to link their floating rate loans
to an external benchmark instead of the marginal cost-based lending rate (MCLR). This
was done to make sure that the RBI's action on key policy rates at transmitted in a timely
and transparent manner to the ender user, i.e., the borrower.
The MCLR regime
All loans such as for car and home disbursed from April 1, 2016 are linked to marginal
cost of funds-based lending rate (MCLR). The MCLR-based regime had replaced the
earlier base rate regime to provide transparency in the transmission of monetary policy
decisions. MCLR is an internal benchmark rate that depends on various factors such as
fixed deposit rates, source of funds and savings rate. The price of loan comprises the
MCLR and the spread or the bank's profit margin.
The problem with the MCLR regime was that when RBI cut the repo and reverse repo
rates, banks did not pass the full benefits to borrowers. It is not that banks did not cut
their MCLR. They did albeit by a much lower percentage. Sample this: In the six
monetary policy reviews held in the calendar year 2019, RBI has cut the key policy
rates by total of 135 basis points. On the other hand, historical data on MCLR available
on the SBI's website suggests that bank has passed on the benefit of 65 bps in case of
one-year MCLR. The one-year MCLR of SBI in January 2019 was 8.55 percent whereas
in December 2019 it was 7.9 percent. Similarly, six-month MCLR of the bank in
January 2019 was 8.40 percent and in December 2019 is 7.85 percent, a difference of
55 bps.
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Why RBI asked banks to make the switch:
The biggest problem with the current system is the lack of required transmission of
policy rates. When the RBI cuts repo rate there is no guarantee a borrower will get the
benefit of the rate cut. Due to internal benchmarking of loan price, policy rate cuts often
don't reach the borrowers.
In the December 2019 monetary policy review press briefing, RBI governor,
Shaktikanta Das, said that one-year median MCLR has declined by 49 basis points since
February while RBI cut the repo rate by 135 basis points cumulative in the same period.
The weighted average lending rate (WALR) on fresh rupee loans sanctioned by banks
declined by 44 basis points, while the WALR on outstanding rupee loans increased by
2 basis points during this period.
The decision to link the interest rates on home loan was first mentioned by the RBI last
year in December. The decision was supposed to come into effect from April 1, 2019.
Later on, such decision matter was kept on hold for further consultations.
Gaurav Gupta, Founder, My Loancare.in says, "RBI's move to benchmark all floating
rate loans to external benchmark like Repo rate regime was guided by the principle of
improving transmission of policy rate changes for the borrowers in a transparent
manner. Under the MCLR regime, banks used to pass only partial rate cut benefits to
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borrowers and that too with a lag. Under the new regime, interest rate for floating loan
borrowers will reset immediately in response to changes in repo rate or treasury bill
rate, this making the transmission of rate changes immediate and complete."
In September, when RBI announced that all banks will have to move to external
benchmarking this is what it said: "In order to ensure transparency, standardisation, and
ease of understanding of loan products by borrowers, a bank must adopt uniform
external benchmark within a loan category; in other words, the adoption of multiple
benchmarks by the same bank is not allowed within a loan category."
The external benchmark regime
In its press release, RBI mandated that from October 1, all new floating rate personal or
retail loans (housing, auto etc.) shall be linked to an external benchmark.
 Banks are free to choose from any of the external benchmark mentioned below:
RBI's policy repo rate
 Government of India3-Months Treasury Bill yield published by the Financial
Benchmarks India Pvt Ltd (FBIL)
 Government of India 6-Months Treasury Bill yield published by the FBIL
 Any other benchmark market interest rate published by the FBIL
As per RBI's circular, banks are free to charge a spread, i.e., margin and risk premium
over and above the external benchmark. This can be explained with an example. For
instance, State Bank of India (SBI) has adopted repo rate as an external benchmark.
Therefore, to arrive at an interest rate that will be charged on the loans, first margin is
added to the repo rate with which we arrive at repo rate linked lending rate (RLLR) and
then risk premium is added to the RLLR to arrive at the interest rate that will be charged.
Interest rate applicable on home loans = Repo rate + spread (margin) + risk
premium
On December 13, in a press briefing, Finance Minister Nirmala Sitharaman, said that
since its implementation, 8.18 lakh repo linked loans of Rs 72, 201 crore have been
sanctioned till November 27, 2019.
3.8

LET US SUM UP

The financial sector in India is still in a state of transition because of ongoing reforms
and the growing integration between different segments. No doubt, the degree of
operational freedom of the Reserve Bank has been enhanced with the elimination of the
central government’s automatic access to RBI credit. However, a major constraint in
the conduct of monetary policy is the inadequate depth and liquidity in the secondary
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market for government securities and money market instruments. Therefore, the
Reserve Bank relies on the Cash Reserve Ratio as an important operating instrument.
Thus, it has been the endeavor of the Reserve Bank to develop both depth and liquidity
in money and government securities markets through institutional measures so that,
eventually, the dependence on the CRR is reduced.
Currency risk arises from the currency fluctuations. The major types of currency risks
are namely transaction risk, translation risk and economic risk. Besides these risks there
are interest rate risk and country risk. Risk should be managed for reducing profit and
cash flow variability. A firm can use various financial instruments like currency options,
currency futures, currency swaps to hedge currency risk. The derivative market in India
is not fully developed. It is hoped to pick up fast with the opening up of the economy.
3.9

