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Preface

TheBSE IngtituteLtd. isthewholly owned subsidiary of BSE Limited. BSE InstituteLtd. inheritsfrom
BSE theknowledge and insightsinto the capital marketsindustry, garnered over the past 140 years.

BSE Institute L td. hasthe distinct advantage of being at the centre of action— thefinancial hub of
India, oneof theworld's most rapid emerging markets. Thishas helped us provideinsightsinto the
uniquefunctionsof thisworld. Emerging markets such asthe BRIC countries— Brazil, Russia, India,
and China— can entice and intimidate. However, thefirst-hand experience of our faculty and subject
matter expertsin dealing with therealitiesof this market enables usto appreciate how organizations,
entrepreneurs, and investorsidentify and respond to these new challengesand opportunities.

Hence, our programs are designed to hel p |earners devel op an actionableframework to delveinto key
aspectslike:
e Identifyingwhich market ingtitutionsareworking, and whichingitutionsaremissing?

e  Whichpartsof our busnessmodel canbeadversdly affected by theseinstitutional voids?
e  How canwebuild competitive advantage based on our ability to navigateingtitutional voids?

e Howcanweprofit fromthestructura reality of emerging markets by identifying opportunitiesto
fill voids, servingasmarket intermediaries?

Our commitment to being at theforefront of the current and evolving practice of businesshasled to
programsthat reflect theredities of the marketplace.

Casestudiesreplicate actual businesssituationsand are taught so that students must work together to
makedifficult decis onsunder typica management conditions, including alack of completeinformetion,
complex trade off Situationsand timepressure.

TheBoard takesthisopportunity to thankfully acknowl edge the commendablework of BSE Institute
Ltd in providing support to CBSE for successfully launching and implementing courses under NSQF.

Commentsand suggestionsare welcomed for further improvement of the book.
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UNIT 1
ANCILLARY SERVICES OF BANKS

OBJECTIVES

After reading this unit you will be able to:

Describe the features of safe custody services & Bank roles & responsibilities
List the rules of Safe Deposit locker and process of availing Bank locker facility
Elucidate the importance of Electronic payments

Summaries the advantages of RTGS/ NEFT

Understand fee based services — Bank Guarantee and Letter of credit

Understand the benefits to the Banks in selling Third Party Products (TPP)

List the salient features of Credit / Debit cards

Understand the Brokerage / Demat account features and its advantages

STRUCTURE

11
12
1.3
14
15
16
1.7
1.8
1.9

Safe Custody of Valuables

Locker Operations.

Remittances — RTGS/ NEFT / Drafts

Fee based services - Issuing Bank Guarantees (BG) and Letters of credit (LC)
Sdling Third Party Products- Insurance and Mutud fund units

Credit Cards & Debit Cards

Brokerage & Demat Services

Summary
Practice Questions

1.1 Safe Custody of Valuables

Banks offer thefacility of safe custody of valuablesto the public. Though thereis no obligation on
them to accept the vauables for safe custody and it is not a primary function of bank, yesthisfacility
is provided by banks to earn a fee based income.
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Wrong delivery of the articles kept with banker for safe custody to an unauthorized person is
conversion (putting goods for one’'s own use). Banks take charge of goods, articles, securities as
Bailee not as trustee or agent.

Bailor — Bailee Relationship: Bailment is a contract for delivering goods by one party to another
to be held in trust for a specific purpose and returned when the purpose is over. Bailor isthe party
that delivers the goods to another. Bailee is the party to whom the same is delivered. So, when a
customer gives a sealed box to the bank for safe keeping, the customer became the bailor, and the
bank becomes the bailee.

Bailment Definition: Section 148 of Indian Contract Act defines Bailment as:

The delivery of goods by one to another person for some purpose, upon a contract that they shall,
when the purpose is accomplished, be returned or otherwise disposed of according to the directions
of the person delivering them. The person delivering the goods is called the ‘Bailor’, and the person
to whom goods are delivered is called the ‘Baileg'.

Essentials of Bailment: Essentials of Bailment are
» Goods. Baillment can be effected only with respect to goods.
> Dedivery: Delivery of goods by one person to another is essential.

> ‘Ddivery includes: Physica delivery, Constructive delivery or Symbolic delivery. Goods are
to be returned to the bailor without demand unless agreed otherwise. The same goods along
with any accretion, are to be returned e.g., bonus shares, calf born to a cow.

Duties of Bailor:
» To disclose faults in goods:
< Only known faults where bailment is gratuitous.

s All faultsincluding not known but existing at the time of bailment in case of non-
gratuitous bailment.

» To bear expenses.

%+ Gratuitous Bailment: All expenses— ordinary or extra-ordinary.

¢ Non-Gratuitous Ballment: Only extra-ordinary expenses.

«+ To indemnify for loss caused to the bailee because of defectivetitle.
Duties of Bailee:

Bailee'sduty isnot to mix bailor’s goods with his own or other bailor’s goods. If he does so, then,
where goods can be separated, Bailee shall bear the cost of separation. Where goods cannot be
separated, Bailor has to be compensated for loss to return the goods in specie
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Bailee duties are to take as much care of the goods bailed as a man of ordinary prudence will take
in respect of his own goods of the same nature and value. and, Not to make unauthorized use of
the goods

Liabilities of Bailee: Liahilities of the Bailee are;

» Asper Section 148 of Indian Contract Act, the Bank becomes custodian and as aBaileeis
liable for any loss caused to the Bailor due to his negligence

» Heshould return any increase in goods to the true owner i.e. the bailor.

» Sec 164 — Indian Contract Act, the bailee has to take as much care of such goods as an
ordinary prudent man will take.

1.2 Locker Operations:

Safe deposit vaults or bank lockers have long been considered the safest place to store valueable
viz. jewellery, stock certificates, deeds and other valuables. While most banks offer such afacility,
the locker size, annua rent, deposit required, time period and provision for refund differs from bank
to bank.

A box, usually located inside a bank, is used to store valuables. A safe deposit box is rented by the
bank and can be accessed with keys, pin number or some other security pass. Valuables such as
documents and jewellery are placed inside the box and customers rely on the security of the building
to protect those valuables.

Need of Bank Lockers:

Storing too much jewellery and valuables in the house at times becomes a security issue and an
impediment in case of natural calamities. A bank locker offers a safe, trustworthy space to store
valuables, jewellery, documents and other things dear to you.

Per sons who can avail Bank locker facilities:

A bank locker can be leased to any adult, firm or association. Most banks insist on some kind of
collateral. So, they give alocker only to their existing account holders, or to those who agreeto
open an account (savings or current) or make afixed deposit that covers renta s for three years and
charges for breaking open the locker in case of an eventuality.

Customer / Bank relationship:

The relationship between a p3erson hiring the locker and the bank is that of alessor and alessee.
The banks do not know what is kept in the lockers, so they do not want to compensate if the
contents of the locker go missing.

Bank Locker Charges

The rent of the locker may vary for different branches of the same bank depending on the branch
location. The locker rent is higher if the branch islocated in a prime commercia areaof the city.
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Moreover, private and foreign banks charge a much higher rent compared to public sector banks.

If you decide to close your locker in midyear, in most cases, you forego the annual rent which you
paid a the beginning of the year. As regards the safety aspect, most banks claim that confidentiality
of thelocker’s contentsis maintained, unless the income tax authorities or the police require otherwise.

Process for hiring Bank L ocker:

In order to rent asafe deposit vault, you must first have a savings account with the particular bank.
Some banks may a so ask you to deposit a fixed amount as cautionary deposit for a specific time
period. You have to pay the locker rent in advance, either for one year or more, depending on the
rules of the bank. Apart from the usual documents required for opening abank account (identity and
address proof), banks require signature to be verification process to be completed before renting
out alocker.

All you need to do isfill out asmple locker application form and sign alocker agreement, agreeing
to abide by the terms and conditions, and pay the deposit and the rent. You can operate the locker
either singly or jointly, but only one key is dlotted per customer, while the other key remains with
the bank.
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SAMPLE AGREEMENT FOR HIRING LOCKER

The Federa Bank Limited, having its registered office at Alwaye and one of its branches at
....................................................................................... (hereinafter called ‘the Bank’) agreesto

...................... (hereinafter called the Hirer(s) agree(s) to take on hire, subject to the terms and

conditions endorsed herein below, the Bank’s LOCKEr NO. ......eeeeeeeeeeeeeeeeeeeeeee et

months from thisday at arental of RS. ........ccccooeviinneniineeee for the said period. Unless

and until determined in accordance with the terms and conditions noted herein, the hiring will
continue to like periods upon the terms and conditions given hereunder at periodica rentals which
shall be payable in advance on the last day of the preceding period for the next ensuing period.

FOR THE FEDERAL BANK LIMITED

(MANAGER)

2}

vivieneennn. } Hirer(s)

.
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TERMS AND CONDITIONS

1.
2.

10.

14

The safe deposit vault will remain open on bank working days during ordinary banking hours.

The hirers shall have no right of property in the locker but only exclusive right of use thereof
and access thereto during the period of the agreement and in accordance therewith. The hirer(s)
shall neither assign or sub-let the locker or any part of it nor permit it to be used for any
purpose other than for the deposit of documents, Jewel lery or other valuables nor shdl the hirer
use the locker for the deposit of any property of an explosive nature or goods or any articles,
the keeping of whichisillegal.

Therent is payable strictly in advance for a minimum period of twelve months. If the rent due
isnot paid in due course, the bank reserves the right to refuse access to the locker.

In case of default of payment of rent, the Bank may after issuing aregistered notice giving one
month’s time at the registered address of the hirer, break open the locker and make alist of
the contents and may remove the contents to another safe and/or the bank is at liberty to
auction all or any part of the goods and appropriate the proceeds towards the arrears of the
rent and also towards the cost of breaking the safe and repairs thereto. The hirer will have no
right to complain against the said procedure or to question the list of contents made by the
Bank.

All repairs required to be done to the locker; lock or keys shall be done exclusively by
workmen agppointed by the bank.

In case of loss of keys, the Bank should be notified without delay. All charges for opening and
replacing the locker or keys shall be payable by the hirer(s).

The Bank will not be responsible for any damage or loss to articlesin safe custody as aresult
of any act of war or civil disorder. The Bank will exercise dl such norma precautions asit may
inits absolute discretion deem fit. It will not accept liability for any loss or damage whatever
sustained to items deposited with it. Accordingly hirers are advised in their own interest to
insure any item of value deposited in a safe deposit locker with the Bank.

Either party may terminate the agreement on giving the other party 7 days notice in writing prior
to the date on which the agreed period of hiring terminates. The keys of the locker shal in such
case delivered by the hirer to the Bank during working hours on the day of termination of the
hiring.

If no such notice has been given, the hiring of the locker shal be considered renewed but this
condition is without prejudice to rights of the bank accrued to the bank in the meantime.

Hirer(s) is/ are requested to keep the keys of her / his/ their lockersin a place of safety not
to divulge number of their locker, passwords (if any given) and not to deliver their keysto any
person other than their duly authorised agent.
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11.

12.

13.

14.

15.

16.

17.

18.

19.

20.

21.

22.

23.

For reasons of grave or urgent necessity the Bank reservesthe right of closing the safe deposit
department for such periods asit may consider necessary. The Bank also reserves the right of
making changes in the opening and closing hours of the department without previous intimation.

Any changein the address of the hirer(s) should be intimated to the Bank immediately and any
notice or communication sent by post to the address of the hirer(s) as given to the Bank shall
be considered to have been duly served.

It is hereby agreed that the relation of Bank and the hirer in this connection isthat of a Lessor
and Lessee and not that of banker and a customer or a bailor and bailee.

The hirer(s) agree(s) to abide by such rules and regulations as the Bank may from timeto time
adopt.

In cases where the locker is rented to more than one person any one of them will have access
to the locker unlessinstruction to the contrary is given in writing. Duly appointed agent(s) will
have access to the locker, provided such authority is registered with the bank.

Access to the said locker shall during thejoint lives of the Hirers or the survivors of them be
had by the Hirers of the survivors of them jointly / any one or more of the Hirers. On the degth
of al the Hirers save one all of the rights the Hirers hereunder shall vest in such survivor and
upon his/ her death shall vest in his/ her legal representative(s).

The Bank shall have ageneral lien on all property of the hirer(s) in the Safe Deposit for dl
moneys due from the hirer(s) with power to realise such property or party thereof in satisfaction
of moneys due but not paid.

A deposit of Rs...... per locker is to be made at the time of lease. This amount will be
refunded when the locker is surrendered and key thereof is returned to the Bank in good
condition and provided the hirer(s) does/ do not owe to the Bank any amount by way of
arrears of rent or other charges.

The Bank will have the option to enhance the rent of the locker after giving notice to the hirer(s)
and the hirer(s) will be bound to pay the enhanced rent as decided by the Bank.

The Hirer(s) agree(s) that the bank may a any time, at its discretion and without assigning any
reason call upon them to withdraw the articles from the said locker failing which the Bank will
be absolved from al the responsibilities in respect of the articles.

The Hirer(s) shall have no right to claim refund of the proportionate amount of rent for the
unexpired portion of the agreed period of one year if the Hirer(s) terminates the agreement
before the agreed period.

Notwithstanding the time specified herein before, the Hirer(s) agree(s) that this agreement shdl
be deemed to bein force, unlessit is specifically terminated by either of the parties.

The Bank will have the right to appropriate the key deposit, if any occasion arises to break
open the cubicle on account of non-payment of rent / loss of key.

Name and Address:

Signature of hirer(s)

Ancillary Servicesof Banks
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F.

RBI Guidelines on Lockers:

Allotment of Lockers:

>

Linking the lockers facility with placement of fixed or any other deposit beyond what is
specificaly permitted is arestrictive practice and should be prohibited forthwith.

Fixed Deposit as security for lockers: Banks may face situations where the locker-hirer neither
operates the locker nor pays rent. To ensure prompt payment of locker rent, banks may at the
time of alotment, obtain a Fixed Deposit which would cover 3 years rent and the charges for
breaking open the locker in case of an eventuaity. However, banks should not insist on such
Fixed Deposit from the existing locker-hirers.

Wait List of Lockers: Branches should maintain await list for the purpose of allotment of
lockers and ensure transparency in alotment of lockers. All applications received for alotment
of locker should be acknowledged and given await list number. Banks are also advised to give
acopy of the agreement regarding operation of the locker to the locker-hirer at the time of
alotment of the locker.

Due Diligence:

In a recent incident, explosives and weapons were found in a locker in a bank branch. This
emphasises that banks should be aware of the risks involved in renting safe deposit lockers. In this
connection, banks should take following measures:.

>

>

Banks should carry out customer due diligence for both new and existing customers at least
to the levels prescribed for customers classified as medium risk. If the customer is classified in
ahigher risk category, customer due diligence as per K'Y C norms agpplicable to such higher risk
category should be carried out.

Where the lockers have remained un-operated for more than three years for medium risk
category or one year for ahigher risk category, banks should immediately contact the locker-
hirer and advise him to either operate the locker or surrender it. This exercise should be carried
out even if thelocker hirer is paying the rent regularly. Further, banks should ask the locker
hirer to give in writing, the reasons why he/ she did not operate the locker.

Banks should have clear procedure drawn up in consultation with their legal advisers for
breakings open the lockers and taking stock of inventory.

Loss of Locker Contents:

The bank will, in no way, be responsible/ liable for the contents kept in the locker by the hirer. In
case of theft, burglary or similar unforeseen events, action will be initiated as per law.” The RBI has
also said that even if the banks do not know about the contents of the locker, they should take
necessary steps to protect the contents in the locker. There have been afew casesin the past where
customers have received compensation for loss or damage to locker contents.

16
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Nomination Facility:

It is always beneficial to avail the benefits of nomination facility/ survivorship clause provided to
locker-hirers. The mgjor advantage of availing thesefacilitiesisthat in the event of unfortunate desth
of one of thejoint locker-hirer, the right of accessto the contents of the locker does not automaticaly
devolve on the surviving joint locker-hirer/ nominee (S), unlessthereisasurvivorship dlause nomination.

Operations of Bank Locker:

The locker has two keys for opening the locker. One key is with the lessee (customer) and one
master key iswith the bank. The lessee needsto vist the branch during the specified time mentioned
for the locker operations.

Lesseewill sign theregister filling in the locker number and signs.

>  Responsible Bank officer will verify the signature with the Bank records.
> If thesignature tallies, the officer will take the customer to the locker room.
>  Bank officer will open thelocker with his key and then lesser will open the locker with his key

to open the locker.

» Oncethe locker is opened, the Bank officer will leave the locker room and the lesser will
deposit / withdraw valuables he wants

»  Once he completes his transaction, he closes the locker door and locks the locker with his key
only. The locker operation may vary from the Bank to Bank based on the type of locker,
standard procedure followed by the Bank

1.3 Remittances— RTGS/NEFT/Dr afts

Waysto transfer money: To transfer funds (money) from one person to another person, the banks
have various channelswhich are:

>  Paper Based:
e Chegues
e Demand Draft
»  Electronic Funds Transfer

e NEFT
e RIGS
» Cards
e Credit Cards
e Debit Cards

Ancillary Servicesof Banks 17



There are afew large value payment systems functioning in the country. These are:
> Inter-Bank Cheques Clearing Systems (the Inter-bank Clearing),

»  High Vaue Chegues Clearing System (the High Vaue Clearing),

»  Government Securities Clearing System (the G-Sec Clearing),

»  Foreign Exchange Clearing System (the Forex Clearing) and

» Red Time Gross Settlement (RTGS) System.

All these systems (except the High Value Clearings) are electronic based systems. These mostly
relateto interbank / inter-financid ingtitutiona transactions except the High Vaue Clearing where high
value customer cheques are cleared.

The Inter-bank Clearing functionsin 7 places and the High Vaue Clearing in 15 places— both are
managed by the Reserve Bank of India. The G-Sec Clearing and the Forex Clearing are managed
by the Clearing Corporation of IndiaLimited (CCIL). The RTGS System is operated by the Reserve
Bank of India. All these are deemed to be Systemically Important Payment Systems (SIPS) and
therefore the Reserve Bank has, in line with the internationa best practices in this regard, moved
them (except High Vdue Clearings) to either secure and guaranteed systems or the RTGS System.

A. Real Time Gross Settlements Payments System (RTGS) :

RTGS Transaction Flow

Customer fills up the Data entry and its Data flows through
RTGS funds transfer 'T authorization in CBS 4  totheRBI'SIFTP
p )

request form. / System. 7| and RTGS server

Remittance Amount Data transmitted to Recipient Bank gets

and Charges are paid Intra-day Liquidity Ao Hrins i ahd
as per desired mode Management. credits Customer a/c.
- 8

The acronym ‘RTGS stands for Red Time Gross Settlement, which can be defined as the continuous
(real-time) settlement of funds transfersindividually on an order by order basis (without netting).
‘Real Time meansthe processing of instructions at the time they are received rather than a some
later time; * Gross Settlement’ means the settlement of funds transfer instructions occursindividually
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(onaningruction by ingruction bass). Consdering that the funds settlement takes place in the books
of the Reserve Bank of India, the payments are final and irrevocable.

Under normal circumstances the beneficiary branches are expected to receive the fundsin red time
as soon as funds are transferred by the remitting bank. The beneficiary bank has to credit the
beneficiary’s account within two hours of receiving the funds transfer message.

RTGS Operation:

i. Limit

Type Minimum Maximum

RTGS Rs. 2 Lakhs No Limit

ii. Timeof Operations. RTGS transactions will be sent to RBI based on the following schedule:

RBI settlement Timings for R-41 transactions

(other than Inter Bank transactions)

Day Sart Time End Time
Monday to Friday 09:00 hrs 16:30 hrs
Saturday 09:00 hrs 13:30 hrs

RTGS Tariff:

With aview to rationalize the service charges levied by banks for offering funds transfer through
RTGS system, a broad framework has been mandated as under:

» Inward transactions — Free, no charge to be levied.

»  Outward transactions:
e Between Rs 2 lakhsto 5 lakhs - not exceeding Rs 30.00 per transaction;
e Above Rs 5 lakhs — not exceeding Rs 55.00 per transaction.

The remitting bank receives a message from the Reserve Bank that money has been credited to the
recelving bank. Based on this the remitting bank can advise the remitting customer through SM S that
money has been credited to the receiving bank.

The remitting customer has to furnish the following information to a bank for initiating a RTGS
remittance:

»  Amount to be remitted

»  Remitting customer’s account number which is to be debited

Ancillary Servicesof Banks 19
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Nationa Electronic Funds Transfer (NEFT) is a nation-wide payment system facilitating one-to-one
funds transfer. Under this Scheme, individuas, firms and corporate can electronically transfer funds
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from any bank branch to any individual, firm or corporate having an account with any other bank
branch in the country participating in the Scheme.

For being part of the NEFT funds transfer network, a bank branch has to be NEFT- enabled. The
list of bank-wise branches which are participating in NEFT is provided in the website of Reserve
Bank of Indiaat http://www.rbi.org.in/scripts/neft.aspx

Individuals, firms or corporate maintaining accounts with abank branch can transfer funds using
NEFT. Even such individuas who do not have abank account (wak-in customers) can aso deposit
cash at the NEFT-enabled branches with instructions to transfer funds usng NEFT. However, such
cash remittances will be restricted to amaximum of Rs.50,000/- per transaction. Such customers
have to furnish full detailsincluding complete address, telephone number, etc. NEFT, thus, facilitates
originators or remittersto initiate funds transfer transactions even without having a bank account.

Individuas, firms or corporate maintaining accounts with abank branch can receive funds through
the NEFT system. It is, therefore, necessary for the beneficiary to have an account with the NEFT
enabled destination bank branch in the country.

a. NEFT Operations:

\
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. e S I A
h A
o ” g o 1
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NEFT isan dectronic fund transfer system that operates on a Deferred Net Settlement (DNS) basis
which settles transactions in batches. In DNS, the settlement takes place with all transactions
received till the particular cut-off time. These transactions are netted (payable and receivables) in
NEFT For example, currently, NEFT operatesin hourly batches. [ There are twel ve settlements from
8 amto 7 pm on week days and six settlementsfrom 8 am to 1 pm on Saturdays.] Any transaction
initiated after a designated settlement time would have to wait till the next designated settlement time.

Sep-1: Anindividual / firm/ corporate intending to originate transfer of funds through NEFT has
to fill an application form providing details of the beneficiary (like name of the beneficiary, name of
the bank branch where the beneficiary has an account, IFSC of the beneficiary bank branch,
account type and account number) and the amount to be remitted. The application form will be
available at the originating bank branch. The remitter authorizes his’her bank branch to debit his
account and remit the specified amount to the beneficiary. Customers enjoying net banking facility
offered by their bankers can aso initiate the funds transfer request online. Some banks offer the
NEFT facility even through the ATMs. Wak-in customerswill, however, have to give their contact
details (compl ete address and tel ephone number, etc.) to the branch. Thiswill help the branch to
refund the money to the customer in case credit could not be afforded to the beneficiary’s bank
account or the transaction is rejected / returned for any reason.

Sep-2: The originating bank branch prepares a message and sends the message to its pooling
centre (also called the NEFT Service Centre).

Sep-3: The pooling centre forwards the message to the NEFT Clearing Centre (operated by
National Clearing Cell, Reserve Bank of India, Mumbai) to be included for the next
available batch.

Sep-4: The Clearing Centre sorts the funds transfer transactions destination bank-wise and prepares
accounting entries to receive funds from the originating banks (debit) and give the fundsto
the destination banks (credit). Thereafter, bank-wise remittance messages are forwarded
to the destination banks through their pooling centre (NEFT Service Centre).

Sep-5: The destination banks receive the inward remittance messages from the Clearing Centre
and pass on the credit to the beneficiary customers' accounts.

b. IFSC:

IFSC or Indian Financial System Code is an a pha-numeric code that uniquely identifies a bank-
branch participating in the NEFT system. Thisisan 11 digit code with the first 4 alpha characters
representing the bank, and the last 6 characters representing the branch. The 5th character is0
(zero). IFSC is used by the NEFT / RTGS system to identify the originating / destination banks/
branches and also to route the messages appropriately to the concerned banks / branches.

c. NEFT Charges:

The charges that can be levied on the customer for NEFT are given below:
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» Inward transactions at destination bank branches (for credit to beneficiary accounts)
e Free, no chargesto be levied on beneficiaries
» Outward transactions at originating bank branches — charges applicable for the remitter
e For transactions up to Rs 10,000 : not exceeding Rs 2.50 (+ Service Tax)
e For transactions above Rs 10,000 up to Rs 1 lakhs not exceeding Rs 5 (+ Service Tax)

e For transactions above Rs 1 lakhs and up to Rs 2 lakhs: not exceeding Rs 15 (+ Service
Tax)

e For transactions above Rs 2 lakhs: not exceeding Rs 25 (+ Service Tax)

With effect from 1st July 2011, originating banks are required to pay a nominal charge of 25 paisa
each per transaction to the clearing house as well as destination bank as service charge. However,
these charges cannot be passed on to the customers by the banks.

The beneficiary can expect to get credit for the NEFT transactions within two business hours
(currently NEFT business hoursis from morning 8 AM to evening 7 PM on al week days and from
morning 8 AM to afternoon 1 PM on Saturdays) from the batch in which the transaction was settled.

In case of non-credit or delay in credit to the beneficiary account, the NEFT Customer Fecilitation
Centre (CFC) of the respective bank can be contacted (the remitter can contact his bank’s CFC;
the beneficiary may contact the CFC of his bank) and can be escalated to NEFT Help Desk (or
Customer Facilitation Centre of Reserve Bank of India) a Nationa Clearing Cell, Reserve Bank of
India, Mumbai or the Genera Manager, Reserve Bank of India, Nationa Clearing Centre, First
Floor, Mumbai Regional Office, Fort Mumbai 400001. If it is not possible to afford credit to the
account of the beneficiary for whatever reason, destination banks are required to return the transaction
(to the originating branch) within two hours of completion of the batch in which the transaction was
processed.

NEFT can be used to transfer funds from or to NRE and NRO accounts in the country. This,
however, is subject to the adherence of the provisions of the Foreign Exchange Management Act,
2000 (FEMA) and Wire Transfer Guidelines.

Besides personal funds transfer, the NEFT system can also be used for avariety of transaction
including payment of credit card dues to the card issuing banks, payment of loan EMI etc. It is
necessary to quote the IFSC of the beneficiary card issuing bank to initiate the bill payment transactions
using NEFT.

In case of successful credit to the beneficiary’s account, the bank which had originated the transaction
is expected to send a confirmation to the originating customer (through SMS or e-mail) advising of
the credit as also mentioning the date and time of credit which remitter provided to the branch at
the time of originating the transaction.

The remitter can track the NEFT transaction through the originating bank branch or its CFC using
the unique transaction reference number provided at the time of initiating the funds transfer. It is
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possible for the originating bank branch to keep track and be aware of the status of the NEFT
transaction at al times.

Following are the pre-requisites for putting through a funds transfer transaction using NEFT:

>
>

>

Originating and destination bank branches should be part of the NEFT network

Beneficiary details such as beneficiary name, account number and account type, name and
IFSC of the beneficiary bank branch should be available with the remitter

Customers should exercise due carein providing the account number of the beneficiary, as, in
the course of processing NEFT transactions, the credit will be given to the customer’s account
solely based on account number provided in the NEFT remittance instruction / message.

Benefits of NEFT: NEFT offers many advantages over the other modes of funds transfer:
The remitter need not send the physical cheque or Demand Draft to the beneficiary.
The beneficiary need not visit his/ her bank for depositing the paper instruments.

The beneficiary need not be apprehensive of loss/ theft of physicd instruments or the likelihood
of fraudulent encashment thereof.

Credit confirmation of the remittances sent by SMS (Short Message Service) or email.

Remitter can initiate the remittances from his home/ place of work using the internet banking
aso.

Near real timetransfer of the funds to the beneficiary account in a secure manner.

Demand Dr aft:

24

Data ofissuance of DD, Post 2012
the validity of DD is oniy 3

Name ofthe personwhose favourthe months :

DDis drawn /
N /

_ Placewhers DD

Amountpayable is payable
in this DD
i am;:;ﬂ;z hank s / Signature of Mr. Rajie. the
andits authorized signatory of
branch DD bumbser Banks the bank branch from
MICR where DD prearad
code
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Demand Draft isacheque that contains an order by one branch of abank (Drawer branch) directing
another branch of the same bank (Drawee branch) to pay on demand a certain sum of money to
aspecified beneficiary (Payee).

a. Featuresof Demand Draft: Demand draft is discussed in section 85(A) of the NI Act. The
features are:

» A Demand Draft is payable on demand
» A Demand Draft can NOT be paid to its bearer

» A DD isnegotiable and its features are similar to that of abill of exchange and
not a Cheque.

> If aBank failsto honour the Draft, the Bank is liable and not the person who got it issued.
» If there are wrong signatures on the Bank Draft, the Bank is liable.
b. Advantages of Demand drafts are:
» Demand draft may be crossed aso. Hence it cannot be-encashed at the counter
> No counterparty risk as the risk shiftsto the Bank
» Norisk of its being dishonoured due to insufficiency of funds
» Itisasecured instrument for the payee
c. Key Differences between Banker’s Cheque and Demand Dr aft

Banker’s Cheque is issued for transfer of money within the local limits of the drawer branch,
whereas Demand Draft isissued for transferring money to a person residing at a different place.

The area of banker’s cheque is limited while the area of demand draft is very vast.

The banker’s cheque is pre-printed with the word “Not Negotiable’ however, thisisnot soin the
case of demand draft.

A demand draft of value Rs. 20,000 or more can be issued only with A/c payee crossing, however
in case of banker’s cheque there is no such condition.

Banker’s cheque can only be cleared in the branch of bank from where it isissued, but Demand
Draft can be cleared at any branch of the same bank.
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1.4 Fee Based Services - Issuing Bank Guarantees (BG) and
L etters of credit (LC):

In the face of declining net interest margin banks have entered into new product areas over the past
two decades, moving from traditional lending to areas that generate non-interest revenues. The
changeis of importance for financial stability. The more unstable is a bank’s earnings stream, the
more risky the ingtitution is. The conventional wisdom in the banking industry is that earnings from
fee-based products are more stable than |oans Fee-based activities reduce bank risk viadiversfication.

Types of Bank Income: There are two broad sources of a bank’s income or revenues. One is
Interest Income or Fund Based Income and second is, Non-Interest Income or Non-fund Based
Income.

Non-Interest Income/ Non-Fund Based I ncome

‘Non funded’ facilities are those where in immediate payment of money / funds is not involved but
the bank gives a sort of support in the form of a guarantee or promise or undertaking (Letter of
Credit) on behalf of the customer (Applicant) in favour of third parties (Beneficiaries).

If the customer failsto fulfill his agreed Financid obligations or Performance obligations, the Bank
pays the beneficiaries, in terms of the guarantee / undertaking. At the time when the bank makes
such payments, the  Non-funded’ credit facility becomesa‘ funded’ facility i.e. aloan to the customer.

