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UNIT 1: INTRODUCTION TO BANKING 
History of Banking- Provisions of Banking Regulations Act 1949 - Components of 
Indian Banking - Indian Banking System-Phases of Development - Banking Structure 
in India – Public Sector Banks, Private Banks, Foreign Banks, RRB, UCB, Payment 
Banks and Small Finance Banks - Banking System – Branch Banking- Unit Banking - 
Universal Banking- Financial Inclusion 

1.1 Meaning and Definition of Banking 

Meaning: 
The term Banking refers to the process by which banks provide financial services, 
including accepting deposits from the public, safeguarding money, providing loans, 
facilitating transactions, and offering various financial products to promote economic 
activity. 

In simple terms, banking is the business of managing money for individuals and 
institutions — primarily involving accepting deposits and granting loans. 

1.2 Definition under the Banking Regulation Act, 1949 

As per Section 5(b) of the Banking Regulation Act, 1949: 

“Banking means the accepting, for the purpose of lending or investment, of deposits 
of money from the public, repayable on demand or otherwise, and withdrawable by 
cheque, draft, order, or otherwise.” 

This definition captures the core activities of a banking institution: 

1. Accepting deposits from the public 
2. Lending or investing those funds 
3. Repaying deposits on demand or after a fixed time 
4. Providing withdrawal facilities through instruments like cheques or drafts 

Evolution of Banking – A Historical Overview 

1. Introduction 

The evolution of banking is a reflection of human civilization’s progress in trade, 
commerce, and finance. From informal moneylenders and barter-based exchanges 
to sophisticated digital and universal banking systems, the growth of banking has 
been both gradual and revolutionary. 
In India, the development of banking mirrors the country’s economic transformation 
— from the colonial era to the modern globalized financial system. 
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2. Early Origins of Banking 

2.1 Ancient and Indigenous Banking (Before 18th Century) 

 Informal Beginnings: 
In ancient India, financial transactions were conducted through 
moneylenders, merchants, and goldsmiths. They performed basic banking 
functions like lending, deposit keeping, and money transfer. 

 Indigenous Banking Systems: 
o Known as Shroffs, Seths, Chettiars, and Marwari Bankers, these 

local financiers formed the backbone of early financial intermediation. 
o They used instruments like Hundis (bills of exchange) for trade 

financing and remittance across regions. 
o These systems were regulated by custom, trust, and reputation rather 

than by formal law. 
 Religious and Royal Support: 

Ancient Indian texts such as the Manusmriti and Arthashastra contain 
references to lending and interest rates, showing the existence of regulated 
financial activities. 
The temples of South India also acted as treasuries, storing wealth and 
granting loans to merchants and farmers. 

3. Foundation of Modern Banking in India 

3.1 Early Modern Period (18th to Mid-19th Century) 

 The British East India Company introduced formal banking institutions to 
support trade and colonial administration. 

 The first bank in India was the Bank of Hindustan, established in 1770 at 
Calcutta (now Kolkata). It functioned till 1832. 

Presidency Banks: 

1. Bank of Bengal – established in 1806 
2. Bank of Bombay – established in 1840 
3. Bank of Madras – established in 1843 

These three banks were jointly known as the Presidency Banks and primarily 
served European traders and government offices. 
They issued their own currency notes and provided limited services to Indian 
citizens. 

4. Consolidation Phase (1860–1947) 
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4.1 Establishment of New Banks 

 Allahabad Bank (1865): First bank managed by Indians. 
 Punjab National Bank (1894): The first bank established purely with Indian 

capital. 
 Bank of India (1906), Central Bank of India (1911), Indian Bank (1907), 

and Bank of Baroda (1908) followed, strengthening the Indian presence in 
banking. 

4.2 Swadeshi Movement and Banking 

 The Swadeshi Movement (1905–1911) inspired the formation of several 
Indian-owned banks to counter British dominance. 

 Banks like Canara Bank, Indian Bank, and Bank of Mysore emerged during 
this time. 

4.3 Need for Regulation 

 The absence of a central authority led to frequent bank failures due to poor 
management and inadequate liquidity. 

 This necessitated the establishment of a central banking institution and 
legal framework for supervision. 

5. Establishment of the Reserve Bank of India (1935) 

 The Reserve Bank of India (RBI) was established under the Reserve Bank 
of India Act, 1934 and commenced operations on 1st April 1935. 

 It took over the functions of currency issuance, credit control, and acting as 
banker to the government and commercial banks. 

 The creation of the RBI marked the beginning of organized central banking 
in India. 

6. Post-Independence Developments 

6.1 Banking Regulation Act, 1949 

 The Banking Regulation Act provided a comprehensive legal framework to 
regulate banking companies in India. 

 It empowered the RBI to license banks, supervise operations, and ensure 
financial stability. 

6.2 Nationalization of Banks 

Phase Year Key Development 

Phase I 1955 
Nationalization of the Imperial Bank of India to form the State Bank of 
India (SBI). 
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Phase Year Key Development 

Phase II 1969 
Nationalization of 14 major commercial banks (with deposits over 
₹50 crore). 

Phase 
III 

1980 Nationalization of 6 additional banks. 

Objectives of Nationalization: 

1. To extend banking facilities to rural and semi-urban areas. 
2. To ensure credit flow to agriculture, small industries, and weaker sections. 
3. To align banking with national development goals. 

Result: Rapid branch expansion and increased financial inclusion during the 1970s 
and 1980s. 

7. Liberalization and Reform Era (1991 onwards) 

7.1 Background 

 The 1991 economic crisis led to a paradigm shift in India’s financial and 
economic policy. 

 The Narasimham Committee (1991) recommended banking sector reforms 
to increase efficiency and competitiveness. 

7.2 Key Reforms 

1. Entry of Private Sector Banks: 
o Introduction of new-generation private banks such as ICICI Bank, 

HDFC Bank, Axis Bank, and IndusInd Bank. 
2. Reduction in Statutory Pre-emptions: 

o Lowering of CRR (Cash Reserve Ratio) and SLR (Statutory Liquidity 
Ratio). 

3. Technological Modernization: 
o Introduction of ATMs, electronic payments, and Core Banking 

Solutions (CBS). 
4. Improved Prudential Norms: 

o Adoption of Basel norms, capital adequacy requirements, and risk 
management systems. 

7.3 Foreign Banks 

 Entry of global players such as HSBC, Citibank, and Standard Chartered 
brought innovation and international practices to Indian banking. 
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8. Digital and Inclusive Banking Era (2010–Present) 

8.1 Financial Inclusion Initiatives 

 Pradhan Mantri Jan-Dhan Yojana (PMJDY) – Universal access to banking 
services. 

 Direct Benefit Transfers (DBT) – Channeling subsidies directly into 
beneficiaries’ accounts. 

 Self Help Groups (SHGs) and Microfinance Institutions (MFIs) – 
Promoting rural credit and women empowerment. 

8.2 New Banking Models 

1. Payment Banks (since 2015): 
o Limited deposit (up to ₹2 lakh), no lending. 
o Examples: Paytm Payments Bank, Airtel Payments Bank, India Post 

Payments Bank. 
2. Small Finance Banks: 

o Provide credit to small business units, farmers, and unorganized 
sector. 

o Examples: AU Small Finance Bank, Equitas Small Finance Bank. 

8.3 Digital Transformation 

 Adoption of UPI (Unified Payments Interface), Internet Banking, Mobile 
Banking Apps, Digital Wallets, and QR Payments. 

 Emergence of Neo Banks — fully digital, branchless banks offering services 
through apps. 

8.4 Green and Sustainable Banking 

 Banks are increasingly adopting Green Banking Practices to reduce carbon 
footprints and finance sustainable projects. 

9. Chronological Summary of Key Milestones 

Period Milestone Significance 

1770 Bank of Hindustan First bank in India 

1806–1843 Presidency Banks Foundation of modern banking 

1921 Imperial Bank of India Merger of Presidency Banks 

1935 Reserve Bank of India Central bank established 

1949 Banking Regulation Act Legal framework for banking 

1955 State Bank of India Public sector dominance begins 

1969 & 1980 Bank Nationalization Expansion of public banking 
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Period Milestone Significance 

1991 Liberalization Entry of private and foreign banks 

2014–2020 Digital & Inclusive Banking Technology-driven financial inclusion 

The evolution of banking in India has been a continuous journey from traditional 
moneylenders to modern digital institutions. Each phase — from nationalization 
to liberalization and digitalization — has strengthened the financial infrastructure and 
deepened inclusion. 
Today, the Indian banking system is not only a backbone of the domestic economy 
but also a model of innovation, regulation, and resilience in the global financial 
landscape. 

Provisions of the Banking Regulation Act, 1949 

1. Introduction 

The Banking Regulation Act, 1949 is the cornerstone legislation governing all 
banking activities in India. Initially enacted as the Banking Companies Act, 1949, it 
was later renamed as the Banking Regulation Act, 1949 from 1st March 1966, to 
reflect its widened scope. The Act provides a comprehensive framework for the 
regulation, supervision, and control of banks in India and empowers the Reserve 
Bank of India (RBI) to oversee and regulate their operations. 

Objectives of the Banking Regulation Act, 1949 

1. Introduction 

The Banking Regulation Act, 1949 was enacted to regulate and control the 
functioning of banks in India. Prior to its enactment, the Indian banking industry was 
largely unregulated, leading to frequent bank failures, poor governance, and loss of 
depositor confidence. The Act provided a comprehensive legal framework for 
ensuring sound banking practices, protecting depositors, and empowering the 
Reserve Bank of India (RBI) to supervise and regulate banking operations. 

The objectives of the Act are both protective (to safeguard public interest) and 
regulative (to ensure stability and efficiency in the banking system). 

2. Major Objectives of the Act 

(a) To Regulate the Functioning of Banking Companies 

 The foremost objective of the Act is to provide a uniform system of 
regulation for all banking institutions operating in India. 
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 It lays down clear provisions regarding licensing, management, operations, 
and winding up of banks. 

 This ensures that only financially sound and professionally managed entities 
can function as banks. 

Example: 
Under Section 22, no banking company can operate without a valid license from the 
RBI. 

(b) To Safeguard the Interests of Depositors 

 The Act seeks to protect depositors’ money — the most vulnerable segment 
in the banking system. 

 It mandates minimum capital requirements, liquidity ratios, and restrictions on 
risky loans or investments. 

 The RBI’s powers to inspect and monitor banks ensure depositor confidence 
in the financial system. 

Example: 
Sections 11 (Minimum paid-up capital), 18 (Cash Reserve Ratio), and 24 (Statutory 
Liquidity Ratio) ensure banks have adequate financial backing. 

(c) To Empower the Reserve Bank of India (RBI) as the Regulatory Authority 

 The Act gives extensive powers to the RBI for supervision, control, and 
regulation of all banks. 

 RBI can issue directions, inspect bank accounts, approve management 
appointments, and control credit flow. 

 This ensures a centralized and consistent system of banking regulation 
across India. 

Example: 
Sections 35 and 36 empower the RBI to conduct inspections and issue regulatory 
directions. 

(d) To Ensure Sound Financial Management and Discipline 

 The Act enforces financial discipline by prescribing norms for capital 
adequacy, asset quality, and management standards. 

 It prevents speculative and unsafe banking activities such as excessive 
lending or diversion of funds. 

 Regular audits and submission of reports promote transparency. Example: 
Sections 29–31 mandate preparation of balance sheets, profit and loss 
accounts, and audit of banking companies. 



DIRECTORATE OF DISTANCE AND CONTINUING EDUCATION                                                                             
Manonmaniam Sundaranar University 

 

Banking Law & Practice Page 10 
 

(e) To Prevent Mismanagement and Control the Appointment of Bank Officials 

 The Act seeks to ensure that banks are managed by qualified and 
competent professionals. 

 It prohibits employment of managing agents or individuals with conflicting 
interests. 

 RBI approval is required for the appointment or reappointment of chairmen 
and CEOs. 

Example: 
Sections 10–10B restrict employment of managing agents and empower RBI to 
remove managerial personnel if necessary. 

(f) To Regulate Credit and Promote Monetary Stability 

 One of the Act’s macroeconomic objectives is to help RBI control the flow of 
credit in the economy. 

 RBI may issue directions to banks regarding loan limits, interest rates, or 
lending to specific sectors. 

 This aligns credit policy with national economic and monetary goals. 

Example: 
Section 21 authorizes RBI to control advances and credit allocation. 

(g) To Prevent Unethical Practices and Self-Dealing 

 The Act contains provisions to prevent conflict of interest and misuse of 
funds by directors and managers. 

 Banks are restricted from lending to their own directors or firms in which 
directors are interested. 

 This ensures fairness, transparency, and good governance. 

Example: 
Section 20 prohibits banks from granting loans to their own directors or against their 
own shares. 

(h) To Provide for Amalgamation, Reconstruction, and Winding Up of Banks 

 The Act provides a legal mechanism for merger, reconstruction, or 
liquidation of banks. 

 This ensures orderly resolution of weak banks without disrupting financial 
stability or harming depositors. Example: 
Sections 44A (Amalgamation) and 45 (Winding up) detail the procedures for 
restructuring banks. 
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(i) To Ensure Public Confidence in the Banking System 

 By establishing a well-regulated banking structure under RBI supervision, the 
Act aims to build and sustain public trust. 

 Transparent reporting, regular audits, and capital safeguards reassure 
customers about the safety of their deposits. 

Example: 
The RBI’s power of inspection (Section 35) and requirement of audited accounts 
(Section 31) enhance transparency and trust. 

(j) To Promote Financial Inclusion and Balanced Banking Development 

 Though not explicitly stated in the original Act, later amendments and RBI 
policies guided by the Act aim to extend banking services to rural and 
underserved areas. 

 It laid the foundation for establishing Regional Rural Banks (RRBs), 
Cooperative Banks, and Small Finance Banks to serve diverse sectors. 

3. Summary of Objectives 

Sl. 
No. 

Objective Key Provision / Example 

1 Regulate the banking business Licensing – Section 22 

2 Protect depositors’ interests 
Minimum capital, CRR, SLR – 
Sections 11, 18, 24 

3 Empower RBI as regulator Sections 35, 36 

4 Ensure financial discipline Sections 29–31 

5 
Control management and prevent 
mismanagement 

Sections 10–10B 

6 Regulate credit and lending Section 21 

7 Prevent unethical practices Section 20 

8 Facilitate amalgamation and liquidation Sections 44A–45 

9 Build public confidence Audit and inspection provisions 

10 
Promote inclusive and balanced 
banking 

Later amendments and RBI policy 

4. Conclusion 

The objectives of the Banking Regulation Act, 1949 are multifaceted — 
combining prudential regulation, depositor protection, and macroeconomic stability. 
The Act establishes a legally sound, transparent, and accountable banking 
system by entrusting supervisory authority to the RBI. Over time, it has evolved to 
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support modern financial developments such as digital banking, fintech, and financial 
inclusion, while continuing to ensure public confidence and systemic stability in 
India’s financial sector. 

Components of Indian Banking 

1. Introduction 

The Indian Banking System is a multi-layered and well-regulated financial structure 
that forms the backbone of the country’s economy. It facilitates economic growth 
by mobilizing savings, providing credit, ensuring payment and settlement systems, 
and promoting financial inclusion. 

The Indian banking sector has evolved over the years to include a variety of 
institutions catering to different needs — from large commercial banks and regional 
rural banks to cooperative and specialized institutions. Together, they form the 
components of the Indian banking system, operating under the regulatory 
oversight of the Reserve Bank of India (RBI). 

Components of Indian Banking System 

The Indian Banking System can broadly be classified into the following components: 

I. Central Bank 

II. Commercial Banks 

III. Cooperative Banks 

IV. Regional Rural Banks (RRBs) 

V. Development Banks / Specialized Financial Institutions 

VI. Small Finance Banks (SFBs) and Payment Banks 

VII. Non-Banking Financial Companies (NBFCs) 

I. Central Bank – Reserve Bank of India (RBI) 

1. Role and Establishment 

 Established under the RBI Act, 1934 and commenced operations on April 1, 
1935. 

 The RBI is the Apex monetary authority and regulator of the entire banking 
and financial system in India. 

 It acts as the guardian, controller, and supervisor of the financial system. 
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2. Functions of the RBI 

1. Monetary Authority: Formulates and implements monetary policy to control 
inflation and stabilize the currency. 

2. Regulator of Banks: Issues licenses, monitors operations, and ensures 
compliance with the Banking Regulation Act, 1949. 

3. Issuer of Currency: Sole authority to issue currency notes under Section 22 
of the RBI Act. 

4. Custodian of Foreign Exchange: Manages the Foreign Exchange 
Management Act (FEMA, 1999). 

5. Lender of Last Resort: Provides emergency funds to banks facing liquidity 
crises. 

6. Promoter of Financial Inclusion and Stability: Encourages banking access 
to unbanked areas and supports government schemes like PMJDY. 

II. Commercial Banks 

1. Meaning 

Commercial banks are institutions that accept deposits from the public and extend 
credit to individuals, businesses, and government entities for profit. They form the 
largest segment of the Indian banking system. 

2. Classification of Commercial Banks 

Commercial banks in India are categorized into the following: 

Category Examples Ownership/Regulation 

Public Sector 
Banks 

State Bank of India, Punjab 
National Bank, Bank of Baroda 

Owned by Government of India 

Private Sector 
Banks 

HDFC Bank, ICICI Bank, Axis 
Bank, Kotak Mahindra Bank 

Owned by private 
entities/shareholders 

Foreign Banks 
HSBC, Citibank, Standard 
Chartered, DBS Bank 

Incorporated abroad but operating 
in India 

Regional Rural 
Banks (RRBs) 

Tamil Nadu Grama Bank, 
Andhra PragathiGrameena 
Bank 

Sponsored by public sector banks 
for rural development 

Payment Banks 
Paytm Payments Bank, India 
Post Payments Bank 

Licensed by RBI to promote 
financial inclusion 

Small Finance 
Banks 

AU Small Finance Bank, 
Equitas Small Finance Bank 

Serve small businesses, 
unorganized and rural sectors 

3. Functions 
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 Accepting deposits (Savings, Current, Fixed) 
 Granting loans and advances 
 Facilitating payments and remittances 
 Investment in government and corporate securities 
 Providing agency services (collection, remittance) 
 Digital banking and e-payments 

III. Cooperative Banks 

1. Meaning and Nature 

 Cooperative banks are member-owned institutions established under the 
Cooperative Societies Act. 

 They operate on the principle of mutual help and cooperation, primarily 
serving the agricultural and rural sectors. 

2. Types of Cooperative Banks 

1. State Cooperative Banks (SCBs) – Apex institutions at the state level. 
2. District Central Cooperative Banks (DCCBs) – Function at the district level, 

catering to local cooperatives. 
3. Primary Agricultural Credit Societies (PACS) – Grassroot institutions at the 

village level providing short-term agricultural credit. 
4. Urban Cooperative Banks (UCBs) – Provide banking services in urban and 

semi-urban areas. 

3. Regulation 

 Dual control by RBI and the Registrar of Cooperative Societies. 
 After the 2020 Amendment to the Banking Regulation Act, RBI gained greater 

control over cooperative banks to ensure depositor safety. 

 

IV. Regional Rural Banks (RRBs) 

1. Establishment 

 Created under the Regional Rural Banks Act, 1976 on the recommendation 
of the Narasimham Working Group (1975). 

 Objective: To combine the local feel of cooperatives with the business 
organization of commercial banks. 

2. Features 
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 Owned jointly by Central Government (50%), State Government (15%), and 
Sponsor Bank (35%). 

 Serve rural areas with focus on agriculture, small industries, and rural 
artisans. 

 Provide both credit and deposit services to rural customers. 

V. Development Banks / Specialized Financial Institutions 

1. Nature 

These are long-term financial institutions providing capital for industrial, 
agricultural, and infrastructure development. 

2. Examples 

Institution Primary Role 

IDBI (Industrial Development Bank of India) Industrial financing and project funding 

NABARD Agricultural and rural development 

SIDBI Small-scale and micro enterprises 

EXIM Bank Export-Import financing 

NHB (National Housing Bank) Housing and real estate financing 

3. Significance 

 Promote economic growth by supporting sectors with limited access to 
commercial credit. 

 Provide refinance facilities to other financial institutions. 

VI. Small Finance Banks (SFBs) and Payment Banks 

(a) Small Finance Banks (SFBs) 

 Introduced in 2015 by RBI to serve small business units, unorganized 
sector entities, and low-income groups. 

 They accept deposits and offer loans but with a focus on priority sector 
lending (at least 75% of their credit). 

 Examples: AU Small Finance Bank, Equitas SFB, Ujjivan SFB. 

(b) Payment Banks 

 Established to promote financial inclusion by offering small savings 
accounts, remittance, and mobile payments. 

 Cannot issue credit or loans. 
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 Examples: Airtel Payments Bank, Paytm Payments Bank, India Post 
Payments Bank. 

VII. Non-Banking Financial Companies (NBFCs) 

1. Meaning 

 NBFCs are financial institutions that provide bank-like services such as 
loans, investment, and leasing but do not hold a banking license. 

 Regulated under the RBI Act, 1934 (Chapter III-B). 

2. Activities 

 Hire purchase, leasing, microfinance, infrastructure finance, investment in 
securities. 

 Examples: Bajaj Finance, Muthoot Finance, Shriram Transport Finance. 

3. Role 

 Complement banks by serving segments banks cannot reach. 
 Play a key role in financial inclusion and economic growth. 

4. Summary Diagram – Components of Indian Banking System 
                           Reserve Bank of India (Central Bank) 
                                        │ 
     
┌──────────────────────────────────┼─────────────────
────────────────┐ 
     │                                  │                                 │ 
Commercial Banks                 Cooperative Banks                 Development Banks 
(Public, Private, Foreign,       (Urban, Rural, PACS, SCBs)        (IDBI, NABARD, 
SIDBI) 
RRBs, Payment, SFBs) 
     │ 
     
└────────────────────────────────────────────────────
───────────────────────────┐ 
                                                                                      │ 
                                                        Non-Banking Financial Companies (NBFCs) 

5. Conclusion 

The Indian banking system is a diversified and integrated financial network, 
combining the roles of traditional commercial banks, cooperative institutions, rural 
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credit agencies, and development finance organizations. Together, these 
components ensure monetary stability, economic development, and financial 
inclusion. The dynamic interplay among these institutions under the guidance of the 
Reserve Bank of India ensures that India’s banking structure remains resilient, 
inclusive, and growth-oriented. 

Indian Banking System 

1. Introduction 

The Indian Banking System forms the foundation of the country’s financial 
architecture. It acts as a bridge between savers and investors, facilitating capital 
formation, promoting entrepreneurship, and ensuring balanced economic growth. 
Banks play a critical role not only in providing financial services but also in 
implementing the monetary and fiscal policies of the Government of India and the 
Reserve Bank of India (RBI). 

In India, the banking system has evolved from a simple deposit–loan mechanism into 
a diversified and technologically advanced network of financial institutions offering a 
wide range of services such as credit, investment, insurance, digital payments, and 
financial inclusion initiatives. 

2. Meaning and Definition of Banking System 

According to Section 5(b) of the Banking Regulation Act, 1949, 

“Banking means the accepting, for the purpose of lending or investment, of deposits 
of money from the public, repayable on demand or otherwise, and withdrawable by 
cheque, draft, order or otherwise.” 

Therefore, a banking system refers to the group or network of institutions that 
perform such functions — mobilizing deposits, extending loans, facilitating payment 
mechanisms, and contributing to national development. 

3. Structure of the Indian Banking System 

The Indian Banking System is multi-layered, functionally classified, and 
regulated primarily by the Reserve Bank of India. It can be broadly divided into two 
major categories: 

A. Scheduled Banks 

 Listed in the Second Schedule of the RBI Act, 1934. 
 Maintain minimum paid-up capital and reserves of at least ₹5 lakh. 
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 Must adhere to the prudential norms and directions issued by the RBI. 
 Eligible for borrowing from the RBI and participation in clearinghouses. 

Examples: State Bank of India, Punjab National Bank, ICICI Bank, HDFC Bank. 

B. Non-Scheduled Banks 

 Not included in the Second Schedule. 
 Smaller in size and operations. 
 Not entitled to borrow directly from the RBI. 
 Play a limited role in the financial system. 

4. Classification Based on Ownership 

(a) Public Sector Banks (PSBs) 

 Banks in which more than 50% equity is owned by the Government of 
India. 

 Created to promote socio-economic development and financial inclusion. 
 Examples: State Bank of India, Canara Bank, Bank of Baroda, Indian Bank. 

Features: 

 Large network in rural and semi-urban areas. 
 Implements government schemes like PMJDY, PMMY, etc. 
 Focuses on priority sector lending. 

(b) Private Sector Banks 

 Owned, managed, and controlled by private individuals and institutions. 
 Operate on commercial principles with high operational efficiency and 

technology adoption. 
 Two types: 

1. Old Private Sector Banks: Established before 1993 (e.g., KarurVysya 
Bank, South Indian Bank). 

2. New Private Sector Banks: Established after 1993 post-liberalization 
(e.g., HDFC Bank, ICICI Bank, Axis Bank). 

Features: 

 Modern customer-centric services. 
 Strong digital infrastructure. 
 Competitive interest rates and products. 

(c) Foreign Banks 
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 Banks incorporated abroad but operating through branches in India. 
 Regulated by both RBI and their home country’s central bank. 
 Examples: Citibank, HSBC, Standard Chartered Bank, DBS Bank. 

Features: 

 Expertise in international trade and foreign exchange. 
 High-end corporate clientele. 
 Limited rural presence. 

5. Classification Based on Function 

(a) Commercial Banks 

 Accept deposits and provide loans for short- and medium-term requirements. 
 Operate under the Banking Regulation Act, 1949. 
 Include PSBs, Private Banks, Foreign Banks, and RRBs. 
 Examples: SBI, HDFC Bank, ICICI Bank. 

(b) Co-operative Banks 

 Operate on co-operative principles of mutual help and democratic 
management. 

 Owned by members and serve both rural and urban communities. 

Three-Tier Structure: 

1. State Co-operative Banks (SCBs) – Apex institutions at state level. 
2. District Central Co-operative Banks (DCCBs) – Operate at district level. 
3. Primary Agricultural Credit Societies (PACS) – Operate at village level. 

Functions: 

 Provide agricultural credit and rural financing. 
 Promote co-operative development and self-help groups. 

(c) Regional Rural Banks (RRBs) 

 Established under the RRB Act, 1976. 
 Aim to provide banking services in rural areas, focusing on farmers, artisans, 

and small entrepreneurs. 

Ownership Pattern: 

 Central Government – 50% 
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 State Government – 15% 
 Sponsor Bank – 35% 

Examples: Tamil Nadu Grama Bank, Baroda UP Bank. 

(d) Development Banks 

 Provide long-term finance for industrial, agricultural, and infrastructural 
development. 

 Examples: 
o NABARD: Agriculture and rural development. 
o SIDBI: Small industries and MSMEs. 
o EXIM Bank: Export and import financing. 
o IFCI: Industrial finance. 

(e) Payments Banks 

 Introduced by the RBI in 2015 to promote financial inclusion. 
 Can accept deposits (up to ₹2 lakh per customer) but cannot lend. 
 Facilitate remittances, mobile payments, and digital transactions. 
 Examples: Airtel Payments Bank, India Post Payments Bank, Paytm 

Payments Bank. 

(f) Small Finance Banks (SFBs) 

 Designed to serve small business units, micro and small industries, and low-
income households. 

 Can accept deposits and provide loans. 
 Examples: AU Small Finance Bank, Equitas Small Finance Bank, Ujjivan 

Small Finance Bank. 

6. Functional Hierarchy of the Indian Banking System 

Level Institution Type Key Role 

Apex Reserve Bank of India (RBI) 
Monetary control, regulation, issue of 
currency 

National 
Commercial & Development 
Banks 

Industrial, commercial, and agricultural 
finance 

Regional Regional Rural Banks Rural credit and financial inclusion 

Local Co-operative Banks 
Grassroot level lending for farmers and 
artisans 

Role and Significance of the Indian Banking System 
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1. Introduction 

The Indian Banking System serves as the lifeblood of the Indian economy. It 
performs the dual role of financial intermediation — mobilizing savings from 
surplus sectors and channelizing them toward productive investments in deficit 
sectors — and economic facilitation, by promoting entrepreneurship, generating 
employment, and supporting government developmental initiatives. 

Banking in India is not limited to traditional deposit–lending operations; it 
encompasses a broader spectrum of activities, including digital transactions, risk 
management, financial inclusion, credit creation, and policy implementation. Its 
significance lies in sustaining the financial stability and socio-economic development 
of the nation. 

2. Role of the Indian Banking System 

The role of the Indian Banking System can be examined under several key 
dimensions: financial, economic, developmental, and social. 

A. Financial Role 

1. Mobilization of Savings 
o Banks act as custodians of public savings by providing safe and 

interest-bearing deposit facilities such as savings accounts, fixed 
deposits, and recurring deposits. 

o This mobilization transforms idle money into active capital that fuels 
investment and economic expansion. 

o Example: Rural savings through schemes like PMJDY (PradhanMantri 
Jan DhanYojana) have significantly increased formal financial savings. 

2. Credit Creation and Allocation 
o By providing loans and advances, banks create credit and increase the 

overall money supply. 
o They allocate resources to sectors like agriculture, industry, trade, 

infrastructure, and services, ensuring balanced economic growth. 
o Example: Priority Sector Lending (PSL) mandates 40% of bank lending 

to socially beneficial sectors. 
3. Payment and Settlement Function 

o Banks facilitate smooth transactions through instruments like cheques, 
drafts, debit/credit cards, NEFT, RTGS, IMPS, and UPI. 

o This promotes trust, efficiency, and liquidity in the economy. 
4. Financial Intermediation 

o Banks serve as intermediaries between savers and borrowers, 
ensuring efficient utilization of funds. 
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o They manage risk, diversify portfolios, and maintain liquidity in the 
system. 

B. Economic Role 

1. Capital Formation 
o Banks play a crucial role in converting savings into capital by providing 

credit to entrepreneurs and industries. 
o This leads to capital accumulation, innovation, and productivity growth. 

2. Facilitating Trade and Commerce 
o Banks provide working capital finance, issue letters of credit, and offer 

export-import financing facilities. 
o This supports both domestic and international trade activities. 

3. Support to Industrial and Agricultural Development 
o Through specialized institutions such as SIDBI (for MSMEs) and 

NABARD (for agriculture), banks finance diverse sectors of the 
economy. 

o Crop loans, Kisan Credit Cards, and term loans for agri-infrastructure 
are major contributions to rural development. 

4. Monetary Stability 
o Banks transmit monetary policy measures of the Reserve Bank of India 

(RBI). 
o By regulating credit flow and interest rates, banks help control inflation 

and maintain economic stability. 
5. Promotion of Investment and Entrepreneurship 

o Banks provide short-term and long-term loans to entrepreneurs, 
thereby fostering self-employment and industrial expansion. 

o Credit guarantee and startup finance schemes further promote 
innovation. 

C. Developmental Role 

1. Financial Inclusion 
o Indian banks, especially public sector banks, play a vital role in bringing 

the unbanked population into the formal financial system. 
o Through Jan DhanYojana, Small Finance Banks, and Payment Banks, 

access to credit, insurance, and pensions has widened. 
2. Infrastructure Development 

o Banks finance roads, power projects, telecommunications, and housing 
sectors. 

o Infrastructure lending acts as a multiplier, promoting employment and 
regional development. 

3. Support to Government Schemes 
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o Banks act as implementing agencies for welfare schemes like MUDRA, 
PM-KISAN, Stand-Up India, and Atmanirbhar Bharat initiatives. 

o This ensures that credit reaches targeted beneficiaries efficiently. 
4. Promotion of Rural Development 

o Through Regional Rural Banks (RRBs) and Co-operative Banks, the 
rural economy gains access to affordable credit for agriculture, dairy, 
and small-scale industries. 

D. Social Role 

1. Poverty Alleviation 
o By providing microfinance and self-help group (SHG) linkages, banks 

empower low-income families and promote self-reliance. 
o NABARD’s SHG-Bank Linkage Programme is a prime example. 

2. Employment Generation 
o Credit extended to industries, agriculture, and small enterprises leads 

to job creation and economic empowerment. 
3. Empowerment of Women and Weaker Sections 

o Banks support women entrepreneurs through special schemes (e.g., 
MahilaUdyamNidhi, Annapurna Scheme). 

o Rural women benefit through microcredit and joint liability group 
financing. 

4. Financial Literacy and Consumer Awareness 
o Banks conduct financial literacy campaigns, helping citizens make 

informed financial decisions and avoid exploitation by informal lenders. 

E. Technological and Innovation Role 

1. Digital Banking Transformation 
o Banks are leading India’s digital revolution through online banking, 

mobile apps, and UPI-based transactions. 
o The concept of “Digital India” is heavily supported by banking 

digitization. 
2. Promotion of Fintech and E-Governance 

o Integration with fintech platforms enhances customer convenience, 
transparency, and security. 

o E-payments have strengthened accountability in welfare distribution. 

3. Significance of the Indian Banking System 

The Indian Banking System holds immense significance for economic and social 
progress: 

Dimension Significance 

Economic Provides credit to industries, agriculture, and services, enabling 
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Dimension Significance 

Growth GDP expansion. 

Stability 
Maintains monetary and price stability through RBI’s regulatory 
mechanism. 

Inclusiveness Reduces financial disparity by providing access to the unbanked. 

Employment 
Generates direct and indirect employment through lending to 
productive sectors. 

Infrastructure 
Supports large-scale development projects, contributing to long-
term growth. 

Innovation 
Encourages adoption of new technology, green banking, and 
sustainability. 

Global 
Integration 

Facilitates international trade, investment, and foreign exchange 
management. 

The Indian Banking System is not merely a financial intermediary — it is a catalyst 
of national development. It mobilizes the nation’s financial resources, supports 
economic modernization, and uplifts social welfare. As India moves toward a digital 
and inclusive economy, banks continue to be instrumental in achieving the vision of 
a “Viksit Bharat 2047” — a developed and financially empowered India. 
 
Recent Developments in Indian Banking System 

1. Digital & Technology-Driven Innovations 

 Indian banks are increasingly adopting GenAI (Generative AI) and Machine 
Learning to automate processes such as multilingual chatbots, fraud 
detection, personalised credit scoring and customer-advisory services.  

 The rise of neobanks (fully digital banks with no physical branches) and 
“super-apps” (that combine banking + payments + other services) is gaining 
traction in India.  

 Focus on embedded finance — i.e., integrating banking services into non-
bank platforms (e-commerce, travel, telecom) so that customers access 
financial products seamlessly.  

Implications: 

 Efficiency improvements and cost savings for banks. 
 Better customer experience, more convenience, especially for younger/digital-

savvy segments. 
 Regulatory & risk implications: data privacy, cyber-fraud, governance of AI 

tools. 
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2. Improved Financial Performance & Asset Quality 

 The public sector banks (PSBs) in India reported record profits in FY25, 
reaching approximately ₹3.71 lakh crore, driven by improved lending income, 
treasury gains and lower provisioning for bad loans.  

 This reflects improved asset quality and better risk management in banks, 
which strengthens the stability of the banking system. 

3. Regulatory Reforms & Liquidity / Monetary‐Policy Measures 

 The Reserve Bank of India (RBI) has announced large‐scale liquidity infusions 
(e.g., over US$21 billion in rupee liquidity) to ease lending conditions and 
support growth.  

 Banks have proposed changes to the RBI’s liquidity management tools — 
e.g., moving from a 14-day variable rate repo to an overnight fixed-rate tool, 
and adopting a new benchmark rate (the Secured Overnight Rupee Rate – 
SORR).  

 Stricter digital banking norms: RBI is drafting guidelines requiring banks to 
provide “view-only” vs “transaction” modes in digital banking, restrict 
promotion of third-party products on bank platforms without explicit approval.  

4. Consolidation, Foreign Investment & Ownership Changes 

 There is increased merger/consolidation activity in regional rural banks 
(RRBs) under the “One State – One RRB” policy to improve efficiency and 
reduce multiplicity.  

 Significant foreign investment in Indian banks/NBFCs: large cross-border 
deals are emerging, showing confidence in India’s banking sector.  

5. Financial Inclusion & Rural Banking Reforms 

 Cooperative banks are being brought under easier e-KYC frameworks (e.g., 
Aadhaar-enabled) to increase rural banking access and reduce compliance 
burdens.  

 Digital banking and mobile apps extend banking reach more deeply into 
previously unbanked or underbanked areas — supporting inclusion goals. 

6. Emerging Focus Areas: Sustainability, ESG & New Business Models 

 Banking institutions are incorporating sustainability and green banking 
initiatives — e.g., financing renewable energy projects, assessing ESG 
(Environmental, Social, Governance) risks.  
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 Business models are shifting: banks are exploring fee-based income and 
ancillary services (besides just interest income) driven by technology and 
partnerships. 

7. Key Challenges & Considerations 

 While digitalization advances rapidly, cybersecurity risks, data breaches and 
regulatory gaps remain a major concern.  

 Although deposit growth has improved, banks still face pressure on margins 
and cost of funds in a competitive environment. 

 Maintaining the balance between innovation, risk‐management and customer 
protection is critical. 

 Ensuring that new technologies (AI, neobanking) do not exclude segments 
(rural, non‐digital users) is important for inclusive growth. 

8. Summary of Significance 

 These recent developments position the Indian banking system to be more 
efficient, resilient, inclusive, and technology-enabled. 

 They support the transformation toward a digital economy, improved 
financial stability, and stronger alignment with global banking trends. 

Phases of Development of Indian Banking System 

The growth and transformation of the Indian banking system can be broadly divided 
into four major phases based on policy changes, economic reforms, and 
technological advancements. These are: 

Phase I – Early Phase (Pre-Independence Period: Before 1947) 

1. Origin and Initial Growth 

 Banking in India traces its origin to the 18th century, with the establishment 
of the Bank of Hindustan (1770) and the General Bank of India (1786). 

 The Presidency Banks — Bank of Bengal (1806), Bank of Bombay (1840), 
and Bank of Madras (1843) — were established under the British East India 
Company. 

 These banks primarily served the interests of the British government and 
traders, neglecting agriculture and small borrowers. 

2. Limited Reach and Trust Issues 

 Banking activities were mostly urban-centric and confined to trade and 
commerce. 
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 There was no central regulatory authority; many banks were privately 
owned and often failed due to poor management and lack of capital 
adequacy. 

 The failure of several banks eroded public confidence in the system. 

3. The Imperial Bank and the Reserve Bank 

 In 1921, the three Presidency Banks merged to form the Imperial Bank of 
India, which functioned as a quasi-central bank. 

 Later, the Reserve Bank of India (RBI) was established in 1935 to regulate 
the banking system and issue currency. 

Phase II – Post-Independence Period and Nationalization Era (1947–1991) 

1. Consolidation and Regulation 

 After Independence, the Indian government focused on strengthening and 
regulating the banking sector. 

 The Banking Regulation Act, 1949, was enacted to ensure systematic 
control and supervision by the RBI. 

 In 1955, the Imperial Bank of India was nationalized and renamed the State 
Bank of India (SBI) to serve rural and semi-urban areas. 

2. Expansion of Banking Services 

 The government aimed to use banking as a tool for economic 
development. 

 Several state-owned banks were established to promote savings and 
channel credit toward agriculture, small-scale industries, and priority sectors. 

3. Nationalization of Banks 

 To improve access to credit and reduce regional imbalances, 14 major 
private banks were nationalized in 1969, followed by 6 more in 1980. 

 This resulted in the dominance of the public sector in Indian banking. 

4. Achievements 

 Massive branch expansion in rural areas under the “Lead Bank Scheme 
(1969)”. 

 Focus on financial inclusion, priority sector lending, and poverty 
alleviation programs. 

 Creation of development financial institutions like NABARD (1982) and EXIM 
Bank (1982). 

Phase III – Liberalization and Modernization (1991–2010) 
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1. Financial Sector Reforms 

 The Narasimham Committee (1991) recommended major reforms to 
enhance efficiency, profitability, and competitiveness. 

 The reforms led to: 
o Deregulation of interest rates 
o Reduction in statutory pre-emption (CRR and SLR) 
o Strengthening of prudential norms 
o Entry of new private sector banks (e.g., ICICI Bank, HDFC Bank, 

Axis Bank) 
o Permission for foreign banks to operate in India 

2. Technological Transformation 

 Introduction of computerization and core banking solutions (CBS). 
 Adoption of ATMs, credit/debit cards, internet banking, and electronic 

fund transfers (EFT, RTGS, NEFT). 
 The rise of Retail Banking, Investment Banking, and Wealth Management 

Services. 

3. Shift Towards Market Orientation 

 Banks were now guided by profitability, asset quality, and capital 
adequacy under Basel norms. 

 Emphasis on non-performing asset (NPA) management and risk-based 
supervision. 

Phase IV – Digital and Inclusive Banking Era (2010–Present) 

1. Technological and Digital Revolution 

 Rapid digitization led to the emergence of Digital Banking, Mobile Banking, 
Unified Payments Interface (UPI), and Fintech partnerships. 

 Launch of Digital India, PradhanMantri Jan-DhanYojana (PMJDY), and 
Direct Benefit Transfer (DBT) increased financial inclusion. 

 Growth of Payment Banks (e.g., Paytm, Airtel Payments Bank) and Small 
Finance Banks to reach unbanked segments. 

2. Policy and Regulatory Innovations 

 RBI introduced Financial Stability Reports, Prompt Corrective Action 
(PCA) framework, and Banking Ombudsman Scheme to strengthen 
transparency and accountability. 

 Implementation of Insolvency and Bankruptcy Code (IBC), 2016 to resolve 
stressed assets. 
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 Consolidation of banks to form stronger entities (e.g., SBI mergers, Punjab 
National Bank–OBC–United Bank merger). 

3. Green and Sustainable Banking 

 Recent focus on Environmental, Social, and Governance (ESG) goals and 
Green Banking Practices to promote sustainable finance. 

 Integration of AI, Blockchain, and Big Data Analytics for customer service, 
fraud detection, and efficient operations. 

Summary Table: Evolution of Indian Banking System 

Phase Period Key Features Significance 

I. Early Phase 
Before 
1947 

Private banks, Presidency 
Banks, Imperial Bank, RBI 
formation 

Foundation of banking 
structure 

II. Nationalization 
Era 

1947–
1991 

Nationalization, rural branch 
expansion, priority sector 
lending 

Financial inclusion and 
social banking 

III. Liberalization 
Phase 

1991–
2010 

Deregulation, entry of private 
and foreign banks, technology 
adoption 

Competitiveness and 
efficiency 

IV. Digital & 
Inclusive Era 

2010–
Present 

Digital payments, fintech, 
mergers, green banking 

Innovation, inclusion, 
and sustainability 

Conclusion 

The Indian banking system has evolved from a colonial, urban-focused structure 
to a digitally empowered, inclusive financial ecosystem. Each phase reflects the 
changing economic priorities, technological advancements, and policy reforms 
that have shaped India’s journey toward a resilient and globally competitive banking 
framework. 