KEY WORDS

● Cash Reserve Ratio (CRR) : The cash reserve ratio refers to the cash which banks
have to maintain with the Reserve Bank of India as a certain percentage of their
demand and time liabilities. Under the provision of the Reserve Bank of India act,
the scheduled commercial banks were required to maintain with the Reserve Bank
every week a minimum of average daily cash reserve equivalent to three per cent
of their demand and time liabilities as an outstanding as on the Friday of the
previous week.
● Statutory Liquidity Ratio (SLR) : The Ratio of liquidity assets to demand and
time liabilities in India is known as the statutory liquidity ratio. The main objectives
for maintaining the SLR are as follows. SLR is maintained in order to control the
expansion of the bank credit; by changing the level of SLR, RBI can increase or
decrease bank credit expansion; SLR ensures the solvency of commercial banks;
by determining SLR, RBI in a way compels the commercial banks to invest in
government securities and government bonds. The RBI can increase the SLR to
contain inflation, suck liquidity in the market to tighten the measures to safeguard
the customers money.
● Reserve Money : Reserve money represents those liabilities of the central bank
and the government, that are deemed to be eligible as reserves to be held by banks
for the purpose of the deposit money creation in a system, where the fractional
reserve ratio governs the creation of deposit money. Accordingly, reserve money
in India is the sum total of currency with Reserve Bank, public, banker’s deposit
with RBI, which are liabilities of the RBI to the non-bank sector and hence
equivalent to currency with the public. The main sources of reserve money in India
are the assets acquired by the RBI; and by government’s currency liabilities to the
public. Reserve Money = Net RBI Credit to Government + RBI Credit to Banks +
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RBI Credit to Commercial Sector + Net Foreign Exchange Assets of RBI +
Government’s Currency Liabilities to the Public (–) less Net Non-Monetary
Liabilities of RBI.
● Currency Risk : The risk arising from currency fluctuations.
● Currency Swap : A transaction to exchange a liability in one currency for
liability in another.
● Currency Option : Buyer has the right but not the obligation to take delivery
of the designated currency.
● Call Option : An option to buy a stated number of units of a foreign currency
at a specific price per unit during a specific period of time.
● Put Option : An option to sell a stated number of units of a foreign currency at
a specified price per unit during a specified period of time.
● Option Premium : The price of an option paid by the option buyer to the option
seller at the beginning when they first enter into the option contract.
● Marginal Standing Facility : The Reserve Bank of India (RBI) introduced
(MSF) a new Marginal Standing Facility (MSF) scheme in its Monetary Policy
for the year 2011-12. Under the new facility, banks will borrow overnight up to
1 percent of net demand and time liabilities (NDTL) outstanding at the end of
the second preceding fortnight. The MSF will be 100 basis points above the repo
rate – the rate at which banks borrow from RBI. All scheduled commercial banks
that have current account and subsidiary general ledger (SGL) account with RBI
are eligible to participate in the MSF scheme.
3.10
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3.11

MODEL QUESTIONS

Q1 :
Q2 :

What are the objectives of monetary policy?
What is CRR ? How does Cash reserve ratio work ? Why is CRR changed
regularly?
State the meaning Statutory Liquidity Ratio ? What are the components of SLR?
Write the difference between CRR and SLR?
Define Currency Risk Management. Explain different types of currency risk.
What do you mean by external benchmarking of loan?

Q3 :
Q4 :
Q5 :
Q6 :
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4.0

OBJECTIVES

After studying this unit, you will be able to know
● Meaning and objectives of Corporate Governance
● Benefits and limitations of corporate governance
● The need of corporate governance and
● Submission of returns to RBI under various provisions of the Banking
Regulation Act
4.1

INTRODUCTION

The term ‘Corporate Governance’ which was rarely encountered before the 1990s has
now become an all-pervasive term in the recent decade. In today’s scenario this term
has become one of the most crucial and important concepts in the management of
companies. The root of Corporate governance dates back to Adam Smith but its
popularity is of recent origin. The concept of corporate governance can be understood
as the system through which shareholders are assured that their interest will be taken
care of by management. In a much wider term, corporate governance was defined as the
methods by which suppliers of finance control managers in order to ensure that their
capital cannot be expropriated and that they earn a return on their investment (Parekh,
2003).The literature on corporate governance in its wide subtext covers a variety of
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aspects, such as protection of shareholder’s rights, improving shareholders value, board
matters etc. However, the importance of corporate governance in the banking sector
weighs very much due to the very nature of banking transactions. Banking is the crucial
factor affecting economic development of an economy. It is the life-blood of a country.
It is responsible for the flow of credit and for maintaining the financial balances of the
economy. In India, since the naturalization process banks emerged as a tool of economic
development along with social justice. Corporate Governance has become very
important for banks to perform and remain in competition in this era of liberalization
and globalization.
4.2

DEFINITIONS

Let us now discuss some of the important definitions of Corporate Governance.
1. “Corporate Governance deals with the ways in which suppliers of finance to
corporations assure themselves of getting a return on the investment.” The Journal
of Finance, Shleifer and Vishny, 1997 (page 737)
2. “Corporate Governance is about promoting corporate fairness, transparency and
accountability.” J.Wolfenson, President of the World Bank as quoted by an article
in Financial Times June 21, 1999
3. “Corporate Governance – which can be defined narrowly as the relationship of a
company to its shareholders, or, more broadly, as its relationship to society”
Financial Times 1997
4. “Corporate Governance is the system by which business corporations are directed
and controlled. The Corporate Governance structure specifies the distribution of
rights and responsibilities among different participants in the corporation, such
as, the board, managers, shareholders and other stakeholders, and spells out the
rules and procedures for making decisions on corporate affairs. By doing this, it
also provides the structure through which the company objectives are set, and the
means of attaining those objectives and monitoring performance.” OECD April
1999 (OECD’s definition is consistent with the one presented by Cadbury, 1992)
4.3