Letters of Credit & Bank Guarantee comes under non fund, fee based activities.
A. Bank Guarantee:

A Bank Guarantee is non-fund credit facility. Thisis an unconditional commitment on the part of the
bank on behalf of its customer (applicant) to pay another person (the beneficiary) a certain sum of
money | F the applicant failsto pay.

a. Dé€finition of Guarantee:

Bank guarantee (BG) is an agreement between 3 parties viz. the bank, the beneficiary (party
to whom the guarantee is given) and the applicant (party who seeks the bank guarantee from
the bank). BGs are an important banking arrangement and play a vita role in promoting
international and domestic trade. A contract of Guarantee is a “Contract to perform the
promise or discharge theliability of athird personin case of hisdefault”. Bank guaranteeisan
additional tool to fulfil the obligations under the contract. The creditor who is not sure about
the solvency of the borrower protects himself against default by the debtor to pay the debt. In
this case, the borrower pays afixed amount to the bank for giving guarantee. Guarantee fee
Isthus a non interest income to the bank.
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Specimen of Guarantee Letter:

= &
£ CREDIT
O SUISSE|GROVP
> LETTER OF GUARANTEE
=]
o
o
5 BANK GUARANTEE NR. TI\H06.50
ISIN NUMBER
o ISSUE DATE: NOV 04™, 201
=i MATURITY DATE JUN 04nd, 2012
— CODE CREATION DATE MAY 22 ® 2007
=
(o
o WE, THE UNDERSIGNED CREDIT SUISSE GROUP AG, ZURICH,SWITZERLAND,
HEREBY OPEN OUR IRREVOCABLE, TRANSFERABLE, DIVISIBLE, ASSIGNABLE.
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. FOR THE AMOUNT OF DOLLARS 100.000.000.00 ( FIUN
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DATE OF ISSUE 04", DAY OF OCTORER 201
/=
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w SWIFT WIRE SYSTEM, DEMAND HEREUNDER MUST BE MARKED DRAWN
e UNDER THE LETTER OF GUARANTEE No.T1\H06.50 WITH ISIN NUMBER
— . DATE 04™ DAY OF OCTOBER 201
o
B WE ENGAGE WITH YOU THAT THE DEMAND DRAFT UNDER AND IN
B COMPLIANCE WITH THE TERM OF THIS LETTER OF GUARANTEE. SHALL. BY
P DULY HONOURED ON DATE OF PRESENTATION TO US, THIS LETTER OF
GUARANTEE IS SUBJECT TO THE UNIFORM CUSTOMS AND PRACTICE
m/ COMMERCE, PARIS FRANCE, PUBLICATION 500, LATEST REVISION. &
o < & O,
C) THIS CABLE IS AN OPERATIVE INSTRUMENT, ALL CHARGES AR FOR THE%
ACCOUNT OF THIS APPLICANT.
w A~
i THIS LETTER OF GUARANTEE EXPIRES ON JUN 04th . 2012 )‘,? o
[ =) Al1G
175 CREDIT SUISSE GROUP A
o BANK OFFICERS
)
o
E-u---d
e WALTER B. KIELHOLZ BRADY W. DOUGAN
% CHAIRMAN OF THE BOARD CHIEF EXECUTIVE OFFICER
==
@)
A PARADEPLATZ 8 P.O. BOX1 ZURICH,8070

PHONE: +41-44-2121616

Parties to the Guarantee:

Guarantor: A person or ingtitutation who issues aletter of guarantee which contains his commitment
to pay a sum of money, of the principal debtor defants.

Principal Debtor: is the debtor who has the obligation to pay the monthly.
Beneficiary: isthe creditor of the principal debtor, in whose favour the guaranteeis given.
a. BG Process:

BG is issued by a bank on the receipt of request from the “applicant”. He promise to pay
“guarantee amount” towards some purpose/underlying transaction to the “ beneficiary”. If the applicant
defaults.
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While granting the Guarantee facilities on behalf of aborrower, the bank would assess the financial
position (credit worthiness) of the borrower aswell as the technica ability, experiencein theline,
reputation etc. of the borrower to complete the contract satisfactorily. While issuing Guarantees the
banks charges their non-refundable Guarantee fees from the borrower. This congtitutes Bank’s Non
Interest based income

If the bank i.e. “the guarantor” receivesthe“clam” from the beneficiary, it resultsin “BG invocation”.
In case of foreign BG, apart from these 3 parties, there is also a*“ correspondent bank”. If a bank
does not have branch in some foreign country, it issues BG in that country through its* correspondent
bank”. The bank does all the required due diligence, financia and business anaysis before issuing
the guarantee.

For example: An exporter called “ABC LTD.” in Dubai seeks abank guarantee from an importer
caled “XYZ Pvt. Ltd” in India Inthiscase, “XY Z Pvt. Ltd” approaches Corporation Bank to give
abank guarantee on his behalf to the exporter. Now, if Corporation bank does not have a branch
in Dubai, Corporation bank would issue the guarantee through State Bank of India (SBI). Here,
“XYZ Pvt. Ltd” isthe applicant; “ABC LTD” isthe beneficiary; “ Corporation Bank” istheissuing
bank and “SBI” is the correspondent bank.

This BG agreement acts as an undertaking assuring the beneficiary that the bank would pay the
specified amount, in case of its applicant’s default in meeting his obligation as mentioned in the
guarantee. In effect, the BG acts as a promise that in case the liability of the debtor/applicant is not
met, the contractud liability will be met by the bank. BG contract isindependent from the underlying
transaction/contract that exist between the beneficiary and the applicant.

Features of a Valid Guarantee:

» Guaranteeis awaysissued for aspecific amount

» The purpose of the guaranteeis clearly stated

» Guaranteeisvalid for a specific defined period

» Thegrace period alowed to enforce guarantee rights is also stated in the guarantee

It is important that guarantee can be enforced based on terms of the contract (i.e. guarantee
agreement) existing between the bank and the beneficiary. Generaly, beneficiaries do state a clause
to beincluded for charging pend interest in case of delayed payment. Hence, it is essentia for the
bank to be cautious while finalizing the format and text of the contract (the guarantee agreement).
While signing the same, the provision of pena interest and clauses attached to delays and default
are to be carefully noted.

Types of Bank Guarantees

Financial Guarantee: The bank guaranteesthat the principa debtor will meet the financia obligation
and in case he fails, the bank as a guarantor is bound to pay.

Performance Guar antee : Guarantee issued isfor completing a particular task in the prescribed/
agreed upon manner as stated in the guarantee document.
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Advance Payment Guarantee: This guarantee assures that the advance amount would be returned,
in case the agreement for which the advance is given does not get fulfilled.

Payment Guarantee/ L oan Guar antee: The guaranteeisfor assuring the payment / 1oan repayment.
In case, the party fails to do so, guarantor is bound to pay on behalf of the defaulting borrower.

Bid Bond Guarantee: As a part of the bidding process, this guarantee assures that the bidder
would undertake the contract he has bid for, on the terms the bidding is done.

Deferred Payment Guarantee: When the bank guarantees some deferred payment, the guarantee
istermed as Deferred Payment Guarantee. For example: A company purchases a machine on credit
basis with terms of payment being 6 equal instalments. In this case, since the payment is deferred
to alater period, creditor seeks deferred payment guarantee with an assurance that the payment
would reach him in the given time period.

I mportance of Bank Guar antees. Importance of bank guaranteeis asfollows:
Addsto Creditworthiness. BGsreflect the confidence of the bank in the business of the applicants.

Assessment of Business: In case of foreign transactions or transactions with Government
organisations, the foreign party or a Government Undertaking is constrained and cannot assess
soundness of each and every applicant to a project. In such cases, BGs act as atrusted instrument
to assess stability and creditworthiness of companies applying for projects.

Confidence of Performance: When new parties associate in business and are sceptic about
performance of the company undertaking the project, performance guarantees help in reducing the
risk of the beneficiary.

Risk Reduction: Advance payment guarantees act as a protection cover wherein the buyer can
recover the advance amount paid to the seller, if seller failsto deliver the goods or services. This
protects against any probable loss that a party can suffer from anew seller.

Difference between a Bank Guarantee and a Letter of Credit:

A letter of credit is an obligation taken upon is by a bank to make a payment once certain criteria
are met. Once these terms are completed and confirmed, the bank will transfer the funds. This
ensures the payment will be made as long as the services are performed. A bank guarantee, like a
line of credit, guarantees a sum of money to a beneficiary. Unlike aline of credit, the sumisonly
paid if the opposing party does not fulfill the stipul ated obligations under the contract.

For example aletter of credit could be used in the delivery of goods or the completion of aservice.
The seller may request that the buyer obtains aletter of credit before the transaction occurs. The
buyer would get this |etter of credit issued by abank and forward it to the seller. This letter would
substitute the bank’s credit for that of its client, ensuring timely payment.

A bank guarantee might be used when a buyer obtains goods from aseller and then runsinto cash
flow difficulties and can’t pay the seller. The bank would pay an agreed-upon sum to the seller.
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Thesefinancia instruments are used in trade financing when suppliers, or vendors, are selling goods
to overseas customers with whom they don't have established business relationships. The instruments
are designed to reduce the risk of non-payment by the buyer.

B. Letter of Credit (LC):

An LCisabank’s (Issuing Bank-1B) written irrevocable commitment, made on behalf of its client
(applicant of the LC-buyer of goods/ services) to pay the beneficiary (sdller of the goods/services),
aspecified amount of money on the due date provided the beneficiary submits ‘ complying' documents
(i.e. submits the documents as stipulated in the LC) to the IB within the stipulated time at the
stipulated place.

A Non-funded credit facility means that the bank does not release any funds to the borrower at the
time of sanctioning the facility. It isa commitment to pay on behaf of the borrower contingent upon
the beneficiary fulfilling the conditions and the borrower not paying the dues before the due date.

SAMPLE - IRREVOCABLE STANDBY LETTER OR CREDIT

(NOTE: FORM MY VARY, SUBSTANCE MAY NOT)

BANK LETTERHEAD

IRREVOCABLE STANDBY LETTER OF CREDIT

TO: ATTN: GROUND FUELS DIVISION Il, DIRECT DELIVERY FUELS, CONTRACTING OFFICER
DEFENSE ENERGY SUPPORT CENTER (DESC)-PLC
8725 JOHN J. KINGMAN RD STE 4950
FORT BELVOIR VA 22060-6220

EFFECTIVE DATE:

AMOUNT OF LETTER OF CREDIT: $
CONTRACTOR:

CONTRACT NUMBER: SP0600-
LETTER OF CREDIT NUMBER:

To Whom It May Concern:

We hereby establish our “Irrevocable Standby Letter of Credit” in your favor, available by your draft/s at sight, drawn on (Name of
Bank issuing this Standby letter of Credif) accompanied by a manually signed statement that the signer is “an authorized
representative of the Defense Energy Support Center”, and one or both of the following statements:

a. “l hereby certify that the United States Government has delivered product under the terms of Contract Number
SP0600- and that (Contractor) has not paid under the terms of that contract, and as a result owes the
Government $ -

b. “l hereby certify that (Contractor) has failed to take delivery of product under the terms of Contract Number
SP0600- , and as a result owes the Government $ "

Drafts must be presented for negotiations on or before the expiration date of this Letter of Credit, (Expiration Date), at our bank.
The Government may make multiple drafts against this Letter of Credit.

This Letter of Credit is subject to the Uniform Customs and Practice of Documentary Credits (1993 Revision, International
Chamber of Commerce Publication No. 500) and except as may be inconsistent therewith, to the Uniforrmn Commercial Code in
effect on the date of issuance of this Letter of Credit in the state in which the issuer’s head office within the United States is
located.

We hereby agree with the drawers, endorsers and bona fide holders that all drafts drawn under and in compliance with the terms
of this Letter of Credit will be duly honored upon presentation and delivery of the above documents for negotiation at our bank on
or before the expiration date.

Very truly yours,

(Authorized Signature)

(Typed Name and Title)

NOTE: FORM MAY VARY, SUBSTANCE MAY NOT
PROVIDE COPY OF EXHIBIT A- SOLICITATION/CONTRACT FOR SALE OF PRODUCT TO YOUR BANK

SP0600-05-R-0040 EXHIBIT D
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a. Letter of Credit Definition:

A document issued by abank / financid ingtitution on behaf of abuyer stating the amount of credit
the buyer isavailing, and that the ingtitution will honor drafts up to that amount drawn by the seller
on the buyer. It gives the buyer the prestige and financia backing of the issuing ingtitution and satisfies
the requirements of the seller in completing the transaction. A commitment, usually by a bank on
behalf of abuyer, to pay the beneficiary a stated amount of money under specified conditions gives
an assurance to the seller to recover his dues from the buyer on the due date.

b. Partiesinvolved in LC transaction:
» TheApplicant isthe party that applies for the letter of credit to be issued (i.e. the buyer).

» TheBeneficiary isthe party named in the letter of credit in whose favour the letter of credit
isissued (i.e. seller)

» Thelssuing or Opening Bank isthe applicant’s bank that issues or opens the letter of credit
in favour of the beneficiary and substitutes its creditworthiness for that of the applicant.

c. Bendficiary:

The beneficiary isnormally the seller of goods who receives payment if he has complied with the
terms and conditions mentioned in the LC.

A Letter of credit isissued in favor of the beneficiary to enable him or his agent to obtain payment
once he performed his part of the contract and submitted sti pul ated documents showing compliance
with the terms and conditions of the |etter of credit.

In case of atransferable letter of credit, the credit is transferred to another party, the origina
beneficiary is known asfirst beneficiary the person to whom the credit is transferred is known as
the second beneficiary.

The beneficiary decides the terms of payment when sales contracts are negotiated. He assesses the
risk of nonpayment even when compliant documents are presented in the case of unconfirmed LCs.
Scrutinizes LC on receipt from the advising bank to check whether it isin accordance with the sales
contract and whether it is otherwise acceptable to him.

e. Advising Bank:

An Advising Bank may be named in the letter of credit to advise the beneficiary that the letter of
credit has been issued. Therole of the Advising Bank islimited to establish authenticity of the credit,
which it advised to the beneficiary.

f.  Paying Bank:

The Paying Bank is the bank nominated in the letter of credit that makes payment to the beneficiary,
after determining that documents conform, and upon receipt of funds from the issuing bank or
another intermediary bank nominated by the issuing bank.
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g. Confirming Bank

The Confirming Bank is the bank, which, under instruction from the issuing bank, substitutesits
creditworthinessfor that of theissuing bank. It ultimately assumes the issuing bank’s commitment to

pay.

If the LC facility isin respect of import of goods from abroad, then the country’s ‘ EXIM Policy’
will have to be taken into account by the opening banker. It hasto follow the rules of the government
regarding the goods which can beimported. RBI’s‘ Exchange Control Policy’ will so be consdered
by it to ascertain whether payment in aparticular currency is permissible.

h. Letter of Credit Process flow:

Letter of Credit Process 35&E

BENEFICIARY/ APPLICANTS
SELLER/ EXPORTER [  *HGeeds ——® RBUYER/ IMPORTER
I b Fy
L. Application
3. Advice foxr LLC
of LC 6. Fomey 8. Momey
9. Documenis
E. Dorumenis
l o e ¥ b
ADVISING' PAYINGS ISSUING/ OPENING
(CONFIRMING) BANK 7. Do = — BANEK
- 2. Lo

62

> Applicant gpproaches Issuing/ Opening Bank with LC gpplication form duly filled and requests
Issuing Bank to issue a Letter of Credit in favour of Beneficiary.

» Issuing Bank issues a Letter of Credit as per the application submitted by an Applicant and
send it to the Advising Bank, which islocated in Beneficiary's country, to formally advise the
LC to the beneficiary.

Advising Bank advises the LC to the Beneficiary.

Once Beneficiary receives the LC and if it suits his/ her requirements, he/ she prepares the
goods and hands over them to the carrier to dispatch to the Applicant.

»  He/ Shethen hands over the documents al ong with the Transport Document as per LC to the
Negotiating Bank to be forwarded to the Issuing Bank.
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>

Issuing Bank reimburses the Negotiating Bank with the amount of the LC post Negotiating
Bank’s confirmation that they have negotiated the documents in strict conformity of the LC
terms. Negotiating Bank makes the payment to the Beneficiary.

Simultaneously, the Negotiating Bank forwards the documents to the Issuing Bank to be
released to the Applicant to claim the goods from the carrier.

Applicant reimburses the Issuing Bank for the amount, which it had paid to the Negotiating
Bank.

Issuing Bank releases dl documents along with the titled Transport Documents to the Applicant.
Settlements of LC:

All commercid letters of credit must clearly indicate whether they are payable by sight payment, by
deferred payment, by acceptance, or by negotiation. These are noted as formal demands under the
terms of the commercia |etter of credit.

>

Ancillary Servicesof Banks

In asight payment, the commercia letter of credit is payable when the beneficiary presentsthe
complying documents and if the presentation takes place on or before the expiration of the
period of commercial letter of credit.

In adeferred payment, the commercid letter of credit is payable on a specified future date. The
beneficiary may present the complying documents at an earlier date, but the commercial | etter
of credit is payable only on the specified future date.

An acceptance is atime draft drawn on, and accepted by, abanking ingtitution, which promises
to honor the draft at a specified future date. The act of acceptance iswithout recourse as it
isacommitment to pay the face amount of the accepted draft.

Under negotiation, the negotiating bank, athird party negotiator, expedites payment to the
beneficiary upon the beneficiary’s presentation of the complying documents to the negotiating
bank. The bank pays the beneficiary, normally at a discount of the face amount of the value
of the documents, and then presents the complying documents, including a sight or time draft,
to the issuing bank to receive full payment at sight or at a specified future date.

Advantages of usingan LC are:

The beneficiary (seller) is assured of payment as long as it complies with the terms and
conditions of the |etter of credit.

The credit risk is transferred from the applicant (buyer) to the issuing bank.

The beneficiary minimizes collection time as the letter of credit accel erates payment of the
receivables.

The beneficiary’s foreign exchange risk is eliminated with aletter of credit issued in the currency
of the beneficiary’s country.
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k. Risksinvolved in LC:

Since al the partiesinvolved in Letter of Credit deal with the documents and not with the goods,
the risk of Beneficiary not shipping goods as mentioned in the LC is still persists. The Letter of
Credit as a payment method is costlier than other methods of payment such as Open Account or
Collection. The Beneficiary’s documents must comply with the terms and conditions of the L etter
of Credit for Issuing Bank to make the payment. The Beneficiary is exposed to the Commercia risk
on Issuing Bank, Political risk on the Issuing Bank’s country and Foreign Exchange Risk in case of
Usance Letter of Credits.

I. Different payment structuresfor LC:
Sight Credit: In this the payment is release to Beneficiary on presentation of documents

Acceptance Credit: In this beneficiary draws the bill of exchange on issuing bank and allows
some time for acceptance

Deferred Credit :Is same as Acceptance Credit except thereis no bill of exchange

Back to Back Credits: Exporter receives a credit from his buyer (Selling credit). He has to
procure goods from other suppliers. He opens a credit for purchase of the goods (buying
credit). Second credit is said to be back to back to the first one. Bill proceeds of the export
LC (Sdling LC) will be used to meet liabilities under the second (Buying LC). Amount of back
to back credit will be lower. Usance period of the back to back credit should be equa to or
more than that of the export credit. Bank still at risk if the customer fails to export. No
concession in margin and security norms.

» Revolving Credits: Credit is opened to cover a series of regular transactions over a longer
period. Beneficiary will submit aseries of documents. Maximum value of each document will
be fixed and isthe revolving limit. LC amount is the maximum vaue of documents that can be
handled under the credit. The credit may be reinstated automatically or after payment of earlier
bill. It can be opened as cumulative or non cumulative.

» Standby Letters of Credit: Credit isissued for aparticular anount and for aparticular period.
Trade takes place on running account basis. Beneficiary does not submit documents to bank.

m. Recourse in case of default:

If thereisadefault, he can clam funds from opening bank giving a certificate of default. No quibbling
over discrepancies and documents. Opening bank will pay on demand. Works like abank guarantee.
UCPDC is applicableif so declared in the credit

n. General documentsrequired to be submitted under documentary credits:
» Commercid Invoice
» Packing List
» Bill of lading and other transport documents

34 Banking Products& Operations- |



Certificate of Origin
Inspection Certificate
Bill of Exchange

vV V V VY

Insurance Documents

0. Regulations applicabletoLC are:

Foreign Trade Policy requirements.

FEMA requirements.

Credit norms of Central Bank.

UCPDC 600 Provisions.

Bank’s Internal Credit Policies/ procedures.
Public notices issued by DGFT

Uniform Rules for bank-to-bank reimbursements 525

vV V VvV VY VY V V V

Incoterms 2010
p. Bank’sObligation & Responsibilities:
I ssuing Bank (opening bank) (UCPArticle 7)

Issuing Bank being the prime obligator needs to ensure credit-worthiness and trust-worthiness of the
applicant. Once credit is opened, the bank is placing itself as a substitute for the buyer.

Advising Bank has the obligation to authenticate the credit once it is received and passing it
promptly on to the beneficiary (Art.9).

Confirming Bank takes over the responsibilities of the issuing bank as far as the beneficiary is
concerned though it has got recourse to the Issuing Bank (Art 8).

Negotiating Bank to examine documents within 5 banking days after receipt of the documents at
their counters (Art 14b). To ensure compliance of credit terms on the basis of documents alone and
consistency of documents with each other

1.5 Sdling Third Party Products- I nsurance and M utual fund units

Commission earned on selling other companies’ products (or third party’s product distribution
business) is emerging as a new source of revenue for many banks. Although the fee amounts are
small, they make a valuable contribution to diversify revenue streams, increasing the mix of non-
interest incomein the overdl profits.
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A. Mutual Funds;

A Mutual Fund means an investment vehicle that pools the money of alarge group of investorsand
investsin avariety of securities to achieve a specific investment objective. In other words Mutual
Fund means a diversified portfolio of securities invested on behalf of a group of investors and
professionally managed. Individual investors own a part of the fund represented by the number of
units they purchased and thus share in any gains or losses of the fund.

Lifelnsurance Products:

Here bank earned revenue through the selling of life insurance policies on behalf of insurance
company. The contract of insurance is between theinsurer and the insured and not between the bank
and the insured. Bank just earns commission by selling the insurance policies.

Non-Life lnsurance Products:

Non-life insurance means generd insurance. Which includes automobile and homeowners' policies,
fireinsurance, medical insurance etc. Genera insurance typicaly comprises any insurance that is not
lifeinsurance; it may safeguard any property from any casudty. The contract of insurance is between
the insurer and the insured and not between the bank and the insured.

Advantages of Selling Third Party Products by the Banks:

Bank profitability isincreased by diversification of source of income by sdlling third party products.
Fee Based products are less risky, hence do not require additional capital

E. Disadvantagesof Selling Third Party Products by the Banks:

» Banks offering wealth management services are exposed to reputational risks on account of
miss-salling of products & conflict of interest.

» Lack of knowledge and clarity on products
»  Frauds

> Front line gaff a banks may be more interested in pushing insurance and para-banking products
instead of promoting core banking products.

»  Staffsmay be untrained to the job and do not take responsibility of the outcomein any manner.
Bank Incomein selling Mutual Funds:
Banks earnsin the following way:

» Upfront commission: isthe commission paid by AMC (Mutual Funds Company) to agent in
the first year which varies from scheme to scheme (0.40 % to 1.00%)

» Trail commission: isthe commission paid to agents by AMC in subsequent years which is
percentage of total AUM (aspects under management) which varies from 0.05% to 0.40%

G. Bank Incomefor sdling insurance products: As per Insurance Act, 1938, the life insurance
companies are allowed to pay:
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A maximum commission of 40 per cent of thefirst year’s premium

7.5 per cent of the second year’s premium and

5 per cent thereafter.

The commission paid is limited to 2 per cent in case of single premium policies.

V V V VYV V

Pension plans: Commissionislimited to 7.5 per cent of thefirst year’s premium and 2 per cent
theresfter.

1.6 Credit Cards & Debit Cards

A card issued by afinance company giving the holder an option to purchase goods and services,
usudly at point of sale. Banks charge interest on the amount whom by the card holder Thus chards
are primarily used for short-term financing. Interest usually begins one month after a purchase is
made and borrowing limits are pre-set according to the individud’s credit rating.

Credit cards have higher interest rates (around 34-36 % per year) than most consumer loans or lines
of credit. Almost every store accepts payment for goods and services through credit cards. Because
of their wide spread acceptance, credit cards are one of the most popular forms of payment for
consumer goods and services.

A credit card isapayment card issued to users as a system of payment. It allows the cardholder
to pay for goods and services based on the holder’s promise to pay for them. The issuer of the card
creates arevolving account and grants aline of credit to the consumer (or the user) from which the
user can borrow money for payment to a merchant or as a cash advance to the user.

A. Credit card
a. Credit card numbering:

Partnercard, Secondary
Card, Company Card. ..

Credit Card Type
Country & Company Company Logo

16 Digit Credir
Card Number

First Four
Digits Printed

Below The b, = % . . —
Embossed i g 1 Hologram
Number

Expiry Date

First & Last Name
Embossed Character

The numbers found on credit cards have a certain amount of internal structure, and share acommon
numbering scheme. The card number’s prefix, caled the Bank Identification Number, is the sequence
of digits at the beginning of the number that determine the bank to which a credit card number
belongs.
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» First six digits for MasterCard and Visa cards
» Next ninedigits are the individua account number, and
» Find digitisavaidity check code.

In addition to the main credit card number, credit cards also carry issue and expiration dates (given
to the nearest month), as well as extra codes such as issue numbers and security codes. Not all
credit cards have the same sets of extra codes nor do they use the same number of digits.

b. Partiesto Credit card:

>
>

Cardholder: The holder of the card used to make a purchase; the consumer.

Card-issuing bank: Thefinancid institution or other organization that issued the credit
card to the cardhol der. This bank bills the consumer for payment and bears the risk that
the card is used fraudulently. American Express and Discover were previoudly the only
card-issuing banks for their respective brands, but as of 2007, thisis no longer the case.
Cards issued by banksto cardholders in a different country are known as offshore credit
cards.

Merchant: Theindividua or business accepting credit card payments for products or
services sold to the cardhol der.

Acquiring bank: The financid ingtitution accepting payment for the products or services
on behalf of the merchant.

I ndependent sales organization: Resdllers (to merchants) of the services of the acquiring
bank.

Merchant account: This could refer to the acquiring bank or the independent sales
organization, but in generd is the organization that the merchant dealswith.

Credit Card association: An association of card-issuing banks such as Discover, Visa,
MasterCard, American express, etc. that set transaction terms for merchants, card-issuing
banks, and acquiring banks.

Transaction network: The system that implements the mechanics of the electronic
transactions. May be operated by an independent company, and one company may operate
multiple networks.

Insurance providers. Insurers underwriting various insurance protections offered as credit
card perks, for example, Car Rentd Insurance, Purchase Security, Hotel Burglary Insurance,
Travel Medical Protection etc.

Theflow of information and money between these parties— always through the card associations
— isknown as the interchange, and it consists of afew steps.

c. Credit card Operations:
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»  The Cardholder makes a purchase using acredit card. The merchant must obtain authorization
for the purchase from the bank who issued the card

»  Themerchant swipes the credit card through a POS unit
The POS machine sends authorization request dong with card datato Acquiring Processor, e.g.

First Data
» TheAcquiring Processor, First Data, routes the authorization request to Visa
»  Visathen forwards the authorization request to the Issuing Bank

B} FirstData. ‘

u

i

» Thelssuing Bank verifies the authorization information then checks the account for available
funds or credit and sends an approval or declineto Visa.

Visa routes the approva / decline to the Acquiring Processor (F.D.).
The Acquiring Processor (F.D.) sendsthe approval or decline to the merchant’s terminal.

The merchant completes the sale with the customer.

YV V V V

If approved, the customer isbilled for the transaction on his next monthly statement.

Batching: Authorized transactions are stored in “batches’, which are sent to the acquirer. Batches
are typically submitted once per day at the end of the business day. If atransaction is not submitted
in the batch, the authorization will stay vaid for a period determined by the issuer, after which the
held amount will be returned to the cardholder’s available credit (see authorization hold). Some
transactions may be submitted in the batch without prior authorizations; these are either transactions
faling under the merchant’s floor limit or ones where the authorization was unsuccessful but the
merchant still attempts to force the transaction through. (Such may be the case when the cardholder
is not present but owes the merchant additional money, such as extending a hotel stay or car rentd.)

Clearing and Settlement:

¥ FirstData.
-y

aace ™ VISA=) 5 = VISA—>
= o Y ﬁ“"-i

>  First Data submits request to Visa.

» Visain turn submits request to Issuing Bank.
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» Issuing Bank fundsVisa.
» Visainturn funds First Data.
>  First Data settles funds with Merchant.

The acquirer sends the batch transactions through the credit card association, which debits the
issuersfor payment and credits the acquirer. Essentidly, the issuer paysthe acquirer for the transaction.

Funding: Once the acquirer has been paid, the acquirer pays the merchant. The merchant receives
the amount totaling the funds in the batch minus the “discount rate’, “ mid-quaified rate”’, or “non-
quaified rate’” which aretiers of fees the merchant pays the acquirer for processing the transactions.

Chargeback’s: A chargeback is an event in which money in a merchant account is held dueto a
dispute relating to the transaction. Charge backs are typically initiated by the cardholder. In the event
of achargeback, the issuer returns the transaction to the acquirer for resolution. The acquirer then
forwards the chargeback to the merchant, who must either accept the chargeback or contest it.

d. How istheInterest charges calculated by the credit card companies?

Credit card issuers usualy waive interest chargesif the baanceis paid in full each month, but will
charge full interest on the entire outstanding balance from the date of each purchase if the total
baanceis not paid.

For example, if auser had Rs 1,000 transaction and paid it in full within the grace period, there
would be no interest charge. If, however, even Rs1.00 of the total amount remained unpaid, interest
would be charged on the Rs 1,000 from the date of purchase until the payment is received. The
precise manner in which interest is charged is usually detailed in a cardhol der agreement which may
be summarized on the back of the monthly statement. The genera calculation formulawhich most
financia institutions use to determine the amount of interest to be charged is

Interest: APR/100 x ADB/365 x number of days revolved.

Take the annual percentage rate (APR) and divide by 100 then multiply by the amount of the
average daily balance (ADB) divided by 365 and then take this total and multiply by the total
number of days the amount revolved before payment was made on the account. Financia ingtitutions
refer to interest charged back to the original time of the transaction and up to the time a payment
was made, if not in full, asresidud retail finance charge (RRFC). Thus after an amount has revolved
and a payment has been made, the user of the card will still receive interest charges on their
statement after paying the next statement in full (in fact the statement may only have a charge for
interest that collected up until the date the full balance was paid, i.e. when the balance stopped
revolving).

e. Bendfitsto the credit card holders:

The main benefit of credit card to the card holder is convenience. Compared to debit cards and
cheques, a credit card alows small short-term loans to be quickly made to a customer who need
not calculate the balance which remains before every transaction, provided the total amounts does
do not exceed the maximum credit line for the card.
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Many credit cards offer rewards and benefits packages, such as enhanced product warranties at no
cost, free loss’7damage coverage on new purchases, various insurance protections, for example,
rental car insurance, common carrier accident protection, and travel medica insurance. Credit cards
can also offer reward points which may be redeemed for cash, products, or airline tickets.

f. Benefitsto Merchants for accepting credit cards:

For merchants, a credit card transaction is often more secure than other forms of payment, such as
cheques, because the issuing bank commits to pay the merchant the moment the transaction is
authorized, regardless of whether the consumer defaults on the credit card payment (except for
legitimate disputes). In most cases, cards are even more secure than cash, because they discourage
theft by the merchant’s employees and reduce the amount of cash on the premises. Finally, credit
cards reduce the back office expense of processing checks/cash and transporting them to the bank.

For each purchase, the bank charges the merchant a commission (discount fee) for this service and
there may be a certain delay before the agreed payment is received by the merchant. The commission
is often a percentage of the transaction amount, plus afixed fee (interchange rate).

g. Coststo the merchantsfor accepting credit cards:

Merchants are charged several feesfor accepting credit cards. The merchant is usually charged a
commission of around 1 to 4 percent of the value of each transaction paid by credit card holder.
The merchant may aso pay avariable charge, called an interchange rate, for each transaction.