Banking Structure in India 

Introduction 

The banking structure in India is a multi-tier system designed to cater to the 
diverse financial needs of the economy — from large corporate clients to small rural 
borrowers. It operates under the supervision and control of the Reserve Bank of 
India (RBI), which ensures monetary stability, financial inclusion, and credit 
expansion across all sectors. 
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The structure reflects a blend of commercial and cooperative institutions, both in 
public and private sectors, functioning under a regulated framework. 

I. Broad Classification of Indian Banking System 

The Indian banking structure can be classified into two broad categories: 

1. Scheduled Banks 
2. Non-Scheduled Banks 

1. Scheduled Banks 

Definition: 

Scheduled Banks are those banks that are included in the Second Schedule of the 
Reserve Bank of India Act, 1934. 

Eligibility Criteria: 

To be listed as a scheduled bank, an institution must: 

 Have a paid-up capital and reserves of at least ₹5 lakh. 
 Satisfy the RBI that its operations are not detrimental to depositors' 

interests. 

Types of Scheduled Banks: 

Scheduled banks in India are further divided into the following categories: 

A. Commercial Banks 

Commercial Banks are the backbone of the Indian financial system. They accept 
deposits, lend money, and provide various financial services. 

Types of Commercial Banks: 

Type Ownership / Nature Examples Key Features 

a. Public 
Sector 
Banks 

Majority stake (>50%) 
held by Government 
of India 

State Bank of India (SBI), 
Punjab National Bank, 
Bank of Baroda, Union 
Bank of India 

Account for majority 
of banking business; 
focus on priority 
sectors 

b. Private 
Sector 
Banks 

Majority ownership in 
private hands 

HDFC Bank, ICICI Bank, 
Axis Bank, Kotak 
Mahindra Bank 

Efficient 
management, 
technology-driven 
services 

c. Foreign Incorporated outside Citibank, HSBC, Expertise in 
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Type Ownership / Nature Examples Key Features 

Banks India but operate 
through branches in 
India 

Standard Chartered, 
Deutsche Bank 

international trade 
finance and 
corporate banking 

d. Regional 
Rural Banks 
(RRBs) 

Jointly owned by 
Central Government, 
State Government, 
and sponsoring bank 

PandyanGrama Bank, 
PallavanGrama Bank 

Provide credit to 
rural and agricultural 
sectors 

e. Small 
Finance 
Banks 
(SFBs) 

Licensed under RBI 
guidelines to promote 
financial inclusion 

Equitas SFB, AU Small 
Finance Bank, Ujjivan 
SFB 

Serve small and 
marginal farmers, 
MSMEs, and 
unorganized sector 

f. Payments 
Banks 

Digital-only banks 
offering limited 
banking services (no 
lending) 

Paytm Payments Bank, 
Airtel Payments Bank, 
India Post Payments 
Bank 

Encourage digital 
transactions and 
financial inclusion 

B. Cooperative Banks 

Cooperative Banks function on a mutual assistance basis and are governed by the 
Cooperative Societies Act (State or Central). 
They mainly cater to agriculture, rural development, and small-scale industries. 

Types of Cooperative Banks: 

Level 
Institution 
Type 

Coverage Area / Role 

1. Primary Credit Societies / 
Primary Agricultural Credit 
Societies (PACS) 

Village level 
institutions 

Provide short-term loans to 
farmers for seeds, fertilizers, etc. 

2. District Central Cooperative 
Banks (DCCBs) 

District level 
institutions 

Coordinate activities of PACS; 
link between state and village 
cooperatives 

3. State Cooperative Banks 
(SCBs) 

State-level apex 
institutions 

Channelize funds from NABARD 
to DCCBs and PACS 

C. Specialized Banks 

Specialized banks are established to meet specific sectoral needs. 

Type Purpose / Function Examples 

Industrial Development 
Banks 

Provide long-term finance for 
industries 

IDBI, IFCI, SIDBI 
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Type Purpose / Function Examples 

Export-Import Bank Finance foreign trade EXIM Bank 

Agricultural Development 
Banks 

Provide finance to agriculture 
and allied activities 

NABARD, State Land 
Development Banks 

Housing Finance Banks 
Provide housing loans to 
individuals and builders 

HDFC, LIC Housing 
Finance 

Development Financial 
Institutions (DFIs) 

Promote industrial and 
infrastructure growth 

IFCI, ICICI (before 
conversion to a bank) 

D. Central Bank – Reserve Bank of India (RBI) 

At the apex of the Indian banking structure stands the Reserve Bank of India (RBI) 
— the central bank established in 1935 under the RBI Act, 1934. 

Key Functions of RBI: 

 Monetary Authority: Controls money supply and interest rates. 
 Issuer of Currency: Sole authority for issuing Indian currency notes. 
 Banker to Banks: Lender of last resort and regulator for all scheduled banks. 
 Controller of Credit: Implements monetary policy and CRR/SLR norms. 
 Foreign Exchange Manager: Maintains stability of the Indian rupee. 
 Developmental Role: Promotes financial inclusion and payment system 

reforms. 

2. Non-Scheduled Banks 

Definition: 

Non-scheduled banks are those not included in the Second Schedule of the RBI 
Act, 1934. 

Features: 

 Operate on a small scale. 
 Do not satisfy RBI’s criteria of minimum capital and reserves. 
 Are not eligible for loans or rediscounting facilities from RBI. 
 Examples: Certain local area banks or small cooperative institutions 

functioning independently. 

II. Hierarchical Representation of Indian Banking Structure 
                         RESERVE BANK OF INDIA (RBI) 
                                  │ 
           
┌──────────────────────┴────────────────────────┐ 
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           │                                               │ 
     SCHEDULED BANKS                                 NON-SCHEDULED BANKS 
           │ 
 ┌─────────┴──────────┐ 
 │                    │ 
COMMERCIAL BANKS       COOPERATIVE BANKS 
 │                    │ 
 │                    ├──────── State Cooperative Banks 
 │                    ├──────── District Central Coop. Banks 
 │                    └──────── Primary Credit Societies 
 │ 
 ├──────── Public Sector Banks 
 ├──────── Private Sector Banks 
 ├──────── Foreign Banks 
 ├──────── Regional Rural Banks 
 ├──────── Small Finance Banks 
 └──────── Payments Banks 

Role and Significance of the Banking Structure in India 

Introduction 

The banking structure in India plays a pivotal role in promoting economic 
development, ensuring monetary stability, and fostering financial inclusion. 
It acts as the nervous system of the economy, facilitating the flow of funds from 
surplus sectors (savers) to deficit sectors (investors), thus ensuring optimum 
utilization of financial resources. 

The multi-tier banking structure—comprising the Reserve Bank of India (RBI), 
Commercial Banks, Cooperative Banks, and Specialized Institutions—ensures 
that the needs of all sections of society, from large industries to rural households, are 
effectively met. 

I. Role of the Banking Structure in India 

1. Mobilization of Savings 

 Banks encourage individuals and institutions to save by offering various 
deposit schemes such as savings accounts, fixed deposits, and recurring 
deposits. 

 By transforming idle savings into productive investments, banks increase 
capital formation, which fuels industrial and infrastructural growth. 

2. Channelization of Funds for Productive Use 
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 The banking system acts as a financial intermediary, channeling funds from 
savers to borrowers. 

 This process helps in allocating capital efficiently to sectors such as 
agriculture, manufacturing, housing, trade, and services. 

 Credit allocation supports entrepreneurship and industrialization, leading to 
employment generation. 

3. Promotion of Financial Inclusion 

 Through initiatives like PradhanMantri Jan-DhanYojana (PMJDY), Regional 
Rural Banks (RRBs), Cooperative Banks, and Small Finance Banks, the 
structure ensures access to banking services in rural and semi-urban areas. 

 It provides affordable financial services—savings, credit, remittances, and 
insurance—to marginalized and low-income groups. 

4. Support to Agriculture and Rural Development 

 Specialized institutions such as NABARD, State Cooperative Banks, and 
RRBs cater specifically to the agricultural and rural sectors. 

 They provide short-term and long-term credit for crop cultivation, farm 
mechanization, irrigation, and allied activities, promoting rural prosperity. 

5. Facilitating Industrial and Infrastructural Growth 

 Industrial development banks like IDBI, IFCI, and SIDBI offer long-term 
financing for industrial projects and small-scale enterprises. 

 Commercial banks finance working capital needs, while specialized financial 
institutions support large-scale infrastructure development projects, thus 
driving economic modernization. 

6. Implementation of Monetary Policy 

 The Reserve Bank of India, as the apex monetary authority, uses the 
banking system to implement its monetary and credit policies. 

 Through instruments like CRR, SLR, Repo Rate, and Open Market 
Operations, the RBI regulates money supply, interest rates, and inflation. 

 This ensures price stability and sustainable economic growth. 

7. Encouragement of Digitalization and Cashless Economy 

 The banking system plays a central role in promoting digital payments and a 
cashless economy through mechanisms like UPI, NEFT, RTGS, IMPS, 
Mobile Banking, and Internet Banking. 
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 Initiatives such as Digital India, Payments Banks, and Fintech 
partnerships have made banking more accessible, transparent, and 
efficient. 

8. Promotion of Employment and Entrepreneurship 

 By offering credit facilities, business loans, and start-up support schemes 
(e.g., Stand-Up India, Mudra Loans), banks stimulate entrepreneurial 
ventures and self-employment. 

 Expansion of bank branches and digital services also generates direct and 
indirect employment opportunities. 

9. Stabilization of the Financial System 

 Banks ensure financial stability by maintaining adequate liquidity and 
solvency as per RBI regulations. 

 Mechanisms like Deposit Insurance (DICGC) and Prompt Corrective 
Action (PCA) protect depositors and reduce systemic risks. 

 Sound banking practices prevent financial crises and enhance public 
confidence. 

10. Promotion of International Trade and Foreign Exchange Management 

 Through foreign exchange services, letters of credit, and export-import 
financing, banks support international trade. 

 The RBI and commercial banks manage foreign currency reserves and 
stabilize the exchange rate, contributing to a favorable balance of payments 
position. 

11. Contribution to Government Policy Implementation 

 The banking system assists in executing various government economic and 
welfare programs, such as: 

o Direct Benefit Transfer (DBT) schemes 
o Subsidized loan programs for farmers and MSMEs 
o Social security schemes like PMJJBY, PMSBY, and APY 

 This enhances public welfare and inclusive development. 

12. Promotion of Sustainable and Green Banking 

 Modern banks are adopting environmentally responsible lending and 
promoting green projects like renewable energy and waste management. 

 The integration of Environmental, Social, and Governance (ESG) norms 
ensures that banking contributes to sustainable economic growth. 
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II. Significance of the Banking Structure 

Dimension Significance 

Economic 
Significance 

Provides credit for productive sectors, mobilizes resources, 
and promotes GDP growth. 

Social Significance 
Advances financial inclusion, supports poverty alleviation, 
and reduces income inequality. 

Developmental 
Significance 

Strengthens rural economy, fosters entrepreneurship, and 
finances infrastructure. 

Monetary Significance 
Implements RBI’s monetary policy to ensure price stability 
and economic equilibrium. 

Technological 
Significance 

Encourages digitization, FinTech innovation, and financial 
literacy. 

Global Significance 
Integrates Indian banking with global financial systems and 
promotes foreign investment. 

The role and significance of the banking structure in India extend beyond 
financial intermediation—it acts as a driver of socio-economic transformation. 
By balancing growth, stability, and inclusion, the Indian banking system has 
evolved into a resilient and dynamic network that supports the nation’s march 
toward sustainable development and financial empowerment for all. 
 
Recent Developments in the Banking Structure 

1. Digitalisation, FinTech& Payment Systems 

Key Developments 

 The digital payments ecosystem has surged: as of mid-2025, the number of 
banks on the Unified Payments Interface (UPI) is over 675 and UPI now 
accounts for ~85% of all digital transactions in India.  

 A pilot by Reserve Bank of India (RBI) to digitalise the Kisan Credit Card 
(KCC) lending process in the rural economy.  

 Launch and increasing integration of the digital rupee (central bank digital 
currency) infrastructure is also part of this change.  

Significance 

 Moves banking closer to real-time, low-cost digital transactions, which helps 
efficiency and inclusion. 

 Reduces the operational and processing cost of loans (especially in rural 
sectors) and allows greater access. 

 Raises new challenges: cybersecurity, data privacy, digital literacy and 
equitable access. 
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Implications for the Banking Structure 

 Banks (public and private) must invest significantly in IT infrastructure, mobile 
banking, digitalonboarding. 

 The role of smaller banks/cooperatives changing: they’ll need to adapt or 
partner with FinTech. 

 Regulatory and supervisory frameworks need updating to cover digital 
finance, cyber-risk, data governance. 

2. Structural Reforms, Mergers & Licensing 

Key Developments 

 The “One State-One RRB” policy: consolidation of regional rural banks 
(RRBs) — e.g., the setting up of a unified RRB in Bihar by merging two earlier 
ones.  

 In August 2025, the RBI granted an in-principle universal banking licence to 
AU Small Finance Bank — the first such in nearly a decade.  

 In February 2025, RBI relaxed certain norms for urban co-operative banks 
(UCBs) — exposure limits, loan classification, etc.  

Significance 

 Consolidation aims at better governance, economies of scale, and stronger 
institutions (especially in rural/co-operative sectors). 

 Granting universal licences to small finance banks allows them to scale up, 
diversify services, and compete more broadly. 

 Relaxation of norms (for UCBs) signals regulatory flexibility and recognition of 
structural constraints in that segment. 

Implications 

 Smaller banks/co-operatives face pressure to upgrade governance, risk 
management and compliance. 

 Public sector banks (PSBs) and larger private banks may see changes in 
competitive landscape. 

 Licensing trajectories may open the way for more entrants or re-classification 
of existing entities, altering the banking structure. 

3. Foreign Investment & Ownership, Shareholding Changes 

Key Developments 
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 In May 2025, the Japanese bank Sumitomo Mitsui Banking Corporation 
(SMBC) purchased a 20% stake in Yes Bank – one of the largest 
cross‐border deals in the Indian banking sector.  

Significance 

 Signals international confidence in Indian banking, improving access to global 
capital, technology and governance practices. 

 Could lead to higher competition, modernization of banks, and stronger global 
linkages. 

Implications 

 Indian banks may become more open to strategic partnerships, M&A, foreign 
collaborations. 

 Regulatory regimes around FDI in banking may evolve further. 
 Domestic banks will need to benchmark against international best-practices 

(risk, compliance, governance). 

4. Asset Quality, Credit Growth & Sector Focus 

Key Developments 

 Credit growth in sectors like MSMEs has improved significantly: e.g., MSME 
NPAs declined from ~10.8% (March 2021) to ~3.6% (March 2025).  

 Traditional priority-sector lending continues to be emphasised, with banks 
encouraged to intensify lending in underserved segments. 

Significance 

 A healthier asset base and better credit discipline strengthens the banking 
structure. 

 Reviving MSME credit is crucial for employment, growth and rural/urban 
balance. 

Implications 

 Banks must refine credit assessment, monitoring & risk management for high-
growth sectors. 

 Emphasis on inclusion means more tailored products and networks for rural 
areas, small borrowers. 

 The banking structure may shift somewhat towards a more balanced growth 
model (not just large corporates). 
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5. Regulatory & Supervisory Developments 

Key Developments 

 RBI’s regulatory adjustments: e.g., relaxing UCB norms as above. 
 Emphasis on governance, transparency, resolution of distressed assets 

continues (e.g., via the National Asset Reconstruction Company Ltd (NARCL) 
framework).  

Significance 

 Stabilising the structure by strengthening oversight, resolution mechanisms, 
and institutional robustness. 

 Aligning with global best practices in banking supervision, risk weights, capital 
adequacy etc. 

Implications 

 Banks (especially smaller/co-operative) face higher compliance burden, but 
stronger regulatory frameworks increase system trust. 

 The banking structure is moving from “quantity” (branch expansion) to 
“quality” (governance, risk management). 

 Enhanced resolution mechanisms will reduce systemic risks and support 
consolidation. 

6. Financial Inclusion & Rural Focus 

Key Developments 

 Expansion of digital banking units (DBUs), efforts to bank rural pockets and 
underserved segments.  

 Banks opening new FD/loan products tailored to senior citizens, rural savers 
etc.  

Significance 

 Ensures that the structure remains inclusive and not only urban/large-
borrower focused. 

 Helps economic development in rural areas and increases the banking 
footprint. 

Implications 

 Bank branch strategy, agent banking, digital outreach will grow in rural areas. 
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 The structure has to support dual focus — urban/retail growth and 
rural/priority sector outreach. 

 Training, literacy and technology adoption will be important for smaller/co-
operative banks. 

7. Emergence of New Business Models & Technologies 

Key Developments 

 Use of Artificial Intelligence (AI), Machine Learning (ML) in banking 
operations, fraud detection, customer services.  

 Neo-banks (digital banks), partnerships between banks and FinTech firms are 
growing.  

Significance 

 Modern banking structure is evolving: customer expectations, competition, 
technology all drive change. 

 Efficiency, agility, cost-effectiveness become crucial for banks to stay 
relevant. 

Implications 

 Banks will need to invest in tech, cybersecurity, API integrations, digital on 
boarding. 

 Regulatory structures will need to keep up with new entrants, data risks, 
cross-sector competition. 

 The structure may shift from branch-based to more digital/omni-channel 
orientation. 

8. Consolidation & Sector Re‐balancing 

Key Developments 

 Mergers and reorganisations in co‐operative space (e.g., the merger of New 
India Co-operative Bank with Saraswat Co-operative Bank to protect 
depositors.  

 Shift in credit growth share: Public sector banks (PSBs) now account for 
~56.9% of incremental credit in FY25 versus ~20% in FY18.  

Significance 

 Consolidation helps stronger banks absorb weaker ones, enhancing stability 
and investor confidence. 
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 Re-balancing ensures the larger banking structure remains competitive and 
sustainable. 

Implications 

 Fewer but stronger institutions may dominate; this impacts branch strategy, 
regional reach, competition. 

 The cooperative tier must evolve or integrate to remain viable. 
 Structural reforms may continue to shape the banking ecosystem over the 

next decade. 

9. Sustainability, Green Finance & ESG Integration Developments (Emerging) 

 Though not yet fully mainstream, banks are beginning to focus on green 
banking practices, Sustainable Finance and ESG‐related lending 
frameworks. Reports highlight this as a growing theme.  

Significance 

 Aligns the banking structure with global imperatives: climate risk, sustainable 
development, responsible finance. 

 Positions Indian banks to finance emerging sectors (renewables, clean tech) 
and manage transition risks. 

Implications 

 Banks will need new risk assessment frameworks, green product suites, 
disclosures and sustainability reporting. 

 Structural change: new specialisation in financing green projects, new 
partnerships with development agencies. 

 Regulators may introduce guidelines for green finance, climate stress testing, 
etc. 

Summary Table of Key Developments & Their Impacts 

Development Area Key Change(s) Impact on Banking Structure 

Digitalisation/Payments 
UPI dominance, digital 
rupee, digital KCC pilot 

Greater digital orientation, 
rural outreach, cost reduction 

Licensing & 
Consolidation 

Universal licence to SFB, 
merger of RRBs/UCBs 

Stronger institutions, structural 
re-balancing 

Foreign Investment 
Large stake acquisition 
(e.g., SMBC in Yes Bank) 

Global linkages, competitive 
pressure, governance 
standards 

Asset Quality & Credit Revival in MSME credit, Enhanced stability, broader 
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Development Area Key Change(s) Impact on Banking Structure 

Growth improved NPAs credit outreach 

Regulatory/ Supervision 
Norm relaxations, stronger 
oversight mechanisms 

Better governance, risk 
control, inclusive growth 

Financial Inclusion 
Expansion of DBUs, rural 
banking drive 

Banking structure extends 
deeper, more inclusive 

Tech & Business Models 
AI/ML usage, neo-banks, 
FinTech partnerships 

Structural shift towards digital, 
efficiency, agility 

Sustainability & ESG 
Green finance, ESG 
integration 

New structural dimension: 
sustainability as core 

Consolidation & Re-
balancing 

Mergers in co-operative 
sector, share shift to PSBs 

Stronger but fewer institutions, 
changed competitive dynamics 

Concluding Remarks 

The Indian banking structure is undergoing multipronged transformation — 
technological, regulatory, business‐model, institutional and inclusion oriented. These 
developments have the potential to strengthen, deepen and modernise the 
banking structure, making it better aligned with the needs of a 21st-century 
economy. 

Challenges in the Banking Structure in India 

Introduction 

The Indian banking system, despite its vast reach and contribution to economic 
development, faces multiple challenges arising from technological changes, global 
competition, regulatory pressures, and evolving customer expectations. 
These challenges affect the efficiency, stability, and profitability of banks and call 
for continuous reforms and innovation. 

The challenges can be broadly classified into financial, technological, regulatory, 
and structural categories. 

I. Financial Challenges 

1. Non-Performing Assets (NPAs) 

 One of the most critical challenges is the rising level of NPAs, especially in 
public sector banks. 

 Defaults by corporate borrowers, delays in project implementation, and poor 
credit appraisal have worsened asset quality. 

 High NPAs reduce profitability, erode capital, and restrict lending capacity. 
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 Though mechanisms like Insolvency and Bankruptcy Code (IBC), 
SARFAESI Act, and Asset Reconstruction Companies (ARCs) have been 
introduced, resolution remains slow. 

2. Capital Adequacy and Basel Compliance 

 Indian banks must maintain minimum capital adequacy ratios (CAR) as per 
Basel III norms. 

 Many public sector banks struggle to meet these requirements due to low 
profitability and high provisioning for bad loans. 

 Capital infusion from the government is often required, putting fiscal pressure 
on the economy. 

3. Declining Profitability 

 Narrow interest margins, rising operational costs, and provisioning for NPAs 
have led to reduced profits. 

 Intense competition from FinTech companies, NBFCs, and new private 
banks further challenges the profitability of traditional banks. 

4. Liquidity Management 

 Maintaining adequate liquidity to meet short-term obligations while ensuring 
profitable deployment of funds is a persistent challenge. 

 Unexpected withdrawals, market volatility, and sudden policy shifts (like 
demonetization) can disrupt liquidity balance. 

II. Technological Challenges 

1. Cybersecurity and Data Privacy Risks 

 With the growth of digital banking, UPI, and online transactions, 
cybersecurity threats have multiplied. 

 Banks face risks from phishing, malware, hacking, and data breaches, which 
undermine customer trust and data integrity. 

2. Technological Upgradation and Integration 

 Legacy systems in public sector banks make it difficult to integrate modern 
digital platforms. 

 Investment in advanced technologies like AI, blockchain, and cloud 
computing is necessary but costly. 

 Technological disparity between urban and rural branches hampers service 
uniformity. 
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3. Competition from FinTech and Neo-Banks 

 FinTech firms and digital payment platforms (e.g., Paytm, PhonePe, 
Google Pay) offer faster and user-friendly services, challenging traditional 
banks. 

 To retain customers, banks must collaborate or innovate, but adapting to this 
new ecosystem requires major structural and cultural changes. 

III. Regulatory and Policy Challenges 

1. Stringent Regulatory Compliance 

 RBI regulations on KYC, AML (Anti-Money Laundering), CRR, SLR, and 
capital adequacy are essential but add compliance burden and operational 
costs. 

 Frequent regulatory updates require constant monitoring and adjustment of 
internal systems. 

2. Governance and Management Issues 

 Public sector banks often face bureaucratic hurdles, political interference, 
and inefficient management practices. 

 Weak governance structures can lead to poor credit decisions, lack of 
accountability, and slower response to market changes. 

3. Consolidation and Mergers 

 The government’s efforts to consolidate public sector banks aim to 
strengthen their global competitiveness but bring short-term challenges such 
as cultural integration, HR realignment, and technological harmonization. 

IV. Structural and Operational Challenges 

1. Financial Inclusion vs. Profitability Dilemma 

 Expanding branches and services to rural and semi-urban areas aligns with 
financial inclusion goals but often results in low returns due to limited 
business volumes. 

 Balancing social responsibility and financial performance is an ongoing 
challenge. 

2. Human Resource Constraints 

 There is a skill gap in digital banking, risk management, and data analytics. 
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 Aging workforce in public sector banks and lack of professional training hinder 
adaptability to technological change. 

3. Customer Service and Retention 

 Customer expectations have risen with the growth of private and digital 
banking options. 

 Delays, inefficiency, and lack of personalized service in traditional banks 
reduce customer loyalty. 

4. Rural Credit Delivery and Priority Sector Lending 

 Despite targeted programs, rural and agricultural credit delivery remains 
inadequate. 

 Priority sector lending norms sometimes lead to non-viable loans, affecting 
financial health. 

V. Emerging and Global Challenges 

1. Economic Uncertainty and Global Shocks 

 Events like the COVID-19 pandemic, global inflation, and geopolitical 
tensions (e.g., Russia–Ukraine war) impact credit demand, interest rates, 
and currency stability. 

 Indian banks must strengthen risk management frameworks to withstand 
global shocks. 

2. ESG and Sustainable Banking Pressures 

 Banks are now expected to incorporate Environmental, Social, and 
Governance (ESG) criteria in lending decisions. 

 Transitioning to green banking and sustainable finance requires strategic 
policy alignment and additional investments. 

3. Adapting to Digital Currencies 

 The emergence of Central Bank Digital Currency (CBDC) and 
cryptocurrencies poses both opportunities and challenges. 

 Banks must prepare for digital rupee integration, cybersecurity 
infrastructure, and regulatory adaptation. 

Conclusion 

The Indian banking structure stands at a transformative juncture—balancing 
between tradition and innovation. 
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While challenges like NPAs, cybersecurity threats, regulatory compliance, and 
profitability pressures persist, digital transformation, policy reforms, and 
improved governance offer new pathways for resilience. 
To thrive in the evolving financial ecosystem, banks must focus on technological 
modernization, customer-centric innovation, and sustainable practices while 
maintaining regulatory integrity and financial stability. 

Public Sector Banks (PSBs) in India 

1. Introduction 

Public Sector Banks (PSBs) are the backbone of the Indian banking system. 
They are banks in which the majority stake (more than 50%) is owned by the 
Government of India or a State Government. 
These banks function with the dual objectives of achieving commercial 
profitability and fulfilling the social and developmental goals of the government. 

PSBs have played a vital role in mobilizing savings, financing industries and 
agriculture, promoting financial inclusion, and supporting government welfare 
schemes. 
They represent the largest segment of the Indian banking structure, both in 
terms of branch network and customer base. 

2. Evolution of Public Sector Banks 

The development of PSBs in India can be understood in three historical phases: 

a) Pre-Nationalization Era (Before 1969) 

 Prior to 1969, India’s banking sector was dominated by private banks, which 
mainly served urban and industrial clients. 

 Rural areas and small borrowers were largely neglected. 
 To ensure equitable credit distribution and social justice, the Government of 

India initiated nationalization of banks. 

b) Nationalization Phase 

1. First Phase – 1969: 
o On 19th July 1969, the Government nationalized 14 major private 

banks having deposits of over ₹50 crore each. 
o Objective: To extend banking services to rural areas, promote 

agriculture, and support small industries. 
2. Second Phase – 1980: 



DIRECTORATE OF DISTANCE AND CONTINUING EDUCATION                                                                             
Manonmaniam Sundaranar University 

 

Banking Law & Practice Page 47 
 

o Another 6 banks were nationalized, raising the total to 20 nationalized 
banks. 

o This strengthened the role of the public sector in achieving planned 
economic growth. 

3. Post-Merger Scenario: 
o In 1993, New Bank of India merged with Punjab National Bank, 

reducing the count to 19. 
o Subsequently, consolidation and restructuring continued to improve 

efficiency and competitiveness. 

c) Post-Liberalization Era (After 1991) 

 Economic reforms introduced in 1991 opened the banking sector to private 
and foreign competition. 

 PSBs were encouraged to adopt modern management practices, 
computerization, and financial reforms. 

 The focus shifted toward autonomy, profitability, and accountability while 
maintaining social objectives. 

3. Classification of Public Sector Banks 

Public Sector Banks in India can be classified into two main categories: 

Category Examples 

Nationalized Banks 
(Government-owned) 

Punjab National Bank, Bank of Baroda, Canara Bank, 
Indian Bank, Union Bank of India, Bank of India, Central 
Bank of India, etc. 

State Bank Group 
State Bank of India (SBI) and its former associate banks 
(merged in 2017) – State Bank of Bikaner and Jaipur, State 
Bank of Mysore, State Bank of Hyderabad, etc. 

As of April 2020, after several rounds of mergers, India has 12 Public Sector 
Banks, down from 27 in 2017. 

4. Objectives of Public Sector Banks 

The primary objectives of PSBs are both economic and social in nature: 

1. Mobilization of Savings: To collect savings from all sections of society 
through deposit schemes. 

2. Credit Expansion: To provide loans and advances to priority sectors like 
agriculture, small industries, and weaker sections. 

3. Financial Inclusion: To ensure banking access in remote and rural areas 
through branch expansion and digital platforms. 
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4. Support to Government Schemes: To implement programs such as Jan 
Dhan Yojana, Mudra Loans, Stand-Up India, and PM Kisan. 

5. Balanced Regional Development: To reduce regional inequalities by 
promoting rural and semi-urban development. 

6. Social Welfare and Employment: To finance education, housing, and self-
employment projects that uplift underprivileged groups. 

5. Features of Public Sector Banks 

Feature Description 

Ownership Majority shareholding held by the Central/State Government. 

Control 
Regulated by the Reserve Bank of India (RBI) and Ministry of 
Finance, Government of India. 

Objectives 
Operate with a balance between profit motive and social 
responsibility. 

Branch Network Extensive presence across rural, semi-urban, and urban areas. 

Credit 
Orientation 

Significant share of lending directed towards priority and welfare 
sectors. 

Accountability 
Subject to CAG audits, Parliamentary scrutiny, and public 
disclosure norms. 

Risk Profile 
Relatively higher exposure to social sector lending and 
government-directed programs. 

6. Role of Public Sector Banks in Economic Development 

a) Financial Inclusion 

 PSBs have opened millions of bank accounts under the Pradhan Mantri Jan-
Dhan Yojana (PMJDY). 

 They ensure that the unbanked population gains access to basic banking and 
financial literacy. 

b) Agricultural and Rural Credit 

 PSBs provide short-term crop loans, Kisan Credit Cards (KCCs), and 
subsidized lending to rural and agricultural sectors. 

 They work alongside NABARD and Regional Rural Banks to support 
farmers. 

c) Industrial Growth 

 By financing both large industries and MSMEs, PSBs contribute to 
employment generation and industrial development. 
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d) Infrastructure Development 

 PSBs fund infrastructure projects in power, transport, and housing sectors, 
which are crucial for national development. 

e) Implementation of Welfare Schemes 

 They act as the executing agencies for various government subsidy and 
welfare programs through Direct Benefit Transfers (DBT). 

7. Major Mergers and Consolidation in PSBs (2017–2020) 

Year Merged Banks Resulting Entity 

2017 SBI and its 5 associate banks + BharatiyaMahila Bank State Bank of India 

2019 Dena Bank + Vijaya Bank Bank of Baroda 

2020 Oriental Bank of Commerce + United Bank of India Punjab National Bank 

2020 Syndicate Bank Canara Bank 

2020 Allahabad Bank Indian Bank 

2020 Andhra Bank + Corporation Bank Union Bank of India 

These mergers aimed at improving efficiency, competitiveness, and global scale 
of Indian PSBs. 

8. Challenges Faced by Public Sector Banks 

1. Rising NPAs (Non-Performing Assets) reducing profitability and credit 
capacity. 

2. Capital inadequacy and dependence on government recapitalization. 
3. Low operational efficiency compared to private sector banks. 
4. Technological lag and resistance to digital transformation. 
5. Human resource constraints and rigid organizational culture. 
6. Political and bureaucratic interference in lending and decision-making. 

9. Recent Reforms and Government Initiatives 

 Indradhanush Plan (2015): For recapitalization and governance reform of 
PSBs. 

 Bank Merger Initiative (2017–2020): To create globally competitive entities. 
 Bank Board Bureau (BBB): To improve transparency in top management 

appointments. 
 Asset Quality Review (AQR): To identify and resolve stressed assets. 
 Financial Inclusion Measures: Expansion through Jan Dhan, Aadhaar, and 

Mobile (JAM Trinity). 
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 Digital Transformation: Adoption of digital banking, AI, and analytics through 
PSB 2.0 and EASE reforms. 

10. Conclusion 

Public Sector Banks continue to be the lifeline of India’s financial system, serving 
as the main conduit for economic growth, social justice, and inclusive 
development. 
While they face challenges related to NPAs, technology, and governance, 
continuous reforms and modernization efforts are helping PSBs evolve into more 
efficient, competitive, and customer-centric institutions. 
Their strategic role in implementing government policies and ensuring 
financial inclusion makes them indispensable to India’s economic progress. 

Private Sector Banks in India 

1. Introduction 

Private Sector Banks are banks in which the majority of ownership (more than 
50%) lies in private hands, whether Indian individuals or institutions, rather than the 
government. 
These banks operate under the Banking Regulation Act, 1949, and are governed 
by the Reserve Bank of India (RBI). 

Private banks have emerged as key players in the Indian financial system, known 
for their technological innovation, efficiency, customer-centric approach, and 
modern banking practices. 
They play a vital role in complementing public sector banks by bringing competition, 
modernization, and professionalism to the Indian banking sector. 

2. Evolution of Private Sector Banks in India 

The development of private banks in India can be understood in three distinct 
phases: 

a) Early Phase (Pre-Nationalization Era) 

 Before 1969, most banks in India were privately owned. 
 However, due to lack of regulation and frequent bank failures, the government 

nationalized major private banks in 1969 and 1980 to protect depositors and 
direct credit toward national priorities. 

 Only a few private banks such as The Jammu & Kashmir Bank and The 
Lakshmi Vilas Bank continued to operate. 
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b) Post-Liberalization Era (After 1991) 

 The economic reforms of 1991 liberalized the banking sector. 
 The RBI permitted the establishment of new private sector banks to infuse 

competition, efficiency, and technology in the system. 
 These are referred to as New Generation Private Sector Banks (e.g., HDFC 

Bank, ICICI Bank, Axis Bank). 

c) Recent Phase (Post-2010) 

 The RBI further expanded licensing to small finance banks, payment 
banks, and digital-only banks to promote financial inclusion and 
innovation. 

 Private banks have since become technology leaders, integrating digital 
banking, mobile payments, and AI-driven services. 

3. Classification of Private Sector Banks 

Private Sector Banks in India are broadly categorized into two groups: 

Category Examples 

Old Private Sector Banks 
(Established before 
1991) 

City Union Bank, KarurVysya Bank, Tamilnad Mercantile 
Bank, Nainital Bank, South Indian Bank, Federal Bank, 
Karnataka Bank, Dhanlaxmi Bank, etc. 

New Private Sector 
Banks (Established after 
1991) 

HDFC Bank, ICICI Bank, Axis Bank, IndusInd Bank, 
Kotak Mahindra Bank, Yes Bank, IDFC FIRST Bank, 
RBL Bank, Bandhan Bank, etc. 

4. Characteristics of Private Sector Banks 

Feature Description 

Ownership 
Majority shares held by private individuals, corporations, or 
foreign investors. 

Control 
Regulated by RBI under the Banking Regulation Act, 
1949; not owned by the Government. 

Profit Orientation 
Operate primarily for profit, though under regulatory 
obligations for priority sector lending. 

Technology-Driven 
Operations 

Early adopters of digital banking, ATMs, internet and 
mobile banking, and AI-based services. 

Customer-Centric 
Approach 

Focus on personalized services, innovative products, 
and quick decision-making. 

Professional 
Management 

Managed by professional executives rather than 
government appointees. 
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Feature Description 

Efficient Operations 
Lean organizational structure, advanced risk management, 
and higher productivity. 

5. Role and Contribution of Private Sector Banks 

a) Financial Innovation and Technology Integration 

 Introduced digital banking platforms, ATMs, credit/debit cards, internet 
banking, UPI, and mobile wallets. 

 Pioneered the use of AI, data analytics, and automation for enhancing 
customer experience and fraud detection. 

b) Promoting Competition and Efficiency 

 Brought efficiency, professionalism, and customer orientation to the 
Indian banking system. 

 Their presence encouraged public sector banks to modernize operations 
and adopt digital banking practices. 

c) Contribution to GDP and Employment 

 Private banks have become significant contributors to India’s GDP through 
lending, investment, and job creation. 

 They provide employment opportunities to lakhs of skilled professionals. 

d) Expansion of Retail Banking 

 Focus heavily on retail lending—housing loans, vehicle loans, education 
loans, and credit cards—boosting consumer demand and economic activity. 

e) Support to Corporate and Infrastructure Sectors 

 Provide corporate finance, project loans, and trade credit to large and mid-
sized companies. 

 Assist in syndicated loans, M&A advisory, and investment banking 
activities. 

f) Financial Inclusion through Innovation 

 Through digital and branchless banking, they reach previously unbanked 
segments. 

 Many private banks participate in government initiatives such as PMJDY, 
Mudra Loans, and DBT programs. 
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6. Major Private Sector Banks in India 

Bank Name 
Year of 
Establishment 

Headquarters Key Highlights 

HDFC Bank 1994 Mumbai 
Largest private bank by market 
capitalization; strong in retail 
banking and digital innovation. 

ICICI Bank 1994 Mumbai 
Major in corporate and retail 
banking; pioneer in technology 
adoption. 

Axis Bank 1993 Mumbai 
Known for robust digital platforms 
and wide product range. 

Kotak 
Mahindra 
Bank 

2003 (converted 
from NBFC) 

Mumbai 
Focuses on wealth management 
and retail banking. 

IndusInd 
Bank 

1994 Pune 
Known for strong presence in 
consumer finance and microcredit. 

Yes Bank 2004 Mumbai 
Focused on corporate banking and 
digital innovation; restructured 
post-2020. 

Bandhan 
Bank 

2015 Kolkata 
Transitioned from a microfinance 
institution; focuses on financial 
inclusion. 

7. Advantages of Private Sector Banks 

1. Efficiency and Profitability: Higher productivity and profitability compared to 
PSBs. 

2. Customer Service: Personalized and prompt customer care through digital 
platforms. 

3. Technology Leadership: Advanced use of IT, automation, and FinTech 
partnerships. 

4. Financial Innovation: Continuous introduction of new products and services. 
5. Quick Decision-Making: Less bureaucracy enables faster credit and 

operational decisions. 
6. Better Asset Quality: Generally lower NPAs due to strict credit appraisal and 

monitoring. 

8. Challenges Faced by Private Sector Banks 

1. High Competition: From PSBs, NBFCs, FinTech companies, and new digital 
banks. 
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2. Regulatory Oversight: Must comply with strict RBI norms for capital 
adequacy, liquidity, and KYC. 

3. Cyber security Risks: Vulnerability to hacking, phishing, and digital frauds 
due to heavy online presence. 

4. High Operational Costs: For maintaining technology infrastructure and 
customer acquisition. 

5. Rural Penetration: Limited reach in remote and rural areas compared to 
PSBs. 

6. Management Failures: Instances of governance lapses (e.g., Yes Bank 
crisis) highlight the need for strong internal controls. 

9. Role in Recent Banking Reforms 

 Digital India & UPI Expansion: Private banks have been at the forefront of 
implementing UPI, IMPS, and mobile wallets. 

 Green and Sustainable Banking: Focus on ESG-driven lending and 
renewable energy financing. 

 Corporate Governance Improvements: RBI’s emphasis on board 
independence and accountability. 

 Financial Inclusion Programs: Active participation in PMJDY, Mudra, and 
DBT initiatives. 

 Partnerships with FinTechStartups: To enhance efficiency and innovation. 

10. Comparison: Public vs Private Sector Banks 

Basis 
Public Sector Banks 
(PSBs) 

Private Sector Banks (PVBs) 

Ownership Majority by Government Majority by Private Shareholders 

Objective Social welfare + Profit Profit-oriented + Efficiency 

Decision-making Bureaucratic and centralized Quick, flexible, and decentralized 

Technology 
Adoption 

Gradual Rapid and innovative 

Customer Service Traditional, less personalized Modern, customer-centric 

Branch Network 
Extensive, especially in rural 
areas 

Strong in urban and semi-urban 
areas 

Profitability 
Moderate due to social 
lending 

Higher due to efficiency and cost 
control 

11. Conclusion 

Private Sector Banks have transformed India’s banking landscape by bringing 
innovation, competitiveness, and efficiency. 
They complement public sector banks by focusing on profitability, customer 
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service, and technology, while also supporting national objectives such as 
financial inclusion and economic growth. 
In the evolving digital economy, private banks play a pivotal role in shaping the 
future of Indian banking—combining modern technology with robust financial 
practices. 

Foreign Banks in India – Structure, Role, and Challenges 

Foreign banks are those which are incorporated outside India but operate through 
branches or subsidiaries within the country. They bring global expertise, innovation, 
and competition to the Indian financial ecosystem. 

1. Meaning and Overview 

A foreign bank is one whose headquarters are located in another country but which 
has a branch or subsidiary operating in India. These banks function under the 
guidelines of the Banking Regulation Act, 1949, and are regulated by the Reserve 
Bank of India (RBI). 

Examples: 

 Citibank N.A. (U.S.A) 
 HSBC Holdings plc (U.K.) 
 Standard Chartered Bank (U.K.) 
 Deutsche Bank (Germany) 
 Barclays Bank (U.K.) 
 JP Morgan Chase Bank (U.S.A) 

2. Entry Modes of Foreign Banks in India 

Foreign banks may enter India through: 

1. Branch Mode – Direct branches of foreign parent banks (e.g., Standard 
Chartered, HSBC). 

2. Wholly Owned Subsidiary (WOS) Mode – A separate legal entity 
incorporated in India, fully owned by the parent foreign bank (e.g., DBS Bank 
India Ltd.). 

3. Regulatory Framework 

 Governed by Section 22 of the Banking Regulation Act, 1949 (license from 
RBI). 