OBJECTIVES OF CORPORATE GOVERNANCE

The fundamental objective of corporate governance is to enhance shareholders' value
and protect the interests of other stakeholders by improving the corporate performance
and accountability. Hence it harmonizes the need for a company to strike a balance at
all times between the need to enhance shareholders' wealth whilst not in any way being
detrimental to the interests of the other stakeholders in the company. Further, its
48

objective is to generate an environment of trust and confidence amongst those having
competing and conflicting interests.
It is integral to the very existence of a company and strengthens investor's confidence
by ensuring company's commitment to higher growth and profits. Broadly, it seeks to
achieve the following objectives:
● A properly structured board capable of taking independent and objective decisions
is in place at the helm of affairs;
● The board is balance as regards the representation of adequate number of
nonexecutive and independent directors who will take care of their interests and
wellbeing of all the stakeholders; The board adopts transparent procedures and
practices and arrives at decisions on the strength of adequate information;
● The board has an effective machinery to subserve the concerns of stakeholders;
The board keeps the shareholders informed of relevant developments impacting
the company;
● The board effectively and regularly monitors the functioning of the management
team;
● The board remains in effective control of the affairs of the company at all times.
The overall endeavor of the board should be to take the organization forward so
as to maximize long term value and shareholders' wealth.
4.4

PREREQUISITES AND CONSTITUENTS

Today adoption of good Corporate Governance practices has emerged as an integral
element for doing business. It is not only a prerequisite for facing intense competition
for sustainable growth in the emerging global market scenario but is also an
embodiment of the parameters of fairness, accountability, disclosures and transparency
to maximize value for the stakeholders. Corporate governance is beyond the realm of
law. It cannot be regulated by legislation alone. Legislation can only lay down a
common framework – the "form" to ensure standards. The "substance" will ultimately
determine the credibility and integrity of the process. Substance is inexorably linked to
the mindset and ethical standards of management. Studies of corporate governance
practices across several countries conducted by the Asian Development Bank,
International Monetary Fund, Organization for Economic Cooperation and
Development and the World Bank reveal that there is no single model of good corporate
governance. The OECD Code also recognizes that different legal systems, institutional
frameworks and traditions across countries have led to the development of a range of
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different approaches to corporate governance. However, a high degree of priority has
been placed on the interests of shareholders, who place their trust in corporations to use
their investment funds wisely and effectively is common to all good corporate
governance regimes.
Also, irrespective of the model, there are three different forms of corporate
responsibilities which all models do respect:
● Political Responsibilities: the basic political obligations are abiding by
legitimate law; respect for the system of rights and the principles of constitutional
state.
● Social Responsibilities: the corporate ethical responsibilities, which the company
understands and promotes either as a community with shared values or as a part
of a larger community with shared values.
● Economic Responsibilities: acting in accordance with the logic of competitive
markets to earn profits on the basis of innovation and respect for the
rights/democracy of the shareholders which can be expressed in terms of
managements' obligation as 'maximizing shareholders value'.
In addition, business ethics and corporate awareness of the environmental and societal
interest of the communities, within which they operate, can have an impact on the
reputation and long-term performance of corporations. The three key constituents of
corporate governance are the Board of Directors, the Shareholders and the Management.
The pivotal role in any system of corporate governance is performed by the board of
directors. It is accountable to the stakeholders and directs and controls the management.
It stewards the company, sets its strategic aim and financial goals and oversees their
implementation, puts in place adequate internal controls and periodically reports the
activities and progress of the company in the company in a transparent manner to all the
stakeholders.
The shareholders' role in corporate governance is to appoint the directors and the
auditors and to hold the board accountable for the proper governance of the company
by requiring the board to provide them periodically with the requisite information in a
transparent fashion, of the activities and progress of the company.
The responsibility of the management is to undertake the management of the company
in terms of the direction provided by the board, to put in place adequate control systems
and to ensure their operation and to provide information to the board on a timely basis
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and in a transparent manner to enable the board to monitor the accountability of
management to it.
The underlying principles of corporate governance revolve around three basic interrelated segments. These are:
● Integrity and Fairness
● Transparency and Disclosures
● Accountability and Responsibility
The Main Constituents of Good Corporate Governance are:
Role and powers of Board: the foremost requirement of good corporate governance is
the clear identification of powers, roles, responsibilities and accountability of the Board,
CEO and the Chairman of the board.
Legislation: a clear and unambiguous legislative and regulatory framework is
fundamental to effective corporate governance.
Code of Conduct: it is essential that an organization's explicitly prescribed code of
conduct is communicated to all stakeholders and is clearly understood by them. There
should be some system in place to periodically measure and evaluate the adherence to
such code of conduct by each member of the organization.
Board Independence: an independent board is essential for sound corporate
governance. It means that the board is capable of assessing the performance of managers
with an objective perspective. Hence, the majority of board members should be
independent of both the management team and any commercial dealings with the
company. Such independence ensures the effectiveness of the board in supervising the
activities of management as well as making sure that there are no actual or perceived
conflicts of interests.
Board Skills: in order to be able to undertake its functions effectively, the board must
possess the necessary blend of qualities, skills, knowledge and experience so as to make
quality contribution. It includes operational or technical expertise, financial skills, legal
skills as well as knowledge of government and regulatory requirements.
Management Environment: includes setting up of clear objectives and appropriate
ethical framework, establishing due processes, providing for transparency and clear
enunciation of responsibility and accountability, implementing sound business
planning, encouraging business risk assessment, having right people and right skill for
jobs, establishing clear boundaries for acceptable behaviour, establishing performance
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evaluation measures and evaluating performance and sufficiently recognizing
individual and group contribution.
Board Appointments: to ensure that the most competent people are appointed in the
board, the board positions must be filled through the process of extensive search. A
well-defined and open procedure must be in place for reappointments as well as for
appointment of new directors.
Board Induction and Training: is essential to ensure that directors remain abreast of
all development, which are or may impact corporate governance and other related
issues.
Board Meetings: are the forums for board decision making. These meetings enable
directors to discharge their responsibilities. The effectiveness of board meetings is
dependent on carefully planned agendas and providing relevant papers and materials to
directors sufficiently prior to board meetings.
Strategy Setting: the objective of the company must be clearly documented in a long
term corporate strategy including an annual business plan together with achievable and
measurable performance targets and milestones. Business and Community Obligations:
though the basic activity of a business entity is inherently commercial yet it must also
take care of community's obligations. The stakeholders must be informed about the
approval by the proposed and ongoing initiatives taken to meet the community
obligations. Financial and Operational Reporting: the board requires comprehensive,
regular, reliable, timely, correct and relevant information in a form and of a quality that
is appropriate to discharge its function of monitoring corporate performance.
Monitoring the Board Performance: the board must monitor and evaluate its
combined performance and also that of individual directors at periodic intervals, using
key performance indicators besides peer review.
Audit Committee: is inter alia responsible for liaison with management, internal and
statutory auditors, reviewing the adequacy of internal control and compliance with
significant policies and procedures, reporting to the board on the key issues.
Risk Management: Risk is an important element of corporate functioning and
governance. There should be a clearly established process of identifying, analyzing and
treating risks, which could prevent the company from effectively achieving its
objectives. The board has the ultimate responsibility for identifying major risks to the
organization, setting acceptable levels of risks and ensuring that senior management
takes steps to detect, monitor and control these risks.
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A good corporate governance recognizes the diverse interests of shareholders, lenders,
employees, government, etc. The new concept of governance to bring about quality
corporate governance is not only a necessity to serve the divergent corporate interests,
but also is a key requirement in the best interests of the corporate themselves and the
economy.
4.5