Merchants are a so required to |lease processing terminals, for some termina's, merchants may aso
need to subscribe to a separate telephone line.

Merchants must also satisfy data security compliance standards which are highly technical and
complicated. In many cases, there is a delay of several days before funds are deposited into a
merchant’s bank account. Because credit card fee structures are very complicated, smaler merchants
are at adisadvantage to analyze and predict fees.

Finally, merchants assume the risk of chargeback’s by consumers.
B. Debit Cards:

A debit card (also known as a bank card) is a plastic payment card that provides the cardholder
electronic access to his or her bank account(s) at afinancid institution. Some cards have a stored
value with which a payment is made, while most relay a message to the cardholder’s bank to
withdraw funds from a payer’s designated bank account. The card, where accepted, can be used
instead of cash when making purchases.

Unlike credit cards, payments by using a debit card are immediately made from the cardholder’s
designated bank account. Debit cards usudly aso dlow for ingtant withdrawa of cash, acting asthe
ATM card for withdrawing cash. Merchants may also offer cash back facilities to customers, where
acustomer can withdraw cash along with their purchase.
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Details on the front of atypical debit card are:
»  Issuing bank logo
» EMV chip

» Hologram
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Card number
Card brand logo

Expiration date

vV V V V

Cardholder’s name

Details on the reverse side of atypica debit card:
> Magnetic stripe

» Sgnauredtrip

»  Card Security Code

a. Debit Card system works:

Flow of a Transaction

Merchant

—

@ Flr:l.'l'.' Data

Cardholder
Pays Issuer

Acqguirer

Cardholder

X

Issuer Association

Online debit cards require el ectronic authorization of every transaction and the debits are reflected
in the user’s account immediately. The transaction may be additionally secured with the personal
identification number (PIN) authentication system; some online cards require such authentication for
every transaction, essentially becoming enhanced automatic teller machine (ATM) cards.
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One difficulty with using online debit cards is the necessity of an electronic authorization device at
the point of sale (POS) and sometimes also a separate PIN pad to enter the PIN, athough thisis
becoming commonplace for al card transactions in many countries.

Overadl, the online debit card is generally viewed as superior to the offline debit card because of
its more secure authentication system and live status, which alleviates problems with processing lag
on transactions that may only issue online debit cards. Some on-line debit systems are using the
normal authentication processes of Internet banking to provide rea-time on-line debit transactions.

b.
>

© Vv VYV V

A\
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Advantages of a Debit Card

Easy to obtain: Once you open an account most institutions will issue you a debit card upon
request.

Convenience: Purchases can be made by swiping the card rather than paying in cash.
Safety: You don’'t have to carry cash or a cheque book.

Readily accepted: When out of town, debit cards are usually widely accepted
Disadvantages of a Debit Card

No grace period: Unlike a credit card, a debit card debits funds directly from your bank
account. A credit card alows you credit, thus leaving disposable cash in your account.

Check book balancing: Bdancing your account may be difficult unless you record every debit
card transaction.

Difference between Credit and Debit Card:

Credit Card

¢ Borrowing money from abank or financia ingtitution. (Spending “other’'s’ money)
“+ Need not be connected to any bank account

+ Pay additiona interest drawn on the amount borrowed

% Limit: Credit line

Debit Card

+¢ Funds taken from the money that you havein your Bank account. (Spending your “own”
money)

¢+ Needs Checking Account / Savings Account
+ No interest to be paid

¢+ Limit: Equals your account balance/ limit
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1.7 Brokerage & Demat Services.

A. Brokerage Services.

Investment Bank Dealers know their customers' needs and can help meet the two customers. Bank
Dealers buy / sdll financia products on behalf of their customers. This service of buying / selling
financia products is known as Brokerage services.

Bank Dedlers provide brokerage servicesin case of:
» Equity shares

>  Debt Instruments

> Currencies

> Derivativesingruments

Bank earns brokerage income and profit from buying / selling of securities. Dedlers do underwriting
of shares and they have an inventory of shares with them. Dedlers are market makersfor securities.

Security Dealers. They maintain an inventory and buy and sell from that inventory. A deder offers
to buy at the bid price and offers to sell at the asked price. The size of the bid-asked spread
depends upon two mgjor factors.

»  Volume of trading.
>  Inherent pricerisk.

Security Brokers: Brokers are agents who carry out transactions for buyers or sellers. Brokers
charge commissions for their services.

Different types of brokerage services available in the market: There are different types of
brokers.

>  Full-service brokers provided execution and advice and charge the highest fees.
> Discount brokers provided execution only.
»  Securities Brokerage

Full Service Brokers: offer clients research and investment advice, but usually charge a higher
commission on trades.

Discount Broker: provides facilities to buy/sell securities but offers no advice. Many on-line
discount brokerage firms do have significant research available

Types of ordersfor buying/ selling:

»  Securities Orders. when you call abrokerage house to buy or sell a security, you essentially
have three options:
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Market Order: buy or sell security at current price

Limit Order: you specify the most you are willing to pay (buy) or the least you are willing to
accept (sell) for a security

» Short Sales: sell asecurity you don’t own with the intent of buying it back at alater date
(hopefully at alower price)

B. Demat Services:

Share
Splits And
Easy Bonus Shares No Tension
Transfer Automatically Of Losing
Of Credited Physical Share
Securities To Account Certificates

Lower Demat

Transaction
Lyl Account

An effective and fully developed depository system is essential for maintaining and enhancing the
efficiency of amature capital market

Depository: Depository isan organization where the securities are held in eectronic form and which
carries out the securities transaction by book entries.

A depository isan organization, which assigtsin the alotment and transfer of securities and securities
lending. The shares here are held in the form of eectronic accountsi.e. demateridized form and the
depository system revolves around the concept of paper-less or scrip-less trading. It holds the
securities of theinvestorsin the form of eectronic book entries avoiding risks associated with paper
securities. It is not mandatory and is left to the investor to decide. Depositories carry out its
operations through various functionaries called Depository Participants.

Need of Depository: Before the introduction of Depository system, the problems faced by investors
and corporate in handling large volume of securini were asfollows:

Bad deliveries

Fake certificates

Loss of certificatesin trangit
Mutilation of certificates
Deaysintransfers

vV V V VYV V

Long settlement cycles
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»  Mismatch of signatures
» Dday in refund and remission of dividends etc
Depository mitigates the above risks by removing the paper certificates in the market

Depository System: In India, the depository system was introduced in 1996 with the enactment
of DepositoriesAct 1996. Their operations are carried out in accordance with rules, bye-laws of
DepositoriesAct and SEBI (Depositories and Participants) Regulations Act 1996. Presently there
aretwo Depositories working in India:

i.  National Securities Depository Limited (NSDL):

It was registered by the SEBI on June 7 1996 as India's first Depository to facilitate trading and
settlement of securities in the Demat form. It was promoted by IDBI, UTI, and NSE

ii. Central Depository Services (India) Limited (CDSL):

It commenced its operations during Feb 1999 and was promoted by Bombay Stock Exchange in
association with Bank of Baroda, Bank of India, SBI and HDFC Bank.

Constituents of a Depository System:

Depository

Depository Participants (DP)

Securities Issuers and Registrars and Share Transfer Agents
Stock Exchanges and Stock Brokers

Clearing Corporations, Clearing House and Clearing Members
Banking system

V V. V VYV V VYV V

Investors

Depository Participants (DP):

A DP is an agent of the depository and functions as the interacting medium between the
depogitory and theinvestor. Heis registered with the SEBI. DP must possess requisite qudlifications
prescribed by the concerned depository of which heis the participant. He is responsible for
maintaining the investors' securities accounts with the depository and handles them as per the
investors written instructions. He is linked to a broker who trades on behalf of investors.

To avall their services an account Smilar to abank account has to be opened by investors with
the DP. As per SEBI Regulations, financid ingtitutions, banks, custodians, stock brokers etc can
become DP's. Investors may choose DP's of their choice and also can deal with one or more
DPsat atime.

ii. Securities, Issuers and Registrars and Share Transfer Agents:

An agreement is made between the depository, issuer of security and the designated registrar
[ share transfer agents for the underlying security in the cases of issues like transfer of securities
by their beneficial owners
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Sock Exchanges and Stock Brokers

Stock Exchange (SE) is an organized market for dealings in securities commonly referred to
as secondary market. One of its main functionsis price discovery i.e. prices are determined to
reflect currently available information about a security. Stock Brokers are members of Stock
Exchange primarily engaged in two main activitiesi.e. Buying and sdlling securities for their
clients charging acommission.

Dealers or Traders buy and sell on their own account for trading gains
Clearing Corporation & Clearing Members:

A Clearing corporation isacentra organization creeted to facilitate efficient, fast and economica
settlement of transactions at a Stock Exchange. It is an independent entity of the Stock exchange.
The members of Clearing Corporation are brokerage firms, banks or other financia institutions
that are called as clearing member. It acts as acentral mechanism for consolidating and settling
transactions across al brokers. It is responsible for guaranteeing and settlement of al tradese.g.
National Securities Clearing Corporation Limited (NSCCL) for NSE exchange.

Banking system

Banks maintains current alc’s for participants and executes fund transactions relating to securities
transactions for participants.

Investors: may beindividuals or corporate who have acquired shares either in primary market
or in secondary market

Depository System Services. Services provided by the depository are:

>
>

V VV YV V YV V V V VY

Opening of depository system

Demateridisation of Equity Shares, Debt Instruments, Government Securities & Mutual Fund
units

Re-demateridisation

Settlement of tradesin dematerialised securities
Account transfer

Trangfer, transmission and trangposition

Pledge and hypothecation

Redemption or Repurchase

Stock Lending and Borrowing

Corporate action

Account freezing

Nomination facility

Opening of Demat Accounts:

SEBI has made trading of shares of al the companies|listed at the stock exchangesin Demat form
compulsorily w.e.f. 2" Jan 2002.
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Henceif the investor wants to trade in respect of the companies which have established connectivity
with NSDL & CSDL, he will have to open a beneficiary account with any Depository Participant.
For this purpose he has to fill Demat account opening form & sign an agreement with the DP and
submit one or two recent passport size photographs and the KY C documents viz. Identity Proof
& Address Proof Documents. The investor will be allotted an account number called as client
identity. No minimum balance isrequired. The investor is provided with atransaction statement by
his DP at regular intervals based on which the investor will know his security balances.

Dematerialization process:

It means conversion of the physical certificatesinto dematerialized holdings at the request of the
investor. Only sharesregistered in the name of the account holder(s) are accepted for demateridization
at the depository. Once the company is admitted into depository system, an ISIN (international
securities identification number) is alotted by the depository. It is a unique number for each security
of the company that is admitted in the depository. The entire process takes about 15 — 30 daystime.

Re-dematerialization process. It means converson of Demat holdings back into physicd certificates.
An investor can convert part of his holdingsinto physical form. However, if he wantsto sell, he
needs to dematerialized his holding

For remateriaisation an investor must fill up a Remateriaisation Request form (RRF). The DP will
forward the request to depository after verifying that the shareholder has the necessary ba ances of
securities. Depository will in turn intimate the registrar. RTA (registrar & transfer agent) of the
company who will print the certificates and dispatch the same to the investor

Purchase / Sales Transactions Process:

|ssuer

l

27 NN
1T Tl T

[ estor [ estor [ estor [ estar

Purchase Transaction: Depository gives effect to all transfers of securities resulting from the
settlement of trades and other transactions that take place between various beneficial owners. The
procedureis asfollows:
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Investor purchases securities at any of the Stock Exchange connected to Depository through a
broker. Investor pays money to the broker who in turn pays to the clearing corporation. On the pay
— out day broker receives credit for securities in his clearing account. Broker gives instructions to
his DP to debit clearing account and credit client account. Investor receives sharesinto his demat
account

Sale Transaction:

Investor salls securities at any Stock exchange linked to depository through a broker. Investor gives
instruction to his DPto debit his account and credit selling broker’s clearing account. Before the
pay-in day, investor’s broker transfers the securities to clearing corporation. Broker receives payment
from Stock exchange. Investor recelves the payment from broker. Salein Demat form issimilar to
sale under physical mode

Transmission: The transfer of ownership to the legal heir takes place when the holder of the
security expires. The procedure for the sameis asfollows:

Claimant will havetofill aTRFi.e. atransmission request form supported by documents like desth
certificate, succession certificate, will etc. The DP after verifying that the gpplication is genuine, will
transfer securities to Demat a/c of claimant.

L} HDFC securities | weicome PRIYA HEMANG RUSH Trading AR Ma.: THEMD Last Login Tme: 14 SEP 2011 03:85012 F
B vaur testing for 3.8 ASAP Biremng L mny
5 | Ey Balamicoe Limiln = DICSIP  Chid
oa g ey EHINE | Al corsrrress ® Lo bonoun
e b ] lin Ul e - W T (e = Than P i i [Cedmal Bilance

Depesknry | SCL = P | K301151 =

Cemat Balence dor 1102119 a5 ons P8R0 W15 Tor NEDL_NBH 151261314

Company Name ISIN No Free  Under Proc.. OnMold Availabl. LTR/NAV  Held Type  Hold Qty
ADINATH TEXTILES INE207C01019 350.00 100 00 500 000 fo- -
AGRO DUTCH INDUSTRIES LTD INE135B01014 700.00 100 00 400.0 7.68 A5
BANK OF MADURA INE456A01016 200.00 o 200 0.0 0.00 Ci-

BHARAT ELECTRONIC LTD INE263A01016 700.00 100 00 4000 1,592.00 -
IND SWFT LABORATORIES LTD  INE955B01019 350.00 100 00 500 0.00 Ci5-
INFOSYS TECHNOLOGIES LTD  IN1234566666 700.00 100 00 400.0 0.00 a5
INSILCO LTD INESD1ADIOI1 700.00 100 00 400.0 14.80 Ci5-
RELTANCE INDUSTRIES LTD  INEO36ADI016 700.00 100 00 4000 45500 T

L]

Stock it Eured Lins R A S R . S |

The above screen shows the specimen of HDFC Securities online account detail of an investor. It
has various tabs for portfolio, market watch, Order book, Trade book, Open position and demat
balance, research etc for various purpose.

It show the company name, security identification code, number of free shares (shares in the
account), Under process shares, on hold shares (shares which are kept on hold for selling purpose)
and the available shares with the latest traded price (LTP) or Net Asset Value (in case of mutual
fund unit).
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Nomination facility: Nomination on shares held in demat form can be made only by individuals
holding beneficiary alc. Minor can nominate only through guardian. It can be made Demat alc wise
and not security wise.

Benefits of Depository System:
» Investing Public
¢ Reduction of risks associated with loss, mutilation, theft and forgery of physica scrip
+« Elimination of financia lossfrom loss of physica scrip
% Greater liquidity resulting from speedier settlements
% Reduction in delaysin registration
% Faster receipt of corporate benefits
+ Reduced transaction costs through greater efficiency
» Issuers of Securities:
+ Up-to-date knowledge of shareholders' names and addresses
+ Reductionin printing and distribution costs of new issues
% Easy transfer of corporate benefits

+« Improved ability to attract international investors without having to incur expenditure of
Issuance in overseas markets

1.8 Summary:

» Sdafecustody facility offered by the bank comes under Bailer & Bailee services. Banks take
charge of goods, articles, securities as bailee not as trustee or agent. Bank will be responsible
for the taking care of the goods, should not make unauthorized use of it, should not mix with
his own goods and return the goods in good order.

» When the customer uses the safe deposit boxes to store valuable possessions that need
protection from theft, fire, flood, tampering, or other perils, the reationship between the Banker
and the Customer is Lessor Lessee. Agreement needs to be signed and K'Y C documents needs
to be submitted for availing of the locker services. Nomination facility is available even for the
locker. Locker operation needs both the customer key and the master key (with the bank).
Signature verification is carried out by the Bank before allowing accessing the holder of the
locker.

» NETF/ RTGS are the electronic mode of payments managed by the RBI. NEFT is deferred
net settlement (DNS) payment system which helps transfer of money in a batch of one hour
basisfrom 8 am to 7 pm for small amounts whereas RTGS is Rea Time Gross Settlement is
the system which helps transfer of funds on real time basis (0900 to 1630 hrs) but has limit
of minimum amount of Rs 2 lakhs.

» Drafts are paper based instruments which are used for carrying out the payments. They are
safer asthe customer account is aready debited for the amount before the i ssuance of Demand
draft. It follows the cheque clearing process facilitated by the RBI clearing house.
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Banks provides two types of credit facility — Funded and Non Funded. In case of funded
facility the money moves out of the Bank when approved and in case of non-funded credit
facility the funds moves on happening of certain events.

Bank Guarantee (BG) is non funded credit facility which is acommitment to pay on behalf of
the borrower contingent upon the beneficiary fulfilling the conditions and the borrower not
paying the dues before the due date.

As Letter of Credit (LC) isirrevocable commitment provided by the Bank, it safe guards the
interest of the both the importer / exporter, Letter of Credit is extensively used in internationa
trade. Various types of LCs are available to meet the various requirements of the importer /
exporter.

AsBank isin the business of providing financial services, Banks sells third party products
(Mutual Fund, Insurance, Gold etc) to become one stop shop for the financial needs of the
customers. Bank earns fee income, which does not require risk capita to be kept aside. Hence
it is profitable for the Bank and help in increasing the profit of the Bank.

Credit card is short term revolving type of loan provided by the Bank whereas Debit card acts
as replacement for hard currency. Limit of Debit holders is the balance in the Bank account
linked whereas credit card holder limit is assigned by the Bank based on his credit rating.
Merchants prefer Credit / Debit card asit attracts more customers and less hassle of managing
the cash received.

Broker acts as intermediary between the two parities while buying / selling financia products
in the market. Broker provides Full service/ Discount broker service based on the requirement
of the client.

Demat account is an account with Depository Participant (DP) in which securitiesare held in
dematerialised form. Advantages are:

Reduction of risks associated with loss, mutilation, theft and forgery of physica scrip
Elimination of financial lossfrom loss of physica scrip

Grester liquidity from speedier settlements

Reduction in delaysin registration

Faster receipt of corporate benefits

Reduced transaction costs through greater efficiency

Currently, National Security Depository Ltd (NSDL) and Central Depository Security Ltd
(CDSL) istwo depository which provides Demat services through their DP

Key words:

DD — Demand Draft

ECS — Electronic Clearing System

NEFT —Nationa Electronic Funds Transfer
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RTGS - Red Time Gross Settlement

IFSC - Indian Financial System Code

OTP - One Time password

DNS - Deferred Net Settlement

CTS - Cheque Truncation System

BG — Bank Guarantee

LC — Letter of Credit

NSDL - Nationa Securities Depository Limited
CDSL - Centra Depository Services (India) Limited
DP — Depository Participant

SEBI — Securities & Exchange Board of India
NSCCL - Nationa Securities Clearing Corporation Limited
ISIN - International Securities Identification Number
RTA - Registrar & Transfer agent

RRF - Remat Request form

DRF - Demat Request form
1.9 Sef Test Questions

I. Choosethe correct option:

1. RTGSaswell as NEFT uses
a UTR Number
b) MICR
c) IFSC
d) DNS

2. What ismaximum limit for an NEFT transfer per transaction?
a NoLimit
b) 1lakh
c) 2lakhs
d) 3lakhs

3. Why are pay-in-dips used in Banks?
a)  Todeposit cash or chequesinto the Bank account of the account holder
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b)  Towithdraw cash or chequesinto the Bank account of the account holder

c)  Both of the above

d)  None of the above

Which isthe safest cheque from the receiver point of view?
a  Account Payee cheque

b)  Bearer Cheque

c)  Crossed Cheque

d  Demand Draft

How many NEFT batches are run by RBI on Saturday?

8 3

by 6

o 9

d 12

NEFTS uses for payments

a)  Gross settlement
b)  Deferred Net settlement
What is the minimum amount limit for RTGS?

a None

b)  Rs 50,000

c) Rs2lakhs

d) Rs10lakhs

Which isthe fastest mode of payment?
a  Credit card

b) RTGS

c) NEFT

d  Cheque

On week days, RTGS is available between
a) 0830 to 1600 hrs
b) 0900 to 1630 hrs
c) 0930 to 1700 hrs
d) 1000 to 1730 hrs
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10. On week days, NEFT operates hourly batches from
a 0700 to 1800 hrs
b) 0730 to 1830 hrs
c) 0800 to 1900 hrs
d) 0830 to 1930 hrs

Answers. 1—-c¢,2-a3-a4—-d,5-b,6-b,7-¢c,8-b,9-Db, 10-c.

[l1. Fill intheblanks:

1. Brokerage Feesisclassified as Interest Income
2. canbereturned for insufficient funds in the account

3. IFSC code has characters

4. Full of SMSis_

5. MICR standsfor

Answers: 1- Non, 2 — Cheque, 3 - 11, 4 — Short Message Service, 5 - Magnetic Ink
Character Recognition.

[Il. Match thefollowing:
1. SafeDeposit Locker renting Electronic Funds Transfer
NEFTPaper based payment
Demand Draft Lessor — lessee relationship
IFSC code Letter of Credit
Irrecoverable commitment  Alphanumeric code for bank branch identification

a DN

Answes. 1-3,2-1,3-2,4-55-4.

IV. Trueor False:
1. Safecustody of valuablesis primary function of the Bank.
Bank isresponsible for any loss of content in the locker
Normally Bank lockers have two keys for its operations
RTGS system operations on Deferred Net settlement basis
NEFT can be used to transfer funds from or to NRE and NRO accounts in the country

o g bk~ w DN

Demand draft above Rs 20,000 can be issued only with account paying crossing
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7. When Guaranteeisissued, thereis unlimited liability

8. Insight LC, the payment is release to the beneficiary on presentation of documents

Answers. 1- False, 2 — False, 3 - True, 4 — False, 5 —True, 6 — True, 7 — False, 8 - True

V. Answer thefollowing briefly:
1. What is IFSC code?
What isusance LC?
What is back to back LC?
What is performance guarantee?
What are the advantages of Bank Guarantee?
What is Non fund based income?
VI. Answer in detail:
1. What are the duties of Bailee?
What arethe liabilities of Bailee?
Explain the operations of Safe Deposit box?

o ok~ w b

What are the advantages / disadvantages of electronic payment system?
Distinguish between NEFT and RTGS?
What does the Bank assess while issuing Guarantee on behalf of its customers?
Explain the need of Letter of credit?
What are the advantages to the Bank of selling third parties products?
What are the different sources of revenue to the Bank for selling Mutual Funds?
10. What are advantages and disadvantages of credit cards?
11. What are advantages and disadvantages of debit cards?
12. What are the advantages of keeping sharesin demat account?
VII. Activities:

1. Doavigt to anearby branch to see the Bank vault with locker facility and see the security
arrangement made

Do aproject on differentiating the product features of different credit / debit cards

© © N o gk~ 0D

Obtain ademat form from abank and request students to fill the same

Carry out ademand draft form filling exercise.
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L ear ning Objective—Unit 2

Location Duration-10HOURS
Classroom
or SESSION -1 SAFE CUSTODY OFVALUABLES
Banks Learning Knowledge Performance Teachingand
Outcome Evaluation Evaluation TrainingM ethod
After studying this |1 Understanding of |1 List the benefits of | Classroom teaching
topic the learners Computers Bank PPT’s
would be able to . Computerization
explain the benefits |2 Benefits of 2 List the steps
associated with the | Technology in involved
Bank Computerization| ~accounting accounting in
electronic
environment

SESSION -2 CORE BANKING (CB)

After studying this
topic the learners
would be able to learn
about the concept &
distinct features of
Core Banking

1 Understand what
is CB Solution

2. Key features of
Core Banking

3. Appreciation of
Key Controls in
CBS

1

2

Enlist the features of
core Banking

Evaluate the
controls in place to
make CBS safe

Comment on how
the CBS operations
have provided major
thrust to banking
operation

Classroom teaching
PPT’s

SESSION-3ONLINE BANKING

After studying this
topic the learners
would be able to
learn about the
concept & distinct
features of Online
Banking

1 Need of online

banking

2. Procedure of

using on online
banking

3. Risksin Online

banking

1

Enlist the
advantages of
online banking

Comment on the
measures
available to
counter threats
against online
banking

Classroom teaching
PPT’s

Ancillary Servicesof Banks

57




L ocation Duration-10HOURS
Clasgroom SESSION-4MOBILE BANKING
Banks . -
Learning Knowledge Performance Teachingand
Outcome Evaluation Evaluation TrainingM ethod
After studying this | 1 Need of mobile 1 Lig the Classroom teaching
topic the learners banking advantages of PPT’s
would be able to 2. Mobile banking mobile banking
learn about the facilities 2. Elucidate the
concept & disinct | 5y e Banking Mobile risks and
Banking
SESSION-5INTERNET BANKING

After studying this | 1. Need of Internet 1 Enlist the Classroom teaching
topic the learners banking advantages of PPT’s
would be able to 2 Procedure of Internet banking
learn about the using on
concept & distinct Internet banking 2 Comment on the
features of Internet o measures available
Banking 3 R|sk§ in Internet to <_:ounter threats

banking against Internet

banking
SESSION-6 ATM s
After studying this | 1 Meaning of 1 Explain the need | Classroom teaching
topic the learners ATM of ATM PPT's
would be able to 5 Purpose of ATM )
learn about the p 2 Describe the core
features of ATMs 4, i\_ll_(')\l/lutlon of 3 ldentify the key
features of ATM
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INNOVATIONS IN BANKING TECHNOLOGY
OBJECTIVES

After readingthisunit you will beableto:
o  Describethebenefits of useof technology in Banking
o Listthekeyfeatures& controlsof CoreBanking

o  Summarizethefeaturesof OnlineBanking & the counter measuresavailablefor mitigating the
onlinebankingrisks

o  Summarizetheadvantagesof MobileBanking
o Listthefeaturesof Internet Banking

o Explainthepurposeof ATMsandit advantagesto the Bank / Customers
STRUCTURE

2.1 Bank Computerization

2.2 CoreBanking Solution (CBS)

2.3 OnlineBanking

2.4 MobileBanking

2.5 Internet Banking

2.6 ATMs

2.7 Summay

2.8 Practice Questions

2.1 Bank Computerization
Understand theA ccounting in Electronic Environment, M ethods and Procedures

Computer isadevicethat accepts data, stores data, processes dataasdesired, retrievesthe stored
dataasand when required and printstheresult in desired format.
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SOFTWARE

HARDWARE 5 'y (programs)
({the computer) [ :

DATA
{information)

Characteristicsof computer:
A Compuiter isbetter than human being. It possesses some characteristics, which areasfollows:

Speed: It can access and process datamillionstimesfaster than humanscan. It can store dataand
informationinitsmemory, processthem and producethe desired results. It isused essentid ly asadata
processor. All the computer operationsare caused by el ectrical pulsesand travel sat the speed of light.
Most of themodern computers are capabl e of performing 100 million cal cul ations per second.

Storage: Computers havethe capability of storing vast amount of data.or information. Computers
have huge capacity to storedatain avery small physical space. Today’s computersarea so capable of
storing picturesand soundindigital form.

Accuracy: Theaccuracy of computer isvery high and every ca culation isperformed with the same
accuracy. Errorsoccur because of human beingsrather than technol ogical weakness; main sources of
errorsarewrong program by the user or inaccurate data.

Diligence: A computer isfreefrom tirednessand lack of concentration. Evenif it hastodo 10 million
caculations, it will do eventhelast onewith the sameaccuracy and speed asthefirst.
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Ver satility: Computer can perform wide range of jobswith speed, accuracy, and diligence. In any
organisation, oftenit isthe samecomputer that isused for diverse purposes such asaccounting, playing
games, preparing e ectric bills, sending e-mail and so on.

Communication: Computersare being used as powerful communication tools. All the computers
within an office are connected by cableand it is possibleto communi cate with othersin the office
through the network of compuiter.

Processing Power : Computer hascomealong way today. They began asmere prototypesat research
|aboratories and went on to help the busi ness organi sations, and today, their reach isso extensive that
they are used dmost everywhere. In the course of thisevolution, they have becomefaster, smaller,
cheaper, morereliableand user friendly.

Componentsof Computer: A computer cons stsof thefollowing maor components:
> Input Unit

»  Centra ProcessingUnitand

»  Output Unit.

Diagrammatically, these componentsmaybe presented asfollows:

CENTRAL PROCESSING UNIT

3 EEEEEE L CONTROL SECTION

: INTERMAL STORAGE SECTION
) INPUT ' outeut | - -
: STORAGE | PROGRAM | sTORAce | : -
: AREA STORAGE |  AREA
. AREA .
— — ey === -
= i
WORKING
STORAGE
AREA
Ll ¢+t

I

ARITHMETIC-LOGIC SECTION

AGHV I3
DATA FLOW

--------------
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I nput Unit: Input unit iscontrolling the variousinput deviceswhich are used for entering datainto
the computer. The mostly usedinput devices arekeyboard, mouse, and scanner. Other devicesare
magnetic tape, magnetic disk, light pen, bar code reader, smart card reader, etc. Besides, thereare
other deviceswhich respond to voiceand physical touch. Physical touch systemisinstalled at airport
for obtai ning the onlineinformation about departureand arriva of flight. Theinput unitisresponsiblefor
takinginput and converting it into binary system.

Central Processing Unit (CPU): The CPU isthecontrol centrefor acomputer. It guides, directsand
governsitsperformance. Itisthebrain of the computer. Themain unitinsgdethe computer isthe Centra
Processing Unit. Centra Processing Unitisto computer asthebrainisto human body. Thisisusedto
store program, photos, graphics, and dataand obey theinstructionsin program. It isdivided into the
following threesubunits:

i. Control Unit

Control unit controlsand co-ordinatesthe activitiesof al the components of the computer. This
unit acceptsinput dataand convertsit into computer binary system.

ii. Memory Unit

Thisunit storesdatabefore being actua ly processed. The dataso stored isaccessed and processed
according to instructionswhich areal so stored in the memory section of computer well before
such dataistransmitted to the memory from input devices.

iii. Arithmeticand L ogic Unit

Itisresponsiblefor performing dl thearithmetica cal culationsand computationssuch asaddition,
subtraction, division, and multiplication. It d so performslogica functionsinvolving comparisons
among variableand dataitems.

Output unit

After processing the data, it ensuresthe convertibility of output into human readable form that is
understandabl e by the user. The commonly used output devicesincludelike monitor also called Visua
Display Unit, printer etc.

Book s of accountsmaintained:

1hl F ol i o T e F B wol A [T T

B L8 T I e T
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Themost popular system of recording of accounting transactionsismanua which requiresmaintaining
books of accounts such as Journal, Cash Book, Special purpose booksand Ledger and so on.

Theaccountant isrequired to prepare summary of transactionsand financia statementsmanualy. The
advanced technol ogy involvesvarious machines capable of performing different accounting functions,
for example, abilling machine. Thismachineis capabl e of computing discount, adding net total and
posting therequisite datato therelevant accounts.

With substantial increasein the number of transactions, amachine was devel oped which could store
and process accounting datain no time. Such advancement leadsto number of growing successful
organisations. A newer version of machineisevolved with increased speed, storage, and processing
cgpacity. A computer to which they were connected operated these machines. Asaresult, themantenance
of accounting dataon areal-time basi sbecamea most essentia . Now maintai ning accounting records
become more convenient with the computerised accounting.