 Subject to FEMA, 1999, Companies Act, 2013, and RBI Master Directions. 
 RBI guidelines stipulate norms on: 
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o Capital adequacy 
o Priority sector lending 
o Branch expansion 
o Corporate governance 
o Reporting and compliance 

4. Role and Significance of Foreign Banks in India 

(a) Integration with Global Economy 

Foreign banks serve as a bridge between India and the global financial markets, 
promoting foreign investment, trade finance, and international remittances. 

(b) Introduction of Global Practices 

They bring advanced technology, risk management, and financial innovation, 
raising overall industry standards. 

(c) Support for International Trade 

Foreign banks specialize in foreign exchange services, export-import financing, 
and treasury operations, thus supporting global trade. 

(d) Enhancing Competition 

Their presence increases competitive efficiency in the banking system, compelling 
Indian banks to improve customer service and technological sophistication. 

(e) Contribution to Corporate Financing 

They cater to multinational corporations (MNCs) and large Indian enterprises by 
providing structured financing, mergers & acquisitions support, and capital market 
services. 

(f) Employment and Skill Development 

They employ highly skilled professionals and introduce global-level training, thereby 
enhancing the talent pool of Indian banking. 

5. Challenges Faced by Foreign Banks in India 

(a) Regulatory Restrictions 

RBI imposes limitations on branch expansion, capital repatriation, and local lending 
obligations (like priority sector norms). 
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(b) High Compliance Costs 

Stringent compliance with anti-money laundering (AML), KYC, and Basel III norms 
increases operational costs. 

(c) Limited Rural Penetration 

Foreign banks primarily focus on urban and metropolitan areas, contributing little 
to financial inclusion in rural India. 

(d) Competitive Pressure 

Public and private sector banks have strengthened their digital and customer-centric 
services, reducing the market share of foreign banks. 

(e) Economic and Political Risk 

Changes in government policy, taxation, or RBI regulations can affect profitability 
and operational freedom. 

6. Recent Developments 

1. RBI’s “Subsidiarization” Policy (2013): Encourages foreign banks to 
convert to wholly-owned subsidiaries for greater local incorporation and 
regulatory parity. 

2. Digital Transformation: Foreign banks are increasingly focusing on digital-
only banking models for urban customers. 

3. Exits and Consolidation: Some foreign banks (e.g., Citibank, Barclays 
partial exit) have scaled down retail operations, focusing on corporate 
banking. 

4. Enhanced Financial Inclusion Commitment: New RBI norms mandate 
higher priority sector lending targets for locally incorporated foreign banks. 

5. Collaboration with Fintechs: Partnerships with fintech companies for digital 
payments, AI-based credit scoring, and cross-border remittance services. 

7. Conclusion 

Foreign banks have played a vital role in modernizing India’s banking structure by 
introducing global standards, technology, and competitive practices. However, their 
limited rural reach, high regulatory compliance costs, and selective focus on 
corporate clients restrict their broader contribution. Strengthening local incorporation 
through subsidiaries and deeper participation in inclusive banking could make their 
role more impactful in India’s economic growth. 
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Regional Rural Banks (RRBs) – Structure, Role, and Development in India 

Regional Rural Banks (RRBs) form an integral part of India’s multi-agency banking 
structure, designed specifically to meet the credit and financial needs of the rural 
population. Established in 1975, RRBs aim to ensure inclusive growth by 
promoting rural development through accessible banking services. 

1. Introduction and Meaning 

A Regional Rural Bank (RRB) is a scheduled commercial bank that operates at 
the regional level in different states of India. It is designed to serve the rural 
population, especially small and marginal farmers, agricultural laborers, 
artisans, and small entrepreneurs. RRBs combine the local feel and rural 
orientation of cooperatives with the business organization and resource 
strength of commercial banks. 

2. Establishment and Legal Framework 

 Established under:Regional Rural Banks Act, 1976 
 First RRB: Prathama Bank (sponsored by Syndicate Bank) set up on 

October 2, 1975, in Moradabad (Uttar Pradesh) 
 Regulating Authority:Reserve Bank of India (RBI) and NABARD (National 

Bank for Agriculture and Rural Development) 
 Shareholding Pattern (as per RRB Act): 

o Central Government – 50% 
o State Government – 15% 
o Sponsor Bank – 35% 

3. Objectives of RRBs 

1. Provide Credit and Banking Facilities to rural masses, particularly small 
and marginal farmers, agricultural laborers, and rural artisans. 

2. Develop the Rural Economy by channeling rural savings into productive 
uses. 

3. Promote Financial Inclusion and ensure equitable distribution of banking 
services. 

4. Bridge the Gap between cooperative and commercial banking. 
5. Support Government Schemes like PMJDY, MUDRA Yojana, and SHG 

linkage programs. 

4. Organizational Structure 

 Head Office: Located in the respective state of operation. 
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 Sponsor Bank: A public sector bank provides managerial and financial 
assistance. 

 Area of Operation: Usually confined to one or more districts within a state. 
 Governance: 

o Board of Directors includes representatives from the Central 
Government, State Government, Sponsor Bank, and NABARD. 

5. Functions of RRBs 

(a) Core Banking Functions 

 Accept deposits (Savings, Current, Fixed Deposits) 
 Grant loans and advances to rural clients 
 Provide remittance and collection facilities 

(b) Developmental Functions 

 Financing agriculture and allied activities (dairy, poultry, fisheries) 
 Promoting self-employment and rural entrepreneurship 
 Supporting microfinance and SHG-Bank linkage programs 

(c) Social Functions 

 Implementation of poverty alleviation schemes such as: 
o Integrated Rural Development Programme (IRDP) 
o Self Employment Scheme for Educated Unemployed Youth (SEEUY) 
o PradhanMantri Jan DhanYojana (PMJDY) 
o Kisan Credit Card (KCC) 

6. Role and Significance of RRBs 

(a) Rural Financial Inclusion 

RRBs extend banking services to unbanked rural areas, ensuring that even remote 
villages are connected to the formal financial system. 

(b) Agricultural and Rural Development 

They provide crop loans, term loans for agricultural equipment, and finance to 
small rural enterprises. 

(c) Mobilization of Rural Savings 

By accepting rural deposits, RRBs mobilize idle rural funds for local investment. 
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(d) Employment Generation 

They support self-help groups (SHGs) and micro enterprises, creating rural 
employment opportunities. 

(e) Implementation of Government Schemes 

RRBs act as the execution arm of government financial inclusion programs, 
thereby aiding in poverty reduction and rural upliftment. 

7. Growth and Development Phases of RRBs 

Phase Period 
Key Features and 
Developments 

I. Initial Phase (1975–
1986) 

Formation of 196 RRBs with a focus on 
rural credit. Faced profitability issues 
due to low lending rates and high 
operational costs. 

 

II. Consolidation 
Phase (1987–1993) 

NABARD introduced reforms to improve 
efficiency and reduce losses. Branch 
network expanded. 

 

III. Reform Phase 
(1994–2004) 

Based on Narasimham Committee and 
Basu Committee recommendations—
focus on viability and better 
management. 

 

IV. Amalgamation 
Phase (2005–2012) 

Merger of RRBs sponsored by the same 
bank within a state to achieve 
economies of scale. 

 

V. Modernization & 
Technology Phase 
(2013–Present) 

Core banking solutions (CBS), digital 
payment systems, and financial inclusion 
programs implemented. 

 

8. Challenges Faced by RRBs 

(a) Limited Area of Operation 

RRBs are confined to certain districts, limiting diversification and expansion. 

(b) Low Profitability 

High operational expenses, low-interest margins, and priority sector obligations 
reduce profits. 

(c) Overdependence on Sponsor Banks 
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Excessive dependence on sponsor banks for training, funds, and management 
hinders autonomy. 

(d) Poor Recovery Performance 

Loan defaults, particularly in agriculture, affect asset quality. 

(e) Technological Lag 

Although improving, some rural branches still face digital infrastructure challenges. 

(f) HR and Skill Gaps 

Shortage of skilled staff and inadequate training affect operational efficiency. 

9. Recent Developments 

1. Amalgamation Drive: 
o The number of RRBs has been reduced from 196 to 43 (as of 2023) 

through mergers for better efficiency and capital adequacy. 
2. Capital Infusion by Government: 

o Ongoing recapitalization to meet Basel III norms and strengthen 
capital base. 

3. Digital Initiatives: 
o Implementation of CBS, ATM networks, UPI, AePS, and mobile 

banking in rural areas. 
4. Priority Sector Focus: 

o Enhanced lending to farmers, SHGs, MSMEs, and rural housing. 
5. Financial Inclusion Schemes: 

o Active role in schemes like PMJDY, PMEGP, and Stand Up India. 
6. Performance Monitoring by NABARD: 

o NABARD periodically assesses RRB performance and provides 
technical and financial support. 

10. Conclusion 

Regional Rural Banks have been instrumental in transforming the rural credit 
landscape of India. They act as a bridge between rural population and formal 
banking system, promoting agricultural development, self-employment, and 
financial inclusion. However, issues of profitability, recovery, and limited scope 
persist. With ongoing reforms, technological modernization, and effective 
governance, RRBs can continue to play a vital role in rural prosperity and 
sustainable development. 
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Urban Cooperative Banks (UCBs) – Structure, Role, and Significance in the 
Indian Banking System 

Urban Cooperative Banks (UCBs) represent an important component of India’s 
cooperative credit structure, primarily serving urban and semi-urban areas. They 
function on the principle of cooperation, mutual help, and democratic 
management, aiming to promote financial inclusion among small traders, self-
employed persons, and lower- and middle-income groups in cities and towns. 

1. Introduction and Meaning 

Urban Cooperative Banks (UCBs) are primary cooperative banks operating in 
urban and semi-urban centers. Unlike commercial banks that function purely on 
profit motives, UCBs combine commercial banking operations with cooperative 
principles, focusing on providing credit and banking facilities to their members at 
reasonable costs. 

2. Legal and Regulatory Framework 

 Regulated under: 
o Banking Regulation Act, 1949 (as applicable to cooperative societies) 
o Cooperative Societies Act, 1965 (State or Multi-State level) 

 Dual Control System: 
o Reserve Bank of India (RBI) – Regulatory control over banking 

operations. 
o Registrar of Cooperative Societies (RCS) – Supervisory control over 

management, elections, and audit. 
 Recent Reform (2020): 

The Banking Regulation (Amendment) Act, 2020 brought all UCBs under 
the complete regulatory control of RBI, ensuring better governance and 
financial discipline. 

3. Objectives of UCBs 

1. Promote Thrift and Self-Help among members. 
2. Provide Affordable Credit to small entrepreneurs, traders, artisans, and 

salaried persons. 
3. Encourage Cooperative Banking Culture in urban areas. 
4. Reduce Dependence on Moneylenders by providing institutional credit. 
5. Support Financial Inclusion for weaker sections and small business owners. 

4. Structure and Classification 

(a) Based on Area of Operation 
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1. Single-State UCBs: Operate within one state and registered under the 
respective State Cooperative Societies Act. 

2. Multi-State UCBs: Operate across states and registered under the Multi-
State Cooperative Societies Act, 2002. 

(b) Based on Tier System (RBI Classification, 2022) 

Tier Category Description Examples 

Tier 
1 

UCBs with deposits up to ₹100 crore, 
small and locally operated 

Small City Cooperative Banks 

Tier 
2 

Deposits between ₹100–₹1,000 crore Medium-sized Urban Banks 

Tier 
3 

Deposits between ₹1,000–₹10,000 crore Large Multi-Branch Banks 

Tier 
4 

Deposits above ₹10,000 crore 
Very Large UCBs functioning like 
Small Finance Banks 

5. Functions of Urban Cooperative Banks 

(a) Deposit Functions 

 Accept savings, current, and fixed deposits. 
 Encourage thrift among lower- and middle-income groups. 

(b) Credit Functions 

 Provide short- and medium-term loans for: 
o Working capital to small businesses 
o Consumer durables 
o Housing and education 
o Small-scale industries and traders 

(c) Other Banking Services 

 Issue drafts and pay orders 
 Facilitate NEFT/RTGS, IMPS, and UPI transactions 
 Offer locker and remittance facilities 
 Implement government financial inclusion programs 

6. Role and Significance of UCBs 

(a) Financial Inclusion in Urban Areas 
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UCBs extend formal banking services to marginalized urban populations, helping 
promote inclusive growth. 

(b) Promotion of Small and Micro Businesses 

They provide affordable credit to small traders, artisans, and service providers, 
fostering entrepreneurship. 

(c) Mobilization of Urban Savings 

Encourage savings among middle-income groups and channel funds into productive 
urban sectors. 

(d) Socio-Economic Development 

Through cooperative principles, UCBs strengthen social bonds and support 
community development. 

(e) Complementary Role 

They act as a bridge between commercial banks and cooperative credit 
institutions, catering to niche urban markets. 

7. Growth and Evolution 

Period Phase 
Key 
Developments 

Pre-1966 
Informal cooperative credit societies in cities; limited 
regulation.  

1966–1990 
Brought under RBI supervision; improved deposit 
mobilization.  

1991–2010 
Expansion phase; introduction of prudential norms 
post-liberalization.  

2011–2020 
Focus on financial soundness, technology adoption, 
and governance reforms.  

2020–
Present 

Full RBI regulation, tier classification, and digital 
modernization.  

8. Challenges of UCBs 

(a) Dual Regulation and Governance Issues 

Before 2020, divided control between RBI and RCS caused regulatory confusion, 
leading to inefficiencies. 
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(b) Financial Weakness 

High Non-Performing Assets (NPAs), poor recovery, and inadequate capital affect 
financial health. 

(c) Technological Backwardness 

Many small UCBs lack modern banking technology and cybersecurity measures. 

(d) Management Inefficiency 

Lack of professional management, political interference, and poor audit systems 
hinder performance. 

(e) Limited Geographical Reach 

Restricted to urban and semi-urban areas, with minimal rural presence. 

(f) Reputational Issues 

Scandals like PMC Bank crisis (2019) exposed governance lapses and led to 
tighter RBI scrutiny. 

9. Recent Developments 

1. RBI’s Tiered Regulatory Framework (2022): 
Differentiated norms for capital adequacy, exposure limits, and governance 
based on bank size and risk profile. 

2. RBI’s Prompt Corrective Action (PCA) Framework: 
Introduced to monitor weak UCBs and initiate early corrective measures. 

3. Banking Regulation (Amendment) Act, 2020: 
Brought UCBs completely under RBI supervision—improving transparency, 
stability, and depositor protection. 

4. Encouragement for Conversion: 
Viable UCBs allowed to convert into Small Finance Banks (SFBs) to expand 
operations and adopt advanced banking practices. 

5. Digital Banking Initiatives: 
Implementation of Core Banking Solutions (CBS), digital payments, and UPI 
integration among cooperative banks. 

6. Mergers and Consolidations: 
Weak UCBs merged to form stronger, viable entities under RBI and State 
Government coordination. 

10. Conclusion 
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Urban Cooperative Banks play a crucial role in democratizing banking services in 
India’s urban and semi-urban centers. By serving small borrowers and low-income 
groups, they promote social equity and financial inclusion. However, issues of 
weak governance, limited capital, and outdated technology remain significant 
challenges. The 2020 regulatory reforms and the tiered framework of 2022 mark 
a new phase toward modernization, transparency, and sustainability in the 
cooperative banking sector. 

Payment Banks – Concept, Structure, and Role in the Indian Banking System 

1. Introduction and Meaning 

Payment Banks are a new model of banks conceptualized by the Reserve Bank 
of India (RBI) to promote financial inclusion by providing small savings 
accounts, remittance services, and digital payments to unbanked and under 
banked sections of society. They are niche banks, which means they perform 
limited banking activities — mainly accepting deposits and facilitating 
payments or transfers, but cannot issue loans or credit cards. 
 

2. Genesis of Payment Banks in India 

 Proposed by: Nachiket Mor Committee (2014) on Comprehensive Financial 
Services for Small Businesses and Low-Income Households. 

 Objective: To provide small savings accounts and payment/remittance 
services to migrant laborers, low-income households, and small businesses 
through technology-driven platforms. 

 Introduced by RBI:Guidelines issued on November 27, 2014 
 First Licenses Granted: August 19, 2015, to 11 applicants including Airtel, 

India Post, Paytm, and others. 

3. Regulatory Framework 

 Regulated by: Reserve Bank of India (RBI) under the Banking Regulation 
Act, 1949. 

 Minimum Paid-up Capital: ₹100 crore 
 Promoter’s Contribution: Minimum 40% for the first five years 
 CRR and SLR Requirements: Must maintain Cash Reserve Ratio (CRR) 

and invest at least 75% of their deposits in Government securities or 
Treasury Bills. 

 Deposit Limit: Initially ₹1 lakh per individual (now ₹2 lakh as per RBI circular, 
April 2021). 

 Eligible Promoters: 
o Telecom companies (e.g., Airtel, Jio) 
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o Non-Banking Financial Companies (NBFCs) 
o Supermarket chains 
o Corporate Business Correspondents (e.g., Paytm, India Post) 

4. Objectives of Payment Banks 

1. Promote Financial Inclusion – provide banking access to rural and low-
income households. 

2. Encourage Digital Payments – reduce dependence on cash-based 
transactions. 

3. Facilitate Small Savings and Remittances – for migrant workers and small 
entrepreneurs. 

4. Support Government Initiatives – in direct benefit transfers (DBT) and 
welfare schemes. 

5. Bridge the Urban-Rural Divide – using mobile and internet technology to 
reach remote areas. 

5. Functions of Payment Banks 

Permitted Activities Prohibited Activities 

Accept demand deposits (savings/current 
up to ₹2 lakh per customer) 

Cannot provide loans or advances 

Issue ATM/Debit cards (but not credit 
cards) 

Cannot issue credit cards 

Enable online and mobile banking Cannot accept time deposits (like FDs) 

Facilitate domestic remittances and 
transfers 

Cannot trade in financial markets except 
for investment in Govt. securities 

Distribute third-party products (insurance, 
mutual funds) 

Cannot engage in lending or investment 
beyond RBI-specified norms 

6. Examples of Licensed Payment Banks (as of 2025) 

Name of Payment Bank Promoter/Parent Organization 

Airtel Payments Bank Ltd. Bharti Airtel Ltd. 

India Post Payments Bank (IPPB) Department of Posts, Govt. of India 

Paytm Payments Bank Ltd. One97 Communications Ltd. 

Fino Payments Bank Ltd. Fino Pay Tech Ltd. 

Jio Payments Bank Ltd. Reliance Industries Ltd. & SBI (joint venture) 

(Note: Several early licensees like Aditya Birla Idea Payments Bank and Vodafone 
m-Pesa Payments Bank have since exited or merged.) 

7. Role and Significance of Payment Banks 
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(a) Financial Inclusion Driver 

Payment Banks extend formal banking facilities to the unbanked population — 
especially migrant laborers, small traders, and farmers — through mobile and digital 
interfaces. 

(b) Digital Transformation 

They promote cashless transactions via UPI, IMPS, AEPS, and mobile wallets, 
supporting India’s Digital India mission. 

(c) Safe and Low-Cost Banking 

Provide secure savings and easy fund transfers without the risk of over-
indebtedness (since they cannot lend). 

(d) Government Welfare Delivery 

Serve as conduits for Direct Benefit Transfer (DBT) schemes, subsidy payments, 
and pension remittances. 

(e) Employment Generation and Entrepreneurship 

Create opportunities for business correspondents, fintechstartups, and digital 
service providers. 

8. Advantages of Payment Banks 

1. Accessibility: Easy access through mobile apps and local agents. 
2. Low-Cost Operations: Digital infrastructure reduces overhead expenses. 
3. Transparency: Digital records minimize leakages in fund transfers. 
4. Financial Literacy: Encourage savings and digital literacy in rural areas. 
5. Speed and Efficiency: Real-time fund transfers through UPI and AEPS 

networks. 

9. Challenges and Limitations 

(a) Restricted Revenue Model 

Inability to lend or issue credit cards limits profitability. 

(b) Low Deposit Limits 

The ₹2 lakh deposit ceiling restricts scalability and customer retention. 
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(c) Competition from Traditional Banks and Fintechs 

Commercial banks and fintech apps offer overlapping services with better incentives. 

(d) Compliance and Cyber security Issues 

Dependence on digital infrastructure exposes them to cybersecurity and data privacy 
risks. 

(e) Customer Awareness 

Rural customers often have limited understanding of digital payment systems. 

(f) Viability Concerns 

Some payment banks struggled to achieve operational sustainability (e.g., Aditya 
Birla Payments Bank closed in 2019). 

10. Recent Developments (2023–2025) 

1. Enhanced Deposit Limit: Increased from ₹1 lakh to ₹2 lakh per customer. 
2. Integration with UPI and AePS: Seamless interoperability with national 

payment systems. 
3. Expansion of India Post Payments Bank (IPPB): Over 1.5 lakh post 

offices digitized for rural banking access. 
4. RBI Encouragement for Cross-Product Linkages: Payment Banks can 

now distribute mutual funds, insurance, and pension products. 
5. AI-Driven Customer Service: Use of chatbots and analytics to improve user 

experience and fraud detection. 
6. Growing Role in Government Payments: Facilitating NREGA wages, PM-

KISAN, and old-age pension disbursements. 

11. Conclusion 

Payment Banks are a transformative innovation in India’s financial system, 
bridging the gap between traditional banking and digital payments. By combining 
technology, inclusion, and convenience, they bring millions into the formal 
economy. However, their long-term success depends on expanding permissible 
activities, improving cybersecurity, and ensuring financial viability through 
collaboration with commercial banks and fintech companies. 

Small Finance Banks (SFBs) 

1. Introduction 
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Small Finance Banks (SFBs) are a category of banks introduced by the Reserve 
Bank of India (RBI) to promote financial inclusion by providing basic banking 
services to small business units, micro and small industries, unorganized sector 
entities, small and marginal farmers, and low-income households. 
They are designed to bridge the gap between large commercial banks and local 
informal credit institutions by offering accessible and affordable banking services to 
the underserved sections of society. 

2. Background and Evolution 

 The idea of SFBs originated from the RBI Committee on Comprehensive 
Financial Services for Small Businesses and Low-Income Households 
(NachiketMor Committee, 2014). 

 Based on its recommendations, RBI released guidelines for licensing SFBs 
on 27 November 2014. 

 In September 2015, RBI granted “in-principle” approval to 10 entities to 
set up Small Finance Banks. 

 These included microfinance institutions (MFIs), local area banks, and non-
banking financial companies (NBFCs). 

Examples of SFBs: AU Small Finance Bank, Ujjivan Small Finance Bank, Equitas 
Small Finance Bank, Jana Small Finance Bank, ESAF Small Finance Bank, 
Suryoday Small Finance Bank, Capital Small Finance Bank, North East Small 
Finance Bank, Fincare Small Finance Bank, and Utkarsh Small Finance Bank. 

3. Objectives of Small Finance Banks 

1. Financial Inclusion: Extend banking services to unserved and underserved 
segments such as small farmers, micro enterprises, and the informal sector. 

2. Credit Access: Provide loans to small borrowers, artisans, micro and small 
enterprises who often face difficulties accessing credit from commercial 
banks. 

3. Savings Promotion: Encourage savings habits among low-income 
households by offering safe deposit facilities. 

4. Local Area Development: Focus on regional and community-based banking 
with deeper penetration into rural and semi-urban areas. 

5. Employment Generation: Promote entrepreneurship and employment in the 
micro and small enterprise sector. 

4. Key Features of Small Finance Banks 

Aspect Details 

Nature of Institution 
Small Finance Banks are scheduled commercial banks 
operating under RBI regulation. 
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Aspect Details 

Minimum Capital 
Requirement 

₹200 crore (initially ₹100 crore when guidelines were issued; 
later revised to ₹200 crore). 

Promoter’s 
Contribution 

Minimum 40% of paid-up capital for the first 5 years. 

Area of Operation 
Primarily rural and semi-urban areas (at least 25% of 
branches must be in unbanked rural centers). 

Priority Sector 
Lending (PSL) 

Must allocate 75% of adjusted net bank credit (ANBC) to 
priority sectors (higher than commercial banks’ 40%). 

Loan Size Limit 
At least 50% of loans should be up to ₹25 lakh per 
borrower. 

Deposit Acceptance 
Can accept savings and fixed deposits, and offer other 
deposit-related products. 

Foreign 
Shareholding 

As per FDI policy for private sector banks. 

Regulatory 
Framework 

Governed by Banking Regulation Act, 1949, RBI Act, 
1934, and Reserve Bank directives. 

5. Functions of Small Finance Banks 

1. Acceptance of Deposits: Savings, recurring, and fixed deposits. 
2. Lending Services: Loans to small and marginal farmers, micro and small 

industries, small traders, and self-employed individuals. 
3. Remittance Services: Domestic transfers and other small-value remittances. 
4. Financial Inclusion Products: Micro-insurance, mutual fund distribution, and 

pension products through partnerships. 
5. Digital Banking: Use of technology to deliver low-cost banking services in 

rural areas. 

6. Regulatory and Operational Conditions 

 Required to maintain Cash Reserve Ratio (CRR) and Statutory Liquidity 
Ratio (SLR) like other scheduled commercial banks. 

 Must comply with prudential norms related to capital adequacy, exposure 
limits, and asset classification. 

 Required to be listed on stock exchanges within three years of reaching a 
net worth of ₹500 crore. 

7. Role and Significance of Small Finance Banks 
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1. Deepening Financial Inclusion: 
They bring formal financial services to people outside the traditional banking 
system, especially rural customers. 

2. Encouraging Micro Entrepreneurship: 
They provide working capital and small-term loans for self-employment and 
local entrepreneurship. 

3. Bridging Credit Gaps: 
Focused lending to micro sectors reduces dependence on moneylenders. 

4. Empowering Rural Economy: 
Enhance rural credit flow, supporting agriculture and small-scale industries. 

5. Promoting Savings Culture: 
Encourage saving among low-income groups through doorstep banking and 
simple account structures. 

6. Technology-Driven Services: 
Use of fintech, mobile apps, and digital platforms for cost-effective banking in 
remote areas. 

8. Challenges of Small Finance Banks 

1. High Operating Costs: 
Serving rural and low-income clients requires significant infrastructure and 
human resources. 

2. Credit Risk: 
Small borrowers may have irregular income, leading to repayment issues. 

3. Competition: 
Increasing competition from commercial banks, NBFCs, and fintech 
companies. 

4. Regulatory Burden: 
Compliance with CRR, SLR, and capital adequacy norms can be challenging 
for small banks. 

5. Limited Diversification: 
Heavy dependence on micro and small loans can make them vulnerable to 
localized risks. 

9. Future Prospects 

 Consolidation and Growth: Some SFBs have transitioned into universal 
banks (e.g., AU SFB exploring full-service banking). 

 Digital Integration: Use of fintech and AI to reduce costs and improve 
service delivery. 

 Expanded Product Range: Offering insurance, mutual funds, and other 
financial services through partnerships. 
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 Financial Literacy Initiatives: Enhancing customer awareness to promote 
responsible borrowing and saving. 

10. Conclusion 

Small Finance Banks are a vital innovation in India’s banking ecosystem, playing 
a crucial role in inclusive growth. By focusing on grassroots-level banking, they 
help build a more equitable financial structure that reaches every segment of society. 
Their success lies in maintaining a balance between social responsibility and 
financial sustainability through innovation, technology, and efficient management. 

Banking System in India 

The banking system is the backbone of a country’s financial infrastructure. It 
mobilizes savings from individuals and institutions and channels them into productive 
investments. In India, the banking system operates as a multi-tier structure 
governed by the Reserve Bank of India (RBI), which acts as the central authority 
regulating monetary policy, credit flow, and financial stability. The system ensures 
the smooth functioning of economic activities by providing credit, investment 
avenues, and payment mechanisms, thereby facilitating overall economic growth 
and development. 

Branch Banking 

1. Introduction 

Branch Banking refers to the system under which a bank operates through a 
network of branches spread across various parts of the country or even 
internationally. Each branch performs banking functions such as accepting deposits, 
granting loans, and providing financial services under the central control and 
supervision of the Head Office. This system allows banks to extend their reach, 
mobilize savings from different regions, and ensure efficient distribution of 
credit. It is the most common form of banking system in India. 

2. Definition 

Branch Banking may be defined as: 

“A system of banking under which a single bank operates through two or more 
branches under the control of its Head Office, performing similar or specialized 
functions in different localities.” 
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3. Features of Branch Banking 

1. Centralized Control: 
The head office exercises control and supervision over all branches to ensure 
uniform policies and procedures. 

2. Multiple Branches: 
The bank maintains several branches within and outside the country, often 
divided into regional or zonal offices. 

3. Uniform Services: 
All branches provide standardized services, ensuring consistency in customer 
experience. 

4. Geographical Diversification: 
Branches are spread across urban, semi-urban, and rural areas, enabling 
risk reduction and resource mobilization from varied regions. 

5. Integration of Activities: 
Deposits collected in one branch can be utilized for lending in another area, 
ensuring better liquidity management. 

6. Regulatory Supervision: 
All branches operate under the same banking license and are subject to the 
control of the Reserve Bank of India (RBI) and the Head Office of the bank. 

4. Objectives of Branch Banking 

 To expand the reach of banking services across regions. 
 To mobilize savings from all sections of society. 
 To channelize credit efficiently to productive sectors. 
 To reduce regional economic imbalance by ensuring uniform credit 

distribution. 
 To improve customer convenience by offering services locally. 

5. Advantages of Branch Banking 

Advantages Explanation 

1. Economies of 
Scale 

Centralized management reduces cost per unit of operation 
due to shared resources and larger scale. 

2. Risk 
Diversification 

Losses in one branch may be offset by profits in others, 
reducing overall business risk. 

3. Resource 
Mobilization 

Mobilizes deposits from multiple areas and redistributes 
credit to sectors that need funds. 

4. Uniformity in 
Services 

Customers receive standardized services and uniform 
interest rates across branches. 

5. Public Confidence 
The large network and reputation of a bank increase public 
trust and credibility. 
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Advantages Explanation 

6. Employment 
Generation 

Expansion of branches provides job opportunities across the 
country. 

7. Regional 
Development 

Promotes economic activities in rural and semi-urban areas 
by providing credit and financial services. 

8. Efficient Fund 
Utilization 

Surplus funds from one branch can be transferred to another, 
ensuring liquidity management. 

6. Disadvantages of Branch Banking 

Disadvantages Explanation 

1. Delay in Decision-
Making 

Centralized control may cause delays in decisions at the 
branch level. 

2. High Operating 
Costs 

Maintaining multiple branches increases administrative and 
infrastructure costs. 

3. Bureaucracy 
Large organizations often suffer from excessive formalities 
and slow communication channels. 

4. Coordination 
Problems 

Managing numerous branches across regions can lead to 
inefficiency and lack of coordination. 

5. Local Negligence 
Branches may overlook local needs due to rigid central 
policies. 

6. Risk of 
Mismanagement 

Difficult to monitor all employees and transactions in a large 
network, leading to potential frauds or errors. 

7. Branch Banking in India 

 The Indian banking system predominantly follows the branch banking 
model. 

 After nationalization (1969 and 1980), public sector banks expanded rapidly to 
rural and semi-urban areas to support inclusive growth. 

 As of today, banks such as State Bank of India, Punjab National Bank, 
Bank of Baroda, and Canara Bank operate thousands of branches across 
the nation. 

 The Reserve Bank of India regulates branch expansion through its Branch 
Authorization Policy, ensuring equitable distribution of banking facilities. 

8. Role of Branch Banking in Economic Development 

1. Financial Inclusion: Expands banking services to rural and unbanked areas. 
2. Credit Support to Agriculture and MSMEs: Provides easy access to 

finance for productive activities. 
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3. Promotion of Savings Culture: Encourages people to save and invest in 
formal institutions. 

4. Implementation of Government Schemes: Facilitates schemes like Jan 
DhanYojana, Mudra Loans, and Direct Benefit Transfers (DBTs). 

5. Regional Balance: Ensures balanced economic growth by mobilizing local 
resources. 

9. Branch Banking vs. Unit Banking (Comparison) 

Basis Branch Banking Unit Banking 

Structure 
One bank operates through several 
branches under one head office. 

Each bank operates 
independently in a specific 
area. 

Control 
Centralized control by the head 
office. 

Independent control by local 
management. 

Risk 
Diversification 

Risks are spread across branches. 
Risks are localized and 
higher. 

Capital 
Resources 

Large capital base and resource 
mobilization. 

Limited capital and financial 
capacity. 

Decision-
Making 

Slow, due to centralization. Quick and flexible. 

Suitability 
Suitable for large and developed 
economies. 

Suitable for small towns or 
local areas. 

10. Conclusion 

Branch Banking has been instrumental in expanding the reach and efficiency of 
the Indian banking system. 
While it faces challenges such as high costs and centralized rigidity, its benefits—like 
nationwide access, stability, and inclusion—make it the most preferred and 
sustainable model for a developing economy like India. It continues to play a crucial 
role in achieving inclusive growth, regional balance, and economic stability 
through a vast network of branches that connect millions of people to the formal 
financial system. 

Unit Banking System 

1. Introduction 

The Unit Banking System is a form of banking in which a single bank operates 
from one office or a few local offices, providing financial services to a specific 
geographical area. 
Each unit bank functions independently, without any branches in other locations, 
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and caters to the needs of its local community. This system was once common in 
countries like the United States, Canada, and Switzerland, where local banks 
played a significant role in serving community-level banking requirements. 

2. Definition 

Unit Banking may be defined as: 

“A system of banking under which a bank operates through a single office, or a few 
local offices, without any branch network, catering mainly to the local population.” 

In this system, each bank is an individual, self-contained unit, responsible for all 
its operations, management, and policies. 

3. Features of Unit Banking 

1. Localized Operations: 
The bank’s operations are confined to a particular area or region (e.g., a city, 
district, or town). 

2. Independent Management: 
Each unit bank is managed independently by its own board of directors or 
managers without control from a head office. 

3. Limited Size: 
Unit banks are generally small in size, both in terms of capital and operations. 

4. Direct Customer Relationship: 
Being locally based, they maintain close personal contact with customers and 
understand their financial needs better. 

5. Simple Organizational Structure: 
The management hierarchy is short, making decision-making quicker and 
more flexible. 

6. Local Investment Orientation: 
Funds mobilized from local deposits are mostly invested in local businesses, 
agriculture, and trade. 

4. Objectives of Unit Banking 

 To provide personalized banking services to local customers. 
 To promote local entrepreneurship and support small-scale industries. 
 To ensure localized mobilization of savings and investments. 
 To encourage financial discipline at the community level. 

5. Advantages of Unit Banking 

Advantages Explanation 
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Advantages Explanation 

1. Better Knowledge of Local 
Needs 

Managers understand local industries, agriculture, 
and customers, enabling efficient credit decisions. 

2. Quick Decision-Making 
No need to consult head offices; decisions are 
taken promptly at the local level. 

3. Personal Relationship with 
Customers 

Close contact builds trust, loyalty, and better 
customer service. 

4. Local Development 
Encourages investment in local businesses and 
agriculture, promoting regional development. 

5. Efficient Management 
Smaller size allows better control, supervision, and 
less bureaucracy. 

6. Lesser Risk of 
Mismanagement at Higher 
Levels 

Since each bank is independent, issues in one 
bank do not affect others. 

6. Disadvantages of Unit Banking 

Disadvantages Explanation 

1. Limited Financial 
Resources 

Small capital restricts the ability to offer large loans or 
diversify investments. 

2. High Risk of Failure 
A local economic downturn or poor harvest can lead to 
bank failure. 

3. Lack of Diversification 
Heavy dependence on local industries increases 
vulnerability to regional problems. 

4. Inefficient Fund 
Utilization 

Surplus funds cannot be easily transferred to other 
regions with higher demand. 

5. Inability to Provide 
Modern Services 

Due to smaller scale and low profits, it is difficult to 
adopt advanced technologies or offer digital services. 

6. High Operational Costs 
per Unit 

Absence of economies of scale makes banking services 
more expensive. 

7. Unit Banking in the Global Context 

 United States: Historically, the U.S. followed the unit banking model, 
restricting banks to operate within specific states or counties (under the 
McFadden Act, 1927). However, deregulation since the 1980s led to 
widespread branch and interstate banking. 

 Switzerland and Germany: Some regional and cooperative banks still follow 
a form of unit banking, focusing on community-based services. 

8. Unit Banking in India 
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 India largely follows the branch banking system, not the unit system. 
 However, Local Area Banks (LABs) and Primary Agricultural Credit 

Societies (PACS) function somewhat on the principles of unit banking, 
catering to specific localities. 

 Examples: 
o Coastal Local Area Bank Ltd. (Andhra Pradesh) 
o Capital Local Area Bank Ltd. (Punjab, which later became Capital 

Small Finance Bank) 

These institutions operate in limited districts and focus on the local population. 

9. Comparison between Unit Banking and Branch Banking 

Basis Unit Banking Branch Banking 

Meaning 
A single office bank 
serving a local area. 

A bank operates through a network of 
branches under one head office. 

Control 
Independent and localized 
management. 

Centralized management by the head 
office. 

Area of 
Operation 

Restricted to one locality. 
Wide geographical coverage – 
national or international. 

Decision-Making Quick and flexible. Slower due to centralized authority. 

Risk 
Diversification 

Concentrated in one 
region; higher risk. 

Risks spread across multiple regions; 
lower risk. 

Capital 
Resources 

Limited financial 
resources. 

Large capital and pooled resources. 

Economies of 
Scale 

Absent; higher cost per 
unit. 

Present; lower operational costs. 

Suitability 
Suitable for small towns or 
local economies. 

Suitable for large and developed 
economies. 

10. Role and Relevance of Unit Banking in Modern Times 

Although branch banking dominates in India and most countries today, the unit 
banking model remains relevant for: 

 Rural and small community banks, where personalized service is valued. 
 Microfinance institutions and cooperative societies, which focus on local 

needs. 
 Fintech-based neobanks that adopt localized digital strategies without 

physical branches. 

Thus, the concept of localized, customer-centric banking still aligns with the 
philosophy of unit banking, even in the digital era. 
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11. Conclusion 

The Unit Banking System plays a vital role in localized financial development, 
offering personalized and flexible services to communities. 
However, due to its limited capital base, higher risk, and lack of diversification, 
it is less suited for large-scale economies. 
While the branch banking system has largely replaced unit banking in modern 
financial structures, the principles of localized service and community 
engagement remain integral to sustainable and inclusive banking practices. 

Universal Banking 

1. Introduction 

Universal Banking refers to a banking system where a single financial institution 
offers a wide range of financial services, including commercial banking, 
investment banking, insurance, mutual funds, asset management, and other 
financial products under one roof. 

It is a one-stop financial supermarket, designed to meet all customer needs—
ranging from deposits and loans to investments, advisory, and insurance—through a 
single institution. 

2. Definition 

According to the Reserve Bank of India (RBI): 

“Universal banking refers to the system where banks undertake a range of financial 
services such as commercial banking, development banking, investment banking, 
insurance, mutual funds, and other financial activities.” 

In simple terms, a universal bank performs the functions of both a commercial 
bank and a financial services institution. 

3. Evolution of Universal Banking in India 

 The concept emerged in the 1990s, following financial sector liberalization. 
 The Narasimham Committee (1991) and the Khan Committee (1997) 

emphasized the need for banks to diversify into non-banking financial services 
to improve competitiveness and profitability. 

 Subsequently, institutions like ICICI, HDFC, and Axis Bank began expanding 
beyond traditional banking into insurance, mutual funds, and capital market 
activities. 
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4. Features of Universal Banking 

1. Diversified Financial Services: 
Offers retail banking, corporate banking, investment services, insurance, 
leasing, and mutual funds. 

2. Integrated Operations: 
Combines multiple financial products through a single organization. 

3. Economies of Scale: 
Reduces cost per service due to integrated operations and shared 
infrastructure. 

4. Technological Integration: 
Employs advanced digital platforms to cross-sell products and provide 
seamless services. 

5. Cross-selling and Customer Retention: 
Uses customer data and relationships to offer bundled services, increasing 
customer loyalty. 

6. Regulatory Supervision: 
Operates under multiple regulatory bodies such as RBI, SEBI, and IRDAI. 

5. Objectives of Universal Banking 

 To enhance operational efficiency and profitability of banks. 
 To provide comprehensive financial solutions to customers. 
 To improve competitiveness in the global financial market. 
 To ensure better utilization of resources through diversification. 
 To support economic development by mobilizing and channelizing funds 

effectively. 

6. Advantages of Universal Banking 

Advantages Explanation 

Comprehensive 
Services 

Customers can access multiple financial services under 
one roof. 

Cost Efficiency 
Shared infrastructure and technology reduce operating 
costs. 

Risk Diversification 
Engaging in varied financial activities spreads business 
risk. 

Higher Revenue 
Cross-selling and investment services increase non-
interest income. 

Convenience for 
Customers 

Simplified access to credit, insurance, and investments. 

Global Competitiveness 
Enables Indian banks to operate on par with international 
financial conglomerates. 
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7. Limitations of Universal Banking 

Limitations Explanation 

Complex 
Management 

Managing multiple financial services requires specialized 
expertise. 

Regulatory 
Challenges 

Multiple regulators create compliance burdens. 

Conflict of Interest 
Overlap between lending and investment operations can 
cause ethical issues. 

Systemic Risk 
Diversified operations may magnify risk exposure during 
financial crises. 

High Capital 
Requirement 

Requires large capital and technological investment. 

8. Universal Banks in India – Examples 

Bank Universal Banking Activities 

ICICI Bank 
Banking, insurance (ICICI Prudential), mutual funds, 
investment services 

HDFC Bank 
Banking, housing finance (HDFC Ltd.), insurance, asset 
management 

Axis Bank Retail & corporate banking, insurance, mutual funds 

State Bank of India 
(SBI) 

Commercial banking, investment banking (SBI Caps), 
insurance, mutual funds 

9. Regulatory Framework 

 RBI regulates the banking operations under the Banking Regulation Act, 
1949. 

 SEBI regulates capital market activities. 
 IRDAI supervises insurance-related services. 
 RBI’s guidelines (2001 & 2013) provided a roadmap for conversion of 

Development Financial Institutions (DFIs) into universal banks (e.g., ICICI, 
IDBI). 

10. Significance of Universal Banking 

 Strengthens financial intermediation and innovation. 
 Encourages resource mobilization for industrial and infrastructural growth. 
 Enhances customer satisfaction through integrated services. 
 Contributes to overall financial stability and inclusion in the economy. 

11. Conclusion 
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Universal Banking has transformed the traditional banking model into a 
comprehensive financial ecosystem, promoting efficiency, innovation, and 
inclusivity in India’s financial sector. 
However, effective risk management, corporate governance, and regulatory 
coordination are vital to sustain its growth and stability. 