ORGANISATIONAL FRAMEWORK

The organizational framework for corporate governance initiatives in India consists of
the Ministry of Corporate Affairs (MCA), the Confederation of Indian Industry (CII)and
the Securities and Exchange Board of India (SEBI). In 1998, the Confederation of
Indian Industry (CII), "India's premier business association," unveiled India's first code
of corporate governance. However, since the Code's adoption was voluntary, few firms
embraced it.
The first formal regulatory framework for listed companies specifically for corporate
governance was established by the SEBI in February 2000, following the
recommendations of Kumar Mangalam Birla Committee Report. It was enshrined as
Clause 49 of the Listing Agreement (annexure 1).
Thereafter SEBI had set up another committee under the chairmanship of Mr. N. R.
Narayana Murthy, to review Clause 49, and suggest measures to improve corporate
governance standards. Some of the major recommendations of the committee primarily
related to audit committees, audit reports, independent directors, related party
transactions, risk management, directorships and director compensation, codes of
conduct and financial disclosures.
The Ministry of Corporate Affairs had also appointed a Naresh Chandra Committee on
Corporate Audit and Governance in 2002 in order to examine various corporate
governance issues. It made recommendations in two key aspects of corporate
governance: financial and non-financial disclosures and independent auditing and board
oversight of management.
It had also set up a National Foundation for Corporate Governance (NFCG) in
association with the CII, ICAI and ICSI as a not-for-profit trust to provide a platform to
deliberate on issues relating to good corporate governance, to sensitize corporate leaders
on the importance of good corporate governance practices as well as to facilitate
exchange of experiences and ideas amongst corporate leaders, policy makers,
regulators, law enforcing agencies and non- government organizations.
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The foundation has been set up with the mission to:
1. Foster a culture for promoting good governance, voluntary compliance and
facilitate effective participation of different stakeholders;
2. Create a framework of best practices, structure, processes and ethics; and
3. Make a significant difference to Indian corporate sector by raising the standard
of corporate governance in India towards achieving stability and growth.
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4.6