The computerised accounting usesthe concept of databases. For this purpose an accounting software
isused to implement a computerised accounting system. It does away the necessity to create and
maintainjournds, ledgers, etc., which areessentid part of manua accounting. Someof thecommonly
used accounting software sare Tally, Cash Manager, Best Books, etc.

Accounting softwareisused to implement acomputeri sed accounting. Thecomputerised accountingis
based on the concept of database. It isbasi ¢ softwarewhich allowsaccessto the datacontained in the
database. It isasystemto manage collection of datainsuring at the sametimethat it remainsreliable
and confidentid.

Flow of Accounting Entries:

Trading

- FE—
account SH|E5

Purchases —

l Gross profit

Profit and

R —
loss account Incomes

Expenses —

l Net profit

Balance

Assety = L

~—— (apital and liabilities
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Componentsof Computerised accounting softwar e

Post- wmmmmm) ournal
Closing Trial

Entries

Y e ~.

Closing Ledger
Entries Accounts

| |

Unadjusted
Trial
Balance

\ N /

Adjusting

Trial Entries
Balance

Financial
Statements

Following arethecomponentsof Computerised accounting softwar e

1.

64

Preparation of accounting documents

Computer helpsin preparing accounting documentslike Cash Memo, Billsand invoicesetc., and
preparing accounting vouchers.

Recording of transactions

Every day businesstransactionsare recorded with the hel p of computer software. Logica scheme
isimplied for codification of account and transaction. Every account and transactionisassigned a

unique code. Thegrouping of accountsisdonefrom thefirst stage. Thisprocesssimplifiesthe
work of recording thetransactions.

Preparation of Trial Balanceand Financial Satements

After recording of transaction, the dataistransferred into Ledger account automatically by the
computer. Trial Balanceis prepared by the computer to check accuracy of therecords. With the
help of trid ba ancethe computer can be programmed to prepare Trading, Profit and Loss account
and Ba ance Sheet. These components can be shown as.

ADJUSTING THE ACCOUNTS

lssues The Basics of The Adjusted Trial Balance
Timing Adjusting Entries ol Floandial Statements
= Time period assumption « Types of adjusting entries + Preparing the adjusted trial
- Fiscal and calendar years - Adjusting entries for balance
- Accrual- vs. cash-basis prepayments * Preparing financial
accoumnting - Adjusting entries for accruals statemants
» Recognizimg revenuas and * Summary
o penses
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Transaction processing system (TPS) isthefirst sage of computerised accounting system. Thepurpose
of any TPSisto record, process, vaidate and storetransactionsthat occur in variousfunctiona areas
of abusinessfor subsequent retrieval and usage.

TPSinvolvesfollowing stepsin processing atransaction:
DataEntry
DataVaidation

Processing and Revdidation

YV V V V

Storage
> Information and Reporting.

Itisoneof thetransaction processing systemswhich are concerned with financial transactionsonly.
When asystem containsonly human resourcesit iscaled manua system; when it usesonly computer
resources, it iscaled computerised system and when it uses both human and computer resources, itis
called computer-based system.

1. DataEntry:

Processing presumesdataentry. A bank customer operatesan ATM facility to makeawithdrawal. The
actionstaken by the customer congtitute datawhich is processed after validation by the computerised
persond banking system.

2. DataValidation:

It ensures the accuracy and reliability of input data by comparing the same with some predefined
standards or known data.

Thisvalidationismade by the*Error Detection” and “Error Correction” procedures. The control
mechanism, wherein actua input datais compared with predetermined normismeant to detect errors
whileerror correction procedures make suggestionsfor entering correct datainput.

3. Processingand Revalidation:

The processing of dataoccursamost instantaneously in case of Online Transaction Processing (OLTP)
provided avaid datahasbeen fedtothesystem. Thisiscaled check input vaidity. Revaidation occurs
to ensurethat thetransactionintermsof delivery of money by ATM has been duly completed. Thisis
caled check output vaidity.

4. Sorage

Processed actions, asdescribed above, result into financia transaction datai.e. withdrawal of money
by aparticular customer, are stored in transaction database of computerized persona banking system.
Thismakesit absolutely clear that only valid transactions are stored in the database.

5. Information:

The stored datais processed making use of the Query facility to produce desired information.
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6. Reporting:

Reports can be prepared on the basi s of the required information content according to the decision
usefulnessof thereport.

Advantages of computerised Accounting: The need for computerised accounting arises from
advantages of speed, accuracy and lower cost of handling the businesstransactions.

NumerousTransactions. The computerised accounting systemis capable of handling large number
of transactionswith speed and accuracy.

I nstant Reporting: The computerised accounting system is capabl e of offering quick and quality
reporting because of its speed and accuracy.

Reduction in paper wor k: A manua accounting system requireslarge physical storage spaceto keep
accounting records'booksand vouchers/ documents. Therequirement of stationery and booksof accounts
along with vouchers and documentsis directly dependent on the volume of transactions beyond a
certain point. Thereisadire need to reducethe paper work and dispensewith large volumes of books
of accounts. Thiscan be achieved by introducing computerised accounting system.

Flexiblereporting: Thereportingisflexiblein computerised accounting system as compared to manua
accounting system. Thereportsof amanual accounting system reveal balances of accountson periodic
basi swhile computerised accounting systemis capabl e of generating reports of any balance aswhen
required and for any duration whichiswithinthe accounting period.

Accounting Queries: There are accounting querieswhich are based on some external parameters.
For example, aquery to identify customerswho have not made the paymentswithin the permissible
credit period can be easily answered by using the structured query language (SQL.) support of database
technol ogy inthe computeri sed accounting system. But such an exerciseinamanua accounting system
isquitedifficult and expendveintermsof manpower used. It will still beworsein casethecredit period
ischanged.

On-linefacility: Computerised accounting system offersonlinefacility to Soreand processtransaction
dataso asto retrieveinformation to generate and view financial reports.

Scalability: Computerised accounting systemsarefully equipped with handling the growing transactions
of afast growing businessenterprise. Therequirement of additiona manpower inAccounts department
isrestricted to only the dataoperatorsfor storing additiona vouchers. Thereisabsol utely no additional
cost of processing additional transaction data.

Accur acy: Theinformation content of reports generated by the computerised accounting systemis
accurate and therefore quitereliablefor decision making. Inamanual accounting system thereports
and information are likely to be distorted, inaccurate and therefore cannot be relied upon. It isso
becauseit is being processed by many people, especialy when the number of transactionsto be
processed to produce such information and report isquitelarge.

Security: Under manua accounting systemit isvery difficult to secure suchinformation becauseitis
opentoingpection by any eyesdeding with the books of accounts. However, in computerised accounting
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system only the authorised usersare permitted to have accessto accounting data. Security provided by
the computerised accounting system isfar superior compared to any security offered by the manual
accounting system.

Basic requirements of the computerised accounting system: The basic requirements of any
compuiterised accounting systemarethefollowings:

»  Accountingframework:

Itisthe application environment of the computeri sed accounting system. A healthy accounting
framework in termsof accounting principles, coding and grouping structureisapre-condition for
any computeri sed accounting system.

»  Operating procedure:

A well-conceived and desi gned operating procedure blended with suitabl e operating environment
of theenterpriseisnecessary to work with the computerised accounting system.

The computerised accounting is one of the database-oriented gpplicationswherein thetransaction data
isstored in well- organi zed database. The user operates on such database using therequired interface
and also takestherequired reports by suitabletransformations of stored datainto information.

Therefore, the fundamental s of computeri sed accountingincludeall the basi c requirements of any
database-oriented application in computers. On the basisof the discussions, thesearethefollowing
differences between manua accounting and computerised accounting.

2.2 CoreBanking Solution (CBYS)
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Computerization in Indian banking sector and the use of modern innovation hasincreased many folds
after theeconomicliberdization asthe country’ sbanking sector hasbeen exposed to theworlds market.
In 1984 acommittee wasformed by RBI on mechanization in the banking industry whose chairman
was Dr. C Rangarg an, Deputy Governor of RBI.

CORE standsfor “ Centralised On-line Real Time Environment”. Inanutshell it meansall the Bank’s
Branches, service outlets (automated or manual ), back office accesses applicationsfrom centralised
datacentres. CBSisset of basic software acomponent that manages the services provided by the
Bank toitscustomersthrough itsbranches. The customers can maketransactionsfrom any branches,
ATMs, serviceoutlets, Phone, internet etc.

The CBSisbased on Service Oriented Architecture (SOA). It helpsthe Bank to reduce risks that
resultsfrom manual dataentry and out of dateinformation. It aso helps Banksto improve Service
Dedlivery quality and timeto itscustomers. The softwareisinstalled at various branches of bank and
interconnected by communicationslinessuch astelephones, satellite and internet.

Thisbasically meansthat abank’sall the branches access applicationsfrom centralized data centres.
Thismeansthat the deposits made are reflected immediately on the bank’s servers and the customer
can withdraw the deposited money from any of the bank’s branches throughout theworld. These
applications now al so have the capability to address the needs of corporate customers, providing a
comprehensvebanking solution.

Norma CORE banking functionswill include deposit accounts, loans, mortgagesand payments. Banks
makethese servicesavailable across multiple channel slikeATMs, Internet banking, and branches.

CBSisnetworking of branches, which enablescustomersto operate their accounts, and avail banking
services from any branch on CBS network, regardless of where they maintain their account. The
customer is no more the customer of aparticular branch. Thus, CBSis astep towards enhancing
customer conveniencethrough “ Anywhere and anytime banking.”

Need of CoreBanking Solution:
I mproveoperational efficiency - reduce cost of operations:

Core Bankingwill providevariousaternative ddlivery service channels, which reduce cost and time
taken for thetransactions. The centralised process of core banking will alsoimprove efficiency by
avoiding duplication of work in posting entriesfrom Branch Office (BO) to Head officeand viceversa.

| mprovecustomer service:

CoreBankingwill improve customer services by providing servicesthrough aternate channelson 24 x
7 basis—ATM, Internet, Phone, SM Sand Mobile Banking.

Customerswould be ableto operatetheir accounts, and avail banking servicesfrom any branch on
CBSnetwork, regardless of wherethey maintain their account.

Comply withAnti Money Laundering (AML)/Know Your Customer (KY C) requirements:

Itiseasy to comply with anti—-money laundering normsthrough core banking. TheAML normsrequire
the Banksto detect when acustomer has opened multiple accounts.
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I ntegratewith e ectronic payment systems:

Integrationwith eectronic payment sysemswill alow Banksto participatein aninter-operabled ectronic
payment network run by the National Payments Corporation of India

Thiswill hdpinquick and safetransfer of fundsthrough Nationd Electronic Fund Transfer (NEFT) and
Red TimeGross Settlement (RTGS).

ThusCBS hd psin supporting Multi Channel (internet, phone) support, Multi Currency Support, Multi
Lingua Support, High Scaability.

Key CBS System controls:

Internal Control areembedded in CBSat Dataentry level (through validations) and at processing level
also. Apart from thisthe Bank prescribes certain manua controlsto be adhered to by Bank officials.
Hence, it iscombination of manua and automated controlswhich makesasafe syssem. Auditor duty is
toidentify the areas, controlswhich are not consistent with the Legal Framework / Bank’sPalicy.

Varioustypesof controlsareembedded at variouslevelsin CBSare:
> Application Controls
»  ITAdminigtrative Controls& Security

»  System Deveopment Controls

InCBS, Applicationleve controlsavailableare:
»  Authorisation of atransaction asper Delegation authority
Datalnput (Validation) Controls

Accessibility in Software areas as per Employee position and areaof operations

YV V V

Product Level Controls:

« Prefixed Financid Parameters (Interest, Pena Rate of interest)
% Fixed Tenure(viz. Fixed Deposits)
% Controlled error handling through Warnings, Exception and Error

IT Admin Control and Security availablein CBS are:

»  Controlsareassociated with processing activity

» ltalowsusersto usethe Software asper AccessRightstable

»  Confirmation/ PreAuthorisation for any outside softwareinstallations
>

To ensure Encryption of data
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>
>

To ensureno changes are effectedin IT Hardware

Security policiesforal IT Assets

Logica AccessControlsavailableare:

vV V ¥V ¥V V V V

>
>

Accessto System/ Menu asper the category and type of Branch
SingleSignonfor dl gpplications

Maker & Checker control

Security policiesforal IT Assets

CBSControls- System Devel opment Controls

Testing and ProgramsA cceptance Controls

Amendmentsto Controlsand mai ntenance of Standard Operating Procedure (SOP) for Source
code

Generation of Audit Trall
Maintaining Editing history
Transaction Tracking system

System Deve opment Controlsavailableare:

A\
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Testing and ProgramsA cceptance Controls

Amendmentsto Control sand mai ntenance of SOPsfor Source code
Generationof Audit Trall

Maintaining Editing history

Transaction Tracking system

Benefitsof CBSproject: CBSwill providethefollowing benefits:

V V V V V V V
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Anytime and Anywherebanking (onlinemediums/ SMS)

Standardised, s mpleand automated processes

Increasein quality of the service providedto the customers

Timely and accurateinformation for management decision making

Strong audit and internal controls

Bring down the cost of transaction and thereby improving operationa efficiency

Paving way for new va ue added servicesthereby generating additiona revenuefor the Bank
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2.3 OnlineBanking

Onlinebanking has becomea‘ norm’ intoday’ sfast-paced times. Many peoplenot only withinIndia
but acrosstheworld arerelying ontheinternet to conduct anumber of banking transactions. Not only
isthismethod of banking quicker, easier and faster but isalso alot more convenient than physically
vigting thebank branch.

OnlineBanking services: A bank customer can perform non-transactiond tasksthrough onlinebanking,
induding:

Viewing account balances

Viewing recent transactions

Downloading bank statements, e.g. in PDF format
Viewingimagesof paid cheques

Ordering cheque books

Download periodic account statements

Downloading applicationsfor M-banking, E-banking etc.

Bank customers can transact banking tasksthrough online banking, including:

VvV V V V V

Fundstransfers between the customer’slinked accounts

Paying third parties, including bill payments(see, eg., BPAY') and telegraphic/wiretransfers
Investment purchaseor sale

Loan applicationsand transactions, such asrepayments of enrolments

Regigter utility billersand makebill payments

Why useOnlineBanking:

>

>
>
>

A\

It'sso easy to apply. And, it SFREE!
You haveingtant accessto up-to-dateinformation on your accounts.
It ssafe& easy. Use Online Banking ID and Online Banking Password

It sfast. It takes only afew minutesto get updated account information and complete abanking
transaction - giving you moretimeto do other things.

It’'sconvenient. You can perform on-line banking right from the comfort of your homeor office.

Its 24 hours. With this service, customers can accessyour accounts 24 hoursof the day, 365 days
of theyear.

It'sworldwide access. Aslong as you can access the Internet, you can access your accounts,
anywhereintheworld.
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» Nospecia softwarerequired. You don’t need to purchase any specia software. Aslong asyou
haveapersona computer (PC) with the minimum configuration.

»  Widerangeof servicesavailable

OnlineAccessprocess. To accessaBank’sonlinebanking facility, acustomer with Internet access
would need to register with theingtitution for the service, and set up some password (under various
names) for customer verification. The password for online bankingisnormally not thesameas

for telephonebanking. Banksroutinely allocate customers numbers (also under various names),
whether or not customershaveindicated anintention to accesstheir online banking facility.

To accessonlinebanking, acustomer would go to thefinancia institution’s secured website, and enter
the online banking facility using the customer number and password previoudy setup. Somefinancia
ingtitutions have set up additiona security stepsfor accessto onlinebanking, but thereisno consistency
to the approach adopted.

Benefitsof Online Banking: The customerswho adopt this mode of banking can benefit fromiit.
Some of thekey benefits of internet banking include:

Convenience

Better Interest Rates

Services

Mohility

Environment Friendly: Last but not theleast; internet banking has hel ped to cut down the usage of

paper, thereby being good for the environment whereit hel psto reduce pol | ution as peopledo not have
tovisit thebank.

OnlineBanking Risks:

»  Attackson onlinebanking used today arebased on deceiving theuser to sted logindataand valid
TANSs. viz. phishing and pharming

YV V V V

»  Cross-gtescripting and key logger / Trojan horses can also be used to steal logininformation.

» ManintheBrowser atack, whereaTrojan horse permitsaremoteattacker to modify the destination
account number and a so the amount.

Fraudsters adopt anumber of methodswhich areasfollows:

Phishing: Phishingisthe centre stage of Internet Scams. Phishing istheway of sending emailsat
arbitrary, indicating to comefrom acandid company which isoperating on theinternet. When the
customers make an attempt, itsrequest disclosing information at aboguswebsitewill be operated by
them. Information entered on the bogus websiteis captured by the criminalsand they useit for their
OWN purpose.

Skimming: Fraudsters use skimmersto makefake ATM cards, a swipe-card device which reads
consumer’sATM card'sinformation. Scammersswipeinformation from credulous customershby inserting
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ontoanATM. They takeablank card and by inserting the card they are ableto encoded | theinformation
whenthey swipefrom an ATM. skimmer catchesthe PIN.

Spoofing: Theinvader createsamid eading context which falseyou in making an unsuitable security-
appropriate decision. For examplefaseATM machines have been set up. If they will be having PIN
number they will be having enoughinformation to steal from the account.

OnlineBanking Security featur es: Security featuresavailableinthe onlinebanking are:

YV V. V V V V

>

Security token devicefor onlinebanking

Useof asecurewebsite hasbecomea most universally adopted

Single password authentication

PIN/ TAN (Transaction authentication number)

systemwherethe PIN representsapassword, used for thelogin
OTP(Onetimepassword) to user’s(GSM) mobilephoneviaSMS.

Signature based online banking whereall transactions are signed and encrypted digitally

OnlineBanking Security counter measur es. Security countermeasuresimplemented by amost all
theBanksincludethefollowing:

>
>

>

Digitd certificatesare used against phishing and pharming

Useof class-3 card readersisameasure to avoid mani pulation of transactions by the softwarein
sgnature based onlinebanking variants

Users should usevirus scanners and be careful with downloaded software or e-mail attachments
to protect Trojan attacks

24 MobileBanking
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M obileBanking: Mobilebankingisasystem that allowscustomersof afinancia institution to conduct
anumber of financid transactionsthrough amobile device such asamobile phoneor persond digita
assigtant.

M obile banking differsfrom mobile payments, which involve the use of amobiledeviceto pay for
goodsor serviceseither at the point of saleor remotely, analogoudy to theuse of adebit or credit card
to effect an EFTPOS payment.

The earliest mobile banking serviceswere offered over SM S, aserviceknown as SM Sbanking. With
theintroduction of smart phoneswith WA Psupport enabling the use of the mobileweb in 1999, thefirst
European banks started to offer mobile banking on thisplatformto their customers.

M obile banking has until recently (2010) most often been performed viaSM S or the mobileweb.
Appléesinitid successwithiPhoneand therapid growth of phones based on Google sAndroid (operating
system) haveledtoincreasing useof specia client programs, called apps, downloaded to themobile
device. With that said advancementsin web technologiessuchasHTML5, CSS3 and JavaScript have
seen more banks launching mobileweb based servicesto complement native applications.

I mportanceof Mobilebankingfor theBanks. Mobile Bankingisanimportant facility provided to
itscustomers because of thefollowing reasons:

» Proactiveand smpleaderting servicesreduces branch/ call centre costs
»  M-commerceisexpected to account for anincreasingly high proportion of transactions.

» Mobiledevicecan be anided POS devicealowing transactionsto be authorized in many more
placesthan ever before

» Mobileservicesare expected to generate access to new business opportunities & new aliances
across business sectors

»  High market penetration (up to 80% in somecountries) and still growing
Advantagesof M obile Banking:
» Customers. Many of the benefits of doing your banking onlineare obvious:

o Youdon'thavetowaitinline.

« Youdon't haveto plan your day around the bank’s hours.

« Youcanlook at your balance whenever you want, not just when you get a statement.
> Banks:

« Control costs, removal of cost duplication

« Catertoincreasingonlinechannd customers

o Persondizecustomer interactions

o Unpardleed convenienceand proactive customer service

o Crosssling
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Moaobile Banking services:
Fast dataservices (GPRS)
Low datatransfer costs (e.g. flat rates)

Morefunctiondity possible (new deviceswith better displaysand browser functionality)

Higher Security mechaniams

Applications capitalize on the mobile aspectsand diversify from existing web-based solutions

Devicesareeasy tolose/ sted and get misused

M obile communication being sent asclear text can beread or interrupted

Location-aware applicationsare considered to beinvasion of privacy

>

>

>

>

>

Moaobile Banking security issues:
>

>

>

»  Lack of standardizationsin payment solutions
M

obilebankingApplications:

Mobile Application Platforms for Banking and

Payments

Send 2010 617-
| 8888888

SMS WAP

= 90% of U.S. phones = 60% of U.S. phones
= P2P, remittances = iMobiie web browser
= Alerts connects to internet
= Ease of use = Remote payments
= 160 characters of text = Smaller screen view
= Unencrypted so less = Slower data

secure transmission
= Messages stored by = Expensive data plan

MNO and in handset = Web threats
= Potential malware

SM S Payments:

Downloadable App

33% of U.S. phones
Blackberry, iPhone,
Android, Windows
Customized

Faster

More secure

Strong authentication
Expensive data plan
Not as ubiquitous
Potential malware

SM S paymentsareameans of paying for goods, servicesor productsviaatext message sent froma
mobile phone. They work like standard SM S or Short Messaging Service. With the SM S payment
system purchasers send atext messageto pay for anitem or service. Thistext messageissent to mobile
payment providers. The provider clearsthe transaction between the purchaser and the vendor. The
cost of the purchaseisadded to the monthly phone bill or deducted from apre-paid balance by the
mobile phone operator. By usng SM S payments, mobile phone users can securdly, quickly and safely
pay merchants, buy goods or services, real or virtual, aswell asmake depositsor send remittances.
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Many businessesarelooking at harnessing the power of SM S paymentsto makelifeeasier for their
customers.

Advantages of SM S Payment Systems
For the Customer
o Itisquick and easytouse.

o Thepurchaser doesn’'t haveto enter in their credit card or bank details, or even have abank
account.

o Theydon’t need to remember any passwords or user names aswith payment siteslike PayPal.
o Itismoresecureasno persona detailsor account detailsare rel eased.

For the Business, Charity or Service Provider

«  Theyhaveinstant accessto billionsof mobile phones equipped with SM Sfacilitiesworldwide.

o  Theyhaveaccessto millionsof customerswho don’t have abank account or credit card and thus
were prevented from buying their goods or services before. They now have accessto awhole
new set of customers.

o  They canbuild upon customer loyalty viaSM S marketing message, discountsand coupons.

o Theydon't needto verify customers identitiesor worry about chasing paymentsor cardsbeing
denied.

o Allthebillingishandled by the mobile phone operator.
« Itiseasy and quite often costs nothingto set up.

Themain advantages of the SM S payment system for both customer and businessusersarethat itis
quick, easy and safeand SM S paymentsor text paymentsare, for those reasons, becoming oneof the
fastest growing payment methodsintheworld.

WAP Payments:

WA P Payments simply means using the WirelessA pplication Protocol (WAP) facility onyour Smart
phoneto connect to the internet and then using an online payment method such as PayPal, Google
Wallet or Yahoo Wallet or smply entering your credit card detail sinto the payment box onacompany’s
website.

Some mobile network operators alow usersto pay for WAP Payments directly from their mobile
phonebill aswith standard SM S payments. Companieswishing to accept WAPpaymentsneedtotalk
to aSM S payment solutions company to ensurethey get aWA P payment gateway installed ontheir
dgte.

DownableApps.

Appsarebasicdly little, sl f-contained programs, used to enhance existing functiondity, hopefullyina
simple, moreuser-friendly way. M odern smart phones comewith powerful web browsers, meaning
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you can do pretty much anything you can do on adesktop computer in aphone sbrowser. Onlinesites
and services now go down the standal one app route, giving them better control of the user experience
and, hopefully, making everything smpler and quicker to open and use.

In caseof onlinebanking, you need to Sgninto your bank’ sweb steusing the phone' sbrowser, butit’ll
beapainful doingtext entry, resizing thedisplay so you can seethelittlebox for thePIN, havingtosign
inevery timeand more minor modern frustrations.

A banking app s mplifiesthe process, remembering your logininformation for next timeand presenting
thecritica dataabout how much money you haven't got in big, chunky fonts, designed to makeeverything
vastly morereadable on asmaller phonedisplay and that’ s the essence behind most apps. They amto
makelifeeas er and tasksbetter suited to mobileuse.

MobileBankingfacilities. Servicesavailablethrough MobileBanking are:
Account information

Mini-statements and checking of account history

Alertson account activity or passing of set thresholds

Monitoring of term deposits

Accessto|oan statements

Accessto card statements

YV V. V V V VY V

Mutual funds/ equity Statements

»  Insurancepolicy management

I nvestments

»  Portfolio management services

» Red-timestock quotes

»  Persondized aertsand notifications on security prices

Support

»  Statusof requestsfor credit, including mortgage gpprova, and insurance coverage
»  Check (chegue) book and card requests

»  Exchangeof datamessagesand email, including complaint submission and tracking
» ATM Locdtion

Content services

»  General information such asweather updates, news
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» Loydty-related offers
> Location-based services
Security measuresimplemented for Mobile Banking:

»  SMSchanndscan be used with encryption by mobile payment applicationsto protect dataintegrity
and security.

» Useof crypto-JavaSIM cards & PKI (Public Key Infrastructure) for establishing hierarchy of
trust; non-repudiation.

Debit/Credit cardslinked to aspecific phone number of consumer for added transaction security
Implementation of secure PIN / Onetime password for transactions

For afinancia application, gateways should reside behind your firewall instead of the carrier
premises.

2.5 Internet Banking

Internet Banking allows you to conduct bank transactions online. In abroad sensg, it isthe use of
€l ectronic meansto transfer fundsdirectly from one account to another, rather than by chequeor cash.
Systemsof banking inwhich customerscan view their account details, pay bills, and transfer money by
meansof theinternet. Theremotedeivery of new andtraditional banking productsand servicesthrough
electronicddivery channels.

Usesof I nternet Banking: Customersuseapassword for conducting anumber of transactionslike
NEFT fundstransfers, pay taxes, etc. On line purchases of railway / bus/ hotel bookings, are all
permitted in thischannel. They can evenfill up loan applicationsonline. Uses of Internet Banking
includethefollowing aso:

Bill Payment
Credit Card
Insurance
Customer services

Recharging your prepaid phone

YV V V VYV VY

Shopping

How touselnternet Banking?

Step 1: AccessInternet Banking - Obtain your User |D and Passwords.
Step 2: Create your Own UniqueUser ID.

Step 3: Link theAccount Number to your User ID
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Customer visits
merchant website

Transaction details displayed
on merchants website

Browse and
select products

Enters login 1D
and password details

Enters billing details and
confirms transaction amount

Redirects to atom

- \

Credit / Debit Card Net Banking

v“- :
‘...-1:(7':4\- ‘

———

Choose pay mode
from the cptions

Net Banking / IPG page

What aretheadvantagesof I nternet Banking?

Advantagesof Internet Banking are:

LessCost
Transaction speed
Efficency

Speed banking
Vast coverage
Available24 X 7

YV V V V V V

Security risksin Inter net Banking:
Security Risksfaced aresimilar to onefaced in theonline banking:

> Increasing number of fraudulent websites

»  Fakeemallspurporting to be sent from banks

» Useof Trojan Horse programsto capture user idsand password

Precautionstobetaken whiledoing I nter net Banking:

Useof technol ogy in banking businesshastremendoudly increased in Indiaasin thewest. Electronic
ddivery channels- increased choi cesto customersto transact with easeand convenience. Wholesale
and retail payment and settlement systems have enabled faster movement of money to settle funds
among banks/ customers. Precautionsto betaken are:

> Ensuring security whilebanking onlineisto keep your password and pin number asecret.

»  Thesecurity of your personal computer isvery important for safeinternet banking. Therefore,
awaysingal antivirus software and softwareto remove spyware.
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»  Checkingyour bank statementsregularly will help you detect any transaction that hastaken place
without your knowledge

> Whilebanking through theinternet, make surethat the banking sessionis secure.
» Inaddition, dwaysremember to completely log off, after compl eting the banking session.
»  Bank haveimplemented One Time password (OTP) for online paymentsfor purchases

Phishing: “Phishing” isone of themost commonly used formsof cyber attack. Phishingisthecrimina
attempt to acquire personal information such asusernames, passwords, and credit card details by
masquerading asatrustworthy individual or entity inal sortsof el ectronic communication such ase-
mail, websitesand call to action notices.”

Different typesof phishing: spear phishing, clonephishing, whaling phishing
Oneof thefrequently used phishing methodisasfollows:

» Customers computersareinfected by malwarewhich the criminalscontrol by faking questions
that arenormally asked by the banks

»  Unawarecustomersanswer thequestions, and the criminalsusetheinformation to transfer money
fromthecustomers accounts

»  Thevictimscometo know only whenthey get an SM Smessage of thetransfer or seethebal ance
inther accounts.

Bankstry toprevent cyber attacksfor itscustomers. A Big challenge banksfacingisto educate
their customers. Banksusethe communication channels: websites, e-mail, SMSor socid mediato get
the message out. Banks al so warn customersto protect their computers with good quality effective
Anti-virussoftware.

But fixing asecurity problem and restoring trust can be acostly and time-consuming venture. Many
banks havetheir security systemsaudited and upgraded and can assure customersthat they arefuture
proof. Criminalsgenerally keep away from the bankswhich are proactive in customer education and
protect their syslemswith appropriate antivirus software.

Differencebetween OnlineBanking and I nter net banking (iBanking) service: They areone &
thesame. “ OnlineBanking” isthenew namegivento our Internet Banking or iBanking servicethrough
which customers can accesstheir account or credit card detailsviainternet and much more!

26 ATMs

ATMsare primarily machinesto securely store and dispense bank notes. ATM isapreferred self-
servicechannd availableto cardholders. Theservicesavailableinclude payment of utility bills, topping
up of mobilephones, reloading prepaid cards, etc. Other services such as payment of government
benefits, entitlements, or microloansrequirethedisbursement of cash. ATMsareopen 24/7 —customers
do not haveto visit their branch for withdrawing cash; ATM are Convenient to banks— sincethey
reducetheir cost of branch-operation.
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Purposeof ATM: ATM isacomputerized machinethat providesthe customersof banksthefacility of
accessing their account for dispensing cash and to carry out other financid & non-financid transactions
without theneed to actually visit their bank branch.

Uses of ATMs:

24-hour accessto cash

View Account Balances& Mini-statements

Order aChegue Book / Account Statement

Transfer Fundsbetween accounts

Refill your Prepaid card

Pay your utility billslike Electricity bills, post-paid mobilebills
Deposit cash or cheques

Changeyour PIN
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Learn about other products
Sructureof ATMs:

Screen Receipt Card
Buttons Printer Reader Speaker

22001 HowStuffWorks

Display Cash Deposit Keypad
Screen Dispenser Slot
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Thecardsissued by banksin Indiamay beused at any bank ATM within India. However the savings
bank account hol ders can transact amaximum of five transactionsfreeat other banksATMsinamonth -
financia and non-financia, beyond which thecustomer will be charged by his/her bank.

How touseATMsfor cash withdrawal:

Customer isgivenanATM (Automated Teller Machine) card withaPIN (Personal Identification
Number) by the Bank where the customer has an account. Customer needsto change the password
beforeusing the card.

Customer insertsthecard inthed ot of theATM machine. Select thelanguageinwhich the customer
wantstheinstruction to be given. Customer inputsthe PIN using the key board.