Financial Inclusion 

1. Introduction 

Financial Inclusion is one of the most significant policy initiatives aimed at 
achieving inclusive economic growth. It refers to providing access to affordable, 
useful, and quality financial products and services to all individuals and 
businesses, particularly the vulnerable and low-income groups, in a fair and 
transparent manner. In simpler terms, financial inclusion means bringing the 
unbanked population into the formal financial system, enabling them to save, 
borrow, insure, and invest securely. 

2. Definition 

According to the Reserve Bank of India (RBI): 

“Financial Inclusion is the process of ensuring access to appropriate financial 
products and services needed by all sections of society in general and vulnerable 
groups such as weaker sections and low-income groups in particular, at an 
affordable cost in a fair and transparent manner by mainstream institutional players.” 

3. Objectives of Financial Inclusion 

1. Universal Access to Financial Services: 
Ensuring that every individual has access to a bank account and basic 
financial instruments. 

2. Affordable Credit: 
Providing low-cost loans to small entrepreneurs, farmers, and marginalized 
sections. 

3. Encouraging Savings Habit: 
Promoting regular savings and financial discipline among citizens. 

4. Social and Economic Empowerment: 
Empowering women, rural poor, and small businesses through financial 
independence. 

5. Reduction of Informal Borrowing: 
Minimizing dependence on moneylenders and informal credit sources. 

6. Digital Financial Literacy: 
Encouraging digital transactions and awareness of financial technologies. 
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4. Need for Financial Inclusion 

 High Rural Population: A large portion of India’s population still resides in 
rural areas with limited access to banks. 

 Poverty Reduction: Access to credit helps poor families invest in health, 
education, and small businesses. 

 Inclusive Growth: Ensures that economic benefits reach all strata of society. 
 Formalization of the Economy: Shifts transactions from cash-based 

informal systems to formal banking channels. 
 Employment Generation: Easier access to finance enables 

entrepreneurship and self-employment. 

5. Pillars of Financial Inclusion 

Pillar Description 

Access 
Availability of affordable financial services such as savings, credit, 
insurance, and remittance. 

Usage 
Frequency and regularity of using financial products like accounts, 
ATMs, and mobile payments. 

Quality 
Suitability, reliability, and customer satisfaction in the financial 
services provided. 

Digital 
Enablement 

Use of technology such as internet banking, UPI, and mobile apps 
to expand outreach. 

6. Tools and Channels of Financial Inclusion 

1. Banking Correspondents (BCs): Local agents appointed by banks to 
provide basic banking services in remote areas. 

2. Business Facilitators: Individuals who assist customers with bank 
documentation and service awareness. 

3. Self-Help Groups (SHGs): Small groups that promote savings and credit 
among women and rural people. 

4. Microfinance Institutions (MFIs): Provide small loans and micro-insurance 
to low-income households. 

5. Digital Platforms: UPI, AEPS (Aadhaar Enabled Payment System), and 
mobile banking. 

6. Post Office Banks: India Post Payments Bank integrates postal services with 
banking. 

7. Major Financial Inclusion Initiatives in India 

Initiative / Scheme Year Key Features / Objectives 

No-Frills Accounts 2005 
Basic savings account with zero or minimal 
balance. 
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Initiative / Scheme Year Key Features / Objectives 

Business Correspondent 
Model 

2006 
Use of intermediaries to provide banking 
services in unbanked areas. 

Financial Inclusion Plan 
(FIP) 

2010 
RBI’s roadmap to extend banking services to 
every village. 

Pradhan Mantri Jan Dhan 
Yojana (PMJDY) 

2014 
Universal access to banking with zero-
balance accounts, RuPay card, and 
overdraft facility. 

Direct Benefit Transfer 
(DBT) 

2013 
onwards 

Subsidies and benefits directly transferred to 
beneficiaries’ bank accounts. 

Pradhan Mantri Mudra 
Yojana (PMMY) 

2015 
Loans up to ₹10 lakhs to non-corporate 
small and micro enterprises. 

Stand Up India Scheme 2016 
Loans to SC/ST and women entrepreneurs 
for greenfield projects. 

Aadhaar Enabled 
Payment System (AEPS) 

2016 
Banking transactions through Aadhaar 
authentication. 

Unified Payments 
Interface (UPI) 

2016 
Instant money transfer system through 
mobile applications. 

Financial Literacy 
Centres (FLCs) 

Ongoing 
Centers established to spread financial 
awareness. 

Digital India Campaign 2015 
Integration of technology with financial 
services to promote cashless economy. 

8. Role of RBI in Financial Inclusion 

 Policy Framing: Formulating national strategies for financial inclusion. 
 Regulatory Support: Relaxing norms for small accounts, microcredit, and 

simplified KYC procedures. 
 Promoting Digital Infrastructure: Encouraging the use of NEFT, RTGS, 

IMPS, and UPI systems. 
 Licensing Niche Banks: Approving Payment Banks and Small Finance 

Banks to serve rural and small customers. 
 Monitoring Progress: Tracking inclusion indicators like number of accounts, 

credit penetration, and branch expansion. 

9. Benefits of Financial Inclusion 

Economic Benefits Social Benefits 

Increases savings and investments Empowers rural and marginalized populations 

Enhances credit flow to priority 
sectors 

Reduces exploitation by informal 
moneylenders 
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Economic Benefits Social Benefits 

Improves financial stability Promotes equality and self-reliance 

Encourages entrepreneurship Enhances education and health outcomes 

10. Challenges in Financial Inclusion 

1. Low Financial Literacy: Many people lack awareness of financial products. 
2. Digital Divide: Limited access to technology in rural areas restricts digital 

banking adoption. 
3. Infrastructure Constraints: Insufficient bank branches and internet 

connectivity in remote areas. 
4. High Operational Costs: Serving low-income groups yields low profit 

margins. 
5. Trust Deficit: People in rural areas often distrust formal banking institutions. 
6. Dormant Accounts: Many Jan Dhan accounts remain inactive due to 

irregular use. 

11. Recent Developments in Financial Inclusion 

 UPI Growth: India’s UPI platform crossed over 10 billion transactions per 
month in 2023, reflecting deep digital penetration. 

 Digital Banking Units (DBUs): RBI mandated 75 DBUs in 75 districts to 
promote paperless banking. 

 RBI’s Financial Inclusion Index: Tracks progress on access, usage, and 
quality of financial inclusion. 

 Aadhaar-Linked Services: AEPS and DBT ensure direct government benefit 
transfers without intermediaries. 

 Fintech Collaboration: Banks are partnering with fintechstartups for 
microloans, credit scoring, and payments. 

12. Conclusion 

Financial Inclusion is the cornerstone of equitable economic growth, ensuring 
that every citizen—irrespective of income, caste, or geography—has access to 
formal financial services. 
With robust initiatives like Jan DhanYojana, UPI, and Small Finance Banks, India 
is moving steadily toward a digitally empowered and financially inclusive 
economy. Sustained efforts in financial literacy, infrastructure development, and 
policy support are essential to achieve the goal of “Banking for All.” 
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UNIT II 
Central Bank and Commercial Bank 
Central Banking: Definition –Need - Principles- Central Banking Vs Commercial 
Banking - Functions of Central Bank – Credit Creation. Commercial Banking: 
Definition - Functions – Personal Banking – Corporate Banking – Digital banking – 
Core Banking System (CBS) - Role of Banks in Economic Development. 

Central Banking 

1. Introduction 

The Central Bank is the apex monetary authority of a country that manages the 
issue of currency, regulates the supply of money and credit, and supervises the 
banking system to ensure financial stability and economic growth. 
It acts as the guardian of the monetary system and the banker to the 
government and commercial banks. In India, the Reserve Bank of India (RBI) 
serves as the Central Bank, established on April 1, 1935 under the Reserve Bank 
of India Act, 1934. 

2. Definition of Central Bank 

According to R.P. Kent: 

“The Central Bank is that institution which is charged with the responsibility of 
managing the expansion and contraction of the volume of money in the interest of 
the general public welfare.” 

According to De Kock: 

“A Central Bank is a bank which controls credit; it is the supreme banking institution 
in a country which has been given the duty of regulating the volume of currency and 
credit in the country.” 

In Simple Terms: 

A Central Bank is the authority that controls a nation’s money supply, interest 
rates, and credit system to ensure price stability, economic growth, and 
financial discipline. 

3. Need for a Central Bank 

The necessity for a Central Bank arises from the complexities of modern 
economies, where unregulated banking can lead to inflation, credit instability, and 
economic crises. 
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Central banking ensures coordination, supervision, and stability in the financial 
system. 

(a) To Regulate Currency and Credit 

 Without central regulation, the uncontrolled issue of money by commercial 
banks can cause inflation or deflation. 

 A central bank maintains the right balance between money supply and 
economic activity through monetary policy. 

(b) To Maintain Price Stability 

 Fluctuating prices lead to economic uncertainty. 
 The Central Bank ensures price stability by adjusting credit and interest 

rates to control inflation or deflation. 

(c) To Promote Economic Growth 

 Central Bank aligns monetary policies with developmental goals. 
 By influencing investment, savings, and consumption, it fosters sustainable 

economic growth. 

(d) To Supervise and Regulate Banks 

 It ensures the safety and soundness of the banking sector through 
licensing, audits, and prudential norms. 

 Prevents unhealthy competition and bank failures through strict supervision. 

(e) To Act as the Banker to the Government 

 Manages public debt, issue of loans, and fiscal operations. 
 Provides short-term advances and maintains government accounts. 

(f) To Act as the Banker’s Bank 

 Acts as a lender of last resort to commercial banks during liquidity crises. 
 Maintains cash reserves of banks and facilitates inter-bank transactions. 

(g) To Control Exchange Rates 

 Stabilizes the foreign exchange market and maintains a stable external 
value of the national currency. 

 Manages the country’s foreign reserves and implements exchange control 
policies. 
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(h) To Promote Financial Inclusion and Innovation 

 Encourages branch expansion, digital payments, and financial access for 
rural and unbanked populations. 

 Regulates new financial technologies (FinTech, Payment Banks, etc.) to 
ensure inclusivity and safety. 

(i) To Ensure Monetary and Financial Stability 

 Prevents systemic crises in the financial sector through proactive monitoring. 
 Maintains confidence in the banking system by ensuring liquidity and 

solvency. 

4. Summary of the Need for a Central Bank 

Aspect Role of Central Bank 

Monetary Control Regulates supply of money and credit. 

Price Stability Controls inflation and deflation. 

Economic Growth 
Guides monetary policy to align with development 
goals. 

Banking Regulation 
Supervises and coordinates activities of commercial 
banks. 

Government Support Manages public finance and debt. 

Foreign Exchange 
Management 

Stabilizes currency value and manages reserves. 

Crisis Management 
Acts as lender of last resort in times of financial 
distress. 

5. Conclusion 

The Central Bank plays a pivotal role in the stability and development of a 
nation’s economy. 
By controlling money supply, supervising the banking system, and supporting 
government fiscal policies, it ensures monetary stability, economic progress, and 
public confidence in the financial system. 

In India, the RBI’s integrated role as a regulator, supervisor, and policy maker 
has been instrumental in maintaining a balanced and resilient financial ecosystem. 

Principles of Central Banking 

1. Introduction 
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The Central Bank plays a crucial role in maintaining monetary stability, regulating 
credit, and ensuring the smooth functioning of the financial system. 
To perform these roles effectively, it operates on certain fundamental principles, 
which guide its policies and actions. 
These principles ensure that the central bank remains independent, stable, 
transparent, and efficient while serving national economic objectives. 

2. Meaning 

The Principles of Central Banking refer to the basic rules or standards that guide 
the organization, management, and operation of a central bank to achieve its 
objectives of monetary stability, economic growth, and financial discipline. In 
essence, these principles ensure that the central bank functions efficiently, 
impartially, and in coordination with national interests, avoiding both political 
interference and market distortions. 

3. Major Principles of Central Banking 

(1) Principle of Monopoly of Note Issue 

 The exclusive right to issue currency notes should rest with the central 
bank. 

 This prevents multiple banks from issuing their own currency, which could 
lead to confusion, counterfeit risk, and loss of monetary control. 

 It ensures uniformity, stability, and public confidence in the nation’s 
currency. 

Example: 
In India, the Reserve Bank of India (RBI) has the sole authority to issue currency 
notes (except ₹1 and coins issued by the Government of India). 

(2) Principle of Control of Credit 

 The central bank must regulate the volume and direction of credit in the 
economy. 

 Through monetary policy tools like Bank Rate, Cash Reserve Ratio (CRR), 
Statutory Liquidity Ratio (SLR), and Open Market Operations (OMO), it 
controls inflation, deflation, and ensures adequate liquidity. 

 The aim is to maintain price stability and promote sustainable economic 
growth. 

(3) Principle of Independence 

 The central bank must be autonomous in its functioning and decision-
making, free from political or external pressure. 
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 Independence enables it to adopt objective and professional policies focused 
on long-term economic stability rather than short-term political gains. 

 However, it should also maintain coordination with the government for 
fiscal and monetary harmony. 

(4) Principle of Liquidity 

 The central bank must ensure adequate liquidity in the banking system to 
meet legitimate credit needs without causing inflationary pressures. 

 It acts as the Lender of Last Resort, providing financial support to banks 
during crises to prevent panic and bank runs. 

(5) Principle of Elasticity 

 The monetary system should be flexible or elastic enough to expand or 
contract according to the needs of trade and industry. 

 During economic expansion, credit supply should increase to promote 
production, and during contraction, it should be tightened to control inflation. 

 This elasticity maintains monetary equilibrium in the economy. 

(6) Principle of Stability 

 The central bank must aim at stability in prices, exchange rates, and 
interest rates. 

 Stability ensures public confidence, encourages investment, and maintains 
orderly economic growth. 

 Fluctuations in money value can disrupt trade and production. 

(7) Principle of Public Welfare 

 The primary goal of a central bank is not profit-making, but public welfare 
and economic stability. 

 All its policies — whether monetary or regulatory — should aim to promote 
national development, employment generation, and social equity. 

 It acts as a guardian of the nation’s economy, not as a commercial 
enterprise. 

(8) Principle of Coordination 

 The central bank must maintain coordination with other financial 
institutions and the government. 

 Effective monetary policy requires close cooperation with fiscal policy, 
especially in areas like debt management, deficit financing, and public 
expenditure. 
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 Coordination avoids policy conflicts and enhances overall macroeconomic 
stability. 

(9) Principle of Accountability and Transparency 

 The central bank should function with transparency and accountability to 
maintain public trust. 

 It should regularly publish reports, data, and policy statements (like RBI’s 
Monetary Policy Report or Financial Stability Report) to ensure clarity in its 
objectives and outcomes. 

 Transparency reduces uncertainty in markets and strengthens institutional 
credibility. 

(10) Principle of Supervision and Regulation 

 The central bank must supervise and regulate the banking and financial 
system to ensure safety, solvency, and ethical operations. 

 It issues licenses, sets capital adequacy norms, and monitors risk 
management practices in banks. 

 Proper regulation helps in preventing bank failures and financial frauds. 

4. Summary Table of Principles 

Principle Key Objective 

Monopoly of Note Issue Uniform currency and monetary control 

Control of Credit Maintain price stability and liquidity 

Independence Objective policy-making free from political pressure 

Liquidity Ensure smooth flow of funds in the system 

Elasticity Adaptability to economic changes 

Stability Prevent inflation, deflation, and currency volatility 

Public Welfare Serve national interest over profit 

Coordination Align fiscal and monetary policy 

Accountability & Transparency Build trust through openness 

Supervision & Regulation Ensure safety and discipline in banking 

5. Conclusion 

The Principles of Central Banking form the foundation of a sound and stable 
financial system. 
A central bank must operate with independence, integrity, flexibility, and 
accountability to ensure price stability, public confidence, and sustainable 
economic growth. 
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In India, the Reserve Bank of India follows these principles to maintain a balanced 
monetary environment, ensuring that economic development is both inclusive and 
stable. 

Central Banking vs. Commercial Banking 

1. Introduction 

The banking system of any country consists of two main types of institutions — the 
Central Bank and Commercial Banks. 
While both deal with money and credit, their nature, objectives, and functions 
differ significantly. 
The Central Bank is the apex institution responsible for controlling and regulating 
the monetary and banking system of the country, whereas Commercial Banks are 
profit-oriented institutions that deal directly with the public by accepting deposits 
and granting loans. 

2. Meaning and Definition 

Central Bank 

A Central Bank is the supreme monetary authority of a country that manages 
currency issuance, formulates monetary policy, regulates credit, supervises the 
banking system, and maintains financial stability. 

Example: Reserve Bank of India (RBI) in India. 

Definition (De Kock): 

“A Central Bank is a bank which controls credit; it is the supreme banking institution 
in a country which has been given the duty of regulating the volume of currency and 
credit in the country.” 

Commercial Bank 

A Commercial Bank is a financial institution that accepts deposits from the public 
and provides loans and advances to individuals, firms, and businesses for the 
purpose of earning profit. 

Example: State Bank of India (SBI), HDFC Bank, ICICI Bank, Axis Bank, etc. 

Definition (Gill): 
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“A Commercial Bank is an institution which accepts deposits for the purpose of 
lending or investment, repayable on demand or otherwise, and withdrawable by 
cheque, draft or order.” 

3. Objectives 

Central Bank Commercial Bank 

To ensure monetary stability and 
promote economic growth. 

To earn profit through financial 
intermediation. 

To regulate and supervise the banking 
system. 

To serve the financial needs of 
individuals and businesses. 

To maintain stability in prices, currency, 
and credit. 

To mobilize deposits and lend for 
productive purposes. 

4. Functions 

Functions of the Central Bank 

1. Issue of Currency – Sole authority to issue banknotes. 
2. Banker to the Government – Manages public debt, payments, and fiscal 

operations. 
3. Banker’s Bank – Maintains reserves of commercial banks and acts as lender 

of last resort. 
4. Credit Control – Regulates the volume and direction of credit in the 

economy. 
5. Exchange Management – Maintains stability of foreign exchange rates. 
6. Developmental Role – Promotes financial inclusion, rural credit, and 

institutional development. 

Functions of Commercial Banks 

1. Accepting Deposits – Savings, current, and fixed deposits. 
2. Granting Loans and Advances – Cash credit, overdrafts, and term loans. 
3. Credit Creation – Expands money supply through lending operations. 
4. Agency Functions – Collection of cheques, bills, and making payments. 
5. Investment Services – Mutual funds, insurance, and portfolio management. 
6. Digital and E-Banking Services – NEFT, RTGS, IMPS, UPI, and internet 

banking. 

5. Nature of Activities 

Aspect Central Bank Commercial Bank 

Ownership and 
Control 

Owned and controlled by the 
government. 

Owned by public or private 
shareholders. 

Profit Motive Not profit-oriented; focuses on Profit-oriented; aims to maximize 
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Aspect Central Bank Commercial Bank 

public welfare. shareholder value. 

Customers 
Deals with government and 
financial institutions. 

Deals directly with the general 
public. 

Monetary Policy 
Formulates and implements 
monetary policy. 

Implements the policies framed 
by the Central Bank. 

Credit Regulation 
Controls credit to maintain 
economic stability. 

Creates credit to meet customer 
demands. 

Deposit 
Acceptance 

Does not accept deposits from 
the general public. 

Main function is accepting public 
deposits. 

Lending 
Lends to government and 
commercial banks. 

Lends to individuals, firms, and 
industries. 

Currency Issue 
Has monopoly in issuing 
currency notes. 

Cannot issue currency; only 
handles deposits. 

Supervision 
Supervises and regulates other 
banks. 

Operates under the supervision 
of the Central Bank. 

6. Relationship between Central and Commercial Banks 

The Central Bank and Commercial Banks share a complementary relationship. 

 The Central Bank acts as the regulator and lender of last resort, while 
Commercial Banks are the operational arms that execute monetary and 
credit policies. 

 The success of monetary policy depends on the responsible functioning of 
commercial banks in channelizing funds efficiently. 

7. Comparative Summary Table 

Basis of 
Comparison 

Central Bank Commercial Bank 

Status Apex monetary institution Ordinary financial institution 

Objective 
Public welfare and monetary 
stability 

Profit-making 

Ownership Fully owned by Government Public or private ownership 

Currency Issue 
Sole authority to issue 
currency 

No right to issue currency 

Deposits 
Does not accept public 
deposits 

Accepts deposits from public 

Lending Function 
To government and 
commercial banks 

To individuals and businesses 
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Basis of 
Comparison 

Central Bank Commercial Bank 

Credit Creation Controls and regulates credit Creates credit through lending 

Monetary Policy 
Role 

Formulates and implements Follows central bank’s policy 

Regulation Regulates other banks Regulated by central bank 

Foreign Exchange Manages foreign reserves 
Participates in forex under RBI 
guidelines 

Example Reserve Bank of India (RBI) 
SBI, HDFC, ICICI, Axis Bank, 
etc. 

8. Conclusion 

In summary, while both Central and Commercial Banks form integral parts of the 
financial system, their roles are distinct but interdependent. 
The Central Bank focuses on monetary stability and economic development, 
while Commercial Banks focus on mobilizing savings and providing credit to 
promote trade and industry. 
Together, they ensure that the economy remains liquid, stable, and growth-
oriented. 

Functions of the Central Bank 

1. Introduction 

A Central Bank is the supreme monetary authority of a nation. It regulates the 
issue of currency, controls the supply of money and credit, supervises and 
coordinates the activities of commercial banks, and works to maintain monetary 
stability and economic growth. In India, the Reserve Bank of India (RBI) 
functions as the Central Bank, established in 1935 under the RBI Act, 1934. 

2. Broad Classification of Functions 

The functions of a Central Bank can be broadly classified into three major 
categories: 

1. Traditional or Primary Functions 
2. Secondary or Developmental Functions 
3. Promotional and Other Functions 

I. Traditional / Primary Functions 
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These are the core functions that distinguish a Central Bank from other banks. 

1. Issue of Currency 

 The Central Bank has the sole authority to issue currency notes in the 
country (except one-rupee notes and coins, which are issued by the Ministry 
of Finance). 

 This is called the monopoly of note issue, ensuring uniformity, control, 
and trust in the currency system. 

 It helps in maintaining public confidence and prevents over-issue of 
money. 

Example: In India, RBI issues currency notes under the Minimum Reserve System 
(₹200 crore in gold and foreign securities). 

2. Banker to the Government 

 The Central Bank acts as a banker, agent, and advisor to both Central and 
State Governments. 

 It performs the following roles: 
o Maintains government accounts (receipts and payments). 
o Manages public debt and issues new loans or treasury bills. 
o Provides short-term advances to meet temporary deficits (Ways and 

Means Advances). 
o Offers financial and economic advice to the government. 

3. Banker’s Bank and Lender of Last Resort 

 All commercial banks maintain reserves with the Central Bank. 
 The Central Bank provides loans and advances to these banks during 

liquidity crises. 
 This role ensures financial stability and prevents bank failures. 
 As lender of last resort, it supplies emergency funds when other sources are 

unavailable. 

4. Controller of Credit (Credit Regulation) 

 The Central Bank regulates the supply, cost, and direction of credit in the 
economy through various quantitative and qualitative tools. 

 Objectives include: 
o Controlling inflation and deflation 
o Maintaining price stability 
o Promoting economic growth 
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Major instruments used: 

 Bank Rate Policy 
 Open Market Operations 
 CRR (Cash Reserve Ratio) and SLR (Statutory Liquidity Ratio) 
 Repo and Reverse Repo Rates 
 Selective Credit Controls 

5. Custodian of Foreign Exchange 

 The Central Bank manages the foreign exchange reserves and ensures the 
stability of the currency. 

 It regulates foreign exchange transactions under the Foreign Exchange 
Management Act (FEMA), 1999 in India. 

 It also intervenes in the foreign exchange market to prevent excessive 
fluctuations in the exchange rate. 

II. Secondary / Developmental Functions 

These functions promote the development of banking and financial institutions, 
aiming at the overall economic growth of the country. 

1. Promotion of Financial System 

 The Central Bank fosters the growth of banking, money markets, and 
financial institutions to ensure efficient mobilization and allocation of 
resources. 

 It regulates and modernizes payment systems and introduces digital banking 
infrastructure. 

2. Development of Agriculture and Industry 

 The Central Bank promotes priority sectors such as agriculture, small-scale 
industries, housing, and exports by ensuring adequate credit flow. 

 It establishes specialized institutions (e.g., NABARD, SIDBI, EXIM Bank) 
for sectoral development. 

3. Data Collection and Research 

 The Central Bank collects, compiles, and publishes statistical and economic 
data related to money supply, credit, inflation, and growth. 

 This data helps in policy formulation and economic planning. 

4. Promotion of Financial Inclusion 
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 It ensures access to banking services for the unbanked and rural 
population. 

 Promotes digital payments, microfinance, self-help groups, and payment 
banks to enhance financial inclusion. 

III. Promotional and Other Functions 

In a developing economy like India, the Central Bank also performs promotional 
and social functions, such as: 

1. Development of Banking Habits 

 Encourages saving and banking habits among the public through financial 
literacy and awareness programs. 

2. Control of Inflation and Deflation 

 Uses monetary tools to control inflationary pressures and avoid deflation, 
ensuring price stability. 

3. Maintenance of Economic Stability 

 Balances credit supply and demand, stabilizing growth, employment, and 
income levels. 

4. Supporting Government Policies 

 Coordinates with fiscal authorities to align monetary and fiscal policies for 
sustainable development. 

5. Encouraging Technological Innovation 

 Promotes FinTech innovations, digital transactions, UPI systems, and 
cybersecurity frameworks for modernizing the financial system. 

IV. Summary of Functions 

Category Functions 

Primary 
Functions 

Issue of currency, Banker to the government, Banker’s bank, 
Credit control, Custodian of foreign exchange 

Secondary 
Functions 

Development of banking system, Agricultural and industrial 
finance, Research and statistics, Financial inclusion 

Promotional 
Functions 

Financial literacy, Technological innovation, Price stability, 
Economic development 
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5. Conclusion 

The Central Bank serves as the nerve center of a nation’s monetary and 
financial system. Its effective functioning ensures monetary stability, economic 
growth, and confidence in the banking structure. In India, the Reserve Bank of 
India (RBI) has successfully maintained financial discipline, encouraged inclusive 
growth, and guided the economy through reforms and modernization. 
 
Credit Creation 

1. Introduction 

Credit creation is one of the most important functions of commercial banks, and it 
is regulated and supervised by the Central Bank. It is the process by which 
banks create new money in the economy through lending. While the Central Bank 
controls the volume and direction of credit, commercial banks are the primary 
agents of credit creation, expanding the money supply beyond the physical 
currency in circulation. 

2. Meaning of Credit Creation 

Credit creation refers to the process where a bank provides loans to borrowers, 
which results in the creation of deposits, effectively increasing the total money 
supply in the economy. 

Key Points: 

 Banks do not lend out existing cash alone; they create deposit money in the 
borrower’s account. 

 The process multiplies money in the economy through repeated lending and 
re-depositing. 

 It is essential for economic growth because it provides capital for business, 
trade, and personal consumption. 

3. Process of Credit Creation 

The process of credit creation can be understood in the following steps: 

1. A person deposits money (cash or cheque) into a bank. 
2. The bank keeps a portion as reserves (CRR + SLR) and lends out the rest. 
3. The loan amount is credited to the borrower’s account, which can be spent 

and redeposited in another bank. 
4. This redeposit allows the second bank to lend a portion again, repeating the 

process multiple times. 
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This is often referred to as the money multiplier effect. 

4. Formula for Maximum Credit Creation 

The maximum potential credit that banks can create depends on the reserve 
ratio: 

 Bank receives deposits of ₹10,000. 
 CRR + SLR = 20% 
 Maximum credit creation = 10,000 ÷ 0.2 = ₹50,000 

This means the banking system can expand the initial deposit into ₹50,000 through 
repeated lending. 

5. Role of the Central Bank in Credit Creation 

The Central Bank does not create credit directly but regulates it through credit 
control instruments: 

1. Quantitative Tools: Affect overall credit in the economy 
o Bank Rate Policy 
o Cash Reserve Ratio (CRR) 
o Statutory Liquidity Ratio (SLR) 
o Open Market Operations (OMO) 

2. Qualitative Tools: Control credit for specific sectors 
o Credit rationing 
o Margin requirements 
o Directives on priority sectors 

Effect: Ensures that credit creation is in line with economic needs, avoiding 
inflation or deflation. 

6. Importance of Credit Creation 

1. Promotes Economic Growth: Provides capital for trade, industry, and 
agriculture. 

2. Mobilizes Savings: Transforms deposits into productive loans. 
3. Facilitates Employment: Financing businesses generates jobs. 
4. Encourages Entrepreneurship: Easier access to credit promotes small and 

medium enterprises. 
5. Supports Development: Credit creation fuels infrastructure projects and 

priority sector lending. 

7. Limitations and Risks 
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1. Excessive Credit: May lead to inflation, speculative bubbles, and currency 
instability. 

2. Unproductive Lending: Loans not used for productive purposes may cause 
defaults. 

3. Bank Solvency Risk: Over-lending without sufficient reserves can create 
liquidity problems. 

4. Dependence on Monetary Policy: Credit creation must align with the Central 
Bank’s policies to avoid macroeconomic imbalances. 

8. Conclusion 

Credit creation is a vital function of the banking system, enabling the flow of 
funds from savers to borrowers and stimulating economic activity. 
While commercial banks are the primary creators of credit, the Central Bank 
regulates it to maintain financial stability, price control, and balanced growth. 
Thus, effective credit creation is crucial for the overall development of the 
economy and for achieving inclusive growth. 

Commercial Banking: Definition and Functions 

1. Introduction 

Commercial banks are financial institutions that act as intermediaries between 
depositors and borrowers. They accept deposits from the public and provide loans 
to individuals, businesses, and industries, aiming to earn profit while ensuring 
financial stability. They are the backbone of modern financial systems, 
supporting trade, industry, agriculture, and personal finance. 

2. Definition of Commercial Bank 

According to R.S. Sayers: 

“A commercial bank is an institution which accepts deposits of money from the 
public, repayable on demand or otherwise, and which makes loans and advances to 
earn profit.” 

According to G. S. Gill: 

“A commercial bank is a profit-oriented financial institution that accepts deposits from 
the public and provides loans and other financial services for personal, industrial, 
and commercial purposes.” 

Key Features: 
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1. Accepts deposits from the general public. 
2. Grants loans and advances. 
3. Operates primarily for profit. 
4. Provides payment and settlement facilities. 
5. Performs agency and utility services for clients. 

3. Functions of Commercial Banks 

The functions of commercial banks can be broadly categorized into Primary / Basic 
Functions and Secondary / Ancillary Functions. 

A. Primary Functions 

These are the core functions essential for the operation of a commercial bank. 

1. Accepting Deposits 

 Commercial banks accept various types of deposits from the public, such as: 
o Current Accounts: For businesses; withdrawable on demand, no 

interest. 
o Savings Accounts: For individuals; earns interest, encourages saving 

habits. 
o Fixed / Term Deposits: Locked-in deposits for a fixed period; earns 

higher interest. 

Importance: Mobilizes idle savings and provides a secure place for funds. 

2. Granting Loans and Advances 

 Banks provide credit facilities to individuals, businesses, and industries in 
various forms: 

o Cash Credit – Short-term working capital loans. 
o Overdraft – Allows customers to withdraw beyond their account 

balance. 
o Term Loans – Long-term loans for capital expenditure. 
o Bills Discounting – Purchase of bills of exchange before maturity. 

Purpose: Supports trade, industry, agriculture, and personal needs, earning interest 
income. 

3. Credit Creation 

 Through lending more than the reserves held, banks create deposit money, 
expanding the money supply in the economy. 

 Controlled by the Central Bank to maintain stability. 
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B. Secondary / Ancillary Functions 

These are supportive services provided by commercial banks. 

1. Agency Functions 

Commercial banks act as agents for their clients by performing tasks like: 

 Collection of cheques, bills, and dividends. 
 Payment of insurance premiums, taxes, and utility bills. 
 Handling foreign exchange transactions and remittances. 

2. General Utility Functions 

 Safe Custody of Valuables: Provision of locker facilities. 
 Advisory Services: Guidance on investment, financial planning, and loans. 
 E-Banking and Digital Services: Internet banking, mobile banking, NEFT, 

RTGS, UPI transfers. 

3. Support to Trade and Industry 

 Provides working capital, trade finance, and export-import assistance. 
 Helps in the smooth operation of domestic and international trade. 

4. Investment Functions 

 Banks invest in government securities, bonds, mutual funds, and other 
approved financial instruments to earn interest income. 

4. Role of Commercial Banks in the Economy 

1. Mobilization of Savings: Converts public deposits into productive loans. 
2. Capital Formation: Facilitates industrial and commercial development. 
3. Employment Generation: Finance for businesses leads to job creation. 
4. Financial Intermediation: Bridges the gap between surplus and deficit units. 
5. Support to Government Policies: Distributes subsidies, pensions, and 

welfare payments. 

5. Summary Table: Functions of Commercial Banks 

Function Type Key Functions 

Primary Functions 
Accepting deposits, Granting loans and advances, Credit 
creation 

Secondary / 
Ancillary 
Functions 

Agency services (collection/payment), Investment, Safe 
custody, Advisory services, Digital banking, Trade and 
industrial support 
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6. Conclusion 

Commercial banks are profit-oriented institutions that mobilize public savings and 
provide credit to various sectors, playing a crucial role in economic growth, trade 
facilitation, and financial stability. 
Their effective functioning ensures liquidity, credit availability, and financial 
intermediation, making them indispensable for modern economies. 

Personal Banking 

1. Introduction 

Personal Banking (also called Retail Banking) refers to the provision of banking 
services to individual customers rather than businesses, corporations, or 
institutions. It focuses on satisfying the financial needs of individuals, offering 
products and services for saving, investing, borrowing, and managing money 
efficiently. With the rise of digital technology, personal banking has become highly 
accessible, convenient, and customer-centric. 

2. Definition 

Personal Banking is the branch of banking that deals with individual customers, 
providing a wide range of financial products and services to meet their daily 
banking, investment, and credit needs. 

Key Characteristics: 

1. Tailored to individual requirements. 
2. Focuses on savings, loans, and investment products. 
3. Offers convenience through digital banking, ATMs, mobile banking, and 

branch services. 

3. Objectives of Personal Banking 

1. To encourage savings among individuals. 
2. To provide financial security through deposits, insurance, and investment 

products. 
3. To meet credit needs for personal consumption, education, housing, and 

emergencies. 
4. To facilitate easy transactions such as fund transfers, payments, and 

withdrawals. 
5. To promote financial literacy and awareness among customers. 

4. Products and Services in Personal Banking 
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A. Deposit Products 

 Savings Accounts: For daily banking and savings with interest. 
 Current Accounts: For regular transactions; usually no interest. 
 Fixed Deposits (FD): Locked-in deposits for a fixed period with higher 

interest. 
 Recurring Deposits (RD): Systematic monthly deposits for planned savings. 

B. Loan and Credit Facilities 

 Personal Loans: Unsecured loans for personal needs like weddings or 
medical expenses. 

 Home Loans: Long-term loans for purchasing or constructing houses. 
 Education Loans: Financing for higher education in India or abroad. 
 Car/Vehicle Loans: Loans for buying automobiles. 
 Credit Cards: Short-term revolving credit for purchases and payments. 

C. Payment and Transaction Services 

 Debit Cards and Credit Cards for cashless transactions. 
 NEFT, RTGS, UPI, and IMPS for electronic fund transfers. 
 Mobile and Internet Banking for easy access to accounts. 

D. Investment and Insurance Services 

 Mutual Funds, SIPs, Bonds, and Government Securities for wealth 
creation. 

 Insurance Products: Life, health, and general insurance for risk coverage. 

E. Other Value-Added Services 

 Locker facilities for valuables. 
 Bill payments, tax payments, and remittances. 
 Advisory services on savings, investments, and financial planning. 

5. Importance of Personal Banking 

1. Financial Inclusion: Brings individuals into the formal banking system. 
2. Convenience: Provides easy access to banking services anytime, anywhere. 
3. Savings Promotion: Encourages disciplined savings and wealth creation. 
4. Credit Access: Enables individuals to meet personal, educational, and 

housing needs. 
5. Economic Growth: Mobilizes funds for productive investment in the 

economy. 
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6. Recent Trends in Personal Banking 

 Digital Banking: Internet and mobile banking apps. 
 UPI and Contactless Payments: Faster and secure transactions. 
 Personalized Banking: Customized products based on customer profiles. 
 Financial Planning Tools: AI-based budgeting, investment advisory, and 

loan calculators. 
 Neo Banks: Completely digital banks offering personal banking without 

physical branches. 

7. Conclusion 

Personal Banking is designed to cater to the financial needs of individuals, 
providing convenience, security, and access to a wide range of banking products. 
It plays a critical role in mobilizing savings, enabling credit, and promoting 
financial literacy, contributing to both personal financial well-being and 
economic development. 

Corporate Banking 

1. Introduction 

Corporate Banking (also called Business Banking or Wholesale Banking) refers 
to the banking services provided specifically to businesses, corporations, large 
enterprises, and government institutions. 
Unlike personal banking, which focuses on individuals, corporate banking caters to 
the complex financial needs of companies, including funding, risk management, 
cash management, and trade finance. Corporate banking plays a critical role in 
economic growth by supporting business operations, industrial development, and 
international trade. 

2. Definition 

Corporate Banking can be defined as: 

“A specialized division of a bank that provides financial services and solutions to 
corporate clients, including loans, working capital, trade finance, cash management, 
and treasury services.” 

Key Features: 

1. Deals primarily with businesses and corporations rather than individuals. 
2. Offers customized financial solutions based on client size and industry. 
3. Supports both domestic and international business operations. 
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4. Often involves large-value transactions and long-term relationships. 

3. Objectives of Corporate Banking 

1. To meet the financial requirements of companies for growth, working 
capital, and investment. 

2. To provide trade and export-import financing to facilitate international 
business. 

3. To support infrastructure and industrial development by funding large 
projects. 

4. To manage cash and liquidity efficiently for corporate clients. 
5. To reduce financial risks through hedging, guarantees, and advisory 

services. 

4. Services Offered in Corporate Banking 

Corporate banking services can be categorized into Credit Services, Transaction 
Services, Investment & Advisory Services, and Risk Management Services. 

A. Credit and Lending Services 

 Working Capital Finance: Short-term loans to meet daily operational 
expenses. 

 Term Loans: Medium or long-term loans for expansion, machinery, or 
infrastructure. 

 Syndicated Loans: Large loans provided jointly by multiple banks. 
 Project Finance: Funding for large-scale industrial, energy, or infrastructure 

projects. 
 Overdrafts and Cash Credit: Flexible credit limits for managing business 

liquidity. 

B. Transaction and Cash Management Services 

 Cash Management Services (CMS): Helps companies manage receivables, 
payables, and liquidity. 

 Merchant Banking Services: Collection and disbursement of funds 
efficiently. 

 Treasury and Forex Services: Facilitates foreign currency transactions, 
hedging, and risk management. 

 Corporate Cards: Credit and purchasing cards for business expenses. 

C. Trade and Export-Import Services 

 Letter of Credit (LC): Guarantees payment to exporters. 
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 Bank Guarantees: Provides assurance to counterparties in business 
transactions. 

 Export and Import Finance: Short-term credit for international trade. 
 Documentation Services: Assists with bills, customs, and regulatory 

compliance. 

D. Investment and Advisory Services 

 Debt and Equity Advisory: Assistance in raising capital through bonds, 
stocks, or other instruments. 

 Corporate Restructuring: Advisory on mergers, acquisitions, or divestments. 
 Portfolio Management: Helps companies invest surplus funds. 

E. Risk Management Services 

 Hedging against currency, interest rate, and commodity risks. 
 Insurance solutions for business assets and operations. 
 Financial risk assessment and mitigation strategies for corporate clients. 

5. Importance of Corporate Banking 

1. Supports Economic Growth: Provides funds for industrial, infrastructure, 
and commercial expansion. 

2. Enhances Trade and Commerce: Facilitates domestic and international 
business transactions. 

3. Efficient Cash and Risk Management: Helps companies manage liquidity 
and financial risks. 

4. Long-Term Business Relationships: Builds trust and repeated transactions 
with corporate clients. 

5. Enables Access to Large-Scale Finance: Provides large loans and project 
finance that are beyond the scope of personal banking. 

6. Difference between Personal and Corporate Banking 

Aspect Personal Banking Corporate Banking 

Target 
Customer 

Individuals 
Companies, corporations, government 
institutions 

Loan Size Small to medium Large and customized loans 

Products 
Savings, personal loans, 
credit cards 

Working capital, trade finance, project 
finance 

Risk Exposure Low High 

Services Offered 
Deposit, payment, loans, 
insurance 

Credit, cash management, treasury, 
advisory, trade services 

Transaction Low to moderate High-value and frequent 
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Aspect Personal Banking Corporate Banking 

Volume 

Relationship Standardized Personalized and long-term 

7. Conclusion 

Corporate Banking is essential for providing financial solutions to businesses, 
supporting economic growth, trade, and industrial development. 
Through services like loans, trade finance, cash management, and advisory, 
corporate banks help enterprises manage liquidity, expand operations, and mitigate 
financial risks effectively. 

Digital Banking 

1. Introduction 

Digital Banking refers to the provision of banking services through electronic 
channels without the need for physical branch visits. It leverages internet 
technology, mobile apps, and digital platforms to provide convenient, fast, and 
secure banking services to customers.It is also called online banking, virtual 
banking, or e-banking and has become an essential part of modern financial 
systems. 

2. Definition 

Digital Banking can be defined as: 

“The delivery of traditional banking services through electronic platforms, allowing 
customers to conduct financial transactions and access banking products digitally, 
anytime and anywhere.” 

Key Features: 

1. Customer-centric and accessible 24/7. 
2. Reduces dependence on physical branches. 
3. Offers convenience, speed, and security. 
4. Integrates multiple banking services into one digital platform. 

3. Objectives of Digital Banking 

1. To provide convenience in accessing banking services anytime and 
anywhere. 

2. To reduce transaction time and operational costs. 
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3. To enhance financial inclusion by reaching unbanked and remote areas. 
4. To promote cashless transactions and digital payments. 
5. To improve customer experience through seamless and personalized 

services. 