BENEFITS AND LIMITATIONS OF CORPORATE GOVERNANCE

The concept of corporate governance has been attracting public attention for quite some
time. It has been finding wide acceptance for its relevance and importance to the
industry and economy. It contributes not only to the efficiency of a business enterprise,
but also, to the growth and progress of a country's economy. Progressively, firms have
voluntarily put in place systems of good corporate governance for the following
reasons:
● Several studies in India and abroad have indicated that markets and investors
take notice of well managed companies and respond positively to them. Such
companies have a system of good corporate governance in place, which allows
sufficient freedom to the board and management to take decisions towards the
progress of their companies and to innovate, while remaining within the
framework of effective accountability.
● In today's globalised world, corporations need to access global pools of capital
as well as attract and retain the best human capital from various parts of the
world. Under such a scenario, unless a corporation embraces and demonstrates
ethical conduct, it will not be able to succeed.
● The credibility offered by good corporate governance procedures also helps
maintain the confidence of investors – both foreign and domestic – to attract
more long-term capital. This will ultimately induce more stable sources of
financing.
● A corporation is a congregation of various stakeholders, like customers,
employees, investors, vendor partners, government and society. Its growth
requires the cooperation of all the stakeholders. Hence it is imperative for a
corporation to be fair and transparent to all its stakeholders in all its transactions
by adhering to the best corporate governance practices.
Good Corporate Governance standards add considerable value to the operational
performance of a company by:
1. Improving strategic thinking at the top through induction of independent directors
who bring in experience and new ideas;
2. Rationalizing the management and constant monitoring of risk that a firm faces
globally;
3. Limiting the liability of top management and directors by carefully articulating the
decision making process;
4. Assuring the integrity of financial reports, etc.
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● It also has long term reputational effects among key stakeholders, both internally
and externally. Also, the instances of financial crisis have brought the subject
of corporate governance to the surface. They have shifted the emphasis on
compliance with substance, rather than form, and brought to sharper focus the
need for intellectual honesty and integrity. This is because financial and nonfinancial disclosures made by any firm are only as good and honest as the people
behind them.
● Good governance system, demonstrated by adoption of good corporate
governance practices, builds confidence amongst stakeholders as well as
prospective stakeholders. Investors are willing to pay higher prices to the
corporate demonstrating strict adherence to internally accepted norms of
corporate governance.
● Effective governance reduces perceived risks, consequently reduces cost of
capital and enables the board of directors to make quick and better decisions
which ultimately improves the bottom line of the corporate.
● Adoption of good corporate governance practices provides long term sustenance
and strengthens stakeholders' relationship.
● A good corporate citizen becomes an icon and enjoys a position of respect.
● Potential stakeholders aspire to enter into relationships with enterprises whose
governance credentials are exemplary.
● Adoption of good corporate governance practices provides stability and growth
to the enterprise.
Effectiveness of corporate governance systems cannot merely be legislated by law
neither can any system of corporate governance be static. As competition increases, the
environment in which firms operate also changes and in such a dynamic environment
the systems of corporate governance also need to evolve. Failure to implement good
governance procedures has a cost in terms of a significant risk premium when
competing for scarce capital in today's public markets.
Corporate governance in a developing country setting takes on additional importance.
Good corporate governance is vital because of its role in attracting foreign investment.
The extent of foreign investment, in turn, shapes the prospects for economic growth for
many developing countries. Generally developing countries that have good corporate
governance’s structures consistently outperform developing countries with poor
corporate governance structures. Moreover, corporate governance can play a role in
reducing corruption, and decreased corruption significantly enhances a country’s
development prospects. Ultimately, the concept of corporate governance is not just one
of those imported western luxuries; it is a vital consideration to be enforced
successfully.
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The aim of "Good Corporate Governance" is to ensure commitment of the board in
managing the company in a transparent manner for maximizing long-term value of the
company for its shareholders and all other partners. It integrates all the participants
involved in a process, which is economic, and at the same time social. The fundamental
objective of corporate governance is to enhance shareholders' value and protect the
interests of other stakeholders by improving the corporate performance and
accountability. Hence it harmonizes the need for a company to strike a balance at all
times between the need to enhance shareholders' wealth whilst not in any way being
detrimental to the interests of the other stakeholders in the company. Further, its
objective is to generate an environment of trust and confidence amongst those having
competing and conflicting interests. There is a global consensus about the objective of
‘good’ corporate governance: maximizing long term shareholder value. Since
shareholders are residual claimants, this objective follows from a premise that, in a well
performing capital market, whatever maximizes shareholder value must necessarily
maximize corporate prosperity, and best satisfy the claims of creditors, employees,
customers, shareholders and the State.
4.7

TESTS OF CORPORATE GOVERNANCE

Broadly, the test of corporate governance should cover the following aspects:
● Whether the funds of the company have been deployed for pursuing the main
objects of the company as enshrined in the Memorandum?
● Whether the funds acquired from financial institutions and the capital market
have been utilized for the purpose for which they were intended?
● Whether the company has the core competence to effectively manage its
diversifications?
● Whether there has been proper diversion of funds by way of loans and advances
or investments to subsidiaries?
● Whether the provisions of the Companies Act, the Foreign Exchange
Management Act, the Factories Act and other statutes are complied with in letter
and in spirit?
● Whether the practices adopted by the company and its Management towards its
shareholders, customers, suppliers, employees and the society at large are ethical
and fair?
● Whether the directors are provided with the information on the working of the
company and whether the institutional and non-executive directors play an
active role in the functioning of the companies?
● Whether the internal controls in place are effective?
● Whether there is transparent financial reporting and audit practices and the
accounting practices adopted by the company are in accordance with
Accounting Standards of ICAI.
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4.8