OncethePIN isverified by theATM, customer selectsthe servicefromthevariousoptionsavailable.
Customer selectsthe cash withdrawal option. Customer inputs the amount he wantsto withdraw.
Confirmtheamount iscorrect. ATM will dispensethe cashwhich the customer takes. Customer presses
theexit option and the card isdispensed by theATM which the client keegpswith him. A customer has
option to request for apaper transaction dip to be provided by theATM.

If thecustomer hasregistered for SMISAlert, Hewill giveaSM Sdert on hismobileabout thetransaction
carried out.

If cardislost/ stolen, the customer hasto contact the card i ssuing bank immediately on noticing theloss
s0 asto enable the bank to bl ock the card. Cash withdrawal s have minimum and maximum limits per
day, set by the card issuing banks. In caseatransactionfailsat an ATM and the account isal so debited,
the customer should lodgeacomplaint with the card issuing bank at the earliest.

Thereisatimelimit for thecardissuing banksfor re-crediting the customer’saccount for afalledATM
transaction. Asper the RBI instructions banks have been mandated to resol ve customer complaintsby
re-crediting the customer’saccount within 7 working days from the date of complaint. Effectivefrom
July 1, 2011, banks haveto pay customers Rs. 100/- per day for delaysbeyond 7 working days. If the
complaint isnot lodged within 30 daysof transaction, the customer isnot entitled for any compensation
for delay inresolving his/ her complaint. If thebank doesnot redressthe complaint within the stipul ated
time, the customer can make acomplaint to thelocal Banking Ombudsman.

Replenishment of cash inATMs:

Somebankshavetheir own arrangementsto replenishthe cashintheATMs. CashintheATMswill be
accounted for in the Brancheswhich are managing them.

Somebankshaveasyseminwhichal their ATMsaretaken care of by thethird party service agencies.
Therisksof maintenance of theATMsand theinsurance cost will be met by the Service agencies.

2.7 Summary:

» A Compuiter isuseful asit acoept, stores and retrieves dataspeedily. It consistsof input, CPU and
Output unit. CPU consistsof 3 units’ viz. Control unit, Memory Unit and Arithmetic Logic Unit
(ALU).
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»  Computerized accounting arisesfrom advantages of speed, accuracy and lower cost of handling
the businesstransactions. Using the concept of databases and softwareit createsand maintains
journds, ledgers, etc.

»  Transaction processing systeminvolvesfollowing stepsviz. DataEntry, DataVaidation, Processing
and Revalidation, Storage & Information and Reporting.

»  Accountingin Electronic environment consistsof preparation of accounting document, recording
of transactions, Preparation of P& L and Balance shest.

»  Corebanking solution hasachangeinthewaysthe Banksfunctions; it allows 24 X 7, Anytime
Anywhere Banking accessfrom any part of the country using different channelsviz., ATM, Online
Banking, MobileBanking.

» CBSsystem hasApplication level controls, IT Administrative Controls & Security, System
Devel opment Control sto ensureintegrity and confidentiaity of the customer data

»  Online Banking means customer access hisaccount detailswith the Bank using computer and
internet connection. It takesaway the need to go to the Branchesand allowsall typesof transactions
to becarried out.

»  MobileBankingisanother facility provided whereyou can access your account using your mobile
and the Bank applications (apps). It allows majority of servicesrequired by the customerina
secured manner.

> Internet Bankingislikeonline banking whereyou can accessyour computer from the ease of your
home.

»  Eachof thedectronicmodeof banking facing security threetslike phishing, skimming and spoofing.
Thesethreatsare managed by Customer Education, strong system and onetime password facility.

» ATM ismost useful asit replacesthe Branch for the customer who does not haveto eectronic
access. It provides 24 X 7 accessto cash, View Account Balances & Mini-statements, Order a
Cheque Book / Account Statement, Transfer Funds between accounts, Refill your prepaid card,
Pay your utility bills, Deposit cash or cheques & changeyou' rePIN.

Key words:

CPU —Centra Processing Unit

ALU —ArithmeticLogica Unit

TPS—Transaction Processing System

CORE - Centralised On-line Real Time Environment
SOA - Service Oriented Architecture

BPM - Busi ness Process M anagement
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ECM - Enterprise Change M anagement
OTP - Onetime password

PKI - Public Key Infrastructure

PIN - Personal Identification number

NBFC —Non Banking Finance Company

2.8 Sdf Test Questions

I. Choosethecorrect option:

1. ATM standsfor
a AnyTimeMoney
b) Automated Teller Machine
c) AutomobileTrending Machine
d) Alternating TuringMachine

2. Phishing
a isandectronicinstrumentfor fishing
b) isrelatedtocyber crime
c) is oneof thelatest formsof wishing somebody
d) Noneof theabove
3. Currently, which bank hasthe highest ATM s network?
a ICICI Bank
b) SBIBank
c) HDFCBank
d) Centrd Bank

Answer Keys. 1-b,2-b,3-b

[l1. Fillintheblanks;
1. Full formof ALUis
2. Fullformof CPUis

3. Computerized accounting usesthe concept of
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Datavalidationismadeby the and procedures.

CBSisbased on architecture.
CBShéepsin customer conveniencethrough and Banking
AML standsfor
CORE standsfor environment.
OnlineBanking and OnlineBanking isneedfor onlinebanking
access.
. Controlsembedded at variousin CBS are: controls, controlsand security
and controls.

Answers: 1- Arithmetic Logic unit, 2 — Central processing unit, 3 - databases, 4 — Error detection
and Error correction, 5 - Service Oriented, 6 - Anywhere and Anytime, 7 - Anti Money
Laundering, 8 - Centralized On-line Real Time, 9 - Id and password, 10 - Application, IT
Administrative, System Development

[1l. Matchthefollowing:

1

2
3
4.
5

CoreBanking system Sted Logininformation

Money Laundering Variousddivery channels

Trojan Horse Converting black money to white money
OnlineBanking Mobilebanking

DownloadableApp Bill Payment

Answers: 1-2,2—-3,3-1,4-5, 5-4

V. Trueor False:

1
2
3
4.
5
6

CPU isthebrain of acomputer

Taly istheaccounting softwareavailablein themarket

Tria balanceisused for accuracy of therecords.

Computerised accounting use database oriented applications
CBSisnetworking of computerswhich allows anywhereand anytime banking

Bank customers can transact only banking tasksthrough online banking

Answers: 1- True, 2—True, 3-True, 4—True, 5—False, 6 —Fase
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V. Answer thefollowingbriefly:
1. What arethenon transactiona tasksthrough onlinebanking?
What werethe needs of CBS system?
What arethebenefits of online banking?

2
3
4. What aretherisksof OnlineBanking?
5. What aretheonlinebanking security countermeasuresimplemented by the Banks?
6. What aretheadvantages of mobile banking to the Banks?
7. What aremobile apps?
VI. Answer in detail:
Statethe meaning and characteristicsof Computer?
Explainthelimitationsof aComputer?
Explaintheroleof ComputersinAccounting?
Differentiate between Manua accounting and Computerised accounting system?
What arethe advantages and di sadvantages of using Computersin Banking?
What are advantages of Core Banking solution to the Bank?

What arethe controlsavailablein CBS system and explain each of them?

What arethevariousfraudsin Computerised Banking?

© © N o g~ w d P

What arethe advantages/ disadvantages of Online/ Internet Banking?

=
o

. What arethe advantages of Mobilebanking?

[EEN
| —

. What arethe services provided through mobile banking?
. What arethefraudsin Credit card?

. Explain Phishing, skimming and spoofing?

14. Explaintheprocessof ATMsfor cashwithdrawa ?

B
w N

VII. Activities:
1. Discussthefunctionsof theATM?
2. Discussintheprecautionsto befollowed whileusngATM card?
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L earning Objective— Unit 3

Clearing Houses

clearing house

L ocation Duration-10HOURS
Classroom SESSION -1 BANK BANCH SET UP, STRONG ROOM
Bz:rnkc Learning Knowledge Performance Teachingand
b Outcome Evaluation Evaluation TrainingM ethod
After studying this |1 Enumerate the| 1 Describethe services | Classroom
topic the learners need of a Branch provided at the | teaching, PPT’s
would be able to |2 List the services| Branch
learn the process of provided at the Role of the Bank
Bank Branch Set up Branch Manager in cross
and Strong Room |3 Understand the| selling
roles of Branch Describe the
Manager importance of
4. Listthesecurity set|  security at the
up at the Branch & Branch & Strong
Strong room room
SESSION -2 FRONT OFFICE, BACK OFFICE
After studying this | L Need of 1 Describe the need of | Classroom
topic the learners segregation of segregation of the | teaching, PPT’s
would be able to roles in the Bank Bank
explain the concept 2 List the functions| 2 Enumerate the
of Front Office and .
. . of the Front, functions of the
Back Office and their , .
L Middle and Back Front, Middle and
distinct features . .
office Back office
SESSION-3 SECURITY ARRANGEMENTSIN BANK
After studying this | L Need of security | L List the importance | Classroom
topic the learners at the Branch of security at the | teaching, PPT’s
would be able to | 2  Understand the Branch
learn about the need RBI guidelines List the RBI
of Security for security at guidelines on
Arrangements in the Branch security arrangement
Bank 3 List the use of at the Branch
technology for Explain the
branch security technology used for
branch security
SESSION-4 CLEARING HOUSES
After studying this |1 Need of clearing List the functions Classroom
topic the learners house of Clearing house teaching, PPT’s
would be able to |, g 4 the Describe netting,
describe the clearing house clearing and
concept & role of operations settlement at the
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ORGANISATION OF A BANK OFFICE

OBJECTIVES

After readingthisunit you will beableto:

o  Understand the need of Branch banking and the set up of aBranch
« Listthefunctionsof Front office, Middleofficeand Back office

o Listthekeyfeaturesof security arrangementsin Bank and theirimportance
o  Summarisethefunctionsof aClearing House

STRUCTURE

3.1 Bank Branch Set up

3.2 Front Office& Back Office

3.3 Security Arrangementsin Bank

3.4 ClearingHouses

3.5 Summay

3.6 Practice Questions

3.1 Bank Branch Set up, Strong Room

Branch set up: The Bank branch playsavery important role asthe face of the Bank to the customer.
Thelocation, decor, layout of the branch and the courtesy of the branch representatives guide the
customer’sdecision about using the bank services.
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Despite growth in the number of customersusing mobileand online banking to accesstheir accounts
and maketransactions, branchesremain thefirst point of cal for avalling financid servicesand products.
Although in some cases such astaking out amortgage a customer val uesface-to-face interaction
because heisdealing with largesumsof money.

In the olden days (aslate as 40 years ago in the 1970’s) branches were housed in big buildingsto
accommodate many staff membersto cater to thehuge number of customersfor avariety of transactions
undertaken personally. Today, branches do not require huge space, since all the operations are
computerised and so transactionsare conducted at great speed and accuracy. They also do not require
too many staff members.

In Sept 2013, RBI relaxed itspolicy for opening of new bank branches, i.e. alowing commercia banks
to open new outletsinmgor citieswithout seeking prior approva. Under the new policy, Indian banks
will dso bedlowedto openalarger number of branchesintop-tier citiesover and abovetheir dlowed
quota, if thebanks meet certain criteria.

Branch layout should have ambiance conducivefor the customers. Big bankshave devel oped standard
branch layoutsacrosstheir branchesfor the customersto havethe samefed whilevisiting any branch.

Branch Structure: A typica Branch hasthefollowing categorgy of staff :
Branch Manager

Reationship Managers

Sales Desk manned by Officers

DSA coordinator

Service Desks

Head Teller

Telers

V V. ¥V ¥V V V VY V

Helpers
Thevarietiesof servicesoffered by the branchesare:

> Accept depositsof different typesand maturitiesfrom the public, offering them interest on such
deposits;

» Givedifferent typesof loansfor different amounts and maturitiesto the public, depending upon
their needsand creditworthiness,

Cash deposit/ withdrawal sby customersfrom their deposit accountsareallowed,;

Exchange unusable currency noteswith fresh/usabl e currency noteswith the customerson beha f
of theRBI; and then pass on the unusable currency notesto the RBI for destruction;
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Accept cheques/ draftsfrom their customersin their favour, for collection and credit to their
deposit accounts;

Issueof draftson outstation locationsasrequired by customers,
Issue L ettersof Credit/Guaranteeson behaf of itscustomers,
Rent out Safe Deposit Lockerstoits customersand alow themto operatethelockers;

Sl Third Party Products (TPPs) like Insurance productsand Mutua Fund unitsto itscustomers.

Roleof Branch Manager’s.

>

>

Generdly, the Branch Manager (BM) isnot directly involved in matters of thefront office customer
sarvice, unlessthereis someissuewhichisbeyond the capacity of thefront line staff.

Herepresentsthe bank asfar asthe customersare concerned and so heisentirely responsiblefor
the smooth conduct of the branch.

The BM should take responsibility to ensure that the ambiencein the branch premisesisvery
pleasant for the customer to visit and conduct busi ness—thisinvolves making avail able adequate
number of staff to handlethebusinessat al desks, maintenance of hygiene, cleanliness, minimum
infragtructurefacilitieslikedrinking water, wash-rooms, arrangement of the counters, writing desks
(for customersto usewhilefilling up forms), discuss onswith customerswho need hisintervention
€tc.

There may be some matterswhich are beyond his powers. In such caseshe should immediately
approach hishigher-upsfor quick action. (For example, loan proposa sfor amountsbeyond his
delegated sanctioning powers);

Heshould keep dl the staff membersinformed of thelatest updates on the bank’sbusiness—for
example, changesin the operationd rules, introduction of new productsetc. Thismay bedone by
arranging periodical briefing of staff memberson variousaspectsof banking

He should conduct periodical meetings of al staff membersto discussthe bank’s performance,
the branch’s performance, targetsto bereached, the strategiesto be adopted to meet the targets
€tc.

He should bewell conversant with the background of theimportant customersof the branch.

Hemay arrangefor ‘ masscontact’ programmeslike meetingswith the near-by Housing Soci ety
membersto sdll thebank’sproducts—similarly agroup of college students, group of employeesin
any office etc. can betarget groupsfor mass contact programmes.

Thislistislimited only but not exhaustive.

Automated Teller Machine (ATM) facility isal so avail able a ong with the Branch which providesaccess
tothecustomer on 24/ 7 basis.
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Security set up at the Branch: Following points, about the layout and minimum security safe-guards
must be kept in mind before opening anew branch.

>

>

Selection of areafor location of Currency Chests or bank branches should be done keeping the
safety and security in view and commercia cons derations should not begiven under weightage.

Thelayout of the branch, i.e. Manager’s cabin, cash vaults, Cashier’scabin, entry / exit points
should bedesigned keepingin view the security aspect.

Proximity to Police Station and functional communication system arevery important aspectsfor
the security of bank’s staff and treasure.

The main entrance should be provided with shutter gates.

Collapsible gate with chain and locking arrangements permitting only eighteen inches opening
should be ensured at the branch entrance.

Strong room/safe should be out of theview of the public.

Following points, about the layout and minimum security safe-guards must be kept in mind before
opening anew branch.

>

All ingtructionsregarding specification for strong rooms (wherever provided) including FBR strong
room doorsmay bestrictly implemented.

Theinstructions on custody of keysunder dual key looking mechanism and safe-keeping of
duplicate keysmay bestrictly implemented.

Caremay betaken while positioning the cashiers' cabinwhich may beasfar away aspossible
fromtheentry/exi<.

Emergency lightsshould beinstalled and should ways beinworking condition.
Windows/ ventilators should have proper standard grills.

Posting of guards (armed or otherwise) should be decided on the vulnerability of the branch,
keeping intheview thethreat perceptioninthearea.

All themodern security equipmentslikenight latchesto cashier’scabin, grill gatesto strongrooms,
alarm system etc. should be provided.

Hot line connection/sto Police Station/ Police Control Room/ Fire Brigadeand auto didl e, if
found necessary, should be provided to all Currency Chest and Branches.

All weak pointslike opening for exhaust fansand air-conditioning ducts, skylightsand windows
should be strengthened with appropriate RCC work or stedl plates, sted grillesetc. Unnecessary
windows should be closed permanently.

Gun and ammunition should be kept inmetal gun cabinets. It should have morethan thenorma
number of two hingesand adequate/strong | ocking managements.
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»  Gun cabinets should be embedded inthewall, if they are not kept ins de the strong Room. Proper
review of such embedment of Gun Cabinet should bemade.

Branch Security set up:

> Police should berequested to step up patrolling in night in the areas around the bank branch,
especially on Saturdays and Sundays nights or on long week-endsor consecutive holidays.

» Surprisevisitsto the High - risk branches by the Officersfrom Areaand Controlling Offices
should bearranged to check and implement various security measures.

»  Electrical shafts/ eectrica junction boxesshould also be strengthened and kept ocked.
»  ThePoliceauthorities should be consulted beforel ocating abranch.

»  Thebranches, which have no security arrangements at night, may be provided with sensors
connected to alarm system and if possibletoanauto didler.

» Inadditiontotheprovisonsof intruder darmsand policepatrol of the branchesduring holidays/
long weekends, localsmay a so beinvolved to keep awatch especia ly with regard to suspicious
movement, noi sesduring night etc. during holidays/weekends.

Bank SrongRoom (Vault): A Bank vault (or strong room) isasecure spacewhere Money, Va uables,
Recordsand Documents can be stored. It isintended to protect their contentsfrom theft, unauthorized
use, fire, natural disasters, and other threets, just likeasafe. M odern bank vaultstypically contain many
safe deposit boxes, aswell asplacesfor teller cash drawers, and other val uabl e assets of the bank or
itscustomers.

Bank Vault Operations. Following care should beused for Vault Operations
2 separate custodians of dua key locking mechanism

Safe-keeping of duplicatekeysat offsiteand exchange oncein 6 months
Combination lock password to be kept at offsite

Designation of Primary & Secondary custodians

Audittrall for changein custodian

vV V V VYV VY V

Audittrall of daily opening and closing of vault withtimer & arming of systemsdetails
»  Grill door to belocked al thetime

Bank Vault comeswith varioustechnol ogies such asdua combination lock with timer, Grill Door with
dual keysfor operations and technol ogy devices such as heat sensors, motion detectorsand alarms.
Vaults should befireresi stance standardswhich need to befollowed aslaid down by RBI.
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3.2 Front Office & Back Office

Banksaredividedinternaly into threeareaswhich are Front office, Middle officeand Back office.

The reason for segregating the functionsinto different office isto have segregation of roles and
respong bilitiesto avoid fraudsand ensure accountability and have abetter focuson each area. Employees
requiredifferent skillsfor carrying out various operations.

Front Office Middle Office ; Back Office
+ Focus on client + Caught between Front + Provides the
acquisition and office pressures and transactional
servicing Back-office inflexibility capabilities of a bank
+ Customer interaction « Focus on risk + Internal view of the
and order booking management and customer
+ Multitude of channels of el sle + Portfolio view of client
interaction * Financial Control relationships
+ Relate to the customers » Core Banking Platforms

on customer’s terms “ "
* Number of “Petal

+ Bank's positioning to systems that do things
customer is reflected in the core system does
front office processes not do

Front Office: Asthe name suggests, Front Officeisthefront (face) of the Bank toitscustomers. Front
officeisresponsibleto take care of the customer needs and a so to get new customersfor the Bank.
Their main activity isto sign up new customersfor the Bank. Front office staff consistsof the sales
personnel and corporatefinance employees. It’sin thefront office whererevenues are generated.

The gtaffsof the Front officearethefirst to comeinto contact of the customer, it isimportant to aways
remember thevision, mission and theme of the bank. Their dutiesvary from making and receiving
phonecallsto any other duty that might be assigned.

MiddleOffice: Middleofficemanagesrisk and I T resourcesfor the Bank. Middle officeisseen more
in the case of Investments Bank operations. Middle office workersare an integral part of making
money for the Bank. They directly support adeal but their actionshaveto beinitiated by front-office
staff. A middle officeworker cannot asaresult of their own actionsincrease bank profits.

Functionsof theMiddle officeinclude Regulatory compliance, Risk management and financia control
for theingtitution. Thisdiffersfrom customer service operationsat thefront office and thetechnical
support tasksundertaken in the back office. Employeesinthe middleofficemay beengaged in avariety
of activitiesto assist their superior authorities.

Oneaspect of thework in abank middle officeisregulatory compliance. Staff membersneed to keep
track of current and pending legidation that pertainsto thebank’sactivities. They draft documentsto
educate other empl oyees, maintain recordsfor ingpection by government officid's, and research planned
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product offeringsto determineif they fal withinthelaw. If bank staffshave questionsabout thelegality
of an activity, they can consult themiddle officefor areview and recommendations.

Risk management involvesanalysisof financial marketsand productsto hel p banks maketheright
decisions. Bank middleoffice staff may recommend purchasesand sa esof securitiesand other financia
products. They can also beinvolvedin product devel opment to help the bank limit risksand increase
the earnings. Policiesconcerning lending and other activitiesmay originatein studiesconducted by the
middle officeto explorerisks and benefits and make suitable recommendati ons on how to proceed.

Financia control involvesthe management of afirm’sassets. Thebank middle office can choose how
and whereto invest and maintains detail ed records on the bank’sfinancia health. Thistiesinwith
regulatory compliance and risk management, as the bank personnel need to obey certain legal
requirementsand must consider potentia riskswhen they decidehow and wheretoinvest money. Their
detailed records may al so be open to auditorsand other interested partieswho want to keep track of
thebank’sactivities.

Thesemembersof abank’smiddleoffice staff may need to attend conferences, read relevant publications,
and engagein other activitiesto keep themsel ves up to date with the devel opmentsin the word of
finance. Thishelpskeep them aware of trendsand ready to adapt asthe market developments.

Back Office: Back offices provide administrative and support services to the front office. An
efficient back officeisvital becauseif customersdon’t get statementsand confirmationsontimethey
will didikethebank and may shift to someother bank.

Functionsof theBack office: Thefunctionscarried out by the Back officeare:
Checking and Opening Clients' accountsas per thedetailsprovided
Issuance of cheque books

ExecuteClients ingtructions

Chequeclearing

Positioning for al Bank productsviz. cheques, cards, persona loan, mortgageloan etc
Sending statements

Resolving clientsqueries

Processing clients standing instructions

Making changestoclients static data

Closing clientsaccounts

Processngdl EMI

vV V V ¥V ¥V ¥V V ¥V V V VYV V

Reconciliation of al entriesprocessed
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3.3 Security Arrangements in Bank

Inthissection wewill discussthe security arrangementsfor the vari ous equipment / channd s provided
by the Bank.

ATMsSecurity Arrangements: Asorganized globa crime syndicatestarget ATMs, thefinancial
industry needsagloba ATM security standard to promotetheavailability of secureATMs. Someof the
arrangementsareasfollows:

»  ATM should beequipped with asecurity cameraand well lighted to have proper recording
»  Banksdeploy unarmed security guardspersonnel or caretakers.

Branch Security measur es: Bank security becomesimportant ascustomersare continuoudy coming
inand going out. Cashis handled by the customers and theteller(s). Hence, it isimportant to have
proper security arrangement to protect the customersand the Bank.

» Theentrance/ exit gate should be always guarded by agunman. The gate should be opento
permit entry or exit of only one person at atime. Thiswill prevent the miscreantsto run away
quickly if they try to do some mischief.

> All other entriesto the branch hall should be closed to prevent anybody from entering or exiting
thebank from that entry point.

> Burglar Alarmsshould befixed a severd placesinthebranch, including oneeachintheVault cash
cabin/s, inthe cash manager’sbox or desk, or branch manager’s cabin.

» CCTV should befixed at strategic placesat theentrance, cash cabin, inside& outsideinthevault
andasointheATMs.

» Burglar darm attached to the door of the vault should beheardintheroad sideaso. Incaseof
breaking open of the Vault’sdoor after the closure of the branch, there should beanaambell in
the nearest Police Station aswel | asat theresidence of the branch manager.

»  FreExtinguishershaveto be providedin several placeswithinthebranch premises- solid, liquid
and chemical extinguishers, to extinguish firefrom different cases. Firemay occur dueto eectrical
short circuit, paper or oil storedinthe premisescatchingfireetc.

Bank vault security arrangement:
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Entirecash and dl other valuableitemsareto bestored in thevault for overnight.

Bank vault isasecure space specially constructed with RCC on all sidesas per specificationslaid
down for bank vaults. Lockersare also Stuated insidethevault. Thevault protectstheir contentsfrom
theft, fire, natural disasters, and other threats. Burglar alarm, Firealarm and CCTV areall fixed asper
mandate of RBI.

T
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Fire Sensor Hooter Camera
RBI has stipul ated safety measuresfor the vault security asfollows:

»  Themain entrance should be provided with shutter gates. After business hours, the shutter should
be half-closed so that customers or anybody el se do not enter the premises.

» Thecashiers cabin hasto beasfar away aspossiblefromtheentry / exist.

» Emergency lights should be installed and should always be in working condition.
Windows/ ventilators should have proper standard grillsto prevent entry of burglars.

»  Posting of guards (armed or otherwise) should be decided keepingin view thelocation of the
branch and the assessment about the possibility of security threats.

»  Currency Chest branches should have two armed guardsthroughout the day and night to ensure
round-the-clock safety.

> Night latcheshaveto beprovided to cashier’scabin, grill gatesto vaults, and alarm system etc.
should be provided.

» Hotline connection/sto Police Station / Police Control Room / Fire Brigade and auto dialer
should beprovided to all Currency Chest Branchesirrespective of themonetary holding limits.

»  All weak pointslike opening for exhaust fansand air-conditioning ducts, skylightsand windows
should be strengthened with appropriate RCC work or sted plates, sted grillsetc.
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3.4 Clearing Houses

Payment Systems: Thefinancial system providestransfer of fundsfrom payersto payeesthrough
two systemsi.e. paper based mechanism (e.g. Cash, Cheques, Draftsetc.) and paperlessmechanism
(e.g. Electronic Funds Transfer)

Clearing is an arrangement through which a bank exchanges cheque drawn on other banks are
received by it for collectionswith the chequeswhich are drawn on it and sent by other banksfor
collectionfromit

ClearingHouse: isaplace where banksthat are membersof the clearing house meet to exchangethe
cheques. Outward clearing refersto instrumentsthat are deposited by customer that aredrawn on
other banksthat need to be presented at clearing. Inward clearing meansall the paper based instruments
that have to be presented at the drawer bank either in person or by another bank in clearing for
collection

Clearing House Functions:

> Fadlitatetheexchangeof instruments
»  Setlementsof Claims

»  Settlementswith Mgor Banks

> Settlementswiththe Central Bank

Clearing houses clear and settl etransactionsrel ating to vari oustypes of paper based instrumentslike
cheques, drafts, payment orders, interest / dividend warrants, etc.

Normally, clearing activity iscarried out by the Clearing house appointed by the central banker, but it
can be outsourced to avendor a so or carried out by another bank appointed by Central Bank.

Clearingprocessin India: InIndia, theclearing systemisloca and confined to adefined jurisdiction
covering al thebanksand branchessituated in the areaunder aparticular zone. Theclearing houseisa
voluntary association of banks under the management of abank where the settlement accountsare
maintained. Wherever Reserve Bank of India hasits office (and abanking department), the clearing
houseismanaged by it. In the absence of an office of the Reserve Bank, the clearing houseis managed
by the State Bank of India, itsassociate banks and in afew casesby public sector banks.

Currently, in India, there are about 1050 cheques clearing houses. These clearing houses clear and
settletransactionsrel ating to varioustypes of paper based instrumentslike cheques, drafts, payment
orders, interest / dividend warrants, etc. In 40 of these clearing houses, cheque processing centres
(CPCs) using MICR (Magnetic Ink Character Recognition) technology have been set up. At 14 more
clearing houses, MICR chegue processing systemsare proposed to be set up. The Reserve Bank has
issued the Uniform Regulationsand Rulesfor Bankers' Clearing Houses (URRBCH) which hasbeen
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adopted by dl the clearing houses. Theseregulationsand rulesrelateto the criteriafor membership/
sub-membership, withdrawal / remova / suspens onfrom membership and thepproceduresfor conducting
of clearing aswell as settlement of claims between members.

CLEARING CYCLE

Cheques I Exchange & Chaques

prasanted for | Processing sent io Drawee Bank
ci=anng drawes service branch

haniks fnr

Unpaid | Clearing House Unpaid
Cheques | Cheques
| retumned | * retumed |

‘ | Unpaid

Unpaid | | Cheques
Cheques | returned

Lretumsd | ey

Settlement Bank

& & &

Presenting Bank
service branch

Credit and realisation to customer's account | Passing of Cheques
Presenting Bank Branches Drawee/Payer's Bank Branches

The clearing process beginswith thedeposit of acheque/other clearing instrument referred to above by
the customer inabank. The bank arrangesthese cheques submittedtoit for clearing, bank wiseand
presentsthem through the clearing house to other banks. When thereare more than one bank branch of
abank in the clearing area, they would have a coordinating branch/ service branch to take care of
presenting the chequesto the clearing house. Upon recel pt of the cheques/other instruments, they are
passed for payment if the funds are avail able and the banker i s sati sfied about the genuineness of the
instrument. The chegquesthat are unpaid arereturned to the presenting bank through another clearing
called the Return Clearing. Theredlization of thefunds occursafter the completion of return clearing
and by the absence of an unpaid cheque

Settlement of Funds:. The settlement of fundsin clearing occursat severa levels. The aggregate
amount or val ue of cheques presented by abank on other banksrepresentsthe claim by that bank on
other banks. Similar claims are made by al the banks on every other bank in the clearing. A net
settlement isarrived at the clearing house and the debit or credit position of the bank isdetermined.
Thesearebookedintheir current accounts maintai ned by the settling bank. Thisrepresentsinter- bank
settlement. The settlement of funds between the service branch and the branch concerned represents
thetransfer of fundsto the branch level. The payment processis completed only when thefundsare
debited fromthe drawer’ saccount and credited to the payee saccount. Thisoccursafter thecompletion
of thereturn clearing mentioned above.

3.5 Summary

»  Today branchesare thetechnol ogy hubs, small and compact operationswhere customerscarry
out faceto face banking services. Brancheswould haveATM S, Hotline to Phone Banking, and
PC with Internet accessfor the customers.
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»  Branch Manager istheface of the Bank to its customersand hence need to be courteous, tactful
and do crossselling of Bank productsto existing customers.

»  ABankvault (or strong room) isasecure space where M oney, VVa uabl es, Recordsand Documents
arestored. RBI haslaid down guiddinesfor vault operationsand specifications. RBI recommends
using technology devicessuch as Heat sensors, Motion detectorsand alarmsfor the protection of
vauablesinthevauilt.

»  Bank hasbeen segregated into three areas Front office, middle office and back officefor the
purpose segregation of rolesand respons bilitiesto avoid frauds and ensure accountability.

»  AstheBank deal swith money, security isakey issuefor the Bank. RBI has provided guidelines
for thesecurity of the Branch, ATM, Currency Chest and useof CCTV, Emergency Lights, Burglar
alarm, Hotlineto Police & FireBrigadewithautodider.

>  RBI runstheclearing housefor the paymentsand collection of chequesusing Cheque Processing
centreusing Magnetic Ink Character Recognition (MICR) using multi laterd netting, clearing and
Settlement mechanism.