4. Services Offered in Digital Banking 

Digital banking encompasses a wide range of services, including: 

A. Payment and Transfer Services 

 NEFT (National Electronic Funds Transfer): Interbank fund transfer. 
 RTGS (Real-Time Gross Settlement): Instant transfer of high-value 

transactions. 
 IMPS (Immediate Payment Service): 24x7 instant fund transfer. 
 UPI (Unified Payments Interface): Seamless mobile payments between 

accounts. 
 Mobile Wallets and Contactless Payments: Google Pay, Paytm, Apple Pay, 

etc. 

B. Account Management Services 

 Online savings and current account management. 
 Viewing account statements and transaction history. 
 Setting alerts for transactions via SMS/email. 
 Managing fixed deposits and recurring deposits. 

C. Loan and Credit Services 

 Application for personal, home, education, and car loans online. 
 Credit card management – apply, pay bills, and track spending. 
 Instant loan approvals using digital verification and scoring. 

D. Investment and Insurance Services 

 Online mutual fund investments and SIPs. 
 Government bonds, stock trading, and portfolio management. 
 Purchase and management of insurance policies online. 

E. Value-Added Services 

 Digital KYC (Know Your Customer) for seamless account opening. 
 Bill payments and utility payments directly from mobile or internet banking. 
 Financial planning tools like budgeting, goal setting, and expense tracking. 
 Chatbots and AI-based customer support for quick problem resolution. 
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5. Advantages of Digital Banking 

1. Convenience: 24x7 access to banking services. 
2. Time-Saving: Transactions are instant and branch visits are minimized. 
3. Cost-Effective: Reduces operational costs for both banks and customers. 
4. Financial Inclusion: Reaches remote areas with mobile and online platforms. 
5. Transparency and Record-Keeping: Automatic records of all transactions. 
6. Innovation: Integrates modern technology like AI, blockchain, and biometric 

authentication. 

6. Challenges of Digital Banking 

1. Cybersecurity Risks: Threats from hacking, phishing, and malware. 
2. Digital Literacy: Lack of awareness among certain populations. 
3. Infrastructure Dependency: Requires stable internet and smartphone 

access. 
4. Privacy Concerns: Protection of sensitive financial data. 
5. Technical Glitches: System downtime may affect transaction processing. 

7. Recent Trends in Digital Banking 

 Neo Banks: Completely digital banks with no physical branches. 
 AI and Chatbots: Enhanced customer support and personalized banking. 
 Blockchain and Cryptocurrencies: Secure and transparent transaction 

platforms. 
 Open Banking APIs: Integration of third-party financial services. 
 Digital Wallets and UPI Expansion: Promoting cashless payments. 

8. Conclusion 

Digital Banking has transformed traditional banking by making it faster, more 
convenient, and accessible to a wider population. 
It supports financial inclusion, cashless transactions, and operational 
efficiency, while also offering innovative solutions for personalized banking. 
However, banks must balance technological advancement with cybersecurity 
and customer education to ensure safe and effective digital banking. 

Core Banking System (CBS) 

1. Introduction 

Core Banking System (CBS) refers to a centralized banking solution that 
enables customers to access banking services from any branch of the bank 
across the country or globe. 
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It replaces traditional branch-based banking by linking all branches through a 
centralized database, allowing real-time processing of transactions.CBS is the 
backbone of modern banking, facilitating faster, efficient, and customer-friendly 
services. 

2. Definition 

Core Banking System can be defined as: 

“A centralized banking solution that allows all banking operations, transactions, and 
services to be performed across multiple branches in real-time using a central 
server.” 

Key Features: 

1. Centralized database for all customer accounts. 
2. Real-time transaction processing. 
3. Access to banking services from any branch. 
4. Supports multiple channels like ATM, mobile, internet, and branch banking. 
5. Enhances operational efficiency and customer experience. 

3. Objectives of CBS 

1. To provide real-time banking services across all branches. 
2. To unify the banking operations and centralize customer data. 
3. To enhance customer convenience by offering anywhere banking. 
4. To reduce operational costs and manual errors. 
5. To support digital banking initiatives and modern banking channels. 

4. Functions of Core Banking System 

CBS enables banks to perform a wide range of functions efficiently: 

A. Customer Account Management 

 Maintain savings, current, and fixed deposit accounts. 
 Real-time updates on deposits, withdrawals, and balances. 
 Easy access to statements and account history. 

B. Loan and Credit Management 

 Processing personal, home, and business loans efficiently. 
 Monitoring loan repayments, interest calculations, and overdue accounts. 
 Generating automated alerts for payments and EMI schedules. 
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C. Payment and Transaction Services 

 Real-time processing of NEFT, RTGS, IMPS, UPI transactions. 
 Facilitation of electronic fund transfers, bill payments, and remittances. 
 Support for ATM and debit/credit card transactions. 

D. Trade Finance and Corporate Services 

 Manage letters of credit, bank guarantees, and foreign exchange 
transactions. 

 Provide cash management and liquidity management solutions for 
corporate clients. 

E. Reporting and Compliance 

 Generate reports for regulatory compliance and internal audits. 
 Track financial performance, risk management, and asset-liability 

positions. 

5. Advantages of CBS 

1. Anywhere Banking: Customers can operate accounts from any branch. 
2. Efficiency: Speeds up transactions and reduces paperwork. 
3. Cost-Effective: Reduces operational and administrative costs. 
4. Real-Time Updates: Instant updates for account balances and transactions. 
5. Integration with Digital Channels: Supports mobile banking, internet 

banking, and ATMs. 
6. Enhanced Data Security: Centralized database with controlled access. 

6. Challenges of CBS 

1. High Implementation Cost: Setting up servers, software, and training staff is 
expensive. 

2. System Downtime Risks: Technical failures can disrupt services. 
3. Data Security Threats: Vulnerable to hacking and cyberattacks. 
4. Dependency on Technology: Requires stable internet and IT infrastructure. 
5. Staff Training: Employees must be trained to use the system efficiently. 

7. Examples of CBS Software in India 

 Finacle (Infosys) – widely used by public and private sector banks. 
 TCS BaNCS – core banking software for large banks. 
 Flexcube (Oracle) – integrated banking solution. 
 Bank of India CBS Solution – customized for specific banking needs. 
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8. Conclusion 

Core Banking System (CBS) has revolutionized banking by linking all branches, 
enabling real-time transactions, and supporting digital banking channels. 
It enhances customer convenience, operational efficiency, and financial 
management, forming the foundation of modern banking services. CBS is a key 
enabler of financial inclusion, digital payments, and branchless banking, 
making it indispensable in the contemporary banking environment. 

Role of Banks in Economic Development 

1. Introduction 

Banks are not only financial intermediaries but also key drivers of economic 
growth. By mobilizing savings and providing credit, they facilitate investment, 
production, and consumption, which collectively boost the economy. 
In a developing economy like India, banks play a crucial role in industrialization, 
infrastructure development, and financial inclusion. 

2. Definition of Economic Development 

Economic development refers to the process by which a country improves the 
economic, political, and social well-being of its people. 
It involves: 

 Growth in income and production 
 Increase in employment opportunities 
 Reduction in poverty and inequality 
 Improvement in standards of living 

3. Role of Banks in Economic Development 

Banks contribute to economic development in multiple ways: 

A. Mobilization of Savings 

 Banks encourage people to deposit their savings in savings accounts, fixed 
deposits, and recurring deposits. 

 These savings are pooled together and made available for productive 
investments. 

 This ensures that idle funds are converted into capital, driving industrial 
and agricultural growth. 
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B. Provision of Credit for Investment 

 Banks provide loans to industries, agriculture, and small businesses, 
enabling capital formation. 

 Credit is extended for: 
o Industrial expansion 
o Agricultural inputs and modernization 
o Infrastructure projects 
o Entrepreneurial ventures 

 This stimulates production, employment, and income generation. 

C. Promotion of Entrepreneurship 

 Banks provide term loans, working capital finance, and microfinance to 
small and medium enterprises (SMEs). 

 By financing startups and businesses, banks encourage innovation, self-
employment, and enterprise development. 

D. Support to Trade and Industry 

 Banks offer trade finance, letters of credit, bank guarantees, and export-
import credit, facilitating both domestic and international trade. 

 This promotes industrial growth and foreign exchange earnings, 
contributing to overall economic stability. 

E. Financial Inclusion 

 Banks play a vital role in bringing unbanked populations into the formal 
financial system. 

 Initiatives include: 
o No-frills accounts 
o Mobile banking in rural areas 
o Priority sector lending 

 This increases access to credit, encourages savings, and empowers rural 
and marginalized populations. 

F. Resource Allocation 

 Banks allocate resources efficiently by channeling funds to productive 
sectors rather than non-productive areas. 

 Helps in reducing regional disparities and promoting balanced economic 
development. 
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G. Employment Generation 

 By providing loans and supporting businesses, banks enable companies to 
expand operations, creating jobs in industry, services, and agriculture. 

H. Encouragement of Modernization and Technology 

 Banks provide finance for modern machinery, advanced technology, and 
research, improving productivity and competitiveness. 

I. Stability in the Economy 

 Banks act as a stabilizing force by regulating credit flow. 
 Central banks use banks to control inflation, deflation, and liquidity, 

maintaining economic equilibrium. 

4. Examples of Banks Promoting Economic Development in India 

1. Reserve Bank of India (RBI): Regulates credit and monetary policy to 
stimulate growth. 

2. National Bank for Agriculture and Rural Development (NABARD): 
Provides credit for agriculture and rural development. 

3. Small Industries Development Bank of India (SIDBI): Finances small-scale 
industries. 

4. Public Sector Banks: Provide priority sector lending to farmers, SMEs, and 
infrastructure projects. 

5. Summary Table 

Role of Banks Contribution to Economic Development 

Mobilization of savings Converts idle funds into productive investments 

Provision of credit Supports industries, agriculture, and infrastructure 

Promotion of entrepreneurship Encourages startups and SMEs 

Support to trade Facilitates domestic and international business 

Financial inclusion Provides access to banking for unbanked populations 

Efficient resource allocation Directs funds to productive sectors 

Employment generation Creates jobs through business financing 

Modernization and technology Promotes productivity and competitiveness 

Economic stability Regulates credit flow and monetary stability 

6. Conclusion 

Banks are pillars of economic development. By mobilizing savings, providing 
credit, supporting trade and industry, and promoting financial inclusion, they 
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facilitate capital formation, entrepreneurship, and employment generation. 
Effective banking ensures balanced, sustainable, and inclusive economic 
growth, making banks indispensable to national development. 
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UNIT III 
Banking Practice 
Types of Accounts CASA– Types of Deposits - Opening Bank Account- Jan Dhan 
Yojana - Account Statement vs Passbook vs e-statement - Banker Customer 
Relationship - Special Types of Customers –KYC norms. Loans & Advances –
Lending Sources- Lending Principles-Types of Loans - classification of assets and 
income recognition / provisioning (NPA)–Repo Rate & Reverse Repo Rate-securities 
of lending-Factors influencing bank lending. 

TYPES OF BANK ACCOUNTS 

Banks provide different types of deposit accounts to suit various customer needs — 
from saving habits to business transactions and long-term investments. These are 
mainly classified as: 

1. Demand Deposits (CASA Accounts) 
2. Time Deposits (Term Deposits) 

 DEMAND DEPOSITS – CASA ACCOUNTS 

CASA stands for Current Account and Savings Account. 

These are called demand deposits because the money deposited can be 
withdrawn by the customer on demand, without any prior notice to the bank. 

CURRENT ACCOUNT  

1. Meaning and Definition 

A Current Account is a type of demand deposit account maintained primarily by 
businessmen, traders, companies, institutions, and government departments 
that engage in frequent banking transactions. It is designed to provide maximum 
liquidity and flexibility in handling money — allowing unlimited deposits and 
withdrawals through cheques, electronic transfers, or other payment modes. 

Definition (as per Banking Regulation Act, 1949): 
A Current Account is an account which is repayable on demand by the depositor 
and used for the purpose of business transactions, with or without interest, 
depending upon the bank’s policy. 

2. Objectives of a Current Account 

 To facilitate day-to-day business operations involving large and frequent 
payments. 
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 To provide safe custody of funds and enable quick accessibility. 
 To allow cheque, electronic, and online payment convenience. 
 To enable credit facilities like overdrafts for working capital needs. 
 To maintain financial discipline and transparent records of transactions. 

3. Characteristics / Features of Current Account 

Feature Description 

Nature of Deposit Demand deposit — withdrawable at any time without notice. 

Interest Usually no interest is paid on current account balances. 

Purpose Used mainly for business transactions and fund transfers. 

Withdrawals Unlimited number of withdrawals permitted. 

Minimum Balance High minimum balance requirement (varies by bank). 

Overdraft Facility 
Permitted — customer can withdraw more than available 
balance up to a limit. 

Cheque Book Facility Provided for making payments to suppliers and others. 

Transaction 
Frequency 

High — multiple deposits and withdrawals daily. 

Nomination Facility Available as per banking norms. 

Internet & Mobile 
Banking 

Provided to enable online payments (NEFT/RTGS/UPI). 

Maintenance Charges Banks charge service fees for high-volume transactions. 

4. Eligibility to Open a Current Account 

 Individuals engaged in business or profession 
 Proprietorships 
 Partnership firms 
 Private and Public Limited Companies 
 Societies and Trusts 
 Government departments and public enterprises 
 Associations and Clubs 

5. Documents Required (KYC Norms) 

Banks must comply with Know Your Customer (KYC) guidelines issued by the 
Reserve Bank of India (RBI). 

For Individuals 

 Proof of identity (PAN card, Aadhaar, Voter ID, Passport, etc.) 
 Proof of address (Utility bill, Aadhaar, Rent agreement, etc.) 
 PAN Card (mandatory) 
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 Passport-size photographs 

For Firms / Companies 

 Certificate of Incorporation / Registration 
 Memorandum and Articles of Association 
 Partnership Deed (for firms) 
 Board Resolution authorizing account operation 
 PAN of the firm/company and authorized signatories 
 GST Registration (if applicable) 
 Identity and address proof of authorized persons 

6. Procedure for Opening a Current Account 

1. Application Form – Customer fills out the prescribed form from the bank. 
2. KYC Verification – Identity and address proofs are verified. 
3. Introduction (if required) – Existing customer or professional introduction 

(some banks still follow this for compliance). 
4. Specimen Signature – Collected for authentication of cheques. 
5. Deposit of Initial Amount – Minimum required balance is deposited. 
6. Account Number Allotment – Bank issues cheque book, debit card, and 

online credentials. 

7. Operation of Current Account 

Once opened, the customer can: 

 Deposit and withdraw funds any number of times. 
 Make payments through cheques, drafts, or electronic transfers. 
 Receive collections from customers. 
 Avail overdraft or short-term loans. 
 Get bank statements for reconciliation and auditing. 

Banks periodically send account statements showing all credits and debits, which 
businesses use for accounting and tax purposes. 

8. Types of Current Accounts 

Type Description 

Standard Current Account Basic current account for regular transactions. 

Premium Current Account 
Offers higher transaction limits, extra facilities, and 
dedicated relationship manager. 

Packaged / Value-added 
Current Account 

Bundled with business insurance, overdraft, and digital 
banking tools. 
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Type Description 

Foreign Currency Current 
Account 

Maintained by exporters/importers in foreign 
currencies. 

Corporate Current Account 
Designed for large organizations with multi-branch 
operations. 

9. Advantages of Current Account 

1. Liquidity – Funds can be withdrawn any time, ensuring operational flexibility. 
2. Overdraft Facility – Helps manage temporary cash shortages. 
3. Ease of Payment – Through cheques, drafts, NEFT, RTGS, or UPI. 
4. Collection and Remittance – Convenient collection of cheques and bills. 
5. Business Image – A current account enhances credibility in business. 
6. Record Keeping – Bank statements assist in maintaining proper books of 

accounts. 
7. Multi-location Banking – Cheque payments and deposits possible across 

branches (under CBS). 

10. Disadvantages / Limitations 

1. No Interest Income – Current accounts generally do not earn interest. 
2. High Minimum Balance Requirement – Non-maintenance attracts penalties. 
3. Service Charges – Banks levy transaction and maintenance fees. 
4. Misuse of Overdraft Facility – If not managed well, may lead to debt burden. 
5. Idle Funds – Encourages keeping surplus funds unutilized, reducing returns. 

11. Overdraft Facility – A Key Feature 

Meaning: 
An overdraft is a facility where a current account holder is permitted to withdraw 
money in excess of the actual balance in the account, up to a pre-approved limit. 

Example: 
If a firm’s account balance is ₹1,00,000 and the bank sanctions an overdraft limit of 
₹50,000, the firm can issue cheques up to ₹1,50,000. 

Advantages of Overdraft: 

 Provides immediate funds for business operations. 
 Interest is charged only on the amount utilized. 
 Useful for short-term working capital management. 

12. Role of Current Accounts in Banking Operations 



DIRECTORATE OF DISTANCE AND CONTINUING EDUCATION                                                                             
Manonmaniam Sundaranar University 

 

Banking Law & Practice Page 123 
 

 Source of Low-Cost Funds: Banks earn from the float funds in current 
accounts without paying interest. 

 Facilitates Payment System: Through cheques, drafts, and digital transfers. 
 Business Relationship Tool: Helps banks cross-sell other financial products 

(loans, insurance, forex). 
 Supports Monetary Control: RBI monitors current account activities for 

liquidity management. 

13. RBI Guidelines on Current Accounts 

As per RBI circular (August 2020, updated 2021): 

 Current accounts cannot be opened by borrowers having credit facilities in 
other banks without permission. 

 Banks must ensure discipline in fund flow and avoid diversion. 
 Escrow mechanisms recommended for large credit borrowers. 
 Strengthens monitoring of cash flow and credit discipline in the banking 

system. 

14. Digitalization of Current Accounts 

Modern current accounts are integrated with: 

 Internet & Mobile Banking 
 Cash Management Solutions 
 Automated Reconciliation Tools 
 Payment Gateways for E-Commerce 
 API Banking for businesses 

These innovations enhance speed, accuracy, and convenience for corporate clients. 

15. Distinction between Current and Other Accounts 

Basis Current Account Savings Account Fixed Deposit 

Nature Demand deposit Demand deposit Time deposit 

Interest None 3–4% p.a. 6–7% p.a. 

Withdrawals Unlimited Limited Only after maturity 

Target User Businesses Individuals All customers 

Overdraft Permitted Not permitted Not permitted 

16. Practical Example 

Case: 
M/s. Star Traders maintains a Current Account in SBI. 
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 Monthly deposits: ₹10 lakh 
 Withdrawals for payments: ₹8 lakh 
 Overdraft limit: ₹2 lakh 

Even if the balance falls short, the firm can issue cheques up to ₹2 lakh more than its 
balance, paying interest only on the utilized overdraft. This enables uninterrupted 
business operations. 

17. Conclusion 

A Current Account is the lifeline of business banking, providing liquidity, 
flexibility, and transaction efficiency. 
Though it yields no interest, it plays a vital role in facilitating trade, commerce, 
and industry by ensuring smooth financial flow. For banks, it serves as a stable 
and low-cost deposit source, while for customers, it is an essential financial tool 
for operational convenience. 

SAVINGS ACCOUNT  

1. Meaning and Definition 

A Savings Account is a type of demand deposit account intended primarily for 
individuals, salaried persons, students, pensioners, and small traders to 
encourage the habit of saving money regularly. It allows the account holder to 
deposit and withdraw money freely, while also earning interest on the balance 
maintained. 

Definition (as per Banking Regulation Act, 1949): 
A Savings Deposit means a deposit which is repayable on demand or after a 
specified period, subject to certain restrictions on the number of withdrawals and the 
amount of withdrawal. 

Simple Explanation: 
A Savings Account is an account designed to safeguard personal savings while 
providing a reasonable return in the form of interest and ensuring liquidity. 

2. Objectives of a Savings Account 

 To inculcate saving habits among the public. 
 To provide a safe and convenient place to store surplus funds. 
 To offer interest income on idle money. 
 To enable easy access to funds when needed. 
 To facilitate cashless transactions through cheques, ATM, or digital 

banking. 
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 To serve as a gateway to other financial services (loans, investments, 
insurance, etc.). 

3. Characteristics / Features 

Feature Description 

Nature of Deposit Demand deposit — withdrawable at any time. 

Interest 
Paid periodically (quarterly or monthly) on daily/average 
balance; typically 3%–4% per annum (varies by bank). 

Purpose Promote personal savings and thrift. 

Withdrawals 
Limited number per month; excessive withdrawals may attract 
charges. 

Minimum Balance 
Required (₹500–₹10,000 depending on bank type); zero 
balance available under BSBDA. 

Nomination Facility Available for easy transfer of funds in case of death. 

Cheque Book 
Facility 

Provided for making payments. 

ATM/Debit Card Provided for 24×7 withdrawal. 

Passbook / E-
statement 

Issued to record all transactions. 

Internet/Mobile 
Banking 

Enabled for fund transfers (NEFT, IMPS, RTGS, UPI). 

4. Eligibility to Open a Savings Account 

 Resident Individuals (single/joint) 
 Minors (through guardian) 
 Students 
 Pensioners / Senior citizens 
 Self-employed professionals / small traders 
 Clubs, associations, and societies (non-profit) 

(Note: Companies and large firms typically open current accounts, not savings 
accounts.) 

5. Documents Required (KYC Compliance) 

Under RBI’s Know Your Customer (KYC) guidelines, the following documents are 
mandatory: 

For Individuals: 

 Proof of Identity – PAN Card, Aadhaar, Passport, Voter ID, Driving License 
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 Proof of Address – Aadhaar, Utility Bill, Rent Agreement, Passport, etc. 
 Passport-size Photographs 
 PAN Card / Form 60 (if PAN not available) 

For Minors: 

 Birth Certificate 
 Proof of Guardian’s Identity and Address 

6. Procedure for Opening a Savings Account 

1. Application Form – Obtain and fill in details like name, address, occupation, 
PAN, etc. 

2. KYC Verification – Submission and verification of identity/address proof. 
3. Specimen Signature & Photograph – For authentication. 
4. Deposit of Initial Amount – Minimum balance required to activate the 

account. 
5. Account Opening – Bank provides account number, passbook, cheque 

book, and debit card. 
6. Nomination – Optional facility for naming a beneficiary. 

7. Operation of Savings Account 

Once opened, the customer can: 

 Deposit money anytime (through cash, cheque, or online). 
 Withdraw money through cheque, ATM, or electronic transfers. 
 Receive salary, pension, or scholarship directly in the account. 
 Use online banking services for bill payments, fund transfers, and shopping. 
 Earn interest on the daily or monthly average balance. 

8. Types of Savings Accounts 

Type Description 

Regular Savings Account 
Standard account with moderate minimum 
balance and interest. 

Zero Balance / Basic Savings Bank 
Deposit Account (BSBDA) 

No minimum balance; designed under 
financial inclusion (Jan DhanYojana). 

Salary Account 
Special savings account for salaried 
employees; salary credited directly by 
employer; often zero balance. 

Women’s Savings Account 
Tailored for women with special benefits like 
insurance and higher interest. 

Senior Citizen Savings Account Offers higher interest and additional facilities 
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Type Description 

for pensioners. 

Minor / Student Account 
For individuals below 18 years or students with 
zero/low balance. 

NRI Accounts – NRE (Non-
Resident External) and NRO (Non-
Resident Ordinary) 

For Indians residing abroad to maintain 
earnings in Indian or foreign currency. 

Digital Savings Account 
Account opened instantly online through e-
KYC without branch visit. 

9. Advantages of Savings Account 

1. Encourages Savings Habit – Promotes financial discipline and future 
security. 

2. Safety of Funds – Deposits are protected up to ₹5 lakh under DICGC 
insurance. 

3. Liquidity – Funds can be accessed anytime via ATM or online transfer. 
4. Interest Income – Provides regular returns on idle money. 
5. Ease of Transactions – Cheques, UPI, NEFT/RTGS for hassle-free 

payments. 
6. Helps Build Banking Relationship – Easier access to loans, credit cards, 

and investment products. 
7. Convenience – 24×7 service through digital channels. 

10. Disadvantages / Limitations 

1. Low Rate of Return – Interest rate (3–4%) is lower than fixed deposits or 
investments. 

2. Limited Withdrawals – Excessive transactions may invite penalties. 
3. Minimum Balance Requirement – Non-maintenance can attract charges 

(except in zero-balance accounts). 
4. Inflation Risk – Real value of money may decrease over time due to low 

returns. 
5. Dormant Account Charges – Inactive accounts for >2 years may become 

dormant and attract charges. 

11. Calculation of Interest 

Interest is calculated on the daily closing balance and credited quarterly or 
monthly. Example: 
If the average daily balance is ₹50,000, interest rate = 3.5%, 
then annual interest = ₹50,000 × 3.5 ÷ 100 = ₹1,750. 
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12. Differences between Savings and Current Account 

Basis Savings Account Current Account 

Purpose Encourage savings Facilitate business transactions 

Users Individuals Firms, companies, traders 

Interest 3–4% p.a. No interest 

Withdrawals Limited Unlimited 

Overdraft Facility Not available Available 

Minimum Balance Low / Zero High 

Transaction Volume Low to medium High 

13. Role of Savings Accounts in Banking System 

 Mobilization of Savings: Banks collect small savings from millions of 
customers and convert them into productive loans. 

 Source of Low-Cost Deposits: Savings accounts provide relatively cheap 
funds to banks for lending. 

 Financial Inclusion: Through zero-balance accounts, rural and low-income 
individuals are brought into the formal banking system. 

 Promotion of Digital Banking: Most digital payments (UPI, NEFT, IMPS) 
operate through savings accounts. 

 Economic Growth: The accumulated deposits support national investment 
and infrastructure development. 

14. RBI Guidelines and Recent Developments 

1. Interest Rate Deregulation (2011): Banks can decide their own savings 
interest rates (earlier fixed by RBI). 

2. BSBDA Scheme: Mandatory zero-balance basic accounts for all citizens. 
3. Jan DhanYojana (2014): Mass inclusion program providing savings accounts 

with insurance and debit cards. 
4. Linking with Aadhaar & PAN: For e-KYC, subsidy transfer (DBT), and 

identity verification. 
5. Digital Banking Growth: UPI, IMPS, NEFT, and mobile wallets integrated 

with savings accounts. 
6. Dormant Account Regulation: Banks must classify inactive accounts and 

inform customers. 

15. Innovations in Savings Accounts 

Innovation Description 

Sweep-in Facility 
Excess balance automatically transferred to FD to earn 
higher interest. 
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Innovation Description 

Auto-Debit Facility Automated bill payments or EMI deductions. 

Goal-based Savings 
Allows creation of sub-accounts for specific goals 
(education, travel). 

Linked Investment Options 
Direct access to mutual funds, insurance, or pension 
products. 

AI-based Personal Finance 
Tools 

Track spending patterns and suggest saving plans. 

16. Practical Illustration 

Example: 
Ms. Priya opens a savings account with HDFC Bank with ₹5,000. 

 Monthly salary credited: ₹40,000 
 She pays bills online, withdraws cash from ATMs, and earns interest on her 

average monthly balance. 
 The account also links to UPI and her mutual fund SIPs, integrating all 

financial services. 

This shows how savings accounts serve as a central hub of personal finance 
management. 

17. Conclusion 

A Savings Account is the foundation of personal banking. 
It provides a blend of safety, liquidity, and modest returns, encouraging people to 
save systematically. From a banker’s perspective, it is a vital source of low-cost 
deposits and a gateway for cross-selling other services. 
In the modern era, savings accounts have evolved into digital financial 
ecosystems, driving financial inclusion, transparency, and economic 
empowerment. 

FIXED DEPOSIT ACCOUNT 

1. Meaning 

A Fixed Deposit (FD) account is a time deposit where a customer deposits a 
specific sum of money with the bank for a fixed period at a pre-determined rate of 
interest. 

 The deposit cannot be withdrawn before maturity without penalty. 
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 It is also called a Term Deposit, because the funds are locked in for a 
particular term (e.g., 7 days to 10 years). 

 It is popular among investors who prefer security, regular income, and 
assured returns. 

2. Characteristics of Fixed Deposit Account 

Feature Description 

Fixed Tenure 
The deposit is made for a specific period, usually ranging 
from 7 days to 10 years. 

Fixed Interest Rate 
Interest is fixed at the time of deposit and remains constant 
during the term. 

Higher Returns Interest rates are higher than savings account interest. 

Lump Sum Deposit A single lump sum is deposited at the beginning of the term. 

Withdrawal 
Restrictions 

Premature withdrawal is allowed only with penalty or 
reduced interest. 

Safe Investment 
Considered one of the safest forms of investment, especially 
for risk-averse depositors. 

Automatic Renewal 
Option 

Customers can opt for auto-renewal on maturity. 

Loan Facility 
Loan or overdraft can be availed up to 75–90% of the FD 
amount. 

3. Procedure to Open a Fixed Deposit Account 

1. Application: 
o The depositor fills a Fixed Deposit Account Opening Form specifying 

the amount, tenure, and nominee. 
2. Deposit of Money: 

o A lump sum is deposited either by cash, cheque, or transfer from 
another account. 

3. Issue of Fixed Deposit Receipt (FDR): 
o The bank issues an FD Receipt, which serves as proof of deposit. 
o It includes details such as: 

 Deposit amount 
 Rate of interest 
 Tenure 
 Maturity date and amount 
 Account number and depositor’s name 

4. Maturity: 
o On completion of the term, the depositor can: 

 Withdraw the amount (principal + interest), or 
 Renew the deposit for another term. 
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4. Types of Fixed Deposits 

Type Description 

Regular Fixed 
Deposit 

A single lump sum deposit for a fixed period with interest paid 
monthly, quarterly, or at maturity. 

Cumulative Fixed 
Deposit 

Interest is compounded quarterly and paid along with the 
principal on maturity. 

Non-Cumulative 
Fixed Deposit 

Interest is paid monthly, quarterly, or annually — useful for 
pensioners needing regular income. 

Tax-Saving Fixed 
Deposit 

5-year lock-in FD eligible for tax deduction under Section 80C 
of the Income Tax Act. 

Flexi Fixed Deposit 
Combines features of savings and FD — automatic transfer of 
surplus funds from savings account to FD for better interest. 

Senior Citizen 
Fixed Deposit 

Higher interest rate (usually +0.25% to +0.75%) for senior 
citizens above 60 years. 

NRE/NRO Fixed 
Deposit 

For Non-Resident Indians — interest is repatriable (NRE) or 
non-repatriable (NRO). 

5. Interest 

Simple Interest                            Compound Interest  

6. Premature Withdrawal 

 The depositor can close the FD before maturity, but the bank: 
o Charges a penalty (usually 0.5%–1%), or 
o Pays reduced interest applicable for the actual period. 

 Some banks allow partial withdrawal of FD in multiples (e.g., ₹5,000 or 
₹10,000). 

7. Advantages of Fixed Deposit Account 

Advantages Explanation 

Assured Returns 
Fixed and guaranteed interest irrespective of market 
fluctuations. 

Higher Interest 
Rates 

Higher than savings and current accounts. 

Safety 
Backed by Deposit Insurance and Credit Guarantee Corporation 
(DICGC) up to ₹5 lakh. 

Flexible Tenure Choice of period from 7 days to 10 years. 

Loan Facility 
Loan against FD helps maintain liquidity without breaking 
deposit. 

Encourages Suitable for people with surplus funds wanting disciplined 
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Advantages Explanation 

Savings savings. 

8. Disadvantages 

Disadvantage Explanation 

Low Liquidity Premature withdrawal attracts penalty. 

Fixed Returns Does not benefit from rising market interest rates. 

Taxable Interest Interest earned is fully taxable under Income Tax Act. 

Inflation Risk Real returns may reduce if inflation rises. 

9. Difference between Fixed Deposit and Savings Account 

Basis Fixed Deposit Savings Account 

Type of Deposit Time Deposit Demand Deposit 

Withdrawal Restricted until maturity Freely withdrawable 

Interest Rate Higher (6–8%) Lower (3–4%) 

Tenure Fixed (7 days to 10 years) No fixed period 

Purpose Investment for return Savings for liquidity 

Loan Facility Available up to 90% of FD Not usually allowed 

Interest Payment Periodic or on maturity Credited monthly/quarterly 

10. Importance of Fixed Deposits to Banks 

For Banks Explanation 

Stable Funds FDs provide banks with stable long-term funds for lending. 

Profitability Banks earn higher spread by lending FD funds at higher rates. 

Customer Retention FD customers often use other banking services (cross-selling). 

Financial Planning Helps banks manage asset-liability maturity schedules. 

11. Maturity and Renewal Options 

At the end of the tenure, the depositor can: 

1. Withdraw the maturity amount (principal + interest). 
2. Renew the deposit for a further term (auto-renewal facility). 
3. Convert into a Monthly Income Scheme (MIS) for regular payouts. 

12. Documentation 

To open an FD account, banks require: 

 Duly filled FD Application Form 
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 KYC Documents (Aadhaar, PAN, Address proof) 
 Nomination details 
 Mode of interest payment (credit to savings account or reinvestment) 

13. Taxation on Fixed Deposits 

 Interest earned on FDs is taxable under the head “Income from Other 
Sources.” 

 Banks deduct TDS (Tax Deducted at Source) at 10% if annual interest 
exceeds ₹40,000 (₹50,000 for senior citizens). 

 Investors can submit Form 15G/15H to avoid TDS if total income is below 
taxable limit. 

14. Summary Chart 

Aspect Fixed Deposit Account 

Nature of Deposit Time deposit 

Tenure 7 days to 10 years 

Interest Rate Fixed and higher 

Withdrawal Restricted till maturity 

Premature Withdrawal Allowed with penalty 

Loan Facility Up to 90% of FD value 

Safety Insured up to ₹5 lakh (DICGC) 

Ideal for Investors seeking safety and fixed income 

RECURRING DEPOSIT ACCOUNT (RD) 

1. Meaning 

A Recurring Deposit (RD) Account is a type of time deposit in which a customer 
deposits a fixed sum of money at regular intervals (usually monthly) for a pre-
determined period, and receives the principal plus interest at maturity. 

 It is designed for people who wish to save a fixed amount regularly and 
build a corpus over time. 

 It is often referred to as a “Savings through Installments” scheme. 

2. Nature of Recurring Deposit 

Feature Description 

Type of Deposit Time Deposit 

Installment Pattern Fixed amount deposited periodically (usually monthly) 

Tenure 6 months to 10 years (varies by bank) 
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Feature Description 

Interest Compounded quarterly or half-yearly, similar to FDs 

Withdrawal Allowed only after maturity (with exceptions) 

Premature Closure Allowed with penalty or reduced interest 

Loan Facility Loans up to 80–90% of the RD balance are permitted 

Purpose Encourages disciplined saving habit among small savers 

3. Key Characteristics 

1. Regular Savings Habit – Encourages individuals to save small amounts 
periodically. 

2. Assured Returns – Interest rate is fixed at the time of opening. 
3. Safe Investment – Risk-free since deposits are guaranteed by banks. 
4. Compounding Benefit – Interest is compounded quarterly, leading to higher 

maturity value. 
5. Nomination Facility – Available for all RD accounts. 
6. Automatic Debit – Monthly installments can be auto-debited from the 

customer’s savings account. 
7. Suitable For – Salaried persons, students, and middle-income individuals. 

4. Procedure to Open a Recurring Deposit Account 

1. Application: 
Fill in the RD Account Opening Form specifying the amount, tenure, and 
nominee. 

2. Deposit of Installment: 
The customer agrees to deposit a fixed sum each month on a particular 
date. 

3. Issue of Passbook: 
The bank issues a passbook showing the monthly deposits, interest, and 
maturity date. 

4. Payment on Maturity: 
On completion of the term, the customer receives principal + accumulated 
interest. 

5. Interest Calculation 

Interest in RD is calculated using compound interest (usually quarterly 
compounding). Simplified Example: 

If ₹2,000 is deposited every month for 3 years at 7% interest (compounded 
quarterly): 
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M≈₹80,000+interest≈₹92,000M \approx ₹80,000 + interest \approx 
₹92,000M≈₹80,000+interest≈₹92,000 

6. Types of Recurring Deposits 

Type Description 

Regular RD Fixed monthly deposit for a fixed term. 

Variable RD (Flexi 
RD) 

Customers can vary the monthly installment amount (minimum 
fixed, maximum flexible). 

Senior Citizen RD Higher interest rates offered to senior citizens. 

NRE/NRO RD For Non-Resident Indians; interest credited in Indian currency. 

Corporate RD For organizations that invest surplus funds monthly. 

7. Advantages of Recurring Deposit Account 

Advantage Explanation 

Promotes Savings 
Discipline 

Encourages regular saving of a small, fixed amount. 

Safe and Assured Returns Offers guaranteed income and fixed returns. 

Compounding Benefit 
Interest is compounded, resulting in higher maturity 
value. 

Flexible Tenure Can choose period between 6 months to 10 years. 

Loan Facility Can avail loan up to 80–90% of RD balance. 

Nomination Facility Protects depositor’s nominee in case of death. 

Easy Operation 
Installments can be auto-debited from savings 
account. 

8. Disadvantages 

Disadvantage Explanation 

Penalty for Missed 
Installments 

Bank may charge penalty or reduce interest for 
delayed payments. 

No Liquidity Premature withdrawal attracts penalty. 

Fixed Return No benefit from rising market interest rates. 

Taxation Interest earned is fully taxable under Income Tax Act. 

9. Premature Withdrawal / Default 

 Premature Closure: Allowed with penalty or lower interest rate applicable for 
the actual period. 

 Missed Installments: Bank may impose a small fine (₹1–₹2 per ₹100 of 
installment per month of delay). 
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 Continuous Defaults: Account may be closed and balance paid with 
adjusted interest. 

10. Loan against RD 

 Loan or overdraft can be availed up to 80–90% of the deposit value. 
 Interest on the loan is usually 1%–2% higher than the RD interest rate. 
 This helps customers meet urgent needs without breaking the RD. 

11. Comparison between Recurring Deposit and Fixed Deposit 

Basis Recurring Deposit (RD) Fixed Deposit (FD) 

Mode of Deposit Periodic installments One-time lump sum 

Target Group Small savers 
Individuals with surplus 
funds 

Tenure 6 months – 10 years 7 days – 10 years 

Liquidity Moderate Moderate 

Interest Rate Similar to FD Similar to RD 

Premature 
Withdrawal 

Allowed with penalty Allowed with penalty 

Return Type 
Regular investment + 
compounding 

Lump-sum compounding 

12. Documentation Required 

 Application Form 
 KYC Documents – Aadhaar, PAN, and address proof 
 Passport-size Photograph 
 Nominee Details 
 Savings Account Linkage (for auto-debit facility) 

13. Taxation on RD Interest 

 Interest earned is fully taxable under “Income from Other Sources.” 
 TDS (10%) applicable if annual interest exceeds ₹40,000 (₹50,000 for senior 

citizens). 
 Form 15G/15H may be submitted to avoid TDS if income is below taxable 

limit. 

14. Importance of Recurring Deposits 

For Depositors For Banks 

Encourages systematic savings 
habit 

Ensures regular inflow of funds 
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For Depositors For Banks 

Provides safe investment Enables banks to maintain liquidity 

Offers moderate but steady returns 
Supports bank’s lending and investment 
activities 

15. Summary Chart 

Aspect Recurring Deposit Account 

Type of Deposit Time Deposit 

Installments Fixed monthly 

Tenure 6 months to 10 years 

Interest Rate Fixed, compounded quarterly 

Withdrawal After maturity 

Loan Facility Up to 80–90% of balance 

Premature Closure Allowed with penalty 

Taxability Interest taxable 

Best Suited For Regular savers, salaried employees 

16. Example: Practical Illustration 

A depositor invests ₹1,000 every month for 5 years in an RD account at 6.8% 
interest p.a. (quarterly compounding). 

Maturity Value ≈ ₹70,000 
Total Deposits = ₹60,000 
Interest Earned = ₹10,000 

Thus, even small, consistent deposits help build a significant corpus over time. 

PRADHAN MANTRI JAN DHAN YOJANA (PMJDY) 

1. Introduction 

The Pradhan Mantri Jan DhanYojana (PMJDY) is a National Mission for 
Financial Inclusion, launched by the Government of India on 28th August 2014 by 
Hon’ble Prime Minister Shri Narendra Modi. The scheme aims to provide 
universal access to banking facilities and ensure that every Indian household has 
at least one bank account, thus integrating the unbanked population into the formal 
financial system. 

2. Meaning of Financial Inclusion 
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Financial Inclusion refers to the process of ensuring access to financial services 
(such as savings, credit, insurance, and remittance) at an affordable cost to 
vulnerable groups like weaker sections and low-income groups.PMJDY represents a 
comprehensive approach to financial inclusion, ensuring both access and 
usage of financial services. 

3. Objectives of PMJDY 

1. To ensure universal access to banking facilities across all households. 
2. To provide basic banking accounts for saving and remittance. 
3. To enable financial literacy and digital inclusion. 
4. To offer credit, insurance, and pension services to the poor. 
5. To promote Direct Benefit Transfer (DBT) of government subsidies into 

beneficiaries’ bank accounts. 
6. To reduce dependence on moneylenders and informal financial systems. 

4. Key Features of PMJDY 

Feature Description 

Basic Savings Bank 
Deposit Account (BSBDA) 

Zero-balance account for individuals not having any 
other bank account. 

Zero Balance Facility No minimum balance required. 

RuPay Debit Card 
Provided to all account holders for cash withdrawal 
and digital transactions. 

Accidental Insurance 
Cover 

₹1,00,000 (later increased to ₹2,00,000 for accounts 
opened after 28 August 2018). 

Life Insurance Cover 
₹30,000 (one-time benefit for accounts opened within 
the initial phase). 

Overdraft Facility 
Up to ₹10,000 per household (after 6 months of 
satisfactory operation). 

Direct Benefit Transfer 
(DBT) 

Government subsidies, pensions, and welfare 
payments are directly credited to beneficiaries’ 
accounts. 

Mobile Banking Facility 
Access through USSD and mobile apps for easy 
transactions. 

Financial Literacy 
Financial literacy camps are conducted to educate 
rural and urban poor. 

5. Six Pillars of PMJDY 

Pillar Description 

1. Universal Access 
to Banking Facilities 

Ensuring at least one basic bank account for every household 
through brick-and-mortar branches, BCs (Banking 
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Pillar Description 

Correspondents), and mobile banking. 

2. Providing Basic 
Banking Accounts 

Opening zero-balance savings accounts with RuPay debit 
cards and overdraft facility. 

3. Financial Literacy 
Educating people on managing money, digital payments, and 
saving habits. 

4. Credit Availability 
Providing access to credit through overdraft and micro-credit 
schemes. 

5. Insurance Facility 
Offering life and accidental insurance cover to account 
holders. 

6. Pension Facility 
Enabling old-age financial security through schemes like Atal 
Pension Yojana (APY). 

6. Phases of PMJDY Implementation 

Phase Period Focus Area 

Phase I 
Aug 2014 – Jan 
2015 

Opening bank accounts, RuPay card issuance, 
insurance benefits. 