CORPORATE GOVERNANCE IMPLEMENTATION IN INDIA

● If the Board is in awe of the family executive, it makes it difficult for the Board
sometimes to ask tough questions or at other times the right questions at the right
time in order to serve the interests of the shareholders better. As a result truly
independent directors are rarely found in Indian companies. Serving on multiple
boards is problematic because doing so can overburden directors, thus hampering
their performance, and increase the potential for directors to experience conflicts
of interest between the various corporations they serve.
● It is admitted that contribution of the independent directors is limited because the
average time spent in Board meetings by these directors is barely 14 to 16 hours in
a year. In some cases, it has been found that no proper training and orientation
regarding the awareness of rights, responsibilities, duties and liabilities of the
directors is provided to an individual before appointing him/her as a director in the
Board. Also there is unseen but the active participation of political class.
● The directors on the board are largely reliant on information from the management
and auditors, with their capacity to independently verify financial information
being quite limited, while auditors, as this case suggests, have also been equally
reliant on management information. The relevant issue here is the extent and the
depth of auditors’ effort in their exercise of due diligence. Excessive reliance on
information from the management is symptomatic of the ownership or control of
companies in India by business families, and that poses a particular challenge for
corporate governance in India.
● The greatest drawback of financial disclosures in India is the absence of detailed
reporting on related party transactions, poor quality of consolidated accounting and
segment reporting leads to misrepresentation of the true picture of a business group.
● Although India's investor-protection laws are sophisticated, litigants must wait a
long time before receiving a judgment. Delays in the delivery of verdicts, high costs
of litigation and the lengthy judicial appointment process in courts make the legal
enforcement mechanism ineffective. According to the OECD, “the credibility and
utility of a corporate governance framework rest on its enforceability.”
● In India, the two audit-related issues which are commonly recognized are that of
auditor independence and the perceived powerlessness of auditors in the face of
corporate pressure. In many cases, they are ill-equipped to handle the needs of large
companies, because in the face of an audit failure, it is very difficult to discern
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whether the auditors were complacent or they were pressurized by the concerted
efforts of the insiders.
● There is no proper system to monitor the work of audit firms or to review the
accounts prepared by the company’s statutory auditors. However, in the aftermath
of the Satyam case, the SEBI has decided to introduce a peer review mechanism to
review the accounts prepared by a company’s statutory auditor. In addition, the
SEBI has also decided to constitute a panel of auditors to review the financial
statement of all BSE Sensex and NSE Nifty companies.
● Also there is no statutory compliance for the companies to obtain a report on
Corporate Governance Rating by the Credit Rating Agencies in India.
4.9

NEED OF CORPORATE GOVERNANCE

Before going into corporate governance of banks in particular, let us recall, just for the
sake of context, why corporate governance is important in general. At its most basic
level, corporate governance sets up the “rules of the game” to deal with issues arising
from separation of ownership and management so that the interests of all stakeholders
are protected. Empirical evidence shows that businesses with superior governance
practices generate bigger profits, higher returns on equity and larger dividend yields.
Importantly, good corporate governance also shows up in such soft areas as employee
motivation, work culture, corporate value system and corporate image. Conversely, the
failure of high profile companies such as BCCI, Enron, WorldCom and Parmalat was a
clear lesson of the damage bad corporate governance can inflict.
Here at home we had a corporate scandal of unprecedented dimensions in Satyam
Computers where the company’s CEO admitted to having falsified accounts to the tune
of over 7000 crore, and that too spread over several years. Even as the judicial process
relating to this alleged fraud is still under way, the big question is in what ways was this
a failure of corporate governance and how are we fixing those lacunae? We had
instances of poor governance in the banking sector as well - erosion of standards in
forex derivative transactions and fraud in wealth management schemes - reminding us
that we need to work hard to get to best practice in every area of corporate governance.
No matter what view of the corporate objective is taken, effective governance ensures
that boards and managers are accountable for pursuing it. The role of effective CG is of
immense significance for the society as whole. At first place it promotes the efficient
use of scarce resources both within the organization and the larger economy. Secondly,
it makes the resources flow to those sectors or entities where there is efficient production
of goods and services and the return is adequate enough to satisfy the demands of
stakeholders. Thirdly, it provides a broad mechanism for choosing the best managers to
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administer scarce resources. Fourthly, it helps the managers to remain focused on
improving performance, making sure that they are replaced when they fail to do so.
Fifthly, it pressurizes the organization to comply with the laws, regulations and
expectations of society and last but not the least it assists the supervisors to regulate the
entire economic sector without partiality and nepotism.
Dimensional significance of CG for corporations as well as for the economy

When institutions in any economy are it public or private, mismanage themselves it is
said that they are not properly governed. The problems of poor governance are a matter
of concern in most of the developing and underdeveloped countries and so also in India.
The above table depicts the dimensional significance of CG for corporations as well as
for the economy. The improvement in overall governance culture in the entire economic
system helps the sub systems to function efficiently. By providing an appropriate
structure in any system, CG sets the right objective and devises the means of attaining
them. In this process it helps to provide a degree of confidence that is necessary for the
proper functioning of a market economy. It also boosts the confidence of investors,
which encourages them to remain with the economic system. It reduces the risk of
capital flight from an economy and increases the flow and variety of capital in the
economy, as a result, the cost of capital becomes lower for the firms/corporations. The
degree of adherence to the basic principles of governance at the corporate level
enhances the confidence of the investors, both domestic and international, and
ultimately they get capital at better terms. Shareholders and potential investors require
access to regular, reliable and comparable information in sufficient detail for them to
assess the stewardship of management, and make informed decisions about the
valuation, ownership and other important aspects of the corporations. An adequate and
strong disclosure therefore helps to attract capital and maintain confidence of investors.
High-quality communications reduce investors’ uncertainty about the accuracy and
adequacy of information being disseminated and thereby help the firms to raise
adequate capital at a competitive cost.
As we are marching forward towards a global economy, there are many economic issues
coming up in the process for developing, emerging and transitional economies. These
can be correctly identified as structural changes in market institutions. It brought about
60