Key words:

TPP- Third Party Products

BM- Branch Manager

ATM —Automated Teller Machine

DSA - Direct SalesAgents

CPC - Cheque processing centres

MICR - Magnetic Ink Character Recognition

URRBCH - Uniform Regulationsand Rulesfor Bankers' Clearing Houses

3.6 Sef Test Questions

I. Choosethecorrect option:

1. Which part of the Bank isknown astherevenue generator?

a  FrontOffice
b)  MiddleOffice
c) BackOffice

2. Whichofficeof the Bank isknown asthe SWEAT shop?
a  FrontOffice
b)  MiddleOffice
c)  BackOffice
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3. Reconciliation of entriesiscarried out by which part of the Bank?
a  FrontOffice
b)  MiddleOffice
c)  BackOffice
4. Whichactivitiesareoutsourced to the BPO?
a  FrontOffice
b)  MiddleOffice

c) BackOffice
5. What comesfirg?
a  Sdtlement
b) Clearing
6. __ isnotapaper based waysof transferring money?
a  Cheques
b)  Payorder
c) ECSCredit
7. Inabsenceof RBI branchinaparticular city, which Bank actsasthe clearing house
a SBI

b) HDFCBank
c) DenaBank
d  CanaraBank
8. Actua payment of money by one Bank to another isknown as?
a  Multilaterd Netting
b) Clearing
¢  Sdtlement
9. If everyonepay their shareof amount ownedtoeach, itisknownas
a  Multilaterd Netting
b)  Bi-laterd netting
c)  Grosssetlement

Answers. 1—-a,2-¢,3—-¢,4—-¢,5-b,6—-c,7—a,8-c,9—-c.

.
1.

100

Fill intheblanks:
Bank Operationsissegregatedinto _ areas
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______ officefacetheclient

_____officecarriesout the transaction processing for the Bank
____ officemanagestherisk for the Bank

_____ officemanagesthelT resourcesfor the Bank

Sdlling other productsto an existing customer isknown as sling

N o g M w N

Officersholding keysto the Drill door of thevault arecalled vault

Answers. 1- 3, 2—Front, 3 - Back, 4—Middle, 5—Middle, 6- Cross, 7 - custodian

[1l. Match thefollowing:

1. Bank Manager Mutud Fund

2. Third Party Product Face of the Bank to the customer
3. Strongroom Regulatory compliance

4. Backoffice Dua keysfor operations

5. Middleoffice Swest shop of the Bank

Answers: 1-2,2—-1,3-4,4-5,5-3.

V. Trueor False:
Financid control isthefunction of theBack office
Back officedoesthefunction of executingtheclients’ ingtruction

Fireextinguishers/ Burglar Alarmsare used for the security measure of the Branch

1
2
3
4. Clearinghousefacilitiesthe exchange of cash between thebanks
5. Clearing house are managed by RBI acrossthe country

6

Return clearingisthe clearing of honoured cheque

Answers: 1- False, 2—True, 3- True, 4 —False, 5—False, 6 - False.

V. Answer thefollowingbriefly:
1. Explanthefunctionsof thefront officeof the Bank?
2. Explainthefunctionsof themiddleofficeof the Bank?
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3. Explainthefunctionsof theback office of the Bank?
4. What arethe security featuresimplemented for aBank vault?
5. Differentiate between clearing and settlement?
VI. Answer in detail:
1. Explainthetypica structureof aBank branch?
2. ExplaintheBranch Manager’sdutiesasaRetail banker?
3. What arethedifferent service channelsavail ableto the Bank for servicing the customers?
4. What isthe need for segregation of thedifferent areasof the Bank?
5. What arethefunctionsof ClearingHouseof RBI?
6. Explaintheprocessof chequeclearing?
VII. Activities:

1. VistaBank’sbranch and familiarizethe student with the servicesprovidedto theretall
customer?
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L earning Objective— Unit 4

would be able to
learn the procedure
of Calculation of
simple interest and
Compound Interest

2

interest

How to calculate the
simple interest &
compound interest

L ocation Duration-10HOURS
Classroom SESSION -1 CALCULATION OF SSIMPLE INTEREST AND COMPOUND INTEREST
or L earning K nowledge Performance Teaching and
Banks Outcome Evaluation Evaluation TrainingM ethod
After studying this |1 Understanding of | 1 Listtheadvantagesof| Classroom
topic the learners Simple & Compound Simple & Compound| teaching, PPT’s

interest

2. Describe the time

value of money

SESSION-2 CALCU

LATIONSOF INTEREST ON FIXED RATE AND FLOATING RATE

After studying this
topic the learners
would be able to
learn the procedure
of Calculation of
interest based on
fixed & floating rate

1 Need of Fixed &

Floating rate of
interest

Parameters of Fixed
& Floating rate

1 Describe the Fixed &

Floating computation

2. List the use of Fixed

& Floating interest for
various deposit /
loans accounts

Classroom
teaching, PPT’s

SESSION-3CALCU

LATION OF EMIS

After studying this
topic the learners
would be able to
learn the procedure
of Calculation of
EMIs

Meaning of EMI

Understand by
examples
calculations of
EMIs

1

Describe the interest
rate risk & itsimpact
on the EMIs

Classroom
teaching, PPT’s

SESSION-4 CALCULATIONSOF INTEREST ON SAVINGSACCOUNTS

After studying this |1 Need of 1 Describe the Classroom
topic the learners payment of calculation of teaching, PPT’s
would be able to interest interest for savings
learn the procedure accounts &
of Calculation of 2. Process of Overdraft accounts
. calculating for
Interest savings &
acc_umulated on Overdraft
saving account
accounts

SESSION-5 CALCULATIONSOF DATE OF MATURITY OF BILLSOF EXCHANGE (BOE
After studying this | L Understand the 1 Describe process of | Classroom
topic the learners concept of calculation of [ teaching, PPT’s
would be able to Grace period for meturity date for BOE
learn the pro_cedure BOE 2. List the impact of
of Calculation of > Rulesf holid il
date of maturity of wes for olidays whie -
bills of exchande calculation of calculating maturity

9 maturity date date for BOE
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BASIC OF BUSINESS MATHEMATICS

OBJECTIVES

After readingthisunit you will beableto:

e Understand smple/ compound interest cal culation and their gpplicationsin Banking
o Listthedifferencesbetween Fixed/ Hoating rates

o Understand the procedurefor calculationsof EMIs

o Listtheprocessof calculating theinterest on Savings Bank account and Overdraft
o Understand therulesfor calculation of maturity date of Bill of Exchange
STRUCTURE

4.1 Cdculationof Simplelnterest and Compound Interest

4.2 Fixed and Hoating Interest Rates:

4.3 Cdculationof EMIs:

4.4 Cdculation of Interest on SavingsAccounts

4.5 Cdculaionsof Dateof Maturity of Billsof Exchange

4.6 Summay

4.7 Practice Questions

4.1 Calculation of Simple Interest and Compound | nterest

Asthemagjor activities of abank are accepting depositsand giving loans, Depositorsrequire monetary
compensation for parting with their money by way of depositswiththe bank. * Interest” istheincentive
or reward paid to the depositorsfor postponing their other expenditures and keeping themoney with
the bank.

Banksusethedepositsto lend to the needy borrowers. Borrowers borrow money becausethey do
not have money which they needit. So if somebody givesthem the needed money, the borrower
should be prepared to compensatethelender. Thisiscalled ‘interest’.

Soitisclear that whenever fundsarelent or borrowed, the question of receiving or paying ‘interest’
anises,

Factorsaffecting Market interest rates. Market rates of interest go on changing dueto various
factors. Some of them areasfollow:

Opportunity cost: Opportunity cost refersto any other use to which the money could be put, for
examplelendingto othersor investing € sewhere. If one can get ahigher return elsewhere, theinterest
rateonloanswill dsorise.

Inflation: Simply put, inflation isthemovement in pricesin % per annum terms. Usually pricesmove
only upwards. For example, now if you can buy some articlesfor Rs. 100 and after one year you
requireRs. 111 to purchase s milar articles, then theinflationis 11%. Sincethelender ispostponing his
consumption now to useit later, hewill require asabare minimum compensation to recover enoughto
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make up for theinflation and plussomething moreasanincentive. Becausefutureinflationisunknown,
thelender will dwaysadd some* premium’ to the expected inflation rateand demand that ashisinterest
rae.

Demand and supply: Demand for and supplies of money arethecrucial factorsin determining the
interest rates.

Borrower Default: Thereisawaystherisk that the borrower will become bankrupt, abscond or
otherwisedefault inrepayingtheloan. Inorder tolimit the bad consequences of such situations, the
lender usualy adds some‘risk premium’ to theinterest rate already decided and quotes such ratesto
the borrower.

L ength of time: Shorter termsarelessrisky fromthe point of view of default and exposuretoinflation
becausethe near futureiseasier to predict. Inthesecircumstances, short term interest ratesarelower
thanlonger terminterest rates.

Gover nment inter vention: Government’sand RBI’ sactions may al so influence short-terminterest
rates.

Banks keenly follow the above factors and decide interest rates. Such ratesare known as Market
Interest Rates.

Default or Penal interest: Default or pend interestistherateof interest that aborrower must additionally
pay if hedoesnot fulfil any of the conditions set by thelender at thetimeof lending.

Interest isawaysexpressed in termsof percentage (%) per annum, asanormal practice, which means
that theinterest iscalculated for period of 1 year. However, inredl lifesituations, interest iscal culated
for different periodsfor different products, and also as per theusua practice of thebankers (aslenders
whilegivingloansor as borrowerswhile accepting deposits). So appropriate adjustments haveto be
madeinthecalculations, whenever, theinterva sbetween interest ca culations differ from ayear.

Calculation of Simplelnterest and Compound I nterest:

=
Money grows:
-
- If you lend to somebody or
/ deposit in a bank, you get back
- more than what you originally

lent / deposited, due to
application of interest

- If you borrow, then you have to
pay back more than what you
originally borrowed, due to
application of interest.
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Risk Freelnterest Rate: Risk-freeinterest rateisthetheoretica rate of return of aninvestment with
norisk of financia loss. Oneview isthat therisk-freeraterepresentstheinterest that aninvestor would
expect from an absol utely risk-freeinvestment over agiven period of time. Sincetherisk freeratecan
be obtained with norisk, itisimplied that any additional risk taken by aninvestor should berewarded
with aninterest rate higher than therisk-freerate.

TimeValueof Money: Thetimeva ueof money impliesthat acertain amount of money today hasa
different buying power (value) (usualy more) than the same currency amount of money inthefuture.

Whiletaking about interest, therearetwo typesof caculaingit: they are
» Simpleinterestand
» Compoundinterest.

“Simpl€’ interest iseasy to understand. If you deposit anamount of Rs. 10,000inabank asadeposit
for ayear carryinginterest @8.50% (Remember the convention that the%isaways % per annum and
isnot repeated every time). Hereto calculate the interest element, you require three elementsto
calculatetheinterest (denoted by theletter “i”).

They are:

»  Principal Amount: Theamount for which you arecdculaingtheinterestiscalled the* Principa”
usudly noted by theletter ‘' p’ intheformula;

» Time Theperiodfor which youarecdculatingtheinterest, caled“ Time’ denoted by theletter ‘t’
or usualy in number of yearsdenoted by theletter ‘n’” and

> Rate The%rateat whichinterestiscalculated, denoted by theletter ‘1’
Now |ook at theformula:
| =ptr/100 or pnr/100
Depending upon whether you uset or nfor denoting the period.
Sousingtheformulainthegiven example, theinterest ‘i’ isgiven by:
I = p*n*r/100 = Rs.10,000 * 1 * 8.50 /100 = Rs. 850.

Inthesameway interest on the samedeposit for 5 yearsassuming that theinterest rateis 9.25%, would
be:

I =Rs. 10,000 * 5* 9.25/100 = Rs. 4,625.

Theformulagiven aboveisthestandardin calculations. Inrea practice, banksin Indiapay interest
every quarter.

So how doweadjust theformula?

Recdl that intheformula, ‘n’ standsfor the number of years.
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Soweput n=1/2(0.5) if theinterest isto be ca culated for 6 monthsi.e. Y2 ayear.

Onthesamelines, weput n =4 if theinterest isto be ca culated for 3 monthswhichisasor 0.25 of
ayear.

Similarly interest for one month isobtained by puttingn=1/12.

Practice Question: Calculatetheinterest on a5 year deposit for Rs.25,000 if the interest rateis
9.50% - on aquarterly basisand on ahalf yearly basis.

Answer: Quarterly interest: Working: Rs. 25,000 * ¥* 9.50/100 = Rs.593.75.
Inthiscase, thedepositor will get Rs. 593.75 at the end of every quarter from the bank.

So at theend of 5 yearsfrom the date of deposit, the bank will pay the depositor theinterest for thelast
guarter Rs. 593.75 and also theorigina Principal amount of Rs. 25,000.

Half-yearly interest
Working: Rs 25,000 * ¥2* 9.50/100 = Rs 1.187.50
Inthiscase, the depositor will get Rs. 1,187.50 at the end of every half year from the bank.

So at theend of 5 yearsfrom the date of deposit, the bank will pay the depositor theinterest for thelast
half year Rs1,187.50 and ad so theorigina Principal amount of Rs25,000.

What we have discussed i sthe case of adepositin abank —wherethe bank isthe borrower (debtor)
and thedepositor isthelender (creditor).

Inthe case of aloan from the bank to acustomer, therolesarereversed. The bank becomesthelender
(creditor) and the customer becomesthe borrower (debtor). So the borrower goeson paying interest
a periodicintervasto the bank.

L et usseethiswith an example: Calculatetheinterest on aloan of Rs. 1,00,000 for aperiod of 7
years @12.75%.at monthly, quarterly and haf yearly intervals.

Answer: Monthly intervals(12 months* 7 years =84 months):
Rs 1,062.50 every month and a'so Rs1,00,000 in thelast monthi.e. at theend of 7 years.
Quarterly intervals(4 quartersinayear * 7 years= 28 times)

Rs3,187.50 at the end of every quarter and also Rs 1,00,000in thelast quarter end i.e. at the end of
7years.

Haf-yearly intervas(2 half-yearsin ayear * 7 years= 14times):

Rs 6,375 at theend of every half year and also Rs1,00,000 inthelast half- year i.e. at theend of 7
years.

Gengdly loansarerepayableinmonthly or quarterly or hdf yearly ingdlmentsandrardly yearly ingta Iment
or entireamount at theend.
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Sinceinterest iscal culated on theactual amount due, asand when the borrower repaystheinsta lments,
theprincipa will begoing on reducing and hencetheinterest amount also will begoing on reducing as
more and moreinstallmentsare paid by the borrower. Wewill comeback to thissituation later. Before
that let ustry to understand what  compound interest’ is.

Compound Interest: Let usgo back to the case of deposit in abank.

You deposited Rs 1,00,000 in abank for 5 yearswhich paysyouinterest @ 10% .Thebank hasgot a
Fixed Deposit scheme inwhich thebank will not pay you interest every quarter, but will pay youdl the
interest andtheprincipal inonelump sum a theend of 5years. Sinceyou arenot in need of money for
next 5 years, you agreeto thisscheme.

Theinterest cd culationswill changeasfollows:
| Quarter: Theinterest amount at theend of thefirst quarter will be, asyou aready know:
Rs1,00,000 * ¥*10/100 =Rs 2,500.

Sinceyou are not withdrawing theinterest amount of Rs 2,500, thebank isadding thisRs2,500to the
Principal of Rs1,00,000 and will calculatetheinterest for the 2nd quarter on Rs(1,00,000 + 2,500).

Il Quarter: Sointerest for the 2™ quarter
Rs1,02,500 *1/4 * 10/100 = Rs 2,562.50.
Again, since, you are not withdrawing theinterest amount of Rs. 2,562.50.

Thebank isadding thisRs2,562.50 tothe Principa of Rs. 1,00,000 + thefirst quarter interest of Rs.
2,500.

Il Quarter: Sofor calculation of interest for the 3“quarter:
Principal Amount: Rs 1,00,000 + Rs2,500 + Rs2,562.50 = Rs1,05,062.50.
Sotheinterest for thethird quarter will be
=Rs.1,05,062.50 *1/4 * 10/100
= Rs. 2626.56.

So proceeding like this, the interest for the last quarter of the 5" year, i.e. 20" quarter, will be =
Rs.1,59,865.02 * 1/4 * 10/100 = 3,996.62

Assignment: Calculatetheinterest for every quarter
Thusthetotal amount to bereceived by y
Rs1,59,865.02 + Rs3,996.62= Rs1,63,861.64.

So you can observeinthisprocessthat you have earned further interest on theinterest amount you have
not withdrawn.
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Thisprocessof calculatinginterest oninterestiscalled  compounding’.
To putin other words:

Your deposit of Rs 100,000 has earned an interest amount of Rs63,861.64 @ 10% compounded on
quarterly basis.

Comparethiswith the positionif you had withdrawn interest at every quarter end. You would have
earned Rs2,500* 20times=Rs50,000 for the 5 year period towardsinterest and so you would have
got back atotal amount of Rs1,50,000 from the bank.

Itisclear that duetotheeffect of ‘ compounding’ theinterest, you got Rs 13,861.64 more compared to
the*smpl€e interest cal culation method.

Compound Interest

Simple Interest

Pericuaiunyuie A —axis(ugiuleuy Y 101 yed's) aliu
Principa dongtheY —axis(denoted by ‘P for Principal)

Please notethat cal cul ations are the same and so whether you are paying or receiving interest depends
upon whether you are aborrower or adepositor.

You have seen how compound interest is cal culated period by period and going on with the same
processtill you reach theend of thetotal term. Thisisreally monotonousand time consuming. Tekethe
hel p of aScientific Cd culator or acompuiter. (Nowadaysmost of the Cell Phoneshavegood ca culators
inthem).

Inthe above example, usetheformula: A =P* (1 +r)",

Where

» Aisthetotal amount of theinitial Principal and accrued interest;
Pistheinitia Principa amount;

ristheinterest ratein % per annum converted for the period

of compounding; and

YV V V V

nisthenumber of timesyou have to compound.
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Inthe previousexample: A hasto befound out/cal cul ated;
P =Rs 1,00,000;
r =10%/4i.e. 2.5% for quarterly period interest, we haveto compound 4 timesin ayear and
n= 20 (sincethereare 20 quartersin 5 years)
Sousingtheformula,
A =Rs.1,00,000* (1 + 2.5/100)"20
A =Rs. 1,63,861.64
Homework: Caculate’ A’ if thecompoundingisto bedone
» Everyoneyear,
» EveryHaf yearand

>  Everymonth.

Answers.

» Eveayoneyea: Rs.1,61,051

»  EveryHaf year: Rs.1,62,889.46 and
»  Everymonth Rs. 1,64,530.89

By looking at these answers, you can easily understand that asthe frequency of compounding (n)
increases, ‘A’ dsoincreasesfor thesamePrincipal (P), interest (i) and period (no. of years)

Thisfollowing graphwill help you understand better:

Compounding Different Interest Rates 5000

F000
6000
- 5000
- 4000
- 3000
- 2000

~ 1000

a 2 4 -] 8 10 12z 14 16 18

(No. of yearson the X-axisand amountson the Y-axis)
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Thisfollowing table showsthe maturity val ue of $10,000 over different periods at different rates of
interest.

Initial Investment = %10,000

Time Rate of Growth
{Years) 2% 6% 10% 11% 15% 20%
5 12,763 13,352 16,105 16,851  20,114| 24,883
10 16,269 17,008| 25,937 28,394| 40456 61,917
15 20,789 23,966 41,772 47,846 81,371 154,070
20 26,533| 32,071 67,275 80,623 163,665 383,376
29 33,864 42,919 108,347 135,855 329,190| 953,962
a0 43,219 27,435 174,494 228,923 B62,118| 2,373,763
35 55,160 76,861 281,024 285,749| 1,331,755| 5,006,682
40 70,400 102,857 452,503 650,009 2,678,635| 14,697,716

Rateof Return: Infinance, returnisaprofit on aninvestment. It comprisesany changeinvalue, and
interest or dividendsfromtheinvestment. Conversaly, alossinstead of aprofit isdescribed asanegeative
return.

Rate of returnisaprofit on aninvestment over aperiod of time, expressed as a proportion of the
origind investment. Thetime periodistypically ayear, inwhich casetherateof returnisreferredto as
annual return. Return, inthe second sense, and rate of return, are commonly presented asapercentage.

4.2 Fixed and Floating Interest Rates:

Fixed Ratelnterest: Whentherate of interest applied to aloan or adeposit remains constant and
unchanged from the beginning till the maturity of theloan/deposit, itiscalled “ Fixed Rate of Interest’.

Interest rate remainsfixed irrespective of market conditions. Theborrower or the depositor has peace
of mind ashe need not worry about thefuture cash-flowssincethey areal fixed and knownin advance.
The uncertainty about the quantum of cash-flowsover the period isremoved. Thusit bringsasense of
certainty and security.

Floating Ratel nter est: Floating interest rate asthenameimpliesistherate of interest which varies
with market conditions. Thebiggest benefit with floating rate homeloansisthat they are chegper than
fixedinterest rates. So, if you are getting afl oatinginterest rate of 11.5 per cent whilethefixed rateloan
isbeing offered at 14 per cent, you still save money if the floating interest rate risesby upto 2.5
percentage points. Evenif thefloating rate goesover thefixed rate, it will befor some period of theloan
and not for theentiretenure. Theinterest ratesmay fal over along period and, thus, thefloating interest
ratebringsalot of savings.
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Thedrawback with floating interest ratesisthe uneven nature of monthly instalments. Thismakesit
difficult to budget with floating interest rate homeloans. As seenin recent times, dueto the hikein
floating homeloan interest rates, the borrowers had to shell out thousands per month extraastheir
EMIs, throwing their entire budget out of order.

Inthecaseof floatinginterest rate, thetotal amount of interest isnot determined for theentire period of
loan, a thetimeof borrowing, but isdependent on someunderlyingindex, which goeson changing, i.e.
‘floating’ infinancid terms.

For example, aperson may borrow Rs 1,000,000 at an interest rate equal to the Bank’s Base Rate
(BR) + 1% per annum. Herethebank’ baserateisthefloatingindex. A Bank’'s‘ Base Rate' isnormaly
theminimumrateof interest that the bank will chargefrom any borrower.

Every Bank in Indiahasto decideits BR based on somefactorsas prescribed by RBI and BR goeson
changing periodically depending upon the changesin the parameters prescribed by RBI.

However, during the period when the bank’s BR does not change, thetotd interest that hasto bepaid
by the borrower a so doesnot change. Further in theabove example, wheretheinterest ratefixed isBR
+ 1%, 1%iscaledthe‘margin’ over theindex. But oncethemargin over theBRisfixed (like 1% as
mentioned above) for aparticular loan, will remain constant till theloanisfully repaid. So, thetotd rate
of interest will change only when the BR will change (either upwards or downwards).

Soa'Hoating Rate of interest’ borrower may find that histotd interest rate may comedown or may go
up depending uponthemovementsinthe BR. BRisgenerdly used asthe H oating Index for dl borrowers
likeRetall customers.

For well informed corporate borrowers more, sophisticated indiceslike MIBOR isused. MIBOR
standsfor Mumbai Inter Bank Offered Rate Thisistherate at which banksin Mumbai offer loansto
oneanother.

But thereisahugedifference between BR and MIBOR. BR doesnot changedaily but changesasand
when economic situationswarrant. MIBOR isdecided on adaily basi s based on the demand for and
supply of fundsamong banks.

The procedureistotakethe MIBOR prevaent onthedate of arranging theloan. By mutual agreement,
thechosen MIBOR will bere-set at the end of 3 monthsor 6 months as agreed between thelender and
the borrower. Depending on the period of reset, thelender a so borrowsfrom the market for the same
period and on-lendsto the borrower with the mark up of themargin.

Let ustaken an examplefor easy understanding:

MIBOR on the date of agreement for |oan between abank and a corporate say 20" March 2014:
7.5%; Margin agreed over the MIBOR: 3%, agreed reset isevery 3months. What it impliesisthat the
bank will chargeinterest @ (7.5%+ 3%) i.e. 10.5% to the corporate for the three month period from
20/03/2014 t0 19/06/2014. Eventhough MIBOR changesdaily, neither the bank nor the Corporate
isaffected by such changes since both of them are committed.
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Onthereset date viz. 20/06/2014, suppose MIBOR is 7.65%, then from that date onwardsthe bank
will chargeinterest at 10.65% to the corporate up to 19/09/2014. Thisprocessgoesontill thematurity
of theloan.

4.3 Calculation of EMIs;
What isEM|?

An Equated Monthly Instalment (EMI) isdefined as* Payment of afixed payment amount madeby a
borrower to alender at aspecified date each calendar month. Equated monthly instalmentsareused to
pay off both interest and principa each month, so that over aspecified number of years, theloanisfully
paid off dongwithinterest.”

Thebenefit of an EMI for borrowersisthat they know precisdly how much money they will need to pay
toward the repayment of |oan each month, thus making the personal budgeting processeasier.

For exampl e, aborrower hastaken aloan from abank for Rs 60,000 and has agreed to pay Interest
@ 10% per annum on monthly interval basisand a so pay an ingallment of Rs10,000. Sotheloan has
to becleared in 6 months. Seehow theinterest iscal culated for thefirst month: seethecell no.B33.
Thiscell caculatestheinterest onthe previous month’sbaancewhichisinthecdl D32. Interest rate of
10% per annumisshown as0.1 and period of amonthisshown as 1/12, sinceinterestiscalculated on
monthly intervals.

Column B showstheinterest payabl e by the borrower in the respective months. The sameamount is
repeated in Column C to show that the borrower pays the interest and aso pays the installment.
Column D isarrived at by taking the previous month’sba ance, adding theinterest cal culated in column
B and then deducting the repayments by the borrower asshowninthe column C. Thisprocessgoeson
till theloanisfully paid.
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If you observe column C, you can find that the borrower has paid Rs 10,500 in the first month and
paid Rs 10,083 in the last month. The variation in the installments paid is due to the variation in
the interest amounts.

The previoustable is simple enough to construct if you know elementary Excel.

Now look at the same example re-worked with the assumption that the borrower pays a constant
amount of installment (EMI) uniformly from the beginning till full repayment of the loan. Herethe
borrower has paid some amount which includes the actud interest amount + some varying amount
towardsthe Principa. Here the Principal amount paid per month has varied as against the previous
table where the interest amount has varied. However the loan is completely repaid in the same
period of 6 months asin the previous case.

But thequestion ishow to calculatetheEM|1?

Usethisformula: (You canuseacalculator also)

EMI =[(P*r/1200)* (1+r/1200)"N] / [(1+r/1200) — 1]
P = Total loan amount, Rs.60,000;

N = Number of installments, 6

r = Rate of interest, 10%

What we have doneisto add the Principal amount to thetotal accrued interest for the entire period of
theloan and then divided that total amount by the number of installmentsto arriveat that uniform
constant amount to be repaid by the borrower every month called EMI.

So applyingtheformulafor thegiven example:

The EMI =[(60000* 10/1200)* (1+10/1200)"6] / [ (1+10/12000"6) — 1]
Inthis casethisworksout to Rs. 10,292.50, rounded off to Rs. 10,293.
Seetheactua workingintheexcel sheet asfollows:

& ' - Bookl - Microsoft Excel non-commercial use =[P &3
Heme | Inset  Pagelayout  Formulas  Data  Review  View o @) = @ =
- ] e v ——————S
& Calibr L - AN == - = eners - [E Conditional Formatting , Insert %? }3
By - $ - o ormat as 3 Delete - [§] -
- A = v ~ Sort& Find&
7 B = &- A = %8 8 [zl Format = &2~ Filter = Select ~
Clipboard Font Numk Cells Editing
B64 - § A v
A 8 c D E R
a5 Example showing payment of instalment and interest
46 on a loan for 6 months - Int. at 10% p.a.m - on EMI basis
47 Total instalment per month = Rs. 10,293
42 Instalment No.Loan amount/Interest Rs.Repayment Int.Rs. Repayment Principal Loan Balance Rs.
43 0 60,000 60,000
50 1 500.00 500.00 9793.00 50,207.00
51 2 418.39 418.39 9874.61 40,332.39
52 El 326.10 326.10 9956.90 30,275.49
53 4 253.13 253.13 10039.87 20,335.62
54 5 169.46 169.46 10123.54 10,212.09
55 6 85.10 85.10 10207.90 4.19
56
57
58
59
50
61
62
63
64 | | =
W 4 » v/ Sheetl ~HJ K] 4l
Ready | ||| 93% (-} +)
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Thereisanother easier way to work with Excel to solvethisproblem. Using thisformula, whatever is
therateof interest or period or amount, you can get the EMI.

» Openan Excel sheet

» Click‘Formulas onthetoplineandthenclick the‘fx insertsfunction’ option which youwill find
onthetop left.

» Fromthelistwhich appearsselect ‘PMT’ and click it and you seethisbox.

Function Arguments E]g]

PMT
Rate || Emz| =
MNper =
Pv FRz| =
Fr Fes| =
Twpe =

Zalculates the payment For a loan based on constant payments and a constant inkerest rate.

Rate is the interest rate per period For the loan, For example, use 6%/4 For
quarterly pavments at &% APR.,

Formula result =

Help on this function [ =14 ] [ Cancel ]

Rate: input 10%/ 12 (Sinceinterest isca culated at monthly intervas, theratein %isdivided by 12)

Nper: Number of monthsinwhich theloanisto bepaid = 6. (Exampleif theloanisfor 7 years, then
Nper = 84)

PV: Thisisthetota loan amount = 60000 (Enter thefigurewithout commas)
Fv =0 (At theend of theloan period, the outstanding amount in theloan should be zero)
Type=0 (At theend of the payment you are not making any payment i.e. you aremaking zero payment)

Now you can get the result instantaneously as you see here below :( Theamount used isUS$in the
Excel worksheet —Never mind it appliesto any currency)

Function Arguments Elgj

PraT
Rate |10%/12 ERz| = 0.008333333
MNper |& Rzl = 6
Py | s0000 = &0000
Fv |0 =
Type | 0| | = 0

= -10293.653565
Calculates the pavment For a loan based on constant payments and a constant interest rate.,

Type is alogical walue: payment at the beginning of the period = 1; payment at the
end of the period = 0 ar omitked.

Formula result = ($10,223.65)

Help on khis Function [ 2K l [ Cancel
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Do someexerciseswith Excd and cross-check with calculators.

Calculation of Front End and Back End I nterest: Front end interest isinterest calcul ated at the
beginning of theloaningtalments, in advance, whereasthe back end interest isinterest ca culated at the
end of theinstallmentswhen interest anountsfall due. To explainthislet usgo back tothe previous
exampleand work it out both ways:

Loan amount Rs. 60,000 for six months @ 10% with EM1 @Rs. 10293.

K@9-o-|= Bookl - Microsoft Excel non-commercial use =[P £3
m Home | Inset  Pagelayout  Formulas  Data Review View & @ o @ B
5 Calibri SN B S Goreal | [ Conidoral Femting - %QIMER' t }? }3_
B $ - o, o [ Formatas Table « o5 Delete = (3|~
Clipboard Font Alignment Number Styles Cells Editing
22 - f Y
G H ] K L M N 0 E R
7
8 Front-end Calculations Back-end Calculations
Debits/interest N
Instalment at front.-end Credits Balance bg::l:: d"I.Ia‘;:its Credits Balance
10 Ne. basis
1 0 60000 0 60000 60000 0 60000
12 500 60500
13 1 504 10283 50711 500 10283 50207
14 2 423 10283 40841 418 10283 40332
15 3 340 10283 30888 336 10283 30375
16 4 257 10283 20853 253 10283 20336
17 5 174 10283 10733 169 10283 10212
13 6 89 10283 530 85 10287 0
13 530 0
w0 Total 62288 62288 61762 61762
il
23 | -l
23 -
4y M Sheet1 /%] M4 »
Ready | | = 9% _ E +

Back-end interest cal culations are the sameaswhat you have seen earlier.
Interest iscalculated at end of each and every period and recovered.