Phase II 
Aug 2015 – Aug 
2018 

Micro-insurance, pension schemes (PMJJBY, 
PMSBY, APY). 

Phase III 
(PMJDY 2.0) 

From 28 Aug 
2018 onwards 

Expansion of coverage, increased overdraft limits, 
enhanced insurance benefits, focus on digital 
transactions. 

7. Eligibility Criteria 

 Who can open an account? 
Any Indian citizen above 10 years of age who does not have a bank account. 

 Documents Required (KYC Norms): 
o Aadhaar card 
o Voter ID / Driving License / PAN Card / Passport (any one) 
o If no valid ID, bank may open account under “Small Account” 

category based on self-attestation and photograph. 

8. Benefits to the Account Holder 

1. Financial Empowerment: Access to savings, credit, and insurance. 
2. Safety and Convenience: Secure place to save money. 
3. Subsidy Transfers: Direct benefit transfer eliminates middlemen. 
4. Digital Access: Enables RuPay, UPI, and mobile banking. 
5. Credit History Creation: Helps poor build credit record for future loans. 
6. Insurance and Pension Security: Provides social and financial protection. 
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9. Impact and Achievements 

As per official data (till 2025): 

Parameter Achievement 

Total Accounts 
Opened 

Over 51 crore accounts 

Total Deposits Exceeding ₹2.3 lakh crore 

Rural Accounts Over 60% of total accounts 

Women Account 
Holders 

Around 55% of account holders are women 

RuPay Cards Issued More than 33 crore cards 

Direct Benefit 
Transfers 

Thousands of crores transferred to beneficiaries via PMJDY 
accounts 

(Source: Ministry of Finance, Government of India – PMJDY Dashboard) 

10. Role of Technology and Banks 

 Core Banking System (CBS) enables online and real-time account 
management. 

 RuPay Card promotes digital transactions and financial inclusion. 
 Aadhaar Linkage ensures authenticity and facilitates DBT. 
 Mobile Banking / USSD Banking allows access without internet in rural 

areas. 
 Bank Mitras (Business Correspondents) act as local banking agents in 

villages. 

11. Associated Schemes under PMJDY 

Scheme Objective 

Pradhan Mantri Jeevan Jyoti Bima 
Yojana (PMJJBY) 

Life insurance cover of ₹2 lakh at ₹436 
annual premium. 

Pradhan Mantri Suraksha Bima 
Yojana (PMSBY) 

Accidental insurance cover of ₹2 lakh at ₹20 
annual premium. 

Atal Pension Yojana (APY) 
Pension scheme for unorganized sector 
workers. 

Micro Credit Facility Small loans to support entrepreneurship. 

12. Challenges Faced 

Challenge Explanation 

Dormant Accounts Many accounts have no or low balance. 
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Challenge Explanation 

Low Financial Literacy Many users still unaware of digital facilities. 

Infrastructure Issues Poor internet connectivity in rural areas. 

Bank Mitra Attrition High dropout rate due to low remuneration. 

13. Measures to Overcome Challenges 

 Conduct Financial Literacy Camps in rural areas. 
 Improve digital infrastructure for banking access. 
 Provide incentives to Business Correspondents for account activation. 
 Integrate PMJDY with Digital India and DBT schemes. 
 Promote UPI and RuPay adoption through awareness drives. 

14. Significance of PMJDY 

Dimension Impact 

Social Inclusion Empowers poor and rural households. 

Economic Growth Increases formal savings and boosts liquidity. 

Digital India Promotes cashless transactions. 

Women Empowerment 
Accounts in women’s names ensure financial 
independence. 

Government 
Efficiency 

Enables direct subsidy delivery and transparency. 

15. Comparative Perspective 

Before PMJDY After PMJDY 

Many households unbanked Nearly every household connected to banks 

Reliance on cash transactions Digital and DBT-enabled economy 

Middlemen in welfare schemes Direct credit to beneficiary accounts 

Weak credit access Overdraft and micro-credit available 

16. Summary 

Aspect Details 

Launch Date 28 August 2014 

Launched By Hon’ble Prime Minister ShriNarendraModi 

Nodal Ministry Ministry of Finance, Government of India 

Nature National Mission for Financial Inclusion 

Target One bank account per household 

Account Type Zero-balance BSBDA account 

Insurance ₹2 lakh accident + ₹30,000 life cover 
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Aspect Details 

Overdraft Facility ₹10,000 (after 6 months) 

RuPay Card Provided to all beneficiaries 

Linked Schemes PMJJBY, PMSBY, APY 

17. Conclusion 

The Pradhan Mantri Jan Dhan Yojana (PMJDY) is a landmark reform in India’s 
banking and financial system, symbolizing inclusive growth and social 
empowerment. It has transformed millions of unbanked citizens into active 
participants of the formal economy, facilitating savings, security, and self-
reliance. PMJDY, integrated with Digital India and DBT, marks a revolutionary step 
toward financial democracy in India. 

ACCOUNT STATEMENT vs PASSBOOK vs E-STATEMENT 

Banks provide various methods for customers to track their account transactions and 
balances. The three primary modes are: 

1. Passbook – a physical record maintained by the bank. 
2. Account Statement – a periodic transaction summary issued by the bank. 
3. E-Statement – a digital version of the account statement sent electronically. 

Each serves the same basic purpose — to record and communicate account 
transactions — but differs in form, frequency, and accessibility. 

1. PASSBOOK 

Meaning 

A passbook is a physical booklet issued by the bank to savings and recurring 
deposit account holders. It contains a record of all deposits, withdrawals, 
interest credits, and other transactions. 

Features 

Feature Description 

Format Printed booklet issued by the bank 

Users 
Mainly individual customers with savings or recurring deposit 
accounts 

Frequency Updated whenever the customer visits the bank 

Information 
Contained 

Date, transaction particulars, cheque number, debit/credit 
amount, balance 
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Feature Description 

Updating Method Manual entry by the bank teller or passbook printing machine 

Purpose Acts as an official record and proof of transactions 

Advantages 

 Provides authentic and verifiable proof of account balance. 
 Accepted as a legal document for income or loan verification. 
 Easy for non-digital users to track transactions. 
 Reflects interest credits and other charges clearly. 

Limitations 

 Must be updated manually, requiring physical visits. 
 Risk of loss or damage of the booklet. 
 Not suitable for business accounts with high transaction volume. 

2. ACCOUNT STATEMENT 

Meaning 

An Account Statement is a printed summary of all transactions in a customer’s 
account for a specific period — usually monthly or quarterly — sent to the 
customer by the bank. 

It is commonly used for current accounts and business purposes. 

Features 

Feature Description 

Format Printed sheet or report issued periodically 

Users Current account holders, companies, and individuals 

Periodicity Weekly, monthly, or quarterly 

Mode of 
Delivery 

Delivered by post or collected from the bank 

Details 
Included 

Date, narration, debit/credit entries, running balance, account 
number, bank branch 

Advantages 

 Convenient for businesses to reconcile accounts. 
 Can be used as documentary evidence for audits and accounting. 
 Summarized view of financial transactions over a chosen period. 
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 Useful for loan processing or income proof. 

Limitations 

 Physical delivery takes time. 
 Cannot be updated instantly like e-statements. 
 Risk of loss, tampering, or delay in postal delivery. 

3. E-STATEMENT (Electronic Statement) 

Meaning 

An E-statement is a digital version of the account statement sent through email, 
mobile banking app, or internet banking portal. It provides real-time access to 
transaction history. 

Features 

Feature Description 

Format Soft copy (PDF or Excel) 

Mode of Delivery Sent to registered email ID or downloadable from online banking 

Frequency Daily, weekly, monthly, or on-demand 

Security Encrypted with password protection 

Accessibility 24×7 access through digital devices 

Advantages 

 Instant and paperless record of transactions. 
 Helps in environmental conservation (eco-friendly). 
 Easily storable and searchable for long-term use. 
 Supports real-time account monitoring through digital banking. 
 Free of cost and automatically updated. 

Limitations 

 Requires internet connectivity and digital literacy. 
 Risk of phishing or email fraud if credentials are compromised. 
 Not accepted as proof in some traditional institutions without verification. 

COMPARATIVE TABLE 

Basis Passbook Account Statement E-Statement 

Format Physical booklet Printed paper Digital / PDF 

Mode of Issue By bank branch By bank or post By email / online 
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Basis Passbook Account Statement E-Statement 

Users 
Individual 
(Savings/Recurring) 

Business/Individuals All customers 

Frequency Updated manually 
Periodic 
(monthly/quarterly) 

On-demand or 
monthly 

Accessibility Offline Partially online/offline Fully online 

Cost Free Sometimes chargeable Usually free 

Security 
Safe if physically 
protected 

Can be misplaced 
Password 
protected 

Eco-
friendliness 

Uses paper Uses paper Paperless 

Speed of 
Access 

Slow (manual update) Moderate Instant 

 

4. SIGNIFICANCE OF ACCOUNT RECORDS IN BANKING 

Purpose Explanation 

Transparency Customers can verify every transaction. 

Dispute Resolution Serves as evidence in case of transaction errors or fraud. 

Reconciliation 
Helps businesses match bank records with internal 
accounts. 

Financial Planning Enables individuals to track spending and savings. 

Regulatory 
Compliance 

Required for audits, taxation, and legal verification. 

5. Summary 

 Passbook → Traditional, manual, suitable for savings accounts. 
 Account Statement → Printed periodic record, suitable for business and 

current accounts. 
 E-Statement → Modern, digital, paperless version available 24×7 online. 

BANKER–CUSTOMER RELATIONSHIP 

1. Introduction 

The Banker–Customer Relationship is the foundation of all banking activities. 
It defines the legal, financial, and service-based relationship between a bank 
(banker) and an individual or entity (customer) who avails of banking services. 
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This relationship determines the rights, duties, and obligations of both parties and 
influences the way banks operate with their clients. 

2. Meaning of Banker and Customer 

A. Banker 

According to Section 5(b) of the Banking Regulation Act, 1949, 

“Banking” means accepting, for the purpose of lending or investment, deposits of 
money from the public, repayable on demand or otherwise, and withdrawable by 
cheque, draft, order, or otherwise. 

Hence, a banker is an institution that performs this function — accepting deposits 
and granting loans. 

B. Customer 

A customer is a person who: 

 Maintains an account with the bank, or 
 Uses the bank’s services regularly, such as deposits, withdrawals, or 

remittances. 

A person becomes a customer only when there is a course of dealings with the 
bank (not just a single transaction). 

3. Nature of the Relationship 

The relationship between banker and customer is primarily contractual, governed 
by the Indian Contract Act, 1872, and is fiduciary in nature, involving trust and 
confidence. 

The relationship varies according to the type of transaction between them. 

4. TYPES OF BANKER–CUSTOMER RELATIONSHIPS 

Type of 
Relationship 

Nature Explanation 

1 ⃣Debtor–Creditor 
Relationship 

Fundamental 

When a customer deposits money, the bank 
becomes the debtor and the customer 
becomes the creditor. The bank owes the 
money and must repay on demand. 

2 ⃣Creditor–Debtor 
Relationship 

Reverse 
When a customer takes a loan or overdraft, 
the bank becomes the creditor and the 
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Type of 
Relationship 

Nature Explanation 

customer is the debtor. 

3 ⃣Bailor–Bailee 
Relationship 

Under Contract 
of Bailment 

When a customer deposits valuables (e.g., 
gold, securities) in the bank’s safe custody, the 
customer is the bailor, and the bank is the 
bailee (responsible for safe keeping). 

4 ⃣Pledger–
Pledgee 
Relationship 

Security-based 

When a customer pledges goods or 
documents (like shares) to the bank for a loan, 
the customer is the pledger, and the bank is 
the pledgee. 

5 ⃣Lessor–Lessee 
Relationship 

Lease-based 
In case of locker facilities, the bank acts as a 
lessor (owner of the locker), and the customer 
as a lessee (user who pays rent). 

6 ⃣Agent–Principal 
Relationship 

Agency-based 

When the bank collects cheques, pays 
insurance premiums, or conducts transactions 
on behalf of the customer, the bank acts as an 
agent, and the customer is the principal. 

7 ⃣Trustee–
Beneficiary 
Relationship 

Fiduciary 

If the bank holds funds or securities in trust 
(for example, under an escrow account), the 
bank is the trustee, and the customer is the 
beneficiary. 

8 ⃣Adviser–Client 
Relationship 

Advisory 
Banks often advise customers on investments, 
mutual funds, and financial planning. This 
relationship is professional and fiduciary. 

9 ⃣Mortgagor–
Mortgagee 
Relationship 

Loan secured 
by property 

When a customer mortgages property for a 
loan, the customer is the mortgagor and the 
bank is the mortgagee. 

5. RIGHTS OF A BANKER 

Right Explanation 

Right of General Lien 
The banker can retain goods, securities, or money of 
the customer until dues are cleared (as per Section 
171, Indian Contract Act, 1872). 

Right of Set-Off 
The bank can adjust the credit balance in one account 
to cover a debit balance in another account of the same 
customer. 

Right of Appropriation 
The bank can decide which debt to settle when a 
payment is received, if not specified by the customer. 

Right to Charge The bank has the right to charge interest, commission, 
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Right Explanation 

Interest/Commission or service charges as agreed. 

Right to Close the 
Account 

A bank can close a customer’s account after giving 
proper notice. 

6. DUTIES OF A BANKER 

Duty Explanation 

Duty to Honor 
Cheques 

The bank must pay cheques drawn by the customer if sufficient 
funds are available. 

Duty to Maintain 
Secrecy 

The bank must keep all customer information confidential (as 
per Tournier vs. National Provincial and Union Bank of 
England, 1924). Disclosure is allowed only under legal 
obligation or with customer consent. 

Duty to Maintain 
Proper Records 

The bank must maintain accurate records of customer 
transactions. 

Duty to Give 
Notice of Dishonor 

If a cheque is dishonored, the bank should inform the customer 
immediately. 

Duty to Follow 
Customer’s 
Instructions 

The banker must act as per the customer’s lawful instructions. 

Duty of Care and 
Diligence 

The bank must handle customer accounts responsibly and 
avoid negligence. 

7. OBLIGATIONS OF THE CUSTOMER 

Obligation Description 

To Maintain Sufficient Balance Ensure adequate funds for cheque payments. 

To Provide Accurate 
Information 

Supply correct details at the time of opening the 
account. 

To Use Banking Instruments 
Properly 

Handle cheques, cards, and PINs securely. 

To Repay Loans and Advances Honor all credit obligations promptly. 

To Inform Changes 
Notify the bank about address, signature, or 
nominee changes. 

8. SPECIAL RELATIONSHIPS 

1. Relationship of Partnership Firms and Joint Accounts 
o All partners must operate the account jointly unless otherwise 

authorized. 
2. Relationship with Minor or Illiterate Customers 
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o Banks follow special care — accounts operated with guardian’s 
supervision or thumb impression witnessed by bank officials. 

3. Relationship with Nominee 
o Upon the death of a customer, the relationship transfers to the 

nominee or legal heir. 

9. LEGAL FOUNDATION 

The relationship is governed by: 

 Banking Regulation Act, 1949 
 Indian Contract Act, 1872 
 Negotiable Instruments Act, 1881 
 Reserve Bank of India Act, 1934 

10. SUMMARY TABLE 

Aspect Bank’s Role Customer’s Role 

Deposit Debtor Creditor 

Loan Creditor Debtor 

Safe Custody Bailee Bailor 

Pledge Pledgee Pledger 

Locker Lessor Lessee 

Cheque Collection Agent Principal 

Trust Account Trustee Beneficiary 

11. CONCLUSION 

The Banker–Customer Relationship is multifaceted and dynamic. It goes beyond 
a simple financial transaction to encompass trust, confidentiality, legal duty, and 
mutual benefit. 
In the era of digital and online banking, this relationship has expanded to include 
electronic data security, digital consent, and privacy obligations, strengthening 
the fiduciary bond between banks and their customers. 

SPECIAL TYPES OF CUSTOMERS 

1. Introduction 

Not all customers are alike. 
Certain individuals or entities require special attention and procedures due to their 
legal status, capacity, or nature of operations. 
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A “Special Type of Customer” is one whose account operation is governed by 
specific laws or conditions, and the banker must handle their accounts carefully to 
avoid legal complications or unauthorized transactions. 

2. Meaning 

A Special Type of Customer refers to a person or entity whose legal capacity to 
contract or operate a bank account differs from that of ordinary individual 
customers. Examples include minors, joint account holders, partnership firms, 
companies, clubs, societies, trusts, and executors. Each type requires distinct 
precautions while opening, operating, or closing accounts. 

3. CLASSIFICATION OF SPECIAL TYPES OF CUSTOMERS 

Category Examples 

Individuals with legal restrictions Minors, Illiterate persons, Pardanashin women 

Multiple/Joint accounts Joint account holders 

Business entities Partnership firms, Joint stock companies 

Non-business organizations Clubs, Societies, Associations, Trusts 

Legal representatives Executors and Administrators 

Government bodies Local authorities, Government departments 

4. DIFFERENT TYPES OF SPECIAL CUSTOMERS 

A. Minor 

Definition 

A minor is a person below 18 years of age (or below 21 years if under a guardian 
as per the Indian Majority Act, 1875). 

Legal Capacity 

Under Section 11 of the Indian Contract Act, 1872, a minor cannot enter into a 
valid contract. Hence, he cannot incur debt or be held liable for repayment. 

Banking Provisions 

1. A minor’s account can be opened only jointly with a guardian. 
2. If operated independently, it must be a Savings Account and not a Current 

Account. 
3. Overdraft and loans are strictly prohibited. 
4. The account title should mention “Minor by Guardian Mr./Ms. ...”. 
5. Upon attaining majority, the account should be converted into a regular 

account. 
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Bank Precautions 

 Obtain birth certificate as proof of age. 
 Get guardian’s consent and signature. 
 Clearly mark “Not eligible for overdraft or loan”. 

B. Illiterate Persons 

Meaning 

An illiterate person cannot read or write but can identify by thumb impression. 

Bank’s Approach 

 Allowed to open Savings Accounts (not current). 
 Operations through thumb impression in presence of a bank officer. 
 Cheque book facility usually not given; withdrawal through withdrawal slip 

only. 
 Bank officer must explain the transaction before taking the thumb 

impression. 

Precautions 

 Maintain specimen thumb impression record. 
 Record identification by officer on each transaction. 
 Avoid allowing third-party operations unless verified. 

C. Pardanashin Women 

Meaning 

A Pardanashin woman is one who observes strict seclusion (purdah) and has 
limited dealings with strangers. 

Bank’s Responsibility 

 Ensure her identity is verified by a trusted person (introducer). 
 Ensure that she understands the terms of the account and transactions. 
 Obtain her photograph and signature if possible. 

Precautions 

 Extra care in verification of instructions. 
 Avoid allowing others to operate without written authority. 

D. Joint Account Holders 
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Meaning 

A Joint Account is opened by two or more individuals together (e.g., husband 
and wife, partners, siblings). 

Operation Modes 

1. Either or Survivor – Any one can operate; on death, survivor continues 
operation. 

2. Jointly – All must sign for operations. 
3. Former or Survivor / Latter or Survivor – Only the specified person can 

operate until death. 
4. Anyone or Survivor(s) – Flexible operation by any holder. 

Precautions 

 Obtain a clear operational mandate at the time of opening. 
 Record instructions for payment upon death of one account holder. 
 No changes without written consent of all account holders. 

E. Partnership Firms 

Definition 

A partnership is an association of two or more persons carrying on business jointly 
for profit (as per Section 4 of the Indian Partnership Act, 1932). 

Bank Requirements 

 Obtain Partnership Deed (certified copy). 
 Verify names of partners authorized to operate the account. 
 Get a mandate specifying operational instructions (e.g., any two jointly). 
 Firm’s account name should read: “M/s ABC & Co.”. 

Precautions 

 No operation allowed by a retired partner unless authorized. 
 Dissolution of firm automatically terminates the mandate. 
 For overdraft, ensure all partners sign the documents. 

F. Joint Stock Companies 

Meaning 

A Joint Stock Company is a separate legal entity registered under the 
Companies Act, 2013. 
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Bank Requirements 

 Obtain: 
o Certificate of Incorporation 
o Memorandum & Articles of Association 
o Board Resolution authorizing account operation 
o List of Directors with specimen signatures 

 The account title should be in the company’s name, e.g., “ABC Pvt. Ltd.”. 

Precautions 

 Ensure the Board Resolution clearly states who can operate the account. 
 Changes in directors require fresh resolution. 
 Verify borrowing powers before granting loans. 

G. Clubs, Societies, and Associations 

Meaning 

Non-profit organizations such as clubs, societies, charitable institutions, and 
NGOs operate accounts for collective purposes. 

Documents Required 

 Registration Certificate 
 Rules and Bye-laws 
 Resolution of Governing Body 
 List of Office Bearers 
 Specimen Signatures 

Precautions 

 Ensure transactions are within the objectives of the organization. 
 Obtain fresh resolution for changes in office bearers. 
 No personal withdrawals should be allowed. 

H. Trusts 

Meaning 

A Trust is an arrangement where property is held by one party (trustee) for the 
benefit of another (beneficiary). 

Documents Required 

 Trust Deed 
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 List of Trustees 
 Resolution authorizing account operation 

Precautions 

 Transactions must comply with the terms of the Trust Deed. 
 Ensure funds are used for beneficiaries’ purposes. 
 Personal use of trust funds is prohibited. 

I. Executors and Administrators 

Meaning 

 An Executor is appointed by a will. 
 An Administrator is appointed by a court when there is no will. 

Bank’s Approach 

 Verify Probate of the Will or Letter of Administration. 
 Open account in the name: “Estate of Late Mr. X – Executor Mr. Y”. 

Precautions 

 Allow transactions strictly as per authority. 
 Do not mix personal funds with estate funds. 
 Close account after estate settlement. 

J. Government Departments and Local Authorities 

Meaning 

Accounts of municipalities, panchayats, and government departments are 
governed by statutory regulations. 

Documents Required 

 Government Order (GO) or Resolution sanctioning account. 
 Specimen Signatures of authorized officers. 

Precautions 

 Ensure proper authorization and budget sanction. 
 Allow operations only as per government rules. 

5. SUMMARY TABLE 
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Type of Customer 
Nature of 
Account 

Special Precautions by Bank 

Minor Savings Joint with guardian, no overdraft 

Illiterate Person Savings Thumb impression with witness 

Pardanashin Woman Savings Verified identity and consent 

Joint Account Any Clear operation mandate 

Partnership Firm Current Partnership Deed, authorization 

Company Current Board Resolution, registration proof 

Club/Society Current 
Bye-laws, resolution, authorized 
signatories 

Trust Current Trust Deed, trustee authorization 

Executor/Administrator Current Probate/Letter of Administration 

Government Body Current Government Order, authorization 

6. Conclusion 

Special types of customers require extra caution and documentation. 
A banker must thoroughly understand the legal status and authority of such 
customers before allowing account operations. 
Proper verification and adherence to KYC norms, RBI guidelines, and statutory 
provisions safeguard both the bank and the customer from legal risks and misuse. 

KYC Norms (Know Your Customer Norms) 

1. Introduction 

KYC (Know Your Customer) is a mandatory process used by banks and financial 
institutions to verify the identity and address of their customers before opening or 
maintaining an account. It ensures that the financial system is not misused for 
money laundering, terrorist financing, or other illegal activities. KYC is 
governed by the Prevention of Money Laundering Act (PMLA), 2002, and 
guidelines issued by the Reserve Bank of India (RBI). 
 

2. Objectives of KYC 

The main objectives of KYC are: 

1. ✅ To prevent identity theft, fraud, money laundering, and terrorist financing. 
2. ✅ To ensure that banks know and verify the true identity of their customers. 
3. ✅ To maintain transparency and integrity in banking operations. 
4. ✅ To establish the customer’s financial profile for better risk assessment. 
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3. Key Elements of KYC 

KYC involves two essential components: 

Component Description 

Customer Identification 
Establishing the true identity of the customer using valid 
documents. 

Customer Due Diligence 
(CDD) 

Assessing the risk profile of the customer and verifying 
their background. 

4. Types of KYC 

There are two primary methods of completing KYC: 

Type Description 

a) Physical KYC 
The customer submits physical copies of identity and address 
proofs to the bank branch. Verification is done manually. 

b) e-KYC 
(Electronic KYC) 

The customer’s identity is verified digitally using Aadhaar-based 
biometric authentication or OTP verification through UIDAI. 

5. KYC Documents 

As per RBI guidelines, KYC requires Officially Valid Documents (OVDs) for proof 
of identity and address. 

Purpose Documents Accepted (OVDs) 

Proof of 
Identity 

Aadhaar card, PAN card, Passport, Voter ID, Driving Licence, 
NREGA Job Card. 

Proof of 
Address 

Any of the above documents showing current address. 

Additional Documents for Non-Individuals: 

 Companies: Certificate of Incorporation, Memorandum and Articles of 
Association, PAN, Board Resolution. 

 Partnership Firms: Partnership Deed, PAN, Proof of business. 
 Trusts: Registration Certificate, Trust Deed, list of trustees. 

6. Customer Due Diligence (CDD) Process 

Banks categorize customers based on risk level and apply KYC accordingly: 

Risk 
Category 

Description Examples 

Low Risk 
Customers with transparent 
background and standard accounts. 

Salaried individuals, government 
employees. 
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Risk 
Category 

Description Examples 

Medium 
Risk 

Accounts with moderate transaction 
volumes. 

Small business owners. 

High Risk 
Customers with complex financial 
structures or unclear sources of 
funds. 

NRIs, Politically Exposed Persons 
(PEPs), high net-worth individuals. 

7. Periodic KYC Updation 

RBI mandates banks to update KYC information periodically: 

 Low-risk customers: Once every 10 years. 
 Medium-risk customers: Once every 8 years. 
 High-risk customers: Once every 2 years. 

This ensures that the bank’s records remain up to date. 

8. Importance of KYC 

 Prevents money laundering and financial crimes. 
 Ensures transparency and trustworthiness in banking. 
 Helps banks assess customer risk and maintain regulatory compliance. 
 Protects both the bank and the customer from fraud. 

9. Penalties for Non-Compliance 

Failure to follow KYC guidelines may lead to: 

 Freezing of bank accounts. 
 Reporting to authorities under PMLA. 
 Penalties imposed by RBI or Financial Intelligence Unit (FIU-IND). 

10. Recent Developments 

 Introduction of Video KYC (VKYC) for remote verification. 
 Central KYC Registry (CKYCR) established to maintain all KYC records in a 

single database. 
 Use of Aadhaar OTP-based eKYC for simplified account opening. 

11. Summary 

KYC is a crucial compliance mechanism that ensures safe, secure, and 
transparent banking. It forms the foundation of the bank–customer relationship and 
protects the financial system from illegal misuse. 
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Loans and Advances 

1. Introduction 

Loans and Advances are the primary sources of income and the core assets of 
commercial banks. 
They represent the credit extended by banks to individuals, businesses, and other 
entities for productive and personal purposes. While loans are typically granted for a 
fixed period and amount, advances are short-term credit facilities that can be 
used for working capital or operational needs. 

2. Meaning and Definition 

Term Definition 

Loan 
A sum of money lent by the bank to a borrower for a specific period and 
purpose, repayable with interest in installments or lump sum. 

Advance 
Short-term financial assistance granted by the bank to meet day-to-day 
business requirements, repayable within a year. 

In simple terms, 

 Loans → Long-term, structured, fixed repayment. 
 Advances → Short-term, flexible, for business needs. 

3. Objectives of Loans and Advances 

Banks provide loans and advances to: 

1. ✅ Promote economic development by funding industries, trade, and 
agriculture. 

2. ✅ Earn interest income, which is the main source of revenue for banks. 
3. ✅ Support entrepreneurship and innovation. 
4. ✅ Ensure optimal utilization of idle funds. 
5. ✅ Fulfil government and priority sector lending obligations (like agriculture, 

MSMEs, etc.). 

4. Classification of Loans and Advances 

Loans and advances are broadly classified based on purpose, duration, and 
security. 

A. Based on Duration 

Type Duration Example 

Short-term Up to 1 year Working capital, trade finance 

Medium-term 1 to 3 years Vehicle loan, machinery loan 
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Type Duration Example 

Long-term More than 3 years Housing loan, project finance 

B. Based on Purpose 

Type Purpose 

Agricultural Loans Crop cultivation, farm equipment purchase 

Industrial Loans Machinery, infrastructure, raw materials 

Personal Loans Education, marriage, medical expenses 

Housing Loans Construction or purchase of houses 

Vehicle Loans Purchase of vehicles 

Consumer Loans Purchase of household goods 

Export/Import Loans Finance to exporters or importers 

C. Based on Security 

Type Description Example 

Secured Loans Backed by collateral/security 
Housing loan (secured by 
property) 

Unsecured 
Loans 

No collateral; based on 
creditworthiness 

Personal loan, credit card 
loan 

D. Based on Repayment Method 

Type Description 

Term Loan Repaid in fixed installments over a specific term. 

Demand Loan Repayable on demand by the bank. 

Overdraft (OD) Facility allowing withdrawals beyond account balance. 

Cash Credit (CC) Credit facility for working capital against stock or receivables. 

Bills Discounting Bank buys trade bills at a discount before maturity. 

5. Types of Loans and Advances 

1. Term Loan – Granted for fixed terms; repayment in monthly/quarterly 
installments. 

2. Overdraft (OD) – Allows account holders to withdraw more than the account 
balance; interest charged only on utilized amount. 

3. Cash Credit (CC) – Given to businesses for working capital needs against 
pledge or hypothecation of inventory. 

4. Demand Loan – Repayable anytime on demand by the bank. 
5. Bills Purchase and Discounting – Bank buys trade bills before maturity and 

collects full value at maturity. 
6. Consumer Loan – For purchase of goods like TVs, refrigerators, etc. 
7. Housing Loan – For purchase/construction of houses. 
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8. Education Loan – For higher studies in India or abroad. 
9. Vehicle Loan – For purchase of cars, bikes, or commercial vehicles. 
10. Gold Loan – Loan against pledge of gold ornaments. 

6. Principles of Sound Lending 

Banks follow certain principles to minimize risk and ensure loan recovery: 

Principle Meaning 

Safety Borrower’s capacity and willingness to repay should be verified. 

Liquidity Loan amount should be recoverable when needed. 

Purpose Loan should be for productive and legitimate use. 

Profitability Interest earned should be sufficient for bank’s profitability. 

Security Adequate collateral to safeguard against default. 

Diversity Loans should be spread across sectors to reduce risk. 

7. Credit Appraisal Process 

Before sanctioning a loan, banks conduct a credit appraisal to assess the 
borrower’s financial health using the 5 C’s of Credit: 

Factor Meaning 

Character Borrower’s honesty and integrity. 

Capacity Ability to repay the loan. 

Capital Financial strength or net worth. 

Collateral Security offered. 

Conditions Prevailing business and economic conditions. 

8. Loan Documentation 

Loan agreements involve: 

 Application Form 
 Sanction Letter 
 Promissory Note 
 Mortgage/Charge documents 
 Guarantee deeds (if any) 

Proper documentation ensures legal enforceability and recovery of dues. 

9. Recovery of Loans 

Methods used for recovery include: 

1. Regular installments (EMIs). 
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2. Recovery through security sale (mortgaged asset). 
3. Legal action under SARFAESI Act, 2002. 
4. Settlement schemes and debt restructuring. 

10. Non-Performing Assets (NPA) 

A loan becomes an NPA when interest or principal remains overdue for more than 
90 days. 
Banks are required to classify assets and make provisions as per RBI norms. 

11. Advances vs Loans — Comparison 

Basis Loan Advance 

Duration Long-term Short-term 

Purpose Fixed, specific purpose Day-to-day operations 

Security Often secured May or may not be secured 

Repayment In installments or lump sum Adjusted from business proceeds 

Examples Housing, vehicle loans Cash credit, overdraft 

12. Importance to the Economy 

 Promotes industrial and agricultural growth. 
 Encourages entrepreneurship and employment. 
 Enhances financial inclusion by extending credit to rural areas. 
 Supports government development programs and priority sectors. 

13. Summary 

Loans and advances are the lifeblood of banking operations, representing the 
bank’s investment in the economy. 
Proper assessment, monitoring, and recovery ensure profitability, liquidity, and 
financial stability. 

Lending Sources in Banking 

1. Introduction 

Lending sources refer to the various means and institutions through which banks 
and financial entities obtain funds to lend money to borrowers. 
In simple terms, lending sources are the origins of funds that banks use to provide 
loans, advances, and credit facilities to individuals, businesses, and governments. 

Understanding these sources is crucial because the stability and profitability of a 
bank depend largely on how effectively it mobilizes and allocates funds for lending. 
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2. Meaning of Lending Sources 

Lending sources are the channels or mechanisms from which banks derive the 
funds necessary to carry out their credit creation and lending functions. 
These include internal deposits, borrowings from other institutions, and 
refinance facilities from apex financial bodies like the Reserve Bank of India (RBI) 
or NABARD. 

3. Classification of Lending Sources 

The lending sources of banks can be broadly classified into two categories: 

Category Description 

A. Internal Sources 
Funds generated within the bank, such as deposits and 
reserves. 

B. External 
Sources 

Funds borrowed or obtained from external institutions or 
markets. 

A. Internal Sources of Lending Funds 

These are funds mobilized directly by the bank from its customers and internal 
reserves. 

1. Deposits 

Deposits form the primary and most stable source of lending funds for banks. 

Type of Deposit Nature and Features 

Demand Deposits Payable on demand (e.g., Current Account deposits). 

Savings Deposits Moderate interest; promotes savings habits. 

Term Deposits Fixed deposits or recurring deposits that earn higher interest. 

These deposits are used for lending and credit creation, maintaining liquidity, and 
meeting reserve requirements. 

2. Retained Earnings (Reserves & Surplus) 

Banks accumulate profits and reserves over time, which can be used for lending or 
to meet capital adequacy norms. 

 Examples: General Reserve, Contingency Reserve, and Capital Reserve. 
 These enhance the financial strength and lending capacity of the bank. 
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3. Loan Repayments 

Funds received through repayment of previous loans and advances become 
available for fresh lending. 
This ensures a continuous credit cycle within the banking system. 

4. Interest Income and Service Charges 

Banks earn income from interest on loans, fees, and commissions. 
A part of this income is reinvested in new lending activities. 

B. External Sources of Lending Funds 

These are funds obtained from external or institutional sources when internal 
funds are insufficient to meet credit demand. 

1. Borrowings from RBI 

Commercial banks can borrow funds from the Reserve Bank of India through: 

 Repo and Reverse Repo operations under the Liquidity Adjustment Facility 
(LAF). 

 Bank Rate borrowing (longer-term loans against approved securities). 
 Marginal Standing Facility (MSF) – emergency borrowing facility. 

These facilities help banks maintain liquidity and meet short-term lending 
needs. 

2. Borrowings from Other Banks 

Banks may borrow from fellow commercial banks in the inter-bank call money 
market to manage short-term liquidity mismatches. 

 Duration: Overnight to 14 days. 
 This promotes liquidity in the banking system. 

3. Borrowings from Financial Institutions 

Banks may raise refinance or funds from specialized institutions for specific 
purposes: 

Institution Purpose of Refinance 

NABARD Agricultural and rural lending. 

SIDBI MSME and small-scale industry financing. 

NHB (National Housing Bank) Housing loans. 

EXIM Bank Export and import-related credit. 
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Institution Purpose of Refinance 

IFCI / IDBI Industrial and project finance. 

4. Capital Market Instruments 

Banks also raise funds through the issue of financial instruments, such as: 

 Bonds and Debentures (long-term funds). 
 Certificates of Deposit (CDs) and Commercial Papers (CPs) (short-term 

funds). 
These instruments are subscribed to by institutional and retail investors. 

5. Foreign Borrowings and External Commercial Borrowings (ECBs) 

Banks and large corporations may raise funds from foreign financial institutions or 
international markets to finance trade and long-term infrastructure projects. 
Such borrowings are regulated by the RBI and Ministry of Finance. 

6. Government and Institutional Refinance Schemes 

Certain government schemes provide targeted credit and subsidized refinance for 
sectors like: 

 Agriculture (through NABARD) 
 Housing (through NHB) 
 Education, MSME, and Infrastructure sectors. 

4. Role of Lending Sources in Banking Operations 

Function Contribution 

Liquidity Management 
Ensures banks have funds to meet withdrawal and lending 
needs. 

Credit Expansion 
Enables banks to create more credit and promote economic 
growth. 

Profitability More lending = higher interest income. 

Economic 
Development 

Channeling funds to productive sectors. 

Financial Stability Diverse sources of funds reduce liquidity risk. 

5. Principles Governing Bank Lending Sources 

Banks follow key principles when managing lending sources: 

1. Safety – Ensuring stable and secure sources of funds. 
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2. Liquidity – Maintaining a balance between short-term and long-term sources. 
3. Cost-effectiveness – Choosing sources that minimize cost of funds. 
4. Diversification – Avoiding dependence on a single funding source. 
5. Regulatory Compliance – Following RBI norms for CRR, SLR, and capital 

adequacy. 

6. Challenges in Mobilizing Lending Sources 

 Rising cost of funds due to competition and market volatility. 
 Maintaining adequate liquidity while lending profitably. 
 Credit risk due to non-repayment or NPA formation. 
 Regulatory restrictions on borrowing limits and exposure norms. 
 Balancing between domestic and foreign funding sources. 

7. Summary 

Category Examples Purpose 

Internal 
Sources 

Deposits, reserves, repayments Regular, low-cost funding 

External 
Sources 

RBI borrowings, financial institutions, 
bonds 

Liquidity support, 
refinancing 

A bank’s lending power is determined by the strength and diversity of its lending 
sources. Efficient management of these sources ensures profitability, liquidity, and 
economic growth. 

Principles of Sound Lending 

1. Introduction 

Lending is the core function of commercial banks — it generates income but also 
exposes the bank to significant risk. Therefore, before granting loans and advances, 
banks must follow certain well-established principles of sound lending. 

These principles are designed to ensure that: 

 The loan is safe, 
 The borrower is creditworthy, 
 The purpose is legitimate and productive, and 
 The bank’s funds remain liquid and profitable. 

In essence, the lending principles aim to maintain a balance between profitability 
and security of bank funds. 



DIRECTORATE OF DISTANCE AND CONTINUING EDUCATION                                                                             
Manonmaniam Sundaranar University 

 

Banking Law & Practice Page 166 
 

2. Meaning of Lending Principles 

Lending Principles are the fundamental guidelines and norms that govern the 
decision-making process of banks while extending credit to customers. 
They help banks decide: 

 Whom to lend? 
 How much to lend? 
 At what terms and conditions? 
 For what purpose? 

3. Objectives of Sound Lending Principles 

1. ✅ To ensure safety of bank funds. 
2. ✅ To maintain adequate liquidity for meeting withdrawal demands. 
3. ✅ To secure reasonable returns (profitability). 
4. ✅ To prevent bad debts and non-performing assets (NPAs). 
5. ✅ To promote economic development through productive lending. 

4. Key Principles of Sound Lending 

The principles of sound lending can be summarized as follows: 

1. Principle of Safety 

 Definition: 
The foremost concern of every banker is the safety of the funds lent. A loan 
should be given only when the banker is confident that the borrower will be 
able and willing to repay it with interest. 

 Importance: 
Since banks lend public deposits, the safety of these funds is paramount. 

 How Ensured: 
o Careful assessment of the borrower’s creditworthiness. 
o Verification of financial stability, business reputation, and income 

sources. 
o Obtaining adequate security or collateral. 

 Example: 
Before granting a housing loan, a bank verifies the borrower’s income, 
repayment capacity, and the property documents. 

2. Principle of Liquidity 

 Definition: 
Liquidity means the ability of the bank to convert its loans into cash quickly 
without loss. 
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 Importance: 
Banks must be ready to meet withdrawal demands from depositors at any 
time. Hence, loans should not be locked in for too long. 

 How Ensured: 
o Preference for short-term loans (like trade advances or working 

capital finance). 
o Proper balance between short-term and long-term lending. 

 Example: 
Overdrafts and cash credit facilities are more liquid than project loans 
because they can be recovered faster. 

3. Principle of Profitability 

 Definition: 
Banks are commercial institutions; hence, every loan must yield adequate 
profit in the form of interest and service charges. 

 Importance: 
Profit ensures sustainability, growth, and shareholder returns. 

 How Ensured: 
o Lending at interest rates that cover cost of funds, risk, and 

administrative expenses. 
o Avoiding unproductive or low-yielding advances. 

 Example: 
Lending to high-risk ventures may offer high interest but can threaten 
profitability if defaults occur. 

4. Principle of Purpose 

 Definition: 
The bank must know the exact purpose for which the loan is required. 

 Importance: 
Lending should promote productive and legitimate economic activity, not 
speculation or illegal trade. 

 How Ensured: 
o Borrowers must disclose the intended use of funds. 
o The bank verifies that funds are used for the stated purpose. 

 Example: 
A loan for agriculture should not be diverted for non-agricultural or speculative 
purposes. 

5. Principle of Security 
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 Definition: 
Security refers to assets pledged by the borrower to safeguard the bank in 
case of default. 

 Importance: 
Security provides a safety cushion — if the borrower fails to repay, the bank 
can recover dues by selling the asset. 

 Types of Security: 
o Primary Security: Direct asset created out of the loan (e.g., machinery 

purchased). 
o Collateral Security: Additional security offered (e.g., property, shares). 

 Example: 
For a housing loan, the property itself serves as primary security. 

6. Principle of Diversity (Dispersion of Risk) 

 Definition: 
Banks should diversify their loan portfolio across different sectors, regions, 
and borrowers. 

 Importance: 
Avoids concentration of credit risk — if one sector fails, losses can be 
offset by gains from others. 

 Example: 
Lending should be spread across agriculture, industry, trade, housing, and 
services rather than focusing on a single industry. 

7. Principle of Character (Borrower’s Integrity) 

 Definition: 
The character and reputation of the borrower are crucial in ensuring 
repayment. 

 Importance: 
Even a financially strong borrower may default if lacking integrity. 

 How Assessed: 
o Past dealings with the bank. 
o Market reputation and references. 
o Credit history (CIBIL score). 

 Example: 
A borrower with a consistent repayment record and transparent dealings 
inspires greater confidence. 