much awareness among investors, bankers and the public at large. Such economy faced
a retarded growth in spite of having economic reform like privatization, liberalization
and lifting licensing raj. Despite flow of money in such an economy, the growth could
not take its stand due to an unbalanced approach. The holder of para-state institutions
such as privatization funds remain in the hands of largest shareholders of companies.
As a result, the de facto power remains loaded in the hands of few individuals
considered as internal owners, while the external owners do not have enough power to
control the companies and thereby can’t ensure themselves to get appropriate returns
(Fernando, 2002). Another important factor in the banking industry in developing
countries is that banks are mostly owned by the government. In such situations, banks
are mostly guided by government bodies and many laws based on stereotype
procedures. The accountability idea is less apparent as the concept of government job
discourages the spirit of competition. The need for corporate governance in developing,
emerging and transitional economies not only arises from resolving problems of
ownership and control, but also from ensuring transparency in achieving the desired
goal of corporate governance.
In many cases, developing and emerging economies are beset with issues such as the
lack of property rights, the abuse of minority shareholders, contract violations, asset
stripping and self dealing. Ownership pattern, regulatory environment, societal pressure
(on the developmental role of banks) and the broad structure would be the key elements
in the design of a governance framework of banking. While government ownership does
provide core strength to banks, the structural inefficiencies and lack of management
autonomy appears to have weakened the ability of banks (Public sector) to compete
effectively in the current market situation (Ravisankar,1999). Banks and financial
institutions have been making pivotal contributions over the years to the nation's
economic growth and development. Government-owned (Public Sector) banks have
played a major role in economic development. During the last few years, these
institutions are slowly getting corporatized and consequently corporate governance
issues in banks assume greater significance in the coming years. Considering the
importance of banking sector the practice of corporate governance and how it helps the
banking industry in India in terms of bringing more transparency and overall growth of
banking sector. So the research will identify the attributes of corporate governance and
to what extent it is being implemented in India’s banking sector. In order to overcome
the under noted serious concerns within the business community, there is a need to
introduce a system of corporate governance that will ensure the transparency, integrity
and accountability of Management including non-executive directors.
Concentration of greater financial power and authority in a lesser number of individuals,
● Violations of foreign exchange rules and regulations,
● Large scale diversion of funds to associate companies and risky ventures,
● Unfocussed business decisions leading to losses,
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● Preferential allotment of shares to promoters at low prices,
● Exploited the weaknesses in the Accounting Standards to inflate profits and
understate liabilities,
● Frequent changes in Board structures,
● Spinning off profitable business operations to subsidiary companies, and
● Charging of royalty for use of brand name by the parent company by leading
companies.
In an open financial market, investors choose from a variety of investment vehicles. The
existence of a corporate governance system is likely a part of this decision-making
process. In such a scenario, companies that are more open and transparent, and thus well
governed, are more likely to raise capital successfully because investors will have the
information and confidence necessary for them to lend funds directly to such
companies. Moreover, well-governed companies likely will obtain capital more cheaply
than companies that have poor corporate governance practices because investors will
require a smaller “risk premium” for investing in well-governed companies. Thus, in an
efficient capital market, investors will invest in companies with better corporate
governance frameworks because of the lower risks and the likelihood of higher returns.
Good corporate governance practices also enable Management to allocate resources
more efficiently, which increases the likelihood that investors will obtain a higher rate
of return on their investment. Moreover, Good corporate governance practices ensure:
● Adequate disclosures and effective decision making to achieve corporate
objectives;
● Transparency in business transactions;
● Statutory and legal compliances;
● Protection of shareholder interests;
● Commitment to values and ethical conduct of business.
● Long-term survival of the companies.
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SUBMISSION OF RETURNS TO RBI

Each banking company has to prepare and furnish returns to the Reserve Bank under
various provisions of the Banking Regulation Act and the Reserve Bank of India Act.
The returns which are to be submitted to RBI are discussed below:
1. Return of Liquid Assets
Every banking company has to submit a return of its liquid assets as per the provisions
of the Banking Regulation Act. The return should contain particular assets and the
demand and time liabilities as at the close of business of each alternate Friday. In case
such Friday is a holiday then as at the close of business of the preceding working day.
The Reserve Bank is also empowered to require a banking company to furnish returns
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showing particulars of assets and demand and time liabilities as at the close of each day
of the month.
2. Monthly Returns
Every month, a banking company has to submit a monthly return to the Reserve Bank
as per the provisions of the Banking Regulation Act,1949. This return is prepared as on
the last Friday of the previous month, and the return should be submitted before the end
of the month succeeding to which it relates. Reserve Bank can call for information and
statements at any time relating to the business or affairs of the banking company.
3. Accounts and Balance Sheet
The annual accounts and balance sheet have to be submitted to the Reserve Bank within
three months from the end of the period for which they relate.
4. Return of Assets in India
A banking company has to submit to the Reserve Bank under the Banking Regulations
Act, a quarterly return regarding its assets in India. The return is to be submitted within
one month of the end of the quarter.
5. Return of Unclaimed Deposits
Under Section 26 of the Banking Regulation Act a banking company has to submit
within thirty days of the close of each calendar year a return on unclaimed deposits (not
operated for ten years)
6. Return of CRR of Non Scheduled Banks
Every banking company (non- scheduled bank) has to furnish a return to the Reserve
Bank of India under Section 18 (i) of the Banking Regulation Act in respect of cash
reserve.