If you observethe Front-end cal culationsyou can find thedifference: that is, theinterest iscal culated
up-front i.e. a thebeginning of themonthitsalf. Sointhefront end calculation, interestiscaculated on
Rs. 60,000 for one month and added to Principal at thetime of releasing theloanitsalf. Intheabove
screen shot, you can seeinterest gppearing at the start itsdlf. (Installment number O andinterest Rs. 500
aremarkedinred color).
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Intheback end, interest iscal culated at the end of the month and showninred color against installment
number 1. If you comparethetotals, you canimmediately understand that in the Front-end calculation
method, the borrower ispaying an additional amount of Rs526. Front-end interest isnot charged by
banks.

4.4 Calculation of Interest on Savings Accounts

Inredl lifestuations, bankschargeinterest onloansbased on theactual balancesintheaccountsat the
end of each day, add them up till theend of the month and then calculate theinterest. Thisappliesto
payment of interest on Savings Bank accounts & so.

Let us see someexampleasto how it worksin an overdraft account.
Limit Rs. 100,000. Interest rate =12%.

(Balancesare understood to be debit balances. If by chancethereis credit balancein theaccount on
somedays, then nointerest ischarged on those daysand no interest ispaid a so for the credit balance.

(Limit Rs. 100000 meansthat the customer will not be allowed to draw morethan Rs. 1 lakh at any
time)

Date of Amounts Amounts Baancein Products
Transaction Debited Credited theAccount | Products
01/02/2014 Op. Balance 50000 — —

50000
03/02/2014 Ch. 20000 Dr.70000 2*50000=100000
04/02/2014 10000 60000 1*70000=7000
07/02/2014 Ch 30000 90000 3*60000=180000
11/02/2014 40000 50000 4* 90000=360000
18/02/2014 Ch.20000 70000 7*50000=350000
24/02/2014 Ch 20000 90000 6* 70000=420000
27/02/2014 60000 30000 3*90000=270000
2* 30000=60000

Totals 140000 110000 1810000

At theend of themonth summationsfor al the columns are made (except the balance column). You can
find that the difference between thedr. column and Cr. Column tallieswith the balance column and
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hencethecdculationsarearithmeticaly correct. Thelast columninthetableshown aboveiscaledthe
‘Product’ whichisequal to theamount of |oan outstanding inthe account multiplied by the number of
days such amount remained outstanding.

For exampl e, the opening balancein theaccount viz. Rs. 50000 was outstanding for two daysi.e. on
01/02/2014 and 02/02/2014. At the end of 03/02/2014 the balance changes to 70000 which are
outstanding for oneday.. .. and so on. Thelast transaction inthe month was on 27/02/2014 which was
outstanding for two daysviz. 27th and 28th February.

Now having found out the product, for themonth, it iseasy to ca culate theinterest chargeable on the
account to the borrower.

You know theformula: interest = p* n*r*/100.
Inthisexample, you haveto takep asthetotal product viz. 1810000;

n asthe number of yearsfor which you haveto calculateinterest —inthiscasen = 1/365i.e. oneday
sinceyou haveindividually worked out the bal ances outstanding on each day and added them up. And
risgiven as12%.

Sotheinterest to be charged on the account for themonthis:
=pnr/ 100
= 1810000* 1/365* 12/100
= Rs. 595.07.
Asper RBI’srules, theamount isrounded off to the nearest rupeei.e. Rs. 595.

Savings Bank Account Interest Calculation: Instead of aloan account, if it isa Savings Bank
account, the bank will be giving interest to the customer in the same way as shown above at the
appropriaterate. Most of the banksin Indiapay interest on savingsaccountsat 4% p.a. Solet ussee
anexample.

Date of Amounts Amounts Baancein Products
Transaction Debited Credited theAccount
01/02/2014 Op. Balance 75342 Cr.75342
08/02/2014 Ch. Rs. 7963 67379 7*75342=527394
14/02/2014 5000 72379 6*67739=404274
21/02/2014 Ch. Rs.5400 66979 7*72379=506653
28/02/2014 61627 128606 7*66979-468853

1*128606=128606
Totals 13363 141969 2035780
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Interest payableto thecustomer at 4% =Rs. 2035780*4/100* 1/365
=Rs. 223.10
= Rs. 223 on rounding off.

In banks nowadays, nobody doesthese cal cul ations manual ly but the computersdo them automatically
whentheinterest paymentsfdl due. Whentheinterest isdueon theloansthey areautomatically ca cul ated
and debited to the accounts and credited to theincome accounts.

Similarly when theinterest is due on Savings Bank or other deposit accounts (usually at quarterly
intervals) they are cal cul ated and credited to the same accounts and debited to interest paid account.

45 Calculationsof Dateof Maturity of Billsof Exchange

Inthissectionwewill seehow the date of maturity of the Bill of Exchangeisca culated.

Maturity: Thematurity of apromissory noteor bill of exchangeisthedateat whichit fallsduefor
paymen.

Daysof Grace: Every promissory note or bill of exchangewhichisnot expressed to be payableon
demand, a sight or on presentment, isat maturity onthethird day after theday onwhichitisexpressed
to be payable.

CalculatingM aturity of Bill: Section 23: Cal culating maturity of bill or note payable so many months
after dateor sight:

In calculating thedate at which apromissory noteor bill of exchange, made payabl e astated number of
monthsafter date or after sight, or after acertain event, isat maturity, the period stated shall beheld to
terminate on theday of the month which correspondswith theday on which theinstrument isdated, or
presented for acceptance or sight, or noted for non acceptance, or protested for non acceptance, or
the event happens, or, wheretheinstrument isabill of exchange made payabl e astated number of
months after sight and has been accepted for honour, with theday onwhich it was so accepted.

If the month inwhich the period would terminate has no corresponding day, the period shall beheld to
terminate onthelast day of such month.

» A negotiableinstrument, dated 29th January 20X X, ismade payable at one month after date.
Theinstrument isat maturity on thethird day after the 28th February 20X X.

» A negotiableinstrument, dated 30th August 20X X, ismade payabl e three months after date.
Theinstrument isat maturity onthe 3rd December 20X X.

» A promissory noteor bill of exchange, dated 31st August 20X X, ismade payabl e three months
after date.
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Theinstrument isat maturity onthe 3rd December, 20X X (after alotting 3 daysof grace)
Section 24: Cal culating maturity of bill or note payable so many daysafter Dateor sight:

In cal culating the date at which apromissory noteor bill of exchange made payabl eacertain number of
daysafter dateor after sght or after acertain eventisat maturity, theday of thedate, or of presentment
for acceptance or sight, or of protest for non-acceptance, or on which the event happens, shall be
excluded. Hencetheaday isexcluded in the cal cul ation of number of days

Section 25: When day of maturity isaholiday:

When the day on which apromissory note or bill of exchangeisat maturity isapublic holiday, the
instrument shall be deemed to be due on the next preceding business day. The expression “public
holiday” includes Sundaysand any other day declared by the Centrd Government, by notificationinthe
Officid Gazette, to beapublic holiday. Bills payableafter 30 daysof sight (drawn on 30August 20X X,
will mature on 28 Sept 20X X.If 28 Sept 20X X happensto be a Sunday, and then the maturity datewill
be 27 Sept 20X X.

4.6 Summary:

‘Interest’ istheincentive paid to the depositorsfor postponing their other expenditures and keepsthe
money with thebank

Market interest rate depends on opportunity cost, inflation, demand & supply, borrower defaults,
Length of time, Government intervention.

Simpleinterestissimpleto calculate using theformulaei = pnr/100 or ptr/100 and thisisused for
cd culating for saving bank account interest

Compound interestin Interest on Interest using theformulaeA = P* (1 +r) A andisused for computing
theinterest on Fixed Deposit and Recurring Deposit.

Rateof returnisaprofit oninvestment and isexpressed asa% of theorigina investment

Fixedinterest rateisfixed through thelife of theloan & Floating rate Interest isnot determinedfor the
entire period of loan, at thetime of borrowing- but is dependent on some index, which goeson
changing, i.e.‘floating’ infinancid terms.

MIBOR standsfor Mumbai Inter Bank Offered Rateistherate at which banksin Mumbai offer loans
to oneanother and changeson adaily basis

An Equated Monthly Instalment (EM1) isdefined asafixed payment amount made by aborrower to a
lender at aspecified date each calendar month which includestheInterest and part of the Principal of
theloan. Intheearlier stage of theloan, Bank collectsmajor portion of theinterest and at theend of the
loan, theprincipa portionwill behigher and at the end of theloan period it should be ZERO. It isuseful
to the borrower ashe knows hisfixed liability on month to month basis.

SavingsBank interest iscal culated based onthe* daily closing balance” inthe client account.
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Every promissory noteor bill of exchangewhichisnot expressed to be payable on demand, at sight or
on presentment isat maturity on thethird day after theday on whichitisexpressed to bepayable. If the
third day fallson apublic holiday, theinstrument shall be deemed to be due on the next preceding
businessday.

Key words:

FD —Fixed Deposit

BR-BaseRate

MIBOR - Mumbai Inter Bank offered Rate
EMI - Equated Monthly Instal ment

RD - Recurring Deposit

4.7 Practice Questions

I.  Choosethecorrect option:

1. Incaseof afixed deposit withaBank, Bank periodicaly credit interest amount into the account,
interest calculated will be interest

a Smple

b) Compound
c) Complex
d) Hoating

2. Incaseof afixed deposit with aBank, Bank paysinterest at theend of thedeposit period, interest
calculated will be interest

a Smple
b) Compound
c) Complex
d) Hoating
3.  Whenafixed deposit mature, Bank credits__ totheaccount
a) Interestonly
b) Principd plusinterest only
c) Principd only

Ancillary Servicesof Banks 121



4. EMIlonafixedrateloanremains__ during thetenor of theloan
ad Fxed
b) Changing
C) Increases
d) Decreases
5. Interest collected by theBank onaloanis___ fortheBank
a Income
b) Expense
c) Libility
d) Assat
6. InterestpaidbytheBank onaloanis_
a Income
b) Expense
c) Liability
d) Assat
7. LoangivenbytheBankisshownas___ ontheBank balance sheet
a Income
b) Expense
c) Liability
d) Asst
8. Interestonloaniscalculated bytheBankon
a Origind Loanamount
b) LoanOutstanding amount
c) AverageOutstandingloanamount

9.  Whenthefixedloan comesnear to it maturity, theinterest amount on theloan
a) Increases
b) Decrease
¢) Remanssame
d) Dependson market
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10. Incaseof floatingrateloan, Borrower will benefitifthe
€) Interest rateremainsconstant
f) Interestrateinthefutureishigher
g Interestrateinthefutureislower
h) Interest rate hasno bearing
Answer Keys. 1-a,2-b,3-b,4-a5-a6-b,7-d,8-b,9-b, 10-c
Il.  Fillintheblanks:

EMlincludes

Upward movementin pricesin per annumtermsisknownas

Incaseof short termloans, interestratesis _ thaninterest ratefor long termloan
Frontendinterest calculatedis _ than Back Endinterest

Interest isawaysexpressed interms of per annum

Incaseof adepositinabank,  isthecreditor

MIBOR standsfor

O N o g M~ 0w N P

In case of overdraft account, interest ischarged only onthe balance

Answer Keys: 1- Equated Monthly Instalment, 2 —Inflation Front, 3 - lower, 4—higher, 5-
Percentage, 6 — Customer, 7—Mumbai Inter Bank Offered Rate, 8—overdrawn

[I1. Answer in detail:
1. What isthe difference between Simple Interest and Compound Interest?
2. What isthe difference fixed and floating rate interest?
3. Explain briefly caculation of EMI using Excd?
4. Explain thefactors which determine the interest rate?
5. What israte of return?
6. Explanthe calculation of maturity date of abill of exchange?
I1. Activities:
Get apass book and illustrate the interest cal cul ation done on the balances in the account
2. Get afixed deposit and illustrate the interest calculation done on the fixed deposit
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L ear ning Objective — Unit 5

Location Duration-10HOURS
Classroom SESSION -1 CASH RESERVE RATIO
or
Banks Learning Knowledge Performance Teachingand
Outcome Evaluation Evaluation TrainingM ethod
After studying this|1l Credit & Monetary | 1.Describe the credit & [ Classroom
topic the learners| functionsof RBI to monetary policies used | teaching, PPT’s
would be abletolearn| control inflation _by RBI to control
ab.out.the statutory > Need for CRR inflation
guidelines applicable . :
for CRR 3 Impact of CRR on 2 Expla!n how CRR is used
the econom as Risk Management
Y tool to control liquidity
SESSION -2 STATUTORY LIQUIDITY RATIO
After studying this |1 Needfor SLR 1 Explainhow SLRisused | Classroom
topiclzdtrg)e Ieglrners 2 Impact of SLR on as leisk Management | teaching, PPT’s
wou e able to the economy tool by RBI
learn  about ' the 2. Elucidate the impact of
statutory guidelines SLR rate P
applicablefor SLR
SESSION-3 BANK RATE
After studying this |1 What is Bank [ 1 Describe the use of Classroom
topic the learners rate? Bank rate teaching, PPT’s
would be able to
learn about the
concept of Bank rate
SESSION-4 REPO RATE
After studying this [1 WhatisReporate (1 Describe the repo rate Classroom
x&f dtrl]aee lzslrgetr; Understand the [2 Explain the impact of teaching, PPT’s
uses of Repo rate repo rate on the loan
learn about the
rate of the Bank
concept of Repo rate
SESSION-5 REVERSE REPO RATE
After studying this |1 What is Reverse | 1. Describe the reverse| Classroom
topic the learners Repo rate repo rate teaching, PPT’s
;’é(;?rl]d ggoﬁ?letﬁg 2 Understand the | 2 Explain the impact of
concept of Reserve uses of Reverse reverse repo rate on the
Repo rate Repo rate loan rate of the Bank
SESSION-6 BASE RATE
After studying this | L Understanding [ 1L Use of Base rate by | Classroom
topic the learners the base rate the Bank teaching, PPT’s
would be able to
learn about the
concept of Base rate
124 Banking Products& Operations- |




RESERVE BANK OF INDIA REGULATION ON BANKS
OBJECTIVES
After reading thisunit youwill beableto
o UnderstandtheCredit/ Monetary toolsused by RBI to control inflation

o Understandthevariousratio/ rateviz. Cash ReserveRatio, Statutory Liquidity ratio, Bank
rate, Repo/ Reverserepo rate, Baserate and their uses

STRUCTURE

5.1 CashResarveRatio

5.2 Statutory Liquidity Ratio (SLR)
5.3 Bank Rate

5.4 RepoRate

5.5 ReverseRepoRate

5.6 BaseRate

5.7 Summay

5.8 Practice Questions
Mainfunctionsof RBI of areasfollows:

Financial Supervision: iscarried out under the guidance of theBoard for Financid Supervison (BFS).
BFS objectiveisto undertake consolidated supervision of thefinancia sector comprisingcommercid
banks, financial ingtitutionsand non-banking finance companies.

Monetary Authority: Asthemonetary authority of thecountry, RBI formul atesimplementsand monitors
themonetary policy aswell asit hasto ensure an adequate flow of credit to productive sectors. The
RBI controlsthemonetary supply, monitors economic indicatorslikethe grossdomestic product and
hasto decidethelevd of intresed.

I ssuer of currency: Design, printing and distribution of different currency notes. RBI issuesand
exchanges or destroys currency and coinsnot fit for circulation. The objectivesaregiving the public
adequate supply of currency of good quality and RBI canissue currency notes based on the security
deposit intheform of Gold and Forex exchangereserves. This principleof currency notesissueis
known asthe‘ Minimum Reserve System’.

Banker tothe Gover nment: Performsbanking functionsfor the central and the state governments,
also actsastheir banker and advisor.

Banker to Banks: Maintains Bank accountsof all scheduled Banks

Financial Regulation and M anagement:

»  Astheregulator and the supervisor of the banking system, the Reserve Bank hasacritical roleto
play inensuring the system’ s safety and soundness on an ongoing basis.
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»  Theobjectiveof thisfunctionisto protect theinterest of depositorsthrough an effective prudentia
regulatory framework for orderly devel opment and conduct of banking operations, andtomaintain
overdl financid stability through variouspolicy measures.

Manager of Foreign Exchange: Tofacilitate external trade and payment, it actsasacustodian and
adminigter the Foreign Exchange Management Act, (FEMA) 1999. RBI buysand sdllsforeign currency
to maintainthe exchangerate of Indian Rupeev/sforeigninternationa currencies. Promotes Orderly
devel opment and functioning of Foreign exchangemarketin India.

Developmental Role: To developthequality of banking systemin India, RBI performsawiderange
of promotional functionsto support nationa objectives. To establishfinancia institutionsof nationa
importance, for e.g.: NABARD.

Export Credit: Recognising theimportant role of exportsin maintaining theviability of externd sector
and in generating employment, the Reserve Bank had sought to ensure adequate availability of
concessional bank credit to exporters. It took thelead rolein setting up the Export Import Bank of
India(EXIM Bank) in January 1982.

Inflation M anagement by RBI: In economics, inflationisasustained increasein thegeneral price
level of goodsand servicesinan economy over aperiod of time. Whenthe pricelevel rises, each unit
of currency buysfewer goodsand services. Consequently, inflationreflectsareductionin the purchasing
power per unit of money —alossof red vauein themedium of exchange and unit of account withinthe
economy. Priceinflationisthe measusby inflation rate, the annuali zed percentage changein agenerd
priceindex (normally the consumer priceindex) over time. Theoppositeof inflationisdeflation.

RBI managestheinflation using themonetary and fiscd policies

Monetary Policy: Monetary Policy operates on monetary magnitudes or variables such asmoney
supply, interest ratesand availability of credit. Monetary Policy ultimately operatesthroughitsinfluence
on expenditureflowsin theeconomy. In other words affectsliquidity and by affecting liquidity, and thus
credit, it affectstotal demand inthe economy.

Credit Policy: Centra Bank may directly affect themoney supply to control itsgrowth. Or it might act
indirectly to affect cost and avail ability of credit in theeconomy. Inmodern timesthe bulk of moneyin
devel oped economies consists of bank depositsrather than currenciesand coins. So central banks
today guide monetary devel opmentswith instrumentsthat control over deposit creation and influence
generd financial conditions. Credit policy isconcerned with changesin the supply of credit. Central
Bank administers both the Credit and M onetary policy. Goa sof Monetary Policy are: Price Stability
High Employment, Economic Growth, Financia Markets Stability, Interest rate stability and Stability in
foreign exchangemarket.

I mportanceof Price Stability adominant objectivefor the Central Banker: Pricestability refers
tothelong run average stability of prices. Price stability involves avoidance of both inflationary and
deflationary pressures. Price Stability contributesto improvementsin the standard of living of people. It
promotes saving in the economy while discouraging unproductive investment. Stable pricesenable
exportsto competeininternational marketsand contributeto the strengthening of Balance of Payment
(BOP). Price stahility leadsto interest rate stability and exchange rate stability (viaexport import
stability). It contributesto theoverall financid stability of theeconomy.

126 Banking Products& Operations- |



Instrumentsof Monetary Policy areasfollows:
Quantitativeor General Methods:

» BankRate
»  OpenMarket Operations
» Changein

0 CashReserveRatio (CRR)
0 StatutoryLiquidity Retio (SLR)
0 Repoand Reverse Repo rates
Qualitative or Selective M ethods:
»  SdectiveCredit control
» Rationingof credit
» Mora Persuasion
» Directaction
5.1 Cash Reserve Ratio

Scheduled Commercid Banksarerequired to maintain with RBI, an average cash bal ance, theamount
of which shall not be less than aspecific percentage of thetotal Net Demand and Time Liabilities
(NDTL) inIndia

Demand Liahilitiesincluded| ligbilitieswhich are payable on demand and they include current deposits,
demand liabilitiesportion of savingsbank deposits, marginsheld against |ettersof credit/ guarantees,
balancesin overduefixed deposits, cash certificatesand cumul ative/ recurring deposits, outstanding
Telegraphic Transfers(TTs), Mail Transfer (M Ts), Demand Drafts (DDs), unclaimed deposits, credit
balancesin the Cash Credit account and deposits held as security for advanceswhich are payableon
demand.

TimeLiabilitiesarethosewhich are payabl e otherwi se than on demand and they includefixed deposits,
cash certificates, cumulative and recurring deposits, timeliabilities portion of savings bank deposits,
staff security deposits, margin held against letters of credit if not payable on demand, depositsheld as
securitiesfor advanceswhich are not payableon demand, IndiaMillennium Depositsand Gold Deposits.

CRRiscalculated onthebasisof average of thedaily ba ance maintained with RBI during thereporting
fortnight. Scheduled Commercia Banksarerequired to maintain minimum CRR balancesupto 70 per
cent of thetotal CRR requirement on al daysof thefortnight.

Inorder toimprove cash management by banks, asameasure of smplification, alag of onefortnightin
themaintenanceof stipulated CRR by bankshasbeenintroduced with effect from thefortnight beginning
November 06, 1999. Banks haveto pay Pend interest onthe shortfall by adjustment from theinterest
receivableon thebalanceswith RBI.
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Useof Cash ReserveRatioto control liquidity in themarket:

RBI usesCRRto:

» Dranexcessliquidity or

» Reeasefundsneeded for the growth of the economy fromtimetotime.

» Highertheratio(i.e. CRR), thelower istheamount that bankswill be ableto lend and invest.
» Thus,itisatool used by RBI to control liquidity inthe banking system.

If RBI wantsto tighten the monetary policy, it will raisethe CRR. Lowering the CRR rel easesmore
liquidity into the banking system. Changesin CRR tend to have animmediateimpact on the market.
Cash ReserveRatio (CRR) is4% (15 Jan 2015).

Impact of CRR on Interest rates& Inflation: Withtheincreasein CRR, Bankshavelessmoney
for lending. To maintain the profit margin banksincrease thelending rates. Thisleadsto customers
borrowing lessand eventually spends|essmoney. Demand for goods and servicesthus come down
Thus, increasein CRR increasesinterest ratesand pullsdown inflation to some extent.

5.2 Statutory Liquidity Ratio (SLR)

All banking companiesin addition to CRR, arerequired to maintain liquid assests companiesof :

»  Cashat hand (exclusiveof minimum CRR requirement), OR

> Current account balanceswith SBI and other public sector commercia banks,

> unencumbered approved securitiesvalued at aprice as specified by the RBI from timeto time,
»  Goldvalued at apricenot exceeding the current market price,

SLRistobeequal to.

Anamount which shall not, a the close of the business on any day, belessthan specified percent of the
total of itsdemand and timeliabilitiesin Indiaason thelast Friday of the second preceding fortnight.

SLR hasthreeobjectives:

» Torestrict theexpansion of Bank credit

»  Toincrease Bank’sinvestment in gpproved securitiesand
» Toensuresolvency of Banks

If abanking company failsto maintain therequired amount of SLR, itisliableto pay to RBI the penal
interest for that day @3 % paabovethe Bank Rate on the shortfal and if the default continues on the
next succeeding working day, the penal interest may beincreased to 5% paabovethe Bank Ratefor
the concerned days of default ontheshortfal.

128 Banking Products& Operations- |



Liquidity management using SL R: Higher statement liquidity ratio forcescommercia banksto
maintain alarger proportion of their resourcesin liquid asset and thusreducestheir capacity to grant
loansand advances. Thusitisan anti-inflationary measure. A higher liquidity ratio divertsthebank funds
from loansand advancesto investment in government and other approved securities.

If RBI wantsto tighten the monetary policy, it will raisethe SLR. Such ameasurewould not be
effective, if banks holding of SLRishigher than thestatutory SLR rate. Loweringthe SLR means
that banks can sell someof their SLR securitiestoraisefunds. It thereforetendsto softeninterest
rates. Current SLR rateis 21.50% (15 Jan 2015)

Pros/ Consfor RBI to decrease SLR:

For Against

« Will improve credit flow to private companies « Will adversely impact fiscal deficit

« Focus Should Be To Boost Participation Of The « Indian banks have been able to withstand the
Private Sector By Providing Ready Access To Debt | global storm due to these prudent polices of the
Finance Instead Of Redistributing Liquidity Reserve Bank of India

Artificially In favor Of The Government Sector

« Solvency Measures prevalent in most other + Risk Mitigation Tool
Emerging Markets continue to be lower thanthat
in India.

» Compliance with SLR targets compels banksto | ¢ Banks accept public deposits and are in a way
investin government bonds, rather than allowing | repositories of public trust, and the confidence

demand and prices of such securities to be reposed by investors ininstitutions is very
determined by market forces. important from the financial markets perspective
« Higher SLR increases market risk for banks due | ¢ In the current context, worldwide banks are

to the sheer size of holdings of price-sensitive being criticized for having risky asset portfolios,
securities thereis a perceptible shift among banks’ asset

portfolios from credit and other derivative
instruments to holdings of sovereign government
bonds.

Open mar ket oper ation: Inwell-devel oped economies, central banks use open market operations.
Buyingand selling of digiblesecuritiesby centra bank inthemoney market isundertakentoinfluence
thevolumeof cash reserveswith commercia banksand thusinfluencethevolumeof loansand advances
they canmaketothecommercid andindudtrid sectors. Intheopen money market, government securities
aretraded at market related rates of interest. The RBI oftenisresorts to open market operations.

5.3 Bank Rate

» Bankrateisthestandard rate at which RBI isprepared to buy or rediscount billsof exchangeor
other eligiblecommercid paper from Banks

» Itisbasicrateof rediscounting and refinancefacilitiesfrom RBI

Changein Bank rate by RBI affectsinterest rates on the Loans, and Deposits acrossthe board inthe
samedirection. Hence, increasein Bank ratewill increasetheinterest rateson the Loans/ Depositsand
viceversa. Since 1991, after deregulation and Banking reforms, Banksare alowed tofix thedeposit/
lending ratesthrough their Boardswith only with few exceptions. Current Bank rateis8.50% (15 Jan
2015).
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5.4 Repo Rate

Reserve Bank of Indialendsfundsto the commercia banksunder itsLiquidity Adjustment Facility
(LAF) to meet their short term needs of funds. Therate at which banks borrow short-term fundsfrom
RBI iscalled Repo Rate. Such fundsare provided on the promise of repurchase of gpproved securities
by banks. Thusthere aretwo legsin the Repo Transaction Process. Banksfacing ashortage of funds
can borrow from RBI through arepo transaction. The transaction is backed by sale of approved
securitiestothe RBI.

In thefirst leg, the bank sellsthe approved securitiesto RBI. RBI will release funds to the bank
against thistransaction.

In the second leg, the banks buy back the same securities after aday or few days. The price for
buying them back (higher than the pricefor thefirst leg) ispre-decided, when therepo transactionis
agreed upon. Thedifference between the pricesfor thetwo legsthus, isthe borrowing cost for the
borrowing bank. A repo transaction is meant to meet only the short term (single day to afew days)
requirementsof banks.

Thisismuch safer for Central Bank than giving aloan sincethetransactioninvolvedisBuy / Sall and not
lend/ borrow. In case of default of any Banks, the securitiesare already transferred in the name of the
Central Banker. Thisenable Central Bank to recover that money without .any hasses.

5.5 Reverse Repo Rate:

A reverserepo isthe opposite of arepo. RBI announces the repo rate and reverse repo rate. The
reverserepo ratewill awaysbelower thantherepo rate. Current Reverse Repo rateis6.50% (15 Jan
2015)

Usage of Repo rate/ Reverserateto control liquidity: If RBI wantsto signal tight monetary
policy, it will increasetherepo rateand viceversa. If theoverall liquidity positionistight, bankswill
increasetheir deposit rates or lending rates, sincethe borrowing cost from RBI ishigher.

A reductioninreverserepo rate makesit lessinteresting for banksto park their fundswith RBI. This
measureisadopted when thereistoo much liquidity inthe market, asreflected in theinter-bank call
money market or short term funds.

Ingenerd, thecall money rate (which isdetermined by the market, not RBI) isexpected to be between
thereporateand reversereporate.

Repovs. Bank rate: Two partiesare constantly involved —the centra bank (RBI) and thecommercia
bank. Both repo rates and bank rate hel p the Banksto raise fundsfrom RBI. Both indicatethe cost of
fundsto the banks. Bank rate ischanged when banks borrow funds or re discount billsin the normal
course of business. But Repo rateis charged by RBI when banks borrow fundsunder the Liquidity
Adjustment Facility provided by RBI to meet the short term liquidity mismatch of thebanks. Such short
term fundsare provided for overnight or at the most for one week.

5.6 Base Rate

Reserve Bank of Indiaintroduced the Benchmark Prime Lending Rate (BPLR) system which was
introduced in 2003. BPLR wastherate at which abank waswilling tolend to its most trustworthy, low-
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risk customer. It fell short of itsoriginal objectiveof bringing transparency to lending rates. Thiswas
mainly because under the BPLR system, banks could lend below BPLR. For the samereason, it was
asodifficult to assessthetransmission of policy ratesof the Reserve Bank to lending rates of banks.

Hence, to bring transparency to lending rates, RBI hasmadeit mandatory for al banksto introduce
Base Ratewef 1st July, 2010. The Base Rateisthe minimum interest rate of aBank below whichit
cannot lend, except in casesallowed by RBI. Base Rate system isapplicableto all new loansand for
those old loansthat come up for renewal after July 2010. Existing loans based on the BPLR system
may runtill their maturity. In case existing borrowerswant to switch to the new system, beforeexpiry of
theexisting contracts, an option may begivento them, on mutual ly agreed terms

Asper RBI guidelines (asin July 2012), thefollowing categories of |oans could be priced without
referenceto Base Rate:

(8 DRIAdvances
(b) Loanstobanks ownemployeesincluding retired employees;
(0 Loanstobanks depositorsagainst their own deposits

RBI doesNOT fix thebaserate. It hasissued broad guidelinesto bank asto how they should arrive at
thebaserate. Thus, individua bank itsdlf fixesitsown baserate.

The calculation of the BPLR by various bankswas not transparent. In caseof BPLR, Banksnormally
used to takeinto cons deration thefactorslike cost of funds, administrative costsand amargin over it.
However, such parameterswere neither disclosed by banks nor weresamefor al thebanks. TheBase
Ratecd culaionsincludeall those cost e ementswhich can beclearly identified and are common across
borrowers. The constituents of the Base Rateincludes

Theinterest rateonretail deposits (depositsbelow Rs. 15 1akh) with one year maturity (adjusted for
CASA deposits);

(i) Adjustment for thenegative carry inrespect of CRR and SLR;

(i)  Unallocatableoverhead cost for bankswhich would compriseaminimum set of overhead cost
eements; and

(iv) Averagereturnonnet
Current BaseRateis between 10— 10.25% (15 Jan 2015)
5.7 Summary

»  RBI asthecentra bank of thecountry has many functionsto ensuresmooth running and devel opment
of thecountry Functionsinclude

»  Hnandd supervison.
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Monetary management.

Issueof currency.

Banker to government.

Banker to bank.

Formulate monetary policy.

Financid regul ation and managemen.
Manager of foreign exchange.