8. Principle of Capacity (Repayment Ability) 
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 Definition: 
Refers to the financial and managerial ability of the borrower to generate 
sufficient income to repay the loan. 

 How Ensured: 
o Analysis of business operations, financial statements, and cash flow. 
o Appraisal of future income potential. 

 Example: 
Before granting a business loan, the bank assesses the firm’s profit margins, 
turnover, and management expertise. 

9. Principle of Capital (Financial Strength) 

 Definition: 
The borrower’s own investment or stake in the business indicates their 
financial stability and commitment. 

 Importance: 
The higher the borrower’s own capital, the lower the credit risk. 

 Example: 
A firm with ₹50 lakh capital and borrowing ₹10 lakh is safer than one 
borrowing ₹10 lakh with only ₹1 lakh equity. 

10. Principle of Conditions (Economic Environment) 

 Definition: 
Banks must consider the prevailing economic, political, and market 
conditions before lending. 

 Importance: 
Lending in unstable or recessionary conditions increases risk. 

 Example: 
During an economic slowdown, banks may avoid lending heavily to cyclical 
industries like automobiles or real estate. 

5. Additional Principles for Modern Banking 

Principle Description 

Compliance 
Lending should follow RBI and government guidelines (like 
Priority Sector Lending norms). 

Monitoring and 
Supervision 

Post-disbursement monitoring ensures funds are used for 
the intended purpose. 

Documentation 
Proper legal documentation makes loan recovery 
enforceable. 

6. Summary Table 

Principle Objective Key Focus 
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Principle Objective Key Focus 

Safety Protect bank funds Creditworthiness & Security 

Liquidity Ensure funds availability Short-term, easily recoverable loans 

Profitability Earn adequate returns Interest & fee income 

Purpose Productive use of funds Legitimate business 

Security Risk coverage Collateral value 

Diversity Risk reduction Sectoral spread 

Character Integrity of borrower Honesty & reputation 

Capacity Repayment ability Business performance 

Capital Borrower’s stake Financial soundness 

Conditions Economic context Market stability 

7. Conclusion 

The Principles of Sound Lending form the foundation of safe, profitable, and 
responsible banking. 
By adhering to these principles, banks maintain the confidence of depositors, 
ensure liquidity and profitability, and contribute to sustainable economic growth. 
In short — sound lending is not just about giving loans, but lending wisely, securely, 
and responsibly. 

Types of Loans 

Loans are one of the primary functions of banks — providing funds to individuals, 
businesses, and governments to meet various financial needs. The loans are 
classified based on tenure, purpose, security, repayment method, and borrower 
profile. 

1. Based on Tenure 

Type Description Example 

Short-term 
Loans 

Granted for a period of up to 1 year; generally 
used for working capital requirements or temporary 
financial needs. 

Working capital 
loan, trade credit 

Medium-
term Loans 

Granted for 1–5 years; used for business 
expansion, machinery purchase, or renovation. 

Equipment 
finance, vehicle 
loan 

Long-term 
Loans 

Granted for more than 5 years; usually for capital-
intensive investments or infrastructure 
development. 

Home loan, project 
loan 

2. Based on Security 
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Type Explanation Examples 

Secured 
Loans 

The borrower pledges an asset as collateral 
(security) which the bank can seize in case of 
default. 

Home loan, car loan, 
mortgage loan 

Unsecured 
Loans 

No collateral; granted based on the 
borrower’s creditworthiness and income. 
Higher interest rates. 

Personal loan, credit 
card loan, education 
loan 

3. Based on Purpose 

Type Purpose / Objective Details 

Home Loan (Housing 
Loan) 

To purchase, build, or renovate 
a house. 

Usually long-term with fixed 
or floating rates. 

Vehicle Loan 
For purchase of cars, two-
wheelers, or commercial 
vehicles. 

Secured by the vehicle 
itself. 

Education Loan 
To fund higher education 
expenses in India or abroad. 

Moratorium period till 
course completion. 

Personal Loan 
To meet personal expenses 
such as marriage, travel, or 
medical emergencies. 

Unsecured and high-
interest. 

Agricultural Loan 
For purchase of seeds, 
fertilizers, equipment, or 
irrigation. 

Offered at concessional 
rates by RRBs and co-
operatives. 

Business Loan 
To finance working capital, 
expansion, or machinery 
purchase. 

Includes term loan, cash 
credit, and overdraft. 

Gold Loan 
Loan against pledged gold 
ornaments. 

Quick disbursal and low 
documentation. 

Consumer Loan 
For purchase of household 
durables like TV, fridge, or 
computer. 

Short-term repayment. 

Mortgage Loan / 
Loan Against 
Property (LAP) 

Loan secured against residential 
or commercial property. 

The property remains 
mortgaged until repayment. 

4. Based on Repayment Method 

Type Repayment Feature Example 

Term Loan Repaid in fixed installments over a period of time. 
Project finance, 
home loan 

Demand Loan Payable on demand by the bank; no fixed Short-term working 
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Type Repayment Feature Example 

schedule. capital 

Overdraft 
(OD) 

Facility allowing customers to withdraw more 
than their account balance up to a limit. 

Current account 
holders 

Cash Credit 
(CC) 

Credit facility for businesses to finance working 
capital against hypothecation of stock. 

Manufacturing 
units, traders 

Bill 
Discounting 

The bank discounts a bill of exchange before its 
due date and collects payment from the drawee 
on maturity. 

Trade finance 

5. Based on Borrower Type 

Borrower Type of Loan Commonly Availed 

Individuals 
Personal, housing, vehicle, education, consumer, gold 
loans 

Businesses / Firms 
Term loan, overdraft, cash credit, working capital loan, bill 
discounting 

Farmers Crop loan, Kisan Credit Card, farm equipment loan 

Government / Public 
Sector 

Infrastructure project loans, budgetary support loans 

6. Based on Mode of Disbursement 

Type Explanation 

Direct Loans Granted directly to the borrower by the bank. 

Indirect Loans Granted through intermediaries such as cooperatives or NBFCs. 

7. Based on Interest Rate Type 

Type Feature 

Fixed Rate Loan Interest rate remains constant throughout the loan period. 

Floating Rate 
Loan 

Interest rate varies with market conditions (linked to repo rate or 
MCLR). 

8. Specialized Loan Schemes 

Scheme Target Group / Purpose 

PradhanMantri Mudra Yojana 
(PMMY) 

For micro and small enterprises (Shishu, Kishor, 
Tarun categories). 

PradhanMantriAwasYojana 
(PMAY) 

Affordable housing loan for urban/rural poor. 

Stand-Up India 
For SC/ST and women entrepreneurs to start 
greenfield enterprises. 
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Scheme Target Group / Purpose 

Kisan Credit Card (KCC) 
Revolving credit for farmers for cultivation 
expenses. 

Conclusion 

Loans are vital instruments for economic growth, enabling financial inclusion, 
entrepreneurship, and infrastructure development. Banks must ensure prudential 
lending, adherence to KYC and risk assessment norms, and proper monitoring 
of end-use to maintain asset quality and profitability. 

Classification of Assets and Income Recognition / Provisioning (NPA) 

1. Introduction 

The Reserve Bank of India (RBI) has laid down detailed norms for Income 
Recognition, Asset Classification, and Provisioning (IRAC) to ensure that banks 
maintain transparency and financial health in their balance sheets. These norms help 
identify and manage problem loans, ensure proper provisioning for potential 
losses, and maintain the soundness of the banking system. 

2. Key Concepts 

a) Performing Assets 

Assets (loans or advances) that generate regular income for the bank through 
interest or installment payments are known as performing assets. 

 Borrowers pay principal and interest within the stipulated time. 
 These accounts are “standard” and do not show any signs of default. 

b) Non-Performing Assets (NPAs) 

An asset (loan or advance) becomes Non-Performing when it stops generating 
income for the bank. 

According to RBI guidelines: 

A loan or advance is treated as an NPA if interest or principal remains overdue for a 
period of more than 90 days. 

Examples: 

 Term loan where interest or installment is unpaid for 90 days. 
 Overdraft or Cash Credit where account remains “out of order” for 90 days. 
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 Bills purchased or discounted remain unpaid for more than 90 days. 

3. Classification of Bank Assets 

Banks must classify their loan portfolio into four broad categories, based on the 
borrower’s repayment performance and asset quality. 

Category Meaning Criteria / Example 

1. Standard 
Assets 

Assets that do not disclose any problems 
and are not overdue. 

Borrower pays interest 
and principal regularly. 

2. Sub-
Standard 
Assets 

Assets that have remained NPA for less 
than or equal to 12 months. 

Default started recently; 
risk is moderate. 

3. Doubtful 
Assets 

Assets that have remained in sub-
standard category for more than 12 
months. 

Recovery chances are 
doubtful though security 
exists. 

4. Loss 
Assets 

Assets identified as uncollectible and of 
such little value that they should be 
written off. 

Auditors or RBI inspection 
may classify as “loss 
asset.” 

4. Norms for Income Recognition 

 Income from performing assets can be recognized on accrual basis (i.e., 
interest is recorded when it is due). 

 For NPAs, income must be recognized only on cash basis (i.e., when actually 
received). 

 This ensures that banks do not inflate their profits by showing unrealized 
income. 

Example: 
If a borrower has not paid interest for more than 90 days, the bank cannot record 
that interest as income until it is actually received. 

5. Provisioning Norms (As per RBI Guidelines) 

Provisioning means setting aside a certain percentage of funds to cover potential 
loan losses. 
It acts as a cushion against bad loans. 

Asset Category Provision Required Explanation 

Standard 
Assets 

0.25% – 1% (depending on type of 
loan) 

To cover general credit risk. 

Sub-Standard 
Assets 

15% of outstanding amount 
If unsecured, 25% provision 
required. 
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Asset Category Provision Required Explanation 

Doubtful Assets 
Based on duration in doubtful 
category:  

→ Up to 1 year 
25% of secured portion + 100% of 
unsecured portion  

→ 1 to 3 years 
40% of secured portion + 100% of 
unsecured portion  

→ More than 3 
years 

100% of both secured and 
unsecured portion  

Loss Assets 100% provision 
Should be written off or fully 
provided for. 

6. Special Categories under RBI Guidelines 

Type Definition / Explanation 

Restructured 
Loan 

When terms of loan (interest rate, repayment period) are modified 
to support a distressed borrower. 

Written-Off 
Assets 

Loans considered unrecoverable and removed from the books, 
though recovery efforts may continue. 

Technical Write-
Offs 

Loans written off at branch level but shown as due at the head 
office level. 

7. NPA Management 

Banks use several strategies to manage and recover NPAs, including: 

 One-Time Settlement (OTS) Schemes 
 SARFAESI Act, 2002 – for seizure and sale of secured assets. 
 Debt Recovery Tribunals (DRT) 
 Asset Reconstruction Companies (ARC) under RBI Act, 1934 
 Credit Risk Monitoring and early warning systems. 

8. Impact of NPAs on Banks 

Area Impact 

Profitability Interest income declines; higher provisioning reduces profits. 

Liquidity Funds get blocked in bad loans, affecting fresh lending. 

Capital Adequacy Higher NPAs require more capital under Basel norms. 

Credit Expansion Reduced ability to lend impacts economic growth. 

Public Confidence High NPAs affect the bank’s image and stability. 

9. Measures to Reduce NPAs 
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 Careful credit appraisal and borrower selection. 
 Continuous monitoring and review of loan accounts. 
 Strengthening recovery and legal mechanisms. 
 Promoting credit discipline among borrowers. 
 Use of Credit Information Companies (like CIBIL) to assess 

creditworthiness. 
 Restructuring viable accounts before they turn NPA. 

10. Conclusion 

Proper classification, income recognition, and provisioning are crucial for the 
financial soundness of banks. 
RBI’s prudential norms ensure that banks present a true and fair picture of their 
asset quality and maintain adequate buffers against future losses. 
Effective NPA management enhances not only the stability of individual banks but 
also the overall resilience of the financial syst 

Repo Rate and Reverse Repo Rate 

1. Introduction 

The Reserve Bank of India (RBI), as the central bank, uses various monetary 
policy tools to control the money supply, inflation, and credit flow in the economy. 
Among these, two key instruments are: 

 Repo Rate — used to inject liquidity into the banking system. 
 Reverse Repo Rate — used to absorb excess liquidity from the banking 

system. 

These rates play a vital role in regulating inflation, managing liquidity, and 
ensuring economic stability. 

2. Concept of Repo and Reverse Repo 

a) Repo (Repurchase) Agreement 

“Repo” stands for Repurchase Option or Repurchase Agreement. 

It is a short-term borrowing mechanism through which commercial banks 
borrow funds from the RBI by selling government securities (G-Secs) to the RBI 
with an agreement to repurchase them at a future date at a pre-determined price. 

 The difference between the sale and repurchase price is the interest 
charged by the RBI, known as the Repo Rate. 
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3. Repo Rate — Meaning and Explanation 

Particulars Description 

Definition 
The rate at which the RBI lends money to commercial banks against 
the pledge of government securities is called the Repo Rate. 

Nature 
It is a short-term lending rate — usually for overnight to 14-day 
periods. 

Purpose 
To control inflation and liquidity — it determines the cost of borrowing for 
banks from the RBI. 

Collateral Government securities or treasury bills. 

4. Reverse Repo Rate — Meaning and Explanation 

Particulars Description 

Definition 
The rate at which the RBI borrows money from commercial banks 
by lending government securities is called the Reverse Repo Rate. 

Nature It is a short-term deposit rate offered by RBI to banks. 

Purpose To absorb excess liquidity from the banking system. 

Mechanism 
Banks park their surplus funds with the RBI and earn interest at the 
Reverse Repo Rate. 

5. Illustrative Example 

 Suppose the Repo Rate is 6.50%, and a bank borrows ₹1,000 crore from the 
RBI. 
After the agreed period, it will repay ₹1,000 crore + interest (₹65 crore) to 
the RBI. 

 Conversely, if the Reverse Repo Rate is 6.25%, and the bank has surplus 
funds of ₹1,000 crore, it can deposit this with RBI and earn ₹62.5 crore as 
interest. 

6. Objectives of Repo and Reverse Repo Operations 

Objective Explanation 

Liquidity 
Management 

RBI adjusts short-term liquidity in the banking system. 

Inflation Control 
By raising repo rate, RBI discourages borrowing, thus 
reducing inflationary pressure. 

Monetary 
Transmission 

Changes in repo rate affect other interest rates in the 
economy (home loans, corporate loans, etc.). 

Stability of Money 
Market 

Provides a corridor for short-term interest rates, ensuring 
stability. 
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7. Relationship Between Repo Rate and Reverse Repo Rate 

Repo Rate Reverse Repo Rate Monetary Policy Implication 

Repo > 
Reverse Repo 

Always maintained higher than 
reverse repo rate 

The difference is called the 
Liquidity Adjustment Facility 
(LAF) corridor. 

Repo ↑ 
(increase) 

Borrowing cost increases → 
credit contraction → inflation 
decreases 

Tight monetary policy 

Repo ↓ 
(decrease) 

Borrowing cost decreases → 
credit expansion → economic 
growth 

Loose monetary policy 

Reverse Repo 
↑ 

Banks prefer to deposit with RBI 
→ liquidity absorption increases 

Controls excess money supply 

8. The Liquidity Adjustment Facility (LAF) 

 Introduced by RBI in 2000, LAF is the framework under which Repo and 
Reverse Repo operations are conducted. 

 It allows banks to borrow or lend funds to RBI on a daily basis to manage 
short-term liquidity mismatches. 

LAF Components: 

1. Repo Rate – Injects liquidity 
2. Reverse Repo Rate – Absorbs liquidity 
3. Marginal Standing Facility (MSF) – Borrowing above SLR limit at a slightly 

higher rate than repo. 

9. Impact of Repo Rate and Reverse Repo Rate Changes 

RBI Action Effect on Banks Effect on Economy 

Repo Rate Increased 
Borrowing from RBI 
becomes costly 

Reduces money supply → 
controls inflation 

Repo Rate Decreased 
Borrowing becomes 
cheaper 

Increases money supply → 
boosts growth 

Reverse Repo Rate 
Increased 

Banks prefer depositing 
funds with RBI 

Reduces liquidity → slows 
inflation 

Reverse Repo Rate 
Decreased 

Banks lend more to public 
Increases liquidity → 
stimulates economy 

10. Example: RBI’s Policy Adjustment 

Suppose inflation rises beyond the target range (e.g., above 6%). 
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 RBI may raise the Repo Rate from 6.5% to 6.75%. 
 Banks’ cost of funds increases, so they raise lending rates. 
 Borrowing by businesses and consumers reduces. 
 Aggregate demand declines → inflation moderates. 

Conversely, during an economic slowdown, the RBI reduces Repo Rate to 
encourage lending and stimulate growth. 

11. Current Trends (as of 2025) 

(For the latest exact rates, RBI’s Monetary Policy Statements can be referred to.) 

 The Repo Rate acts as the benchmark rate for all lending operations in India. 
 The Reverse Repo Rate helps RBI control excess liquidity during periods of 

high inflows or low demand. 

12. Summary Table 

Aspect Repo Rate Reverse Repo Rate 

Nature Lending rate of RBI to banks 
Deposit rate offered by RBI to 
banks 

Objective Inject liquidity Absorb liquidity 

Effect of 
Increase 

Tightens money supply Absorbs more liquidity 

Effect of 
Decrease 

Increases money supply Reduces absorption of liquidity 

Relationship 
Always higher than Reverse 
Repo Rate 

Always lower than Repo Rate 

13. Conclusion 

The Repo Rate and Reverse Repo Rate are the key monetary policy instruments 
through which the RBI manages liquidity, inflation, and growth in the economy. 
They form the core of India’s interest rate corridor, influencing not only banking 
operations but also lending rates, deposit rates, and overall economic activity. 
A careful balance between these rates ensures price stability and sustainable 
economic growth. 

Securities of Lending 

1. Introduction 
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When banks lend money, there is always a risk of default — that the borrower may 
fail to repay the loan. 
To safeguard against such risk, banks insist on security for loans. 

✅ Security refers to assets or rights pledged by a borrower to a bank, which can 
be realized (sold or taken over) in case of default. 

Thus, securities provide: 

 Safety to bank funds, 
 Confidence to extend credit, and 
 Legal right to recover dues if the borrower defaults. 

2. Objectives of Taking Security 

Objective Explanation 

1. Safety of Funds 
Ensures that the bank can recover its money in case 
the borrower fails to repay. 

2. Secondary Source of 
Repayment 

Acts as a backup to the borrower’s cash flow. 

3. Psychological Pressure Encourages the borrower to maintain credit discipline. 

4. Legal Right 
Gives the bank the right to sell the asset under law to 
recover dues. 

5. Profitability & Liquidity 
Well-secured loans reduce risk of loss and improve 
liquidity of bank assets. 

3. Classification of Securities 

Securities can be broadly divided into two main categories: 

1. Primary Security 
2. Collateral Security 

A. Primary Security 

It is the main security offered by the borrower to cover the loan. 
It arises directly out of the loan transaction. 

Example Loan Type 

Stock-in-trade / raw materials Cash credit / working capital loan 

Machinery purchased Term loan for equipment 

House purchased Housing loan 

Vehicle purchased Vehicle loan 
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In short, primary security = asset created or purchased with the bank’s finance. 

B. Collateral Security 

It is an additional or supplementary security offered to the bank along with the 
primary security. 
Collateral may or may not be directly related to the loan purpose. 

Example Type 

Fixed deposit receipts (FDRs), government bonds, land, or 
building offered additionally 

Collateral 

Guarantor’s personal guarantee 
Collateral by third 
party 

Collateral acts as an extra cushion to protect the bank in case the primary security 
loses value. 

4. Types of Securities Accepted by Banks 

Banks accept various types of assets as security depending on the nature of the 
loan, borrower profile, and liquidity of the asset. 

1. Tangible Securities 

These are physical, movable, or immovable assets having real value and can be 
sold for cash. 

Type Examples 

Movable Property Goods, stocks, machinery, vehicles 

Immovable Property Land, building, factory premises 

Valuable Articles Gold, silver, jewelry 

Documents of Title Bills of lading, warehouse receipts 

2. Intangible Securities 

These are non-physical rights or claims that have value in business and can be 
assigned. 

Type Examples 

Book Debts / Receivables Unpaid bills or invoices of the borrower 

Patents, Copyrights, 
Trademarks 

Intellectual property pledged 

Guarantee Personal or corporate guarantee 

Life Insurance Policies 
Policies with surrender value assigned to the 
bank 
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5. Modes of Charging Security 

A bank obtains legal rights over securities through different modes of charge — 
which define how the asset is pledged or assigned to the bank. 

Mode of 
Charge 

Nature / Explanation Example 

1. Pledge 
Transfer of possession of movable 
property by borrower to bank as security 
for debt. 

Gold loan, goods in 
warehouse 

2. 
Hypothecation 

Borrower retains possession of goods, but 
bank has a charge over them. 

Vehicle loan, stock 
finance 

3. Mortgage 
Transfer of interest in immovable 
property as security for loan. 

Housing or property loan 

4. Assignment 
Transfer of rights in actionable claims 
(like book debts, insurance policies) to the 
bank. 

Assignment of 
receivables or life 
insurance policy 

5. Lien 
Right of the bank to retain possession of 
goods or securities until dues are paid. 

Banker’s lien on 
deposits, documents 

6. Set-off 
Right of the bank to adjust the credit 
balance in one account against the 
borrower’s debt in another account. 

Savings account balance 
adjusted against loan 
account 

6. Characteristics of a Good Security 

A good lending security should possess the following qualities: 

Characteristic Explanation 

1. Marketability Easy to sell and convert into cash without delay. 

2. Stability of Value Should not fluctuate wildly in price. 

3. Transferability Legally transferable to bank without complications. 

4. Durability Should not deteriorate in value or form. 

5. Title and Ownership Borrower must have a clear and undisputed title. 

6. Insurance Should be adequately insured against loss or damage. 

7. Easy Valuation Bank should be able to assess its current value easily. 

7. Documentation Related to Securities 

For every secured loan, banks must maintain proper loan and security documents 
to establish legal rights: 

 Loan agreement 
 Hypothecation deed / mortgage deed 
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 Letter of lien and set-off 
 Insurance policy with bank clause 
 Guarantee agreement 
 Title deeds and registration papers 

Proper documentation ensures that the bank’s claim is legally enforceable in court 
if the borrower defaults. 

8. Valuation and Margin 

Banks always maintain a margin on the security value to protect against price 
fluctuations or depreciation. 

Type of Security Margin (%) 

Gold ornaments 20–25% 

Shares and debentures 40–50% 

Fixed deposits / NSCs 0–10% 

Land and building 25–40% 

Vehicles 20–25% 

Formula: 
Loan Amount=Value of Security−MarginLoan\ Amount = Value\ of\ Security - 
MarginLoan Amount=Value of Security−Margin 

Example: 
If gold worth ₹1,00,000 is pledged and margin is 25%, 
Loan amount = ₹1,00,000 – ₹25,000 = ₹75,000. 

9. Importance of Securities in Banking 

Aspect Significance 

Risk Mitigation Reduces credit risk for the bank. 

Confidence in Lending Encourages bank to lend safely. 

Legal Support Ensures enforceability of recovery. 

Liquidity Assurance Secured assets can be liquidated easily. 

Asset Quality Helps maintain lower levels of NPAs. 

10. Conclusion 

Securities are the backbone of sound lending practices in banking. 
They serve as insurance against borrower default, provide legal protection, and 
maintain financial discipline. 
A bank must, however, ensure that security is not a substitute for 
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creditworthiness — the borrower’s integrity, repayment capacity, and business 
viability remain the first line of defense against default. 

Factors Influencing Bank Lending 

Bank lending is a critical function in the banking system that determines both the 
profitability and the stability of banks. The decision to grant loans is not arbitrary—it 
depends on multiple internal and external factors that influence a bank’s ability and 
willingness to lend. These factors ensure that lending is safe, profitable, and 
compliant with regulatory norms. 

1. Internal Factors 

These are factors within the control of the bank itself. 

a. Liquidity Position of the Bank 

 Liquidity represents the bank’s ability to meet its short-term obligations. 
 Banks with higher liquidity can extend more loans, while those facing liquidity 

constraints will restrict lending. 
 The bank must balance between liquidity (safety) and profitability (through 

lending). 

b. Capital Adequacy 

 Banks are required to maintain a minimum Capital Adequacy Ratio (CAR) 
under Basel norms. 

 A strong capital base allows the bank to absorb potential losses and lend 
more confidently. 

 A weak capital position restricts the bank’s lending capacity. 

c. Cost of Funds 

 The interest rate paid on deposits and other borrowings determines the cost 
of funds. 

 Higher cost of funds reduces the bank’s lending margin, affecting loan interest 
rates and credit expansion. 

d. Credit Policy of the Bank 

 Every bank has its own lending policy specifying: 
o Types of loans preferred 
o Sectoral priorities 
o Interest rate structure 
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o Risk assessment procedures 
 A conservative policy limits lending; a liberal policy enhances it. 

e. Risk Appetite 

 The bank’s tolerance for risk influences the types of borrowers it finances. 
 Risk-averse banks prefer secured loans to reputed clients; aggressive banks 

may lend to new ventures or startups. 

f. Management Efficiency 

 Efficient management and skilled credit appraisal teams ensure better lending 
decisions. 

 Poor management may lead to excessive NPAs, reducing lending capability. 

2. External Factors 

These are influences from the economic and regulatory environment outside the 
bank. 

a. Monetary Policy of the Central Bank (RBI) 

 RBI uses instruments like Repo Rate, Reverse Repo Rate, CRR, and SLR 
to control money supply. 

 Tight monetary policy (high rates) restricts lending. 
 Easy monetary policy (low rates) encourages lending. 

b. Economic Conditions 

 During economic booms, businesses expand and demand more credit. 
 During recessions, credit demand falls, and banks become cautious about 

lending due to higher default risks. 

c. Fiscal Policy and Government Regulations 

 Government borrowing, deficit financing, and priority sector lending norms 
influence how much banks can lend and to whom. 

 Regulations under the Banking Regulation Act (1949) and RBI guidelines 
also shape lending patterns. 

d. Sectoral Growth and Industry Outlook 

 Lending decisions depend on the performance and prospects of specific 
sectors (like agriculture, MSMEs, infrastructure, etc.). 

 Banks prefer growing, profitable sectors with stable returns. 
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e. Competition in the Banking Sector 

 Intense competition among banks may push institutions to relax credit norms 
or offer better rates to attract borrowers. 

 This can influence both the volume and quality of lending. 

f. Technological Advancements 

 With digitization and data analytics, banks can better assess creditworthiness, 
thus improving credit flow to deserving borrowers. 

 Online credit scoring and risk modeling enhance lending efficiency. 

g. Political and Social Factors 

 Political pressure may influence lending to specific sectors or regions. 
 Social banking initiatives like priority sector lending, financial inclusion, 

and PMEGP also affect lending policies. 

3. Borrower-Specific Factors 

a. Creditworthiness of the Borrower 

 Based on the 5 C’s of Credit: 
o Character – Integrity and honesty of the borrower 
o Capacity – Ability to repay from income 
o Capital – Financial strength of the borrower 
o Collateral – Security offered against the loan 
o Conditions – Economic and business environment 

 A strong credit profile increases the likelihood of loan approval. 

b. Purpose of the Loan 

 Loans for productive purposes (like business expansion, agriculture, or 
infrastructure) are preferred over speculative or personal consumption loans. 

c. Security Offered 

 The quality, marketability, and legal ownership of collateral heavily influence 
the bank’s lending decision. 

d. Repayment Capacity 

 Banks assess the borrower’s income streams, cash flow, and debt-servicing 
capacity before sanctioning loans. 
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Conclusion 

The decision to lend is a multi-dimensional evaluation involving financial 
prudence, regulatory compliance, and economic judgment. 
Banks must ensure that lending aligns with the principles of safety, liquidity, 
profitability, and purpose while promoting economic growth. 

✅ In short: 

Bank lending is influenced by a combination of internal policies, economic 
conditions, regulatory frameworks, and borrower-specific attributes. The ultimate 
goal is to ensure credit expansion without compromising financial stability. 
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UNIT IV 
Negotiable Instruments Act Negotiable Instruments – Meaning & Definition – 
Characteristics -Types of negotiable instruments - Crossing of Cheques– Concept - 
Objectives – Types of Crossing - Consequences of Non-Crossing. 
Endorsement-Meaning-Components-Kinds of Endorsements-Cheques payable to 
fictitious person - Endorsement by legal representative –  Negotiation - bank-Effect 
of endorsement-Rules regarding Endorsement. 
Paying banker - Banker’s duty - Dishonouring of Cheques- Discharge by paying 
banks - Payments of a crossed cheque - Refusal of cheques Payment - Duties of 
Collecting Banker- Statutory protection under section131-Collectingbankers’duty –
RBI instruction –Paying Banker Vs Collecting Banker- Customer Grievances-
Grievance Redressal – Banking Ombudsman 

NEGOTIABLE INSTRUMENTS ACT, 1881 

1. Introduction 

The Negotiable Instruments Act, 1881 is a significant legislation that governs 
commercial transactions involving negotiable instruments in India. It provides the 
legal framework for the use of instruments like promissory notes, bills of 
exchange, and cheques, which are essential for credit and trade operations in the 
modern economy. The Act was enacted to define, regulate, and facilitate the 
transfer and payment of such instruments in a manner that promotes efficiency, 
certainty, and trust in business dealings. 

2. Meaning of Negotiable Instrument 

Definition (Section 13 of the Act): 

A Negotiable Instrument means a promissory note, bill of exchange, or cheque 
payable either to order or to bearer. In simple terms, it refers to a document 
guaranteeing the payment of a specific amount of money, either on demand or 
at a future date, with the payee named or not named. 

Characteristics of a Negotiable Instrument 

A Negotiable Instrument is a written document guaranteeing the payment of a 
certain sum of money, either on demand or at a fixed or determinable future time, 
with the payer named on the document. 
The Negotiable Instruments Act, 1881 (Section 13) recognizes three main 
instruments — Promissory Notes, Bills of Exchange, and Cheques — and 
outlines their essential characteristics. 
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Each negotiable instrument possesses specific legal and commercial features that 
make it suitable for financial transactions and trade settlements. 

1. Freely Transferable 

The most important feature of a negotiable instrument is that it is freely transferable 
from one person to another. 

 The transfer can be made by mere delivery (in the case of bearer 
instruments) or by endorsement and delivery (in the case of order 
instruments). 

 This feature enables easy circulation of money in commercial dealings. 

Example: 
If Mr. A holds a cheque payable to bearer, he can hand it over to Mr. B without any 
formal procedure, and B becomes the new holder. 

2. Title of the Transferee (Better Title or Holder in Due Course) 

A holder in due course acquires a better title than the transferor, even if the title of 
the transferor was defective. 

 This is a unique feature not found in ordinary contracts. 
 The person who takes the instrument in good faith, for consideration, and 

before maturity enjoys protection under the law. 

Example: 
If a cheque was stolen but later comes into the hands of a holder in due course, he is 
still entitled to payment, provided he obtained it in good faith and for value. 

3. Written and Signed Document 

A negotiable instrument must always be: 

 In writing (typed, printed, or handwritten), and 
 Signed by the maker or drawer. 

This ensures authenticity and accountability of the person promising or ordering 
payment. 

Example: 
An oral promise to pay money cannot constitute a negotiable instrument. A written 
and signed promissory note, however, is valid. 

4. Unconditional Promise or Order to Pay 
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The payment promise or order must be unconditional. 

 The instrument cannot depend on the occurrence of a contingent event. 
 It must specify a clear, definite liability to pay a fixed amount. 

Example: 
“I promise to pay ₹10,000 to X if he marries my sister” — is not a negotiable 
instrument, as it is conditional. 
“I promise to pay ₹10,000 to X on 1st December 2025” — is valid. 

5. Payable in Money Only 

The instrument must be payable in legal tender (money) and not in goods or 
services. 

 The amount must be certain and specific. 
 It cannot include payment in kind or any other commodity. 

Example: 
“I promise to pay X ₹10,000” – Valid. 
“I promise to deliver 10 bags of rice to X” – Invalid, as it is not payable in money. 

6. Certainty of Amount, Parties, and Date 

Every negotiable instrument must specify: 

 A certain sum of money, 
 The parties involved (drawer, drawee, payee, or endorsee), and 
 The date of issue or payment (if applicable). 

This ensures clarity, avoids disputes, and guarantees legal enforceability. 

7. Payable on Demand or at a Definite Time 

The instrument should clearly state when payment is to be made: 

 On demand – payable immediately upon presentation (e.g., cheque). 
 At a fixed or determinable future time – payable on a specified date (e.g., 

bill of exchange). 

Ambiguity in the time of payment invalidates negotiability. 

8. Presumption of Consideration 



DIRECTORATE OF DISTANCE AND CONTINUING EDUCATION                                                                             
Manonmaniam Sundaranar University 

 

Banking Law & Practice Page 191 
 

Under Section 118(a) of the Act, it is presumed that every negotiable instrument is 
made, drawn, accepted, or endorsed for consideration. 

 The burden of proof lies on the party who denies this presumption. 
 This facilitates business transactions without constant verification of 

underlying consideration. 

9. Transferability by Endorsement or Delivery 

Negotiable instruments can be transferred in two primary ways: 

1. By Delivery – for bearer instruments. 
2. By Endorsement and Delivery – for order instruments. 

This flexibility allows for easy negotiation and liquidity in commerce. 

10. Right of the Holder to Sue in His Own Name 

The holder of a negotiable instrument can sue in his own name to recover the 
amount due, without needing a transfer deed or assignment. 
This is a special legal privilege under the Act, ensuring simplicity and protection for 
the rightful holder. 

11. No Need for Notice of Transfer 

Unlike other assignments under the Transfer of Property Act, the transfer of a 
negotiable instrument does not require prior notice to the debtor (maker or 
drawee). The debtor is bound to make payment to the holder in possession when the 
instrument is presented. 

12. Presumption of Regularity and Validity 

Unless proved otherwise, it is presumed that: 

 The instrument is duly signed and stamped. 
 All endorsements are genuine. 
 The holder is a holder in due course. 
 It was accepted and transferred for valid consideration. 

These presumptions reduce litigation and promote confidence in negotiable 
instruments. 

13. Protection in Case of Holder in Due Course 
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A holder in due course is legally protected even if there was fraud or defect in the 
title of previous holders. 
This encourages trust and circulation in commercial transactions. 

14. Evidence of Debt 

A negotiable instrument itself serves as proof of debt or liability. 
It represents the amount owed by one person to another and can be produced as 
evidence in a court of law. 

Summary Table: Key Characteristics 

Characteristic Explanation 

Free Transferability 
Can be easily transferred by delivery or 
endorsement. 

Better Title 
Holder in due course gets a valid title even if prior 
title is defective. 

Written and Signed 
Must be in writing and signed by the maker or 
drawer. 

Unconditional Promise/Order Payment must not depend on any condition. 

Payable in Money Only 
Must be payable in legal tender, not 
goods/services. 

Certainty Amount, date, and parties must be definite. 

Payable on Demand or Fixed 
Time 

Time of payment should be clear. 

Presumption of Consideration Presumed to be made for consideration. 

Transferable by 
Endorsement/Delivery 

Enables circulation and liquidity. 

Holder Can Sue Holder may sue in his own name. 

No Notice of Transfer Transfer doesn’t require debtor’s notice. 

Legal Presumptions Validity and authenticity presumed. 

Protection to Holder in Due 
Course 

Protected from defects in prior title. 

Evidence of Debt Serves as written proof of obligation. 

Types of Negotiable Instruments 

The Negotiable Instruments Act, 1881 (hereinafter “the Act”) governs the use of 
negotiable instruments in India. These instruments serve as substitutes for money 
and play a vital role in trade and commerce by facilitating easy credit and smooth 
transfer of funds. 
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According to Section 13(1) of the Act: 

“A Negotiable Instrument means a promissory note, bill of exchange, or cheque 
payable either to order or to bearer.” 

Thus, negotiable instruments are of two broad categories: 

1. Negotiable Instruments by Statute (Recognized under the Act). 
2. Negotiable Instruments by Custom or Usage (Recognized by Trade 

Practice). 

I. Negotiable Instruments by Statute (Recognized under the Negotiable 
Instruments Act, 1881) 

These include: 

1. Promissory Note (Section 4) 
2. Bill of Exchange (Section 5) 
3. Cheque (Section 6) 

1. Promissory Note (Section 4) 

Definition: 

A promissory note is an unconditional written promise made by one person to 
another, signed by the maker, to pay a certain sum of money to, or to the order of, a 
specified person, or to the bearer of the instrument. 

Example: 

“I promise to pay Mr. Ram or order ₹10,000 on 31st December 2025.” 
— Signed, Mr.Shyam 

Parties to a Promissory Note: 

1. Maker – the person who makes the promise to pay. 
2. Payee – the person to whom payment is to be made. 

Essential Features: 

 Must be in writing. 
 Must contain an unconditional promise to pay. 
 Must be signed by the maker. 
 Amount must be certain. 
 Payable in money only. 
 Payable to a certain person or bearer. 
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Example of Invalid Note: 

“I promise to pay ₹10,000 if my business profits allow.” 
This is conditional and hence not a valid promissory note. 

2. Bill of Exchange (Section 5) 

Definition: 

A Bill of Exchange is an unconditional order in writing, signed by the drawer, 
directing a certain person to pay a certain sum of money only to, or to the order of, a 
certain person or to the bearer of the instrument. 

Example: 

“Pay Mr. Ravi or order ₹5,000 after 30 days.” 
— Signed, Mr. Raj (Drawer) 
— Accepted, Mr. Mohan (Drawee) 

Parties to a Bill of Exchange: 

1. Drawer – the person who makes the bill and orders payment. 
2. Drawee – the person who is directed to pay. 
3. Payee – the person to whom payment is to be made. 

Essential Features: 

 Must be in writing. 
 Contains an unconditional order to pay. 
 Must be signed by the drawer. 
 Amount must be certain and payable in money only. 
 Payable to a definite person or bearer. 
 Must be accepted by the drawee for validity. 

Acceptance: 

The drawee’s signature signifies acceptance and liability to pay upon maturity. 

3. Cheque (Section 6) 

Definition: 

A cheque is a bill of exchange drawn on a specified banker and payable on 
demand. 
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Example: 

“Pay Mr. Ramesh or order ₹2,500.” 
— Signed, Mr. Suresh (Drawer) 
— Drawn on State Bank of India 

Parties to a Cheque: 

1. Drawer – the person who draws the cheque (account holder). 
2. Drawee – the bank on which the cheque is drawn. 
3. Payee – the person named to receive payment. 

Essential Features: 

 Must be drawn on a banker only. 
 Payable on demand only. 
 Must be in writing and signed by the drawer. 
 Amount must be certain and payable in money only. 

Types of Cheques: 

1. Bearer Cheque: Payable to whoever presents it. 
2. Order Cheque: Payable to a specific person or his order. 
3. Crossed Cheque: Not payable at the counter; must be credited to the 

payee’s account. 
4. Open Cheque: Can be encashed at the bank counter. 
5. Post-dated Cheque: Dated for a future day; payable only on that date. 
6. Stale Cheque: Presented after its validity period (usually 3 months). 

II. Negotiable Instruments by Custom or Usage 

Apart from the above three, there are other instruments recognized by customary 
trade practices, though not mentioned in the Act. These are also treated as 
negotiable by usage in the commercial world. 

1. Government Promissory Notes 

 Issued by the government to acknowledge a debt owed to the holder. 
 Transferable by endorsement and delivery. 
 Used widely in public debt and treasury operations. 

2. Bank Drafts 

 A draft drawn by one branch of a bank on another branch of the same bank. 
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 Functions similarly to a cheque but is more secure as it cannot bounce for 
insufficient funds. 

 Treated as a bill of exchange under the Act. 

3. Dividend Warrants 

 Issued by companies to shareholders for payment of dividends. 
 Treated as negotiable by custom since they can be transferred and encashed. 

4. Treasury Bills 

 Short-term government securities used for raising short-term funds. 
 Negotiable through endorsement and delivery. 

5. Share Warrants 

 Issued by companies to shareholders, representing ownership of shares. 
 Transferable by delivery and recognized as negotiable by usage. 

6. Railway Receipts and Delivery Orders 

 In trade, these documents act as proof of ownership of goods and are 
transferable by endorsement and delivery. 

III. Distinction between Promissory Note, Bill of Exchange, and Cheque 

Basis Promissory Note Bill of Exchange Cheque 

Nature Promise to pay Order to pay 
Bill of exchange drawn on a 
banker 

Parties 
Two – Maker and 
Payee 

Three – Drawer, 
Drawee, Payee 

Three – Drawer, Drawee 
(Bank), Payee 

Acceptance Not required 
Required by 
Drawee 

Not required 

Payable 
On demand or 
after a period 

On demand or after 
a period 

On demand only 

Drawn on Any person Any person Only a banker 

Crossing Not possible Not possible Possible 

Stamping Must be stamped Must be stamped No stamp duty required 

Dishonour 
Notice 

To be given to all 
parties 

To be given to all 
parties 

Covered under Section 138 
(Dishonour of Cheque) 

Summary 

Category Type Legal Status 
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Category Type Legal Status 

By Statute 
Promissory Note, Bill of Exchange, 
Cheque 

Defined under 
Negotiable Instruments 
Act, 1881 

By 
Custom/Usage 

Government Promissory Note, Bank Draft, 
Dividend Warrant, Treasury Bill, Share 
Warrant, Railway Receipt 

Recognized by 
business custom 

Conclusion 

Negotiable instruments are the lifeblood of modern commerce, acting as 
substitutes for cash and facilitating smooth financial transactions. 
The Promissory Note, Bill of Exchange, and Cheque are the core instruments 
legally recognized by the Negotiable Instruments Act, 1881, while others like bank 
drafts and government securities are accepted by customary usage due to their 
reliability and transferability. 

 

CROSSING OF CHEQUES 

1. Introduction 

A cheque is a negotiable instrument drawn on a specified banker and payable on 
demand (Section 6, Negotiable Instruments Act, 1881). 
While cheques serve as a convenient mode of payment, they are vulnerable to 
misuse if lost or stolen. To ensure safety in payment, the concept of crossing 
was introduced. Crossing a cheque means drawing two parallel transverse lines 
across the face of the cheque, with or without additional words, such as “& Co.” or 
“A/C Payee.” 
This crossing acts as an instruction to the banker that the amount should not be 
paid across the counter but only through a bank account. 

2. Definition 

The term “crossing” is not explicitly defined in the Act, but its legal implications 
are described in Sections 123 to 131 of the Negotiable Instruments Act, 1881. 