7. Fortnightly Return in Form A (CRR)
Under Section 42 (2) of the RBI Act, 1934, all SCBs are required to submit to Reserve
Bank a provisional Return in Form ‘A’ within 7 days from the expiry of the relevant
fortnight and the final report to be submitted to RBI within 20 days from expiry of the
relevant fortnight. Based on the recommendation of the Working Group on Money
Supply: Analytics and Methodology of Compilation, all the SCBs in India are required
to submit this report. Memorandum to form ‘A’ return giving details about paid-up
capital, reserves, time deposits comprising short-term (of contractual maturity of one
year or less) and long-term (of contractual maturity of more than one year),certificates
of deposits, NDTL, total CRR requirement etc., Annexure A to Form ‘A’ return
showing all foreign currency liabilities and assets and Annexure B to Form ‘A’ return
giving details about investment in approved securities, investment in non approved
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securities, memo items such as subscription to shares/debentures/bonds in primary
market and subscriptions through private placement. For reporting in Form ‘A’ return,
banks should convert their overseas foreign currency assets and bank credit in India in
foreign currency in four major currencies viz., US dollar, GBP, Japanese Yen and Euro
into rupees at RBI Reference Rates announced on its website from time to time.
8. Return in Form VIII (SLR)
(i)
Banks should submit to the Reserve Bank before 20th day of every month, a
return in Form VIII showing the amounts of SLR held on alternate Fridays
during immediate preceding month with particulars of their DTL in India held
on such Fridays or if any such Friday is a Public Holiday under the Negotiable
Instruments Act, 1881, at the close of business on preceding working day.
(ii)

Banks should also submit a statement as annexure to Form VIII return giving
daily position of; (a) assets held for the purpose of compliance with SLR, (b) the
excess cash balances maintained by them with RBI in the prescribed format, and
(c) the mode of valuation of securities.

9. Report on NRE Deposits
NRD-CSR software package being used by the banks for submission of detailed
monthly data on non-resident deposits to the Reserve Bank, has been replaced by
extensible Business Reporting Language (XBRL) platform to provide validations for
processing requirement in respect of existing NRD schemes, improve data quality,
enhance the security-level in data submission, and enable banks to use various features
of XBRL-based data submission, and tracking.
10. Priority Sector Lending –Revised Reporting System
Disbursement to be reported in the monthly and yearly reporting formats is defined as
under:
(i)
Cash credit/overdraft account and running accounts of similar nature: Debit
summation minus interest and other charges or sanctioned limit, whichever is
lower for the particular period under consideration (monthly/quarterly/half
yearly/yearly).
(ii)
Term Loans: Debit summation minus interest and other charges for the particular
period under consideration (monthly/quarterly/half yearly/yearly).
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LET US SUM UP

Corporate governance is the collection of mechanisms, processes and relations by
which corporations are controlled and operated. Governance structures and principles
identify the distribution of rights and responsibilities among different participants in the
corporation (such as the board of directors, managers, shareholders, creditors, auditors,
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regulators, and other stakeholders) and include the rules and procedures for making
decisions in corporate affairs. Corporate governance is necessary because of the
possibility of conflicts of interests between stakeholders, primarily between
shareholders and upper management or among shareholders.
Corporate governance includes the processes through which corporations' objectives are
set and pursued in the context of the social, regulatory and market environment. These
include monitoring the actions, policies, practices, and decisions of corporations, their
agents, and affected stakeholders. Corporate governance practices can be seen as
attempts to align the interests of stakeholders.
Every banking company has to furnish monthly return of its assets to RBI as per
provisions of Section 24(3) of Banking Regulation Act, 1949. The return should not be
submitted later than twenty days after the end of the month to which it relates. The
return should show the particulars of its assets and demand and time liabilities in India
at the close of business on each alternate Friday during the month.
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KEY WORDS

● Stakeholders: Those who are affected, directly or indirectly, by a firm's operations.
● Insider Trading: Trading in the shares of a firm by insiders like managers who
have better information about the firm's operations and prospects than outsiders.
● Limited Liability Corporations: The financial liability of the shareholders is
limited to the face value of the shares they hold.
● Asset-stripping: When insiders sell off the output or as of the h they control, but
which outside investors have financed, to another firm they own, at below market
● Takeover Defenses: Tactics adopted by existing management to foil takeover
attempts.
● Preferential Allotment: A company is new shares, which are available for
purchase only to certain individuals, usually at prices that are lower than market
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MODEL QUESTIONS

Q1 :
Q2 :
Q3 :
Q4 :
Q6 :
Q7 :

Discuss the returns which are to be submitted by RBI
What are the benefits and limitations of Corporate Governance?
What are the main constituents of Corporate Governance?
Explain the dimensions of corporate governance.
Write about corporate governance implementation in India.
Discuss about The returns which are to be submitted to RBI.
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