Developmentrole,

YV V. V ¥V ¥V V V¥V V VY

Inflationisasustainedincreaseinthegenera priceleved of goodsand servicesinan economy over
aperiod of timeand RBI managesinflation using monetary and fisca policies

Quantitative or Generd Methods
Bank Rate

Open Market

Operation(OMO)

Changein Cash

ReserveRatio (CRR)

Statutory Liquidity Ratio(SLR)
Qualitative or Sdlective Methods
Sdlective Credit Control
Rationing of Credit

V V. ¥V ¥V V V ¥V V VYV VY V

Mord Persuason
> DirectAction

Cash ReserveRatio: Scheduled Commercial Banksarerequired to maintain with RBI, an average
cash baance, theamount of which shall not belessthan 4% of thetota of the Net Demand and Time
Liabilities(NDTL) inIndia RBI usesCRR to manageliquidity inthemarket.

Satuary Liquidity Ratio: All Scheduled Commercia Banks, inadditionto CRR, arerequired to
maintaininindia, @ Cash at hand (exclusive of minimum CRR requirement), or (b) Current account
ba anceswith SBI and other public sector commercial banks, (¢) unencumbered approved securities
valued at aprice asspecified by the RBI fromtimetotime, d) in gold valued at apricenot exceeding the
current market price
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Anamount which shall not, at the close of the businesson any day, belessthan 21.50 per cent of the
total of itsdemand and timeliabilitiesin Indiaason thelast Friday of the second preceding fortnight.

SLR hasthreeobjectives:.

» Toredrict theexpansonof Bank’slimit

»  Toincrease Bank’sinvestment in approved securitiesand
»  Toensuresolvency of Banks

Bank rate isthestandard rate at which RBI isprepared to buy or rediscount bills of exchangeor other
eligiblecommercia paper from Banks. Changein Bank rate by RBI affects a) Interest rateson the
Loansb) Interest rate on the Deposit acrossthe board in the samedirection.

Repo and Rever se Repo: RBI usestheseratesin easing or tightening of the monetary policy. Itis
safer way for RBI to lend money to the Banks asthe ownership of securitiesget transferred in case of
Repo/ Reverserepo. Thetransaction, backed by approved securities, hastwo legs.

BaseRate istheminimum interest rate of aBank below whichit cannot lend, except in casesd lowed
by RBI.

Key words:

CRR - Cash ReserveRatio

SLR- Statutory Liquidity Ratio

BR - Bank rate

BFS- Boardfor Financial Supervision

GDP- Gross Domestic Product

FEMA - Foreign Exchange Management Act
NABARD - National Agricultural Bank for Rural Development
IDBI —Industrial Devel opment of India

EXIM Bank - the Export Import Bank of India
5.8 Sef Test Questions

|. Choosethecorrect option:
1.  MinimumReserve System’ principlerefersto
a) Currency notesissue
b) Reservelevelsto bemaintained by the Banks
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Cc) Minimumresarverdio

d) RBIreserveleve tobemaintained

RBI maintains banking accountswith all scheduled Banks. Thisisfor whichroleof RBI?
a) Banker of Last resort

b) Bankers Bank

c) Clearing Purpose

d) Good relationship account

Which of thefollowing isthe Quditativeinstrument of Credit Control ?
a) OpenMarket Operations

b) CRR

c) DirectAction

d SLR

Demand Liabilitiesof aBank includeswhich of thefollowing?
a) Letter of Credit

b) Recurring Deposits

c) Boththeabove

d) Noneof theabove

TimeLiabilitiesof aBank includeswhich of thefollowing?

a) FixedDeposit

b) Gold Deposits

c) Boththeabove

d) Noneof theabove

In casethe Cash Reserveratioisdecreased by the RBI, Bankswill beabletolend money
inthemarket

a More
b) Less
c) Doesnot matter

d) Noneof theabove
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7.  Withthedecreasein CRRrate, Inflationwill
a) Increase
b) Decrease
¢) Noimpact

d) All of themand many more

8. Incasethe SLRratioisincreased by theRBI, inflationswill

a) Increase

b) Decrease

¢) Noimpact

d) All of themand many more

9. Minimuminterest rate of aBank below whichit cannot lend, except in casesalowed by RBI is

known as?

a) BankRate

b) PrimeLendingRate
c) RepoRate

d) BaseRate

10. Whichof thefollowingissafer for RBI when lending to Banks?

a) LoanTransaction

b) Loanagaing collaterd

c) Repo / Reverse Repo transaction
d) Cash/Stock Lending & Borrowing

11. Thestandardrateat which RBI isprepared to buy or rediscount bills of exchangeor other eligible

commercia paper from other Banks
a) BankRate

b) PrimeLendingRate

¢) RepoRate

d) BaseRate
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12. Whatisthepolicy related to direct taxes and government spending refersto?
a) Credit Policy
b) Monetary Policy
c) Fiscd Policy
d) Government Policy

Answers. 1—-a,2-b,3-c,4-b,5-3,6—-a7-a,8-a,9-d,10—c,11—-a 12 —c.

[I. Fillintheblanks:
1. Export Import Bank of India(EXIM Bank) wasset upin

2. Buyingand selling of eligible securitiesby central bank inthe money market isknown as

Bank Rateis form of credit control
To ensuresolvency of Banks, RBI directsthe Bankstomaintain ratio
Rate at which RBI lends short termsfundsto the Bank isknown as rate

Discount rateisknown as

N oo g kW

In case of deflation, the purchasing power per unit of money will

Answers. 1- 1982, 2— Open market operations, 3 - Quantitative, 4— Statutory Liquidity,
5—Repo, 6 —Bank rate, 7—increase.

[11. Answer thefollowingbriefly:

Wheat is Cash Reserve Ratio?

What isStatutory Liquidity Ratio?

What isBank rate?

Explain Repo Rate?

What isReverse Repo Rate?

Wheat isBase Rate?

What isrationalefor keeping CRR and SLR by RBI?

© N o o &~ 0w N PP

What arethetoolsused by RBI to contral inflation?
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9. What arethegoasof monetary policy?
10. What aretheinstruments of monetary policy?
11. What aretheQuadlitative/ Quantitativeinstrumentsof Credit Control ?
12. What istheimpact of increase/ decrease SLR rate by RBI?
13. Explainthedifference between Bank Rate and Reporate?
14. What arethe powersof the RBI for regul ating the Banks?
V. Activities:

1. Draw acomparativechart depictingthe CRR/ SLR/ REPO/ Reverse REPO rateand discussit
implicationsonthe economy
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L ear ning Objective — Unit 6

L ocation Duration-10HOURS
C'afroom SESSION -1 PROFIT & LOSSACCOUNT AND BALANCE SHEET
Banks - -
Learning Knowledge Performance Teachingand
Outcome Evaluation Evaluation TrainingM ethod
After studying this | 1 Understand the |1 Explain the various | Classroom teaching,
topic the learners various rules to be PPT’s
would be able to accounting followed in
identify the concepts & accounting
components of the principles . .
Profit & Loss followed 2 Elucidate the life
cycle of a
Account and .
2 Types of transaction from
Balance Sheet of a
Banking Company accounts voucher to Balance
maintained sheet
3. Accounting 3. Describe the
process for proforma of the
preparation of P&L and Balance
Final accounts sheet
4. Explain the various
provision &
Schedules of the
Balance sheet
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PROFORMA OF FINAL ACCOUNTS OF BANKING COMPANIES

OBJECTIVES

After reading thisunit you will beableto:

o Understand & appreciatethevariousitemsthat appear in thefind accounts of aBanking company.
STRUCTURE

6.1 Profit& LossAccount and Balance Sheet

6.2 Summary

6.3 Practice Questions

6.1 Profit & Loss Account and Balance Sheet

There are some notabl e differences between a bank’s accounts and any other general company’s
accounts. For example, banks maintain the accounts of millionsof Individuals, Corporate and other
legdl entities.

Further any transaction affecting any customer’saccount should be recorded asand when it occurs—
unlikeinthe case of acompany, wherethere can beatimelag. Infact, abank’s Balance Sheet isready
onadaily basis, with the help of * Core Banking' software. In abank’saccounting, each and every
transaction (either debit or credit) hasto be documented by avoucher —most of thetransactionsare
documented inindividua vouchersfor each transaction and thereare caseswhereabunch of transactions
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of the sametype conducted during the day are documented by asingle voucher.

Vouchers: Inabank’saccounting, all transactions- debit or credit —are documented by vouchers.
Sometype of transactions during the day are bunched and documented by asinglevoucher.

AVoucherisa

Dehit or credit

Head of account

Amount of thetransaction
Date of thetransaction

Branch nameetc. and

Formatted document inwhich thedetail s of thetransaction arerecorded

VIV ¥V ¥V V V V

Authenticated by an 4

Debit and credit voucherg
arethen posted directly i

Step and entries are postey
Credit vouchers-thred

Oneisthe‘Pay-in-Sip’
fypesof accounts. Multipl
the banks. Nowadays mo:

Second type of pay-in-d
Pay ordersetc.). Intheab

| nthethird type, Bank’s

hUthorized offici

areindifferent cploursfor easy identific3

hto the respectiyeledger accounts, skigping the step of first enteringin
Journd’. (Incompanies @ccounts, a‘ Journa’ whichisabook of or

in theledger agcountsthereefter).
types:

- initiated by cugtomer. Some banks use

b pay-in-dipswil| be convenient for procgssing but sowill beexpensvefo

5t banks have asingle common Pay-ind

pisspecificfor hsefor the purpose of re
bvetwo cases, the customer initiatesthg

internal voucheris. Interna voucher isin

cnraenared-by Lt . ot

ition and processing. Thevouchers

gina entry ismaintained asthefird

different Pay-in-dipsfor differen

pfor al accounts.

mittances (Drafts, Mail Transfers)
transactions

another standardised format which

k£ n o ol 1+ fintiatoc at 41 A
VVTICT T Tt ST it CSatar isSootronrt

+h,

orachitina ot ach ~Aal Lt <t tathd
CreUrtmy P ToOCOrCar T itCIrcartotr

halh
S PICPTrCO Oy T ot e

depositors accounts—debitinginterest to customer’sloan account etc. Thesevouchersare authenticated
by the authorised officia sof the bank

Some banks havethe system of using differently coloured Pay-in-dipsfor each type of account —like
SB Account, Current Account, Fixed Deposit Account, Recurring Deposit Account, Overdraft Account
and Loan A ccount. Some banks have common Pay-in-dip for al typesof deposit and Loan Accounts.
Such multiplepay-in-dipswill be convenient for processing but also will beexpensivefor thebanks.
Nowadays most banks have asinglecommon Pay-in dlip for any account —deposit or [oan.

Rulesfor thethree accountsrespectively are:

>
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‘Debit what comesin and Credit what goesout’

Banking Products& Operations- |



>
>

‘Dehit therecelver and Credit thegiver’ an

‘Debit expensesand Credit incomes'.

d

TheMain Day Book whichisprepared for each working day issmply asummary of thetotal amounts
of debitsand credits under the three categories of Cash, Clearing and Transfer in all the Heads of

Accounts.

General Ledger (GL): TheGL consists of separatefoliosfor each Head of Account in which the

ranch hasconducted transactionsat any time

Trial Balance(TB):

ba anceslisted and showing whether they areDr.

Head of Account Dr. or Cr. Dr.

tissmply alist of al theHeadsof Accountsthat have someouts

Balancesor

Balance

tanding ba ances, wi
Credit Balances.

Cr. Balance

ththeir outstanding

SavingsBank Cr.

1,45,35,35

156

Overdrafts Dr. 84,1

7,13,128

After all the outstanding balances are extracted
arrived at for the Dr. and the Cr. Columns of the

Profit & L ossaccount:

period of time- usually afiscal quarter or year.

Thestatement of profit and lossfollowsagenera f

and copied i
B, they sho

A financial statement that summarizesthe revenues, costs and expensesincurre

brm. 1t begin

from revenuethe costs of runningthe business, i

The balance sheet, income statement and statenpent of cash f
statements pmdl Iced hy acompany \W hileeachisi mportan

cluding cost

expenseand interest expense. Thebottom line (litgrally and figpratively) isnet inco

hthe TB from the
Ild bethesame.

bwith an entry for rey
of goods sold, oper.

lowsarethemost i

L, if thetotalsare

0 during aspecifig

enue and subtracts
hti ng expenses, tax
me (profit).

mportant financial

initsownright t

v aremeant to h

analyzed together.
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FORM OF CONSOLIDATED PROFIT AND LOSS ACCOUNT OF A BANK AND
ITSSUBSIDIARIESENGAGED IN FINANCIALACTIVITIES

Profit and LossAccount of (here enter name of the banking group)
(000’'somitted)

Schedule Year ended Year ended
313........... 313..........

(Current Year) (PreviousYear

I. Income

Interest and dividend earned * 13
Shareof earningsin Associates

Other income 14
Totd

1. Expenditure

Interest expended 15
Operating expenses 16
Provisonsand contingencies

Totd

Consolidated Net profit/(loss) for theyear
beforededucting Minorities’ Interest

Less Minorities Interest

Consolidated profit/(loss) for theyear
attributableto thegroup

Add: Brought forward consolidated
profit/(loss) attributableto the group
[11. Appropriations

Transfer to statutory reserves

Transfer to other reserves

Transfer to Government/Proposed Dividend
Baance carried over to consolidated

Totd

Earnings per Share
!Interest and dividends earned should be discl osed separately.

Thebasic function of abank isto accept depositsand giveout |oans. Ontheloansthat it givesout, it
chargesaninterest rate. Thisinterest earned isthekey revenue sourcefor abank. Thistermisknown
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as'interestincome’.

Apart frominterest incomefrom loansadvanced, it aso earnsinterest from certain investmentsthat it
makes. Inaddition, abank isalso required to keep acertain amount of its cash reserveswith the RBI.
However, it must be noted that abank’ sinterest income from investments depends upon some key
factorslikemonetary policies (Cash reserveratio and statutory liquidity ratiolimits) and credit demand.
Cashreserveratio (CRR) isacertain percentage of depositswhichabank ismandated to maintainwith
the RBI. Statutory liquidity ratio (SLR) isthe second part of regulatory requirement, which requires
bankstoinvestin G-Secs.

Thebank’srevenuesarebasically derived fromtheinterest it earnsfromtheloansit givesout aswell as
fromthefixedincomeinvestmentsit makes. If credit demand islower, the bank increasesthe quantum
of investments. Apart from interest income being the key revenue sourcefor abank, it a'so earns
incomeintheform of feesthat it chargesfor thevarious servicesit provides. These servicesinclude
processing feesfor loansand forex transactions, anongst others.

Expenditur es. Thekey expenseof abank isinterest on depositsthat are madewith it. These could be
intheform of term (fixed) or savings bank account deposits. The second biggest expensehead for a
bank would beitsoperating expenses. Thishead would included| operationd costs. Itincludesemployee
costs, advertisement and publicity costs, administrative costs, rent, lighting and stationary.

Under expenses, thereisaso anitem caled * provisonsand contingencies . Inthesmplest terms, these
areliabilitiesthat are of uncertaintiming or anount. Thisincludesprovisionsfor unrecoverabl e assets.
In accounting terms, such provisionsarecalled as* Provisionsfor Non-performing assets (NPAS)’.
Apart from NPASs, these provisionsaso include provision for tax and al so depreciation intheva ue of
invesments.

After removing these headsfrom theincomegenerated, wesimply arriveat the profitsfigure.

Schedule Year ended Year ended
313........... 313..........

(Current Year) (PreviousYear

[. Income

Item  Schedule  Coverage

Interest

eaned 13 . Interest/discount onadvances/bills.

Il. Incomeon investments

II Interest on bal anceswith Reserve Bank of Indiaand other interbank funds,Others

Other
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Income 14 |.Commission, Exchange& brokerage

Il Net Profit on sale of Investments(net profit on sale-net losson sale)
I11. Net Profit on revaluation of investments

IV. Net Profit on sale of land, building & other assets

V. Profit (net of |oss) on exchangetransactions

V1. Incomeearned by way of dividends, etc. from subsidiaries’ companiesand/or joint ventures abroad/
inIndia

VI1. MiscellaneousIncome

Interest

Expended 15 |. Interest on deposits

. Interest on RBI/ Inter-Bank borrowings

1. Others

Operating

Expenses

Provisons

& Contingencies 16 |. Paymentsto and provisionsfor employees|l. Rent, Taxes& Lighting
[I. Printing & Stationery IV. Advertisement and Publicity

V. Depreciation on Banks' property, V1. Directors fees, allowancesand
ExpensesVII. Auditors fees& expenses(including branch auditors)

VIII. Law charges IX. Legal and other expenses debited in respect of PB Accounts, X. Postage,
Telegram, Telephones, etc. X1. Repairsand Maintenance XI1. Insurance X111. Other Expenditure

Provisons& Contingenciesmadefor i) IncomeTax ii) Other Taxes
iii)  NPAsiv) Investmentsv) Others

I.  Transferto Statutory Reservesl|l. Transfer to Capital
Balance shest:

A baance sheet (al so known asastatement of financia position) isaformal document that followsa
standard accounting format showing the same categoriesof assetsand liabilitiesregardlessof thesize
or nature of the business. Accountingiscons dered thelanguage of busi ness becauseits conceptsare
time-tested and sandardi zed and Generdly A ccepted A ccounting Principles(GAAP) areused to develop
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financid statements.

Computerisation of Bank Accounting: With theintroduction of CBSby dl thebanks, | ot of tedious
and cumbersomejobslike collecting compli cated statisticsand processing them to get meaningful data
for taking decisionswhich wereall done manually have become history. So with theintroduction of
CBS, Banks' Balance Sheetsare now availableon adaily basis—as compared to afew months’ lag
when manua processing wasthe only way.

Preparation of Final Accountsof Banking Companies: Inthecase of branch accountsat theyear
end, therearevery few ‘ adjustment entries’ like provision for expenses accrued but not paid, like
electricity, water, telephonebillsto be paid for the period up to 31st March, and prepaid expenseslike
rent paidin advanceetc.

The principleisthat the expenditure madefor aperiod beyond the ba ance sheet dateisan asset for the
bank and so the proportionate amount which pertainsto the next year is debited to the account called
‘Prepaid expenses account’ and credited to the respective expenditure account. For examplewhen the
rent is paid, the bank pays one month rent extra by debiting * Rent Paid account’. The year-end
adjustment entry would be debited to ‘ Prepai d expenses account’ and credit * Rent Paid account’ so
that the expenditure under thehead ‘ Rent Paid’ showsthe correct picture.

Similarly when acustomer pays Locker rent for two years, the revenue received pertainsto aperiod
beyond the current year. Theamount pertairfing to the next year isca culated and credited to * Prepaid
ncomeaccount’ by debiting to * Locker Rerjt Received account’

One moreimportant item iscoming under | Bills purchased and discounted’. Theusual procedurg
pdopted by abank whilefinancing ausance bill (payable after aperiod of say 30, 60 daysetc.) ista
cal culate theinterest for the entire period of psance and collect it in advance at thetime of discounting
jtdif.

[Many of thebills discounted towardsthe ed of the year may have maturity inthe next year. Sothg
branch hasto cal cul ate the discount amourg pertaining to the next year and transfer it to the head of|
account ‘ Prepai d income account-discount” oy debiting it to * Discount earned’ account.

All such adjustment entries can be reversed by the branches on the first working day of the next
financid year (i.e. April)

For ex assetsand Liabilities: They shoulf bevalued at the rates prevailing on the Balance Sheef
date. Sincetheratesfluctuate continuoudy and are different in different banks, the common ratesfor
val uation aredecl ared by Foreign exchange Pedlers Association of India(FEDAL) to be applied by dl
the banksinIndia. If therearedepreciationsin assetsor appreciationsin liabilities, they should b
Fecognised by debit the bank’s P& L account. If there are appreciationsin assetsor depreciationsiry
iabilities, they should beignored.

Balance Sheset:

Inthecaseof abank asawholetheP& L Account and the Balance Sheets are prepared and made
availabletothepublic asat theend of every quarter —June, September, December and March. Out of

Ancillary Servicesof Banks 151



thesefour, the half-yearly balance sheet as on 30" September and the yearly bal ance sheet ason 31
March aremoreimportant.

The balance sheet of the bank comprises of two sides; the assets side and theliabilitiesside. Itis
customary to record liabilitiesontheleft Sdeand assetsontheright side. Thefollowingisthe Performa
of abalance sheet of the bank.

Balance Sheet of the Bank
Liabilities Assets
1. Cogitd 1. Cash
a Authorised capitd a Cashonhand
b. Issued capita b. Cashwith central bank and other banks
C. Subscribed capital
d. Paid-up-capita
2. Reservefund 2 Money at call and short notice
3. Depogits 3 Billsdiscounted
4, Borrowingsfrom other banks 4 Billsfor collection
5. Billspayable 5. Investments
6. A cceptances and endorsements 6 Loansand advances
7. Contingent lighilities 7. Acceptancesand endorsement
8. Profit and loss account 8 Fixed assets
0. Billsfor collection
Liabilities

Liabilitiesarethoseitemson account of which the bank isliableto pay others. They denote other’s
clamsonthebank. Detailsof thevariousitemsontheliabilitiessideareasfollows:

Capital

Thebank hasto raise capital before commencingitsbusiness. Authorised capital isthe maximum
capitd uptowhichthebank isempoweredtoraisecapita by theMemorandum of Association. Generdly,
theentire authorised capital isnot raised fromthepublic.
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That part of authorised capital whichisissued intheform of sharesfor public subscriptioniscalled the
issued capital . Subscribed capita representsthat part of issued capita whichisactualy subscribed by
the public. Finaly, paid-up capital isthat part of the subscribed capital which the subscribersare
actually called upon to pay.

Reserve Fund

Reservefund isthe accumulated undistributed profits of thebank. Thebank maintainsreservefundto
tideover any crisis. But, it belongsto the shareholdersand hencealiability onthebank. InIndia, the
commercia bank isrequired by law to transfer 20 per cent of itsannua profitsto the Reservefund.

Deposits

The deposits of the publiclike demand deposits, savings deposits and fixed deposits constitute an
important item on theliabilitiesside of the bal ance sheet. The success of any banking businessdepends
to alarge extent upon the degreeof confidenceit caningtill inthemindsof the depositors.

Thebank can never afford to forget the claims of the depositors. Hence, the bank should dwayshave
enough cash to honour the obligations of the depositors.

Borrowingsfrom Other Banks

Under thishead, the bank showsthoseloansit hastaken from other banks. Thebank takesloansfrom
other banks, especially the Central bank, in certain extraordinary circumstances.

BillsPayable

Theseincludethe unpaid bank drafts & transfersissued by the bank. Thesedraftsand transfersare
paid to the holdersthereof by the bank’ sbranches, agentsand correspondentswho arereimbursed by
the bank.

Acceptancesand Endor sements

Thisitem appearsasacontraitem on both the sdes of the baance shedt. It representstheliability of the
bank in respect of billsaccepted or endorsed on behaf of itscustomersand a solettersof credit issued
and guaranteesgiven onther behaf.

For rendering thisservice, acommissionischarged and thecustomersto whom thisserviceisextended
areliabletothebank for full payment of thebills. Hence, thisitemisshown on both sides of thebalance
shest.

Contingent Liabilities

Contingent liabilitiescompriseof thoseliabilitieswhicharenot knownin advanceand are unforeseegble.
Every bank makes some provisionfor contingent liabilities.

Profit and L ossAccount

The profit earned by the bank in the course of the year is shown under thishead. Sincethe profitis
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payableto the shareholdersit representsaliability on the bank.
Billsfor Collection

Thisitem a so appears on both the sides of the balance sheet. It consistsof draftsand hundiesdrawn by
sdllersof goodsonthelr customersand are sent to the bank for collection, against delivery documents
likerailway receipt, bill of lading, etc., attached thereto.

All such billsin hand at thedate of the balance sheet are shown on both the sides of the bal ance sheet
because they form an asset of the bank, since the bank will receive payment in duecourse, itisalsoa
liability becausethe bank will haveto account for themtoitscustomers.

Assets

Theassets side of the balance sheet ismore complicated and interesting. Assetsarethe clamsof the
bank on others. In thedistribution of itsassets, the bank isgoverned by certain well defined principles.
Theseprincd plescongtitutethe principlesof theinvestment policy of thebank or the principlesunderlying
thedistribution of the assets of the bank. The most important guiding principles of the distribution of
assetsof thebank areliquidity, profitability and safety or security.

Infact, thevariousitemson theassets S deare distributed according to the descending order of liquidity
and theascending order of profitability. Thevariousitemsontheassetssideareasfollows:

Cash

Distinguish cash on hand from cashwith central bank and other banks cash on hand refersto cashinthe
vaults of the bank. It constitutesthe most liquid asset which can beimmediately used to meet the
obligations of thedepositors. Cash on handiscalled thefirst line of defenceto the bank.

Inaddition to cash on hand, the bank al so kegps some money with the centra bank or other commercial
banks. Thisrepresentsthe second line of defenceto the bank.

Money at Call and Short Notice

Money at call and short noticeincludesloansto the brokersin the stock market, dealersin the discount
market and to other banks. Theseloans could be quickly converted into cash and without loss, asand
when the bank requires. At the sametime, thisitem yieldsincome to the bank. The significance of
money at call and short noticeisthat it isused by the banksto effect desirable adjustmentsin the
bal ancesheet. Thisprocessiscaled *Window Dressing’ . Thisitem congtitutesthe‘ third line of defence
to the bank.

BillsDiscounted:

Thecommercid banksinvest inshort term billsconsisting of billsof exchangeand treasury billswhich
aresdf-liquidatingin character. These short term bills are highly negotiable and they satisfy thetwin
objectivesof liquidity and profitability. If acommercia bank requiresadditional funds, it caneasily
rediscount thebillsin thebill market and it can al so rediscount the billswith the central bank.
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Billsfor Collection:
Asmentioned earlier, thisitem appearson both sides of the bal ance shest.
I nvestments:

Thisitemincludesthetotal amount of the profit yielding assets of the bank. The bank investsapart of
itsfundsin government and non-government securities.

L oansand Advances

Loans and advances constitute the most profitable asset to the bank. Thevery survival of the bank
dependsupon theextent of incomeit can earn by advancing loans. But, thisitemistheleast liquid asset
aswell. Thebank earnsquite asizeableinterest from theloans and advancesit givesto the private
individualsand commercia firms.

Acceptancesand Endor sements
Asdiscussed earlier, thisitem appearsasacontraitem on both sides of the balance sheet.
Fixed Assets

Fixed assetsinclude building, furniture and other property owned by the bank. Thisitemincludesthe
total volume of themovableand immovable property of the bank.

Fixed assetsarereferred to as* dead stocks' . The bank generally undervaluesthisitem deliberately in
the balance sheet. Theintention hereisto build up secret reserveswhich can beused a timesof crisis.

Balance sheet of abank actsasamirror of itspolicies, operations and achievements. Theliabilities
indicate the sources of itsfunds; the assets are the various kinds of debtsincurred by abank to its
customers. Thus, thebal ance sheet isacompl ete picture of the sizeand nature of operationsof abank.

Notesto the accounts:

The Reserve Bank has recogni sed the need for improving the disclosure requirements prescribed for
banks. Keepinginview factorslike computerisation and thelevel of MISin banks, development of the
market, etc., it hasbeen agreed that theleve of trangparency needsto be brought on par with internationa
best practices. Inlinewith the above approach, the disclosure standards of banks have gradual ly been
enhanced. In additionto the 16 detailed schedul esto their Balance Sheet, banksarerequired to furnish
inthe“NotestoAccount” detailssuch as:

» Capita Adequacy Ratio; Tier | capitd; Tier Il capitdl;

»  Percentageof share holding of the Government of Indiain the nationalised banks,
»  Amount of subordinated debt roseasTier-11 capital;
>

Thegrossvalueof investments separately oninvestmentsin Indiaand outside Indiaand the net
vaueof investmentsin Indiaand outside Indig;
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»  Provisonsmadetowards depreciation in the value of investments and the movement of such
provisons,

> Percentage of net NPAsto net advances, Provisions made towards NPAs and the movement of
suchprovisons,

» Detailsof loan assets subjected to restructuring; restructuring under CDR; details of financial
assetssoldtoan SC/ RC for Asset Reconstruction; detailsof nonperforming asset purchased /
0ld;

» Deailsof ‘ Provisonsand Contingencies ; provisions made during the year towardsincome-tax,
standard asset, floating provisions, tc.;

»  Disclosuresof businessratiossuch asinterest income asapercentage of working funds; operating
profit asapercentage to working funds; return on assets; busi ness (deposits plus advances) per
employee, and profit per employee;

»  Asst Liability Management - maturity pattern of |oansand advances; investment securities, deposits,
borrowings, and foreign currency assetsandliabilities;

»  Lendingto sensitivesectors, which are sensitiveto asset pricefluctuations. These shouldinclude
advancesto sectorssuch as capital market, real estate, etc., and such other sectorsto be defined
assensitive by the Reserve Bank fromtimetotime;

Exposureto country risk;
Detailsof single borrower/group borrower limit exceeded by the bank;

Disclosuresrelating to repo transactions; non-SLR investment portfolio; forward rate agreement/
interest rate swaps, exchangetraded interest rate derivatives; and risk exposurein derivatives.

Non- performing Assets (NPA):

Thebankshaveto classify their advancesinto four broad groups (1) standard assets, (ii) sub-standard
assets, (i) doubtful assetsand (iv) loss assets. Broadly speaking, classification of assetsinto the above
categories should be done after taking into account the degree of well defined credit weaknessesand
extent of dependenceon collatera security for realisation of dues.

Sandard Assets: Standard asset is one which does not disclose any problems and which does not
carry morethan normal risk attached to the business. Such an assetisnot aNPA.

Sub-standar d Assets. Sub-standard asset isonewhich hasbeen classified asNPA for aperiod not
exceeding 12 months. In such cases, the current net worth of the borrower guarantor or the current
market val ueof the security charged is not enough to ensurerecovery of theduesto thebank infull. In
other words, such an asset will have well-defined credit weaknessesthat jeopardizetheliquidation of
the debt and are characterized by thedistinct possibility that thebank will sustain someloss, if deficiencies
arenot corrected. A loan classified asdoubtful hasall the weaknessesinherent inthat classified as
substandard with theadded characterigtic that theweaknesses make collection or liquidationinfull, on
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thebasisof currently known facts, conditionsand va ues, highly questionable and improbable.

L ossAssets. A loss asset isor whereloss has been identified by the bank or internal or external
auditorsor the RBI ingpection but theamount has not been written off, wholly or partly. In other words,
such an asset isconsidered uncol lectible and of such littlevaluethat its continuance asabank asset is
not warranted although there may be some salvage or recovery value. It may be noted that the above
classficationismeant for the purpose of computing the amount of provision to be madein respect of
advancesand not for the purpose of presentation of advancesin the balance sheet. The bal ance sheet
presentation of advancesisgoverned by the Third Schedul e to the Banking Regulation Act, 1949,
which requires classification of advancesatogether differently. Takinginto account thetimelag between
an accounts becoming doubtful of recovery, itsrecognition assuch, therealization of the security and
the erosion over timein the value of security charged to the banks, it has been decided that banks
should make provision against sub-standard assets.

FORM OF CONSOLIDATED BALANCE SHEET OFABANKAND ITS
SUBSIDIARIESENGAGED IN FINANCIALACTIVITIES

Balance Sheet of (here enter name of the banking group) (000's
omitted)
Balance Sheet ason March 31 (Year)

Schedule Year ended
313...........

(Current Year) Year ended
313............

(PreviousYear

CAPITAL & LIABILITIES

VI. Answer in detail:

Explaintheaccounting process?

What arethe various accounting conceptsfol lowed while preparing books of accounts?

What arethe Rulesfor Bank Accounts? Briefly explain.

A 0w NP

Explain theprocessof writingaMain Day Book and how it isuseful to the bank accounting?
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