According to Section 123, 

“Where a cheque bears across its face two parallel transverse lines with or without 
the words ‘and company’ or any abbreviation thereof, it shall be deemed to be 
crossed generally.” 
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In essence, crossing restricts the mode of payment and provides protection against 
fraud or misuse. 

Purpose or Importance of Crossing of Cheques 

Crossing of a cheque serves as an important safety feature in banking transactions. 
It helps in preventing misuse and ensures that the payment is made only to the 
rightful party through a banking channel. The main purposes and importance of 
crossing are as follows: 

1. Ensures Safety of Payment 

 The primary purpose of crossing is to ensure that the cheque amount is 
paid only to a bank account and not in cash at the counter. 

 This minimizes the risk of loss, theft, or fraud, especially if the cheque is 
misplaced or stolen. 

2. Prevents Misuse of Cheques 

 A crossed cheque cannot be encashed directly by anyone; it must be 
deposited into a bank account. 

 Hence, even if the cheque falls into the wrong hands, it cannot be easily 
misused. 

3. Facilitates Easy Tracing 

 Since the payment is routed through a bank, there is a clear record or trail of 
the transaction. 

 This helps in identifying both the drawer and the payee in case of any dispute 
or investigation. 

4. Ensures Payment to the Rightful Party 

 The system of crossing ensures that only the person whose name appears 
on the cheque (or their banker) receives the payment. 

 This enhances the reliability of the banking process. 

5. Promotes Banking Habits 

 Crossing encourages people to use bank accounts for transactions rather 
than cash payments. 

 This supports the banking system and contributes to better financial discipline 
in the economy. 

6. Provides Additional Protection in Account Payee Cheques 
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 In case of “A/C Payee” or “Account Payee Only” crossing, the payment 
can only be credited to the specific payee’s account. 

 This offers an extra layer of security against fraudulent endorsement or 
encashment. 

7. Ensures Certainty and Transparency in Transactions 

 As all crossed cheque payments go through banks, there is greater 
transparency and accountability in financial dealings. 

 This is especially important for business and institutional transactions. 

In Summary: 

Purpose / Importance Explanation 

Safety of payment Prevents direct encashment and theft 

Prevents misuse Can only be deposited in a bank account 

Easy tracing Banking record serves as proof of payment 

Rightful payment Paid only to the named payee 

Encourages banking habit Promotes non-cash transactions 

Extra protection (A/C Payee) Restricts credit to payee’s account 

Transparency Creates legal and audit trail 

Types of Crossing in Cheques 

(Under the Negotiable Instruments Act, 1881) 

Crossing of cheques is a key security feature designed to ensure safe and traceable 
transactions through banks. There are several types of cheque crossing, each 
serving a specific purpose. 

1. General Crossing 

Meaning: 

A cheque is said to be generally crossed when it bears two parallel transverse 
lines drawn across its face, with or without words such as “& Co.”, “and Company”, 
or “Not Negotiable.” 

Example: 
----------------------------- 
|  || ABC & Co. ||          | 
----------------------------- 

Essence: 
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 The cheque cannot be encashed directly at the counter. 
 It must be deposited into a bank account through a banker. 

Legal Provision: 

 Section 123 of the Negotiable Instruments Act, 1881. 

Purpose: 

Ensures payment is made only through a bank and provides security against fraud or 
theft. 

2. Special Crossing 

Meaning: 

When a cheque bears across its face the name of a particular banker, it is said to 
be specially crossed. 

Example: 
----------------------------- 
|  Pay to the order of XYZ Bank Ltd. | 
----------------------------- 

Essence: 

 Payment will be made only through the specified banker mentioned in the 
crossing. 

 The cheque cannot be collected by any other bank except that one. 

Legal Provision: 

 Section 124 of the Negotiable Instruments Act, 1881. 

Purpose: 

Provides an additional layer of security, ensuring that only the named banker can 
collect payment on behalf of the payee. 

3. Account Payee Crossing (A/C Payee or Account Payee Only) 

Meaning: 
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When the words “Account Payee” or “A/C Payee Only” are written between or 
along the parallel lines of crossing, the cheque becomes an Account Payee 
Cheque. 

Example: 
----------------------------- 
|  || A/C Payee Only ||     | 
----------------------------- 

Essence: 

 The amount must be credited only to the payee’s account and not to any 
other person’s account. 

 The cheque becomes non-transferable. 

Legal Standing: 

 Though not specifically mentioned in the Act, it is recognized by banking 
practice and upheld by Indian courts. 

Purpose: 

To ensure strict payment to the named payee only, preventing endorsement or 
misuse. 

4. Not Negotiable Crossing 

Meaning: 

When the words “Not Negotiable” are added to a general or special crossing, the 
cheque becomes a Not Negotiable Cheque. 

Example: 
----------------------------- 
|  || Not Negotiable ||     | 
----------------------------- 

Essence: 

 The cheque can still be transferred, but the transferee cannot get a better 
title than the transferor. 

 This means if the cheque was stolen or unlawfully obtained, the receiver 
cannot claim its value legally. 

Legal Provision: 
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 Section 130 of the Negotiable Instruments Act, 1881. 

Purpose: 

To prevent fraudulent gain from stolen or misappropriated cheques. 

5. Double Crossing (or Restrictive Crossing) 

Meaning: 

When a cheque that is already specially crossed to one bank is again crossed 
specially to another bank, it is called Double Crossing. 

Example: 
Pay through XYZ Bank Ltd. 
to ABC Bank Ltd. 

Essence: 

 This is not normally allowed, except when the second bank is acting as an 
agent of the first collecting banker. 

Legal Provision: 

 Section 127 of the Negotiable Instruments Act, 1881. 

Purpose: 

To allow inter-bank arrangements where one bank acts as a collecting agent for 
another. 

✅ Summary Table: 

Type of 
Crossing 

How It Appears on 
Cheque 

Key Rule / 
Section 

Effect / Purpose 

General 
Crossing 

Two parallel lines, with or 
without “& Co.” 

Sec. 123 
Must be deposited in a bank 
account 

Special 
Crossing 

Name of a specific bank Sec. 124 
Payable only through that 
particular bank 

Account 
Payee 

“A/C Payee” or “A/C 
Payee Only” 

Banking 
practice 

Payable only to payee’s 
account 

Not 
Negotiable 

“Not Negotiable” written 
in crossing 

Sec. 130 
Transferee doesn’t get 
better title 

Double Two special crossings Sec. 127 Allowed only when second 
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Type of 
Crossing 

How It Appears on 
Cheque 

Key Rule / 
Section 

Effect / Purpose 

Crossing with “Pay through” bank is agent of first 

Legal Protection to Banks under the Negotiable Instruments Act, 1881 

Banks play a vital role as intermediaries in the collection and payment of negotiable 
instruments such as cheques, bills, and drafts. To safeguard banks from undue 
liability while performing these duties, the Negotiable Instruments Act, 1881 
provides certain legal protections — primarily when they act in good faith and 
without negligence. 

Below are the major provisions granting such protection: 

1. Protection to Paying Banker (Section 85) 

(a) Protection in case of Bearer Cheques – Section 85(2): 

 When a cheque is payable to bearer, the bank is discharged from liability 
once it makes payment to the bearer in due course, even if the bearer is not 
the true owner. 

 The essential condition is that the payment must be made in good faith and 
without negligence. 

Example: 
If a bearer cheque is lost and someone else presents it for encashment, the bank is 
protected if it made the payment properly according to banking norms. 

(b) Protection in case of Order Cheques – Section 85(1): 

 If a cheque is payable to order, and the bank pays the amount to the payee 
or according to the apparent endorsement, it is protected even if the 
endorsement later turns out to be forged. 

 The payment must again be in due course. 

Meaning of “Payment in due course”: 
Defined under Section 10, it means payment made according to the apparent 
tenor of the instrument, in good faith and without negligence, to a person in 
possession of it under circumstances which do not arouse suspicion. 

2. Protection to Collecting Banker (Section 131) 

Meaning: 
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A collecting banker is the bank that collects cheques on behalf of its customers and 
credits the amount to their accounts. 

Protection under Section 131: 

 The collecting banker is not liable to the true owner of a cheque if the 
cheque turns out to have a defective title, provided: 

o The bank acted in good faith, 
o Without negligence, and 
o Collected the cheque for a customer. 

Example: 
If a customer deposits a stolen cheque and the bank collects it believing it to be 
genuine, the bank will be protected under Section 131, provided it followed all due 
procedures. 

3. Protection for Payment of Crossed Cheques (Sections 128 & 129) 

(a) Section 128 – Payment by Banker of Crossed Cheque in Due Course: 

 When a cheque is crossed generally or specially, and the banker pays it in 
due course to another banker, the paying banker is discharged from 
liability. 

 This means the banker is protected if payment is made through the proper 
banking channel. 

(b) Section 129 – Payment of Crossed Cheque Contrary to Crossing: 

 If a banker pays a crossed cheque in violation of the crossing instructions, 
the bank loses its protection and is liable for the loss. 

 For example, if an account payee cheque is paid in cash or to the wrong 
person, the banker is not protected. 

4. Protection in Case of Drafts (Section 85A) 

 Similar to Section 85, Section 85A provides that if a bank issues a demand 
draft payable to order and makes payment in due course, it will be 
protected even if the endorsement is later found invalid. 

5. Protection under Common Law Principles 

Apart from statutory provisions, banks are also protected under common law if they 
act with due care, in good faith, and as per banking standards. 
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However, negligence, carelessness, or failure to verify endorsements or KYC 
norms will make them liable. 

✅ Summary Table: 

Section Nature of Protection 
Protected 
Banker 

Condition for 
Protection 

Sec. 
85(1) 

Payment of order cheque Paying Banker 
Payment in due course, 
good faith 

Sec. 
85(2) 

Payment of bearer cheque Paying Banker 
Payment in due course, 
good faith 

Sec. 85A Payment of demand draft Paying Banker Payment in due course 

Sec. 128 
Payment of crossed cheque 
through proper channel 

Paying Banker Payment in due course 

Sec. 129 
No protection if crossing 
instructions violated 

Paying Banker 
Must not disregard 
crossing 

Sec. 131 Collection of cheque for customer 
Collecting 
Banker 

Good faith, without 
negligence 

Key Conditions for Legal Protection 

For a banker to enjoy statutory protection, the following conditions must be satisfied: 

1. The banker must act in good faith. 
2. The banker must act without negligence. 
3. Payment or collection must be made in due course. 
4. The banker must follow the instructions of the cheque (crossing, 

endorsement, etc.). 

Conclusion: 

The Negotiable Instruments Act provides balanced legal protection to banks to 
encourage smooth cheque operations and protect them from liability arising from 
genuine mistakes. However, these protections apply only when banks act 
diligently and without negligence, thereby ensuring both efficiency and 
accountability in the banking system. 

Consequences of Non-Crossing of Cheques 

A cheque that is not crossed is known as an “Open Cheque” or “Bearer 
Cheque.” Such cheques can be encashed directly at the counter of the bank and do 
not have any restriction on payment. While convenient, open cheques also involve 
significant risks. 
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Below are the main consequences of not crossing a cheque: 

1. Risk of Theft or Loss 

 An open cheque can be encashed by any person who possesses it, 
particularly if it is made payable to “Bearer.” 

 If such a cheque is lost or stolen, the person finding it can encash it easily at 
the bank counter. 

 The drawer (issuer) may then face financial loss and complications in 
recovering the amount. 

2. Payment Made in Cash 

 In the absence of crossing, the bank is authorized to make payment across 
the counter in cash. 

 This defeats the purpose of secure banking transactions, as it does not 
create a record of who actually received the money. 

3. Absence of Traceability 

 An open cheque transaction cannot be traced easily, since cash payments 
leave no documentary proof of the final recipient. 

 This makes it difficult to establish accountability or trace payments in case of 
dispute or fraud. 

4. Chances of Misuse or Forgery 

 Open cheques are highly susceptible to forgery, impersonation, and 
misuse. 

 Unscrupulous persons may present such cheques for payment by 
impersonating the payee or by altering details. 

5. No Protection for Drawer 

 If an open cheque is lost and encashed by a wrong person, the drawer has 
very limited legal protection. 

 The bank, having made payment according to the cheque’s face value, 
cannot generally be held liable if the cheque was not crossed. 

6. Reduced Banking Discipline 

 Non-crossed cheques encourage cash transactions instead of banking 
transactions, which goes against the objective of a secure and traceable 
financial system. 
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 Crossing encourages use of bank accounts and recorded transfers, which 
are safer and more transparent. 

7. Difficulty in Accounting and Audit 

 Payments made through open cheques cannot be easily verified through 
banking records during audits. 

 This may cause problems in financial management, tax filing, and internal 
auditing. 

✅ Summary Table: 

Consequence Explanation 

1. Risk of Theft or Loss Anyone holding the cheque can encash it. 

2. Cash Payment 
Bank pays across the counter, not through an 
account. 

3. Lack of Traceability No banking record of the actual recipient. 

4. Misuse and Forgery Can be altered or encashed by impersonation. 

5. No Protection for Drawer Bank not liable once payment is made correctly. 

6. Encourages Cash 
Transactions 

Reduces use of banking channels. 

7. Difficult to Audit Hard to trace during financial verification. 

Conclusion: 

The absence of crossing exposes both the drawer and payee to higher risks of 
loss and fraud. Therefore, crossing a cheque—especially as “Account Payee Only”—
is a best practice that ensures secure, traceable, and accountable banking 
transactions. 

Payment in Due Course (Section 10 of the Negotiable Instruments Act, 1881) 

The concept of “Payment in Due Course” is one of the most important legal 
principles under the Negotiable Instruments Act, 1881. It forms the foundation for 
the protection given to paying and collecting bankers. 

✅ Definition (Section 10): 

“Payment in due course means payment made in accordance with the apparent 
tenor of the instrument, in good faith and without negligence, to any person in 
possession thereof under circumstances which do not afford a reasonable ground for 
believing that he is not entitled to receive payment of the amount therein mentioned.” 
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✅ Explanation of Key Terms: 

1. Apparent Tenor of the Instrument: 

 The payment must be made according to the visible meaning and face 
value of the cheque or instrument. 

 The banker should pay the exact amount and only on or after the due date. 
 Example: 

o A post-dated cheque must not be paid before the date written on it. 
o A stale cheque (older than 3 months) should not be paid. 

2. Good Faith: 

 The banker must act honestly and sincerely, without intention to defraud. 
 It does not require absolute accuracy, but honest judgment and fair 

dealing. 
 Example: 

If the banker verifies the signature and proceeds to pay after satisfying 
himself, he is deemed to act in good faith. 

3. Without Negligence: 

 The banker must take reasonable precautions expected from a prudent 
banker. 

 Negligence includes: 
o Ignoring alterations or overwriting on the cheque. 
o Paying without verifying the signature or endorsement. 
o Ignoring suspicious circumstances or irregularities. 

If negligence is proved, the banker loses legal protection, even if payment was 
made in good faith. 

4. To a Person in Possession: 

 Payment must be made to the holder or bearer who presents the cheque. 
 The person must be lawfully in possession of the instrument, and there 

should be no apparent reason to doubt their entitlement. 
 Example: 

A cheque payable to “Mr. X or bearer” can be paid to whoever presents it, 
unless circumstances are suspicious. 

5. No Reasonable Ground for Suspicion: 
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 The banker must ensure there is no visible irregularity or reason to suspect 
fraud. 

 Example of suspicious cases: 
o Amount written in words and figures do not match. 
o The endorsement appears forged or inconsistent. 
o The cheque is presented by an unfamiliar person soon after issue. 

✅ Essentials of Payment in Due Course: 

Essential Element Explanation 

1. According to apparent 
tenor 

Payment must follow the face value and date of 
instrument 

2. In good faith Honest intention; no fraud or bad motive 

3. Without negligence Reasonable care and verification required 

4. To person in possession Must pay to holder or bearer lawfully in possession 

5. No ground for suspicion 
Circumstances must not raise doubt about payee’s 
right 

Importance of Payment in Due Course: 

(a) Legal Protection to Banker: 

 If a bank pays in due course, it is protected under Sections 85, 85A, and 
128 even if the instrument is later found to be forged or stolen. 

(b) Final Discharge of Liability: 

 Payment in due course discharges the drawer and the bank from all 
liabilities on that instrument. 

 Once properly paid, the cheque cannot be claimed again by the payee or 
any other holder. 

(c) Ensures Banking Discipline: 

 It encourages safe, honest, and responsible banking practices. 
 Protects both bankers and customers by preventing negligence and fraud. 

Illustration: 

1. Case 1: 
A cheque is issued to “Mr. A or bearer.” Mr. A loses it, and Mr. B finds and 
presents it at the bank. 

o The bank verifies the signature, finds no alteration, and pays. 
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o The bank is protected since payment was made in due course 
(Section 85(2)). 

2. Case 2: 
A cheque is altered (amount changed), but the alteration is visible. The bank 
pays without checking. 

o The bank is not protected, as payment was made negligently, not “in 
due course.” 

Judicial Precedents: 

1. Ladbroke v. Todd (1914): 
Payment in due course protects the banker if payment is made according to 
the apparent tenor, in good faith, and without negligence. 

2. Canara Bank v. Canara Sales Corporation (1987): 
The Supreme Court held that if a banker pays on a forged cheque, it is not 
payment in due course, and the bank is liable to the customer. 

✅ Summary: 

Aspect Description 

Section 10 of the Negotiable Instruments Act, 1881 

Meaning 
Payment according to apparent tenor, in good faith, without 
negligence 

Objective 
Protects paying/collecting bankers and ensures honest 
transactions 

Legal Effect Discharges liability of drawer and bank 

Loss of 
Protection 

If payment made negligently or in bad faith 

Conclusion: 

“Payment in Due Course” is the cornerstone of banker’s protection under the 
Negotiable Instruments Act. It ensures that banks are protected when acting 
prudently and in good faith while processing cheques, thereby maintaining the trust, 
security, and efficiency of the banking system. 

Endorsement – Meaning and Components 

(Under the Negotiable Instruments Act, 1881) 

1. Meaning of Endorsement 

The term “Endorsement” (also spelled Indorsement) comes from the Latin word “in 
dorsum”, meaning “on the back.” 



DIRECTORATE OF DISTANCE AND CONTINUING EDUCATION                                                                             
Manonmaniam Sundaranar University 

 

Banking Law & Practice Page 211 
 

Under Section 15 of the Negotiable Instruments Act, 1881, 

“When the maker or holder of a negotiable instrument signs the same, otherwise 
than as maker, for the purpose of negotiation, on the back or face thereof, or on a 
slip of paper annexed thereto, he is said to have endorsed the instrument, and is 
called the endorser.” 

In Simple Terms: 

Endorsement means signing a negotiable instrument (like a cheque, bill, or 
promissory note) by the holder or payee for the purpose of transferring 
ownership or rights to another person. 

 The person who signs (transfers) is called the Endorser. 
 The person in whose favour it is signed is called the Endorsee. 

Example: 

A cheque is payable to Mr. A or order. 

 Mr. A signs on the back and writes “Pay to Mr. B or order.” 
 Mr. A becomes the Endorser, and Mr. B becomes the Endorsee. 
 Now Mr. B can collect the cheque or further endorse it. 

2. Purpose of Endorsement 

 To transfer the right to receive payment of the instrument. 
 To enhance negotiability (the ability to pass it from one person to another). 
 To authorize another person to receive or collect payment. 
 To acknowledge receipt of the amount in some cases. 

3. Components / Essentials of a Valid Endorsement 

For an endorsement to be legally valid, the following components or essentials 
must be present: 

(a) Signature of the Endorser 

 The signature of the endorser is the most essential element of 
endorsement. 

 It can appear on the back or face of the instrument, or on an attached slip 
(allonge). 

 Without signature, there is no valid endorsement. 
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Example: 
If Mr. A simply writes “Pay to Mr. B” without signing, it is not a valid endorsement. 

(b) Must be for the Purpose of Negotiation 

 The intention of signing must be to transfer rights or ownership to another 
person. 

 If the signature is merely for acknowledgment of receipt, it is not an 
endorsement in the legal sense. 

(c) Endorsement by the Holder or Payee Only 

 Only the holder (the person entitled to the cheque) can endorse it. 
 If someone who is not the holder signs it, the endorsement is invalid. 

(d) Endorsement Must Be on the Instrument 

 The endorsement should be made on the back or face of the instrument. 
 If there is no space left, it can be made on a separate slip of paper attached 

to it, called an Allonge. 

(e) Signature Should Be Regular 

 The signature should be identical or consistent with the name of the payee 
or previous endorser. 

 Any irregular or misspelled endorsement may create doubt about its 
genuineness. 

(f) Delivery of the Instrument 

 Mere signature is not sufficient; the instrument must be delivered to the 
endorsee to complete the endorsement. 

 Without delivery, the endorsement has no effect. 

(g) Endorsement Must Be of a Negotiable Instrument 

 The instrument must be negotiable (like a cheque, bill, or promissory note). 
 Non-negotiable instruments (e.g., “Not Negotiable” cheques or non-

transferable drafts) cannot be endorsed. 

4. Illustration: 

Stage Action Effect 

1. Drawer issues cheque to A “Pay A or order” A is payee 

2. A endorses to B Signs “Pay B or order” B becomes holder 
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Stage Action Effect 

3. B endorses to C Signs “Pay C” C becomes holder 

4. C presents cheque for payment Bank pays in due course C receives amount 

5. Summary of Components / Essentials 

Component / Essential Explanation 

1. Signature Must be signed by the endorser 

2. Intention to Transfer Signature must be for negotiation 

3. Made by Holder/Payee Only the lawful holder can endorse 

4. On the Instrument or 
Allonge 

Endorsement must appear physically on 
cheque/bill 

5. Regularity of Signature Signature must match the name of payee 

6. Delivery Must be delivered to endorsee to be valid 

7. Negotiable Instrument Only Applicable to cheque, bill, or promissory note 

6. Legal Effect of Endorsement 

Once validly endorsed and delivered: 

 The title to the instrument passes to the endorsee. 
 The endorser undertakes liability that, on dishonour, he will compensate 

the holder. 
 The instrument remains negotiable until it is made restrictive or account 

payee. 

Conclusion: 

Endorsement is a crucial process in negotiable instruments as it legally transfers 
ownership and establishes a chain of liability among parties. It must be signed, 
regular, delivered, and made in good faith to be effective and enforceable under 
the Negotiable Instruments Act, 1881. 

Kinds of Endorsements 

An endorsement refers to the signing of a negotiable instrument (like a cheque 
or bill) for the purpose of negotiating (transferring) it to another person. 
The Negotiable Instruments Act recognizes several types of endorsements, 
depending on their form, purpose, and legal effect. 

1. Blank or General Endorsement (Section 16(1)) 
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Meaning: 

 When the endorser signs his name only, without specifying the name of the 
endorsee (the person to whom it is transferred). 

 The instrument thus becomes payable to bearer and can be further 
transferred by mere delivery. 

Example: 

If a cheque is payable to “A” and A signs on the back simply as 

“(Signed) A” 
then any holder in possession can claim payment. 

Effect: 

 Converts an order instrument into a bearer instrument. 
 Ownership passes by mere delivery, without requiring further endorsement. 

2. Full or Special Endorsement 

Meaning: 

 When the endorser signs the instrument and also writes the name of the 
person to whom it is being transferred. 

 The instrument remains payable only to that specified person. 

Example: 

If A writes, 

“Pay to B or order” 
and signs it as 
“(Signed) A”, 
then B becomes the new holder. 

Effect: 

 Makes the instrument payable to the named endorsee only. 
 Further negotiation requires B’s endorsement. 

3. Restrictive Endorsement 
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Meaning: 

 An endorsement that restricts or prohibits further negotiation of the 
instrument. 

 It may also give the endorsee certain limited rights only (e.g., to collect or hold 
on behalf of another). 

Example: 

“Pay to B only” 
or 
“Pay to B for account of A” 
or 
“Pay to B for collection” 

Effect: 

 The endorsee cannot further negotiate the instrument. 
 The endorsement restricts the circulation of the instrument. 

4. Conditional Endorsement 

Meaning: 

 When the endorser attaches a condition to his liability or to the payment of 
the instrument. 

 The condition may relate to an event that must occur before or after payment. 

Example: 

“Pay to B if he delivers the goods” 
or 
“Pay to B upon completion of project.” 

Effect: 

 The payment or endorser’s liability depends on the fulfilment of the stated 
condition. 

 Until the condition is satisfied, the endorsee has no enforceable claim 
against the endorser. 

5. Sans Recourse Endorsement 

Meaning: 

 When the endorser excludes his liability to all subsequent holders. 
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 He declares that if the instrument is dishonoured, he will not be liable. 

Example: 

“Pay to B or order, sans recourse” 
or 
“Pay to B or order, without recourse to me.” 

Effect: 

 The endorser is not liable in case of dishonour. 
 The endorsee can claim payment only from the maker/drawee, not from the 

endorser. 

6. Facultative Endorsement 

Meaning: 

 When the endorser waives some of his rights or relaxes certain 
conditions of the Act. 

 Often used to waive the right of notice of dishonour. 

Example: 

“Pay to B or order, notice of dishonour waived.” 

Effect: 

 The endorser remains liable even if no notice of dishonour is given to him. 
 It facilitates smooth settlement and minimizes procedural delays. 

7. Partial Endorsement 

Meaning: 

 When the endorser transfers only a part of the amount mentioned in the 
instrument. 

Example: 

If a cheque is for ₹10,000 and A writes, 

“Pay to B ₹5,000 out of this amount” 
this is a partial endorsement. 
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Effect: 

 Invalid under Section 56 of the Act. 
 A negotiable instrument must be transferred in full, not in part. 
 The bank will not act on partial endorsements. 

8. Forged Endorsement 

Meaning: 

 When an endorsement is made by someone fraudulently signing another 
person’s name without authority. 

Effect: 

 It is wholly invalid. 
 No title passes to any subsequent holder, even if acting in good faith. 
 The true owner retains ownership rights. 

✅ Summary Table: 

Type of 
Endorsement 

Meaning / Example Effect 

Blank / General 
Only signature, no endorsee 
name 

Payable to bearer; 
transferable by delivery 

Full / Special 
Specifies endorsee (e.g. Pay to 
B) 

Payable only to named person 

Restrictive 
Limits further negotiation (e.g. 
Pay to B only) 

Endorsee cannot transfer 
further 

Conditional 
Adds a condition (e.g. Pay if 
goods delivered) 

Payable only upon fulfilment 

Sans Recourse Excludes endorser’s liability 
Endorser not liable on 
dishonour 

Facultative 
Waives some rights (e.g. notice 
waived) 

Endorser bound even without 
notice 

Partial Transfers part amount Invalid under law 

Forged Unauthorized signature Invalid; no title passes 

Conclusion: 

Endorsements play a vital role in the negotiability and transferability of 
instruments. Each kind serves a distinct purpose — whether to facilitate circulation, 
ensure security, or limit liability. Correct use of endorsement ensures smooth 
functioning of financial transactions and legal protection to all parties involved. 
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Cheques Payable to a Fictitious Person 

1. Meaning 

A cheque payable to a fictitious person is one that appears to be made out in the 
name of a real person, but in fact, 

 no such person exists, or 
 the name mentioned was not intended to be a real payee, or 
 the drawer never intended that the person named should actually receive the 

payment. 

In simpler words, the payee is imaginary or nonexistent. 

2. Example 

 Suppose a clerk in a company draws a cheque on the company’s account in 
favour of “Ramesh Kumar”, a non-existent person, and endorses it himself 
to encash it. 
Here, “Ramesh Kumar” is a fictitious person. 

 If the bank pays the cheque in good faith, the payment may still be valid 
under certain conditions. 

3. Legal Provision – Section 42 of the Negotiable Instruments Act, 1881 

According to Section 42: 

“Where a bill of exchange is drawn payable to the order of a fictitious person and is 
endorsed in the same hand as that of the drawer, the acceptor is not relieved from 
liability to any holder in due course.” 

By analogy, the same principle applies to cheques as well. 

4. Legal Interpretation 

Even if the payee is fictitious, the cheque is not necessarily invalid. 
It can be treated as a bearer cheque, provided certain conditions are fulfilled. 

Thus, a cheque payable to a fictitious person is not void if the drawer’s intention 
was that it should be payable to whoever presents it. 

5. Conditions under which Payment is Valid 

For a banker to be legally protected when paying a cheque payable to a fictitious 
person, the following must be satisfied: 
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Condition Explanation 

1. Drawer’s Signature is Genuine 
The cheque must be properly signed by the 
true account holder. 

2. Bank Acts in Good Faith and 
Without Negligence 

The banker should not suspect fraud or 
forgery. 

3. Cheque is Payable to a Fictitious 
or Non-existent Person 

The payee does not exist or was never 
intended to receive payment. 

4. Endorsement Matches Drawer’s 
Handwriting 

If endorsed, it should appear genuine and 
consistent with the drawer’s signature. 

If these conditions are met, the bank is discharged from liability, even though the 
payee is fictitious. 

6. Legal Effect 

 When a cheque is payable to a fictitious person, it is treated as a bearer 
instrument. 

 Therefore, payment to the bearer (the person presenting the cheque) is 
considered valid. 

 The bank is protected under Section 85(1) of the Negotiable Instruments 
Act, which provides that: 

A banker is discharged if payment is made in due course to the holder 
of a cheque payable to order, which purports to be endorsed by or on 
behalf of the payee. 

7. Case Law 

Case:Vagliano v. Bank of England (1891) 
Facts: A clerk fraudulently drew cheques payable to fictitious persons and forged 
endorsements to himself. 
Judgment: The court held that since the payees were fictitious and the cheques 
were intended to be bearer instruments, the bank was not liable for making 
payment in due course. 

8. Banker’s Protection 

A banker is protected under Sections 85(1) and 42 if: 

 The cheque bears a genuine drawer’s signature, 
 The payee is fictitious, and 
 The bank acts in good faith and without negligence. 
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However, if the bank fails to exercise due care or ignores suspicious 
circumstances, it may lose this protection. 

9. Distinction between Fictitious and Non-existent Person 

Basis Fictitious Person Non-existent Person 

Existence 
May exist, but drawer has no 
intention to pay him 

Does not exist at all 

Example 
Drawer writes “Ramesh Kumar” 
meaning to encash himself 

Name written as “XYZ” who never 
existed 

Effect Treated as bearer instrument 
Also treated as bearer instrument if 
bank acts in good faith 

Intention 
Drawer never intended payment to 
the named person 

Drawer used a purely imaginary 
name 

10. Summary 

Point Explanation 

Meaning 
Cheque made payable to a person who doesn’t exist or was not 
intended to receive payment 

Legal Reference Section 42, Negotiable Instruments Act, 1881 

Effect Treated as a bearer cheque 

Banker’s 
Protection 

Under Section 85(1) if payment is made in good faith and without 
negligence 

Drawer’s 
Liability 

Drawer remains liable for loss caused by issuing such a cheque 

Example Case Vagliano v. Bank of England (1891) 

✅ Conclusion 

A cheque payable to a fictitious person does not invalidate the instrument. 
When the drawer’s signature is genuine and the bank acts in good faith, 
payment made to the person presenting the cheque is valid and the bank is 
protected from liability. 
However, negligence or lack of due care removes this protection and the bank 
may then be held liable for wrongful payment. 

Endorsement by Legal Representative 

1. Meaning 

An endorsement by a legal representative occurs when the holder or endorser 
of a negotiable instrument dies, and his legal representative (such as heir, 
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executor, or administrator) signs or endorses the instrument in order to transfer or 
realize it. 

In simple terms, it means: 

When the original holder of a negotiable instrument dies, the legal 
representative of the deceased can endorse (transfer) the instrument to another 
person, or collect the amount on behalf of the estate. 

2. Legal Basis 

Although the Negotiable Instruments Act, 1881 does not contain a separate 
section titled “Endorsement by Legal Representative,” this concept arises from 
Section 15 (Definition of Endorsement) and the general law of succession under 
the Indian Contract Act and Indian Succession Act. 

 Section 15 defines endorsement as: 

“When the maker or holder of a negotiable instrument signs the same, 
otherwise than as such maker, for the purpose of negotiation, on the 
back or face thereof or on a slip of paper annexed thereto, he is said to 
have endorsed the instrument.” 

When the holder is deceased, his legal representative steps into his position and 
exercises his rights in respect of the instrument. 

3. Who is a Legal Representative? 

A legal representative is a person who lawfully represents the estate of a 
deceased person. 
It can be: 

 An heir-at-law (e.g., son or daughter), 
 An executor (appointed by a will), or 
 An administrator (appointed by a court). 

They have the same rights over the negotiable instrument as the deceased holder 
had. 

4. Rights of a Legal Representative 

A legal representative has the following rights with respect to negotiable instruments 
held by the deceased: 

Right Description 
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Right Description 

1. Right to Collect May present the instrument for payment or collection. 

2. Right to 
Endorse 

May endorse the instrument to another person if needed. 

3. Right to Sue 
Can sue in his own name as the representative of the deceased 
holder. 

4. Right to 
Negotiate 

Can transfer ownership by valid endorsement if not restricted by 
will or law. 

5. Conditions for a Valid Endorsement by Legal Representative 

Condition Explanation 

1. Proper Title 
The legal representative must prove lawful ownership or 
authority over the deceased’s estate. 

2. Signature with 
Capacity Mentioned 

The endorsement should clearly indicate that it is made in 
the capacity of a legal representative (e.g., “for the estate 
of late X”). 

3. Instrument Must 
Be Negotiable 

The instrument must still be valid and negotiable at the time 
of endorsement. 

4. No Restriction by 
Will or Court 

If the deceased’s will or a court order restricts transfer, the 
endorsement cannot override it. 

6. Example 

Suppose Mr. A, a holder of a cheque for ₹50,000, dies before presenting it. 
His son, Mr. B, being the legal heir, writes on the back of the cheque: 

“Pay to Mr. C or order. 
(Signed) B, son and legal representative of late A.” 

Here, Mr. B’s endorsement is valid because he represents the estate of A, the 
original holder. 

7. Effect of Such Endorsement 

 The title to the instrument passes to the endorsee (Mr. C in the example). 
 The legal representative assumes the rights and obligations of the 

deceased holder regarding that instrument. 
 The bank or drawee can safely make payment to the legal representative or 

his endorsee if proper proof of representation is furnished. 

8. Banker’s Responsibility 
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Before honouring or collecting a cheque endorsed by a legal representative, the 
bank must verify: 

1. Death of the original holder, 
2. Authority of the endorser (e.g., Probate, Succession Certificate, or Letter of 

Administration), and 
3. Authenticity of the endorsement (it must be clear that it is made in 

representative capacity). 

If the bank pays without verifying these facts, it may lose legal protection and be 
held liable for wrongful payment. 

9. Distinction between Endorsement by Holder and Legal Representative 

Basis 
Endorsement by 
Holder 

Endorsement by Legal Representative 

Who Signs The holder himself Legal heir, executor, or administrator 

Authority Based on ownership Based on legal succession 

Capacity Personal Representative 

Mention of 
Capacity 

Not required 
Must be mentioned (e.g., “as legal 
representative”) 

Rights Derived 
From 

Instrument itself Succession law and deceased’s estate 

10. Summary 

Aspect Details 

Meaning 
Endorsement made by a legal heir or executor after the death of the 
holder. 

Legal Basis Section 15 of the Negotiable Instruments Act + Succession Law. 

Rights To collect, endorse, sue, and negotiate the instrument. 

Condition Must act in representative capacity with proper authority. 

Example “Pay to C or order, (Signed) B, legal heir of late A.” 

Banker’s 
Duty 

Verify authority and genuineness before payment. 

✅ Conclusion 

An endorsement by a legal representative ensures that the rights of the deceased 
holder continue lawfully through his successor or estate manager. 
Such endorsement is valid and binding, provided it is made in representative 
capacity and the bank acts with due diligence in verifying the authority of the legal 
representative. 
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Negotiation by Bank – Effect of Endorsement 

1. Meaning of Negotiation 

According to Section 14 of the Negotiable Instruments Act, 1881, 

“When a negotiable instrument is transferred to any person so as to constitute that 
person the holder thereof, the instrument is said to be negotiated.” 

In other words, negotiation means the transfer of ownership or title in a 
negotiable instrument (like a cheque, bill, or promissory note) from one person to 
another in such a way that the transferee becomes the holder (and can claim 
payment). 

2. Meaning of Negotiation by Bank 

When a bank acts as a holder or endorsee of a negotiable instrument—either by 
discounting, collecting, or purchasing it—it is said to be a negotiation by the 
bank. In such cases, the endorsement on the instrument (by the drawer or prior 
holder) transfers the title of the instrument to the bank. 
Thus, the bank becomes the holder in due course, entitled to receive the payment 
and protected by law. 

3. How Negotiation Occurs Through Bank 

Mode Explanation 

(a) By Delivery 
If the instrument is payable to bearer, mere delivery to the 
bank is enough to negotiate it. 

(b) By Endorsement 
and Delivery 

If the instrument is payable to order, it must be endorsed 
(signed by the holder) and delivered to the bank. 

Once the instrument is properly negotiated, the bank acquires legal ownership and 
rights over it. 

4. Effect of Endorsement in Negotiation to a Bank 

When a negotiable instrument is endorsed to a bank, several legal effects follow: 

(1) Transfer of Title 

 The endorsement transfers ownership of the instrument to the bank. 
 The bank becomes the lawful holder and can demand payment in its own 

name. 
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Example: 
A draws a cheque payable to B. 
B endorses it “Pay to XYZ Bank or order.” 
XYZ Bank now becomes the holder in due course and can claim payment directly. 

(2) Creation of Holder in Due Course Status 

 The bank, if it takes the cheque in good faith and for value, and before 
maturity, becomes a Holder in Due Course (HDC) under Section 9. 

 An HDC enjoys better title than the transferor and is protected against prior 
defects in title. 

Hence, even if the previous endorsement was defective, the bank’s title remains 
good if it acted without negligence. 

(3) Discharge of Prior Parties 

 When the bank receives payment in due course, it discharges the drawer 
and prior endorsers from further liability. 

 Once the amount is credited or paid, the instrument is considered settled. 

(4) Bank’s Right of Recourse 

 If the instrument is dishonoured after endorsement, the bank can recover the 
amount from its customer (the endorser). 

 This is because the endorser (customer) is liable to the bank under Section 
35, unless the endorsement is “sans recourse.” 

(5) Presumption of Consideration 

 Every endorsement is presumed to be for consideration under Section 
118(a) of the Act. 

 Hence, the bank is presumed to have given value (e.g., credit or cash) for 
obtaining the cheque. 

(6) Banker’s Liability as Endorsee 

 If the bank further negotiates or transfers the instrument, it becomes an 
endorser itself, and is liable to subsequent holders in case of dishonour, 
unless it endorses “without recourse.” 

(7) Notice of Dishonour 

 If a cheque or bill endorsed to the bank is dishonoured, the bank must give 
notice of dishonour to its customer (endorser). 

 Failure to give timely notice may release the customer from liability. 
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5. Legal Protection to Banks 

Banks enjoy protection under Section 85(1) of the Negotiable Instruments Act: 

If a cheque payable to order purports to be endorsed by or on behalf of the payee, 
the drawee bank is discharged by making payment in due course. 

Thus, when a cheque is properly endorsed and the bank pays in good faith, the bank 
is protected from liability, even if the endorsement later turns out to be defective. 

6. Banker as Holder for Collection vs. Holder for Value 

Aspect Holder for Collection Holder for Value 

Meaning 
Bank acts as agent to collect 
payment on behalf of 
customer. 

Bank has taken cheque in 
exchange for cash or credit 
(purchased it). 

Ownership Remains with customer. Transfers to bank. 

Risk of 
Dishonour 

On customer. 
On bank (can recover from 
customer). 

Endorsement 
Effect 

Transfers right to collect. 
Transfers full ownership and rights 
as HDC. 

7. Example 

Case 1 – Cheque for Collection: 

 Mr. X deposits a cheque in his account “for collection.” 
 He endorses “Pay to ABC Bank for collection.” 
 Here, the bank acts only as an agent, not as the owner. 

Case 2 – Cheque Discounted by Bank: 

 Mr. X brings a cheque, and the bank immediately credits his account and 
pays cash. 

 X endorses it “Pay to ABC Bank or order.” 
 The bank becomes the holder in due course, acquiring full rights and title 

to the cheque. 

8. Summary of the Effect of Endorsement to a Bank 

Effect Explanation 

Transfers Title Ownership passes to the bank. 

Creates Holder in Due Course If taken in good faith and for value. 

Discharges Prior Parties Once paid in due course. 
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Effect Explanation 

Creates Recourse Rights Bank can recover from customer if dishonoured. 

Presumption of Consideration Consideration assumed under Section 118. 

Provides Legal Protection Payment in due course discharges the bank. 

Establishes Agency or 
Ownership 

Depending on whether it is “for collection” or “for 
value.” 

✅ Conclusion 

When a cheque or bill is endorsed to a bank, the negotiation transfers title and 
enables the bank to act as either: 

 A holder for collection (agent), or 
 A holder in due course (owner). 

The effect of endorsement is to make the bank legally entitled to receive payment 
and enforce rights under the instrument. 
If the bank acts in good faith, without negligence, and for value, it enjoys 
statutory protection and a valid title to the instrument under the Negotiable 
Instruments Act, 1881. 

Rules Regarding Endorsement 

(As per the Negotiable Instruments Act, 1881) 

Endorsement is the act of signing a negotiable instrument (such as a cheque, bill, or 
promissory note) for the purpose of negotiation — that is, to transfer ownership or 
rights in the instrument to another person. To be valid and legally effective, an 
endorsement must follow certain rules prescribed under the Act. 

Below are the main rules regarding endorsement: 

1. Signature of the Endorser is Essential 

 The endorser must sign the instrument for the endorsement to be valid. 
 The signature may be on the back or face of the instrument or on an allonge 

(a separate slip attached to it). 
 Without the endorser’s signature, the endorsement has no legal effect. 

2. Endorsement Must Be Made on the Instrument Itself 

 Ideally, endorsement should be made on the back of the instrument. 
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 If there is no space, it can be made on an attached paper (called an 
allonge). 

 The signature must clearly indicate the intention to transfer ownership. 

3. Endorser Must Sign in the Same Name as Appears on the Instrument 

 The spelling and form of the name used by the endorser should match the 
way it appears in the instrument. 

 Example: If the payee’s name is “R. Krishnan,” he should endorse it as “R. 
Krishnan,” not “Krishnan R.” 

4. Endorsement Should Be Completed by Delivery 

 Merely signing the instrument is not enough; it must also be delivered to the 
endorsee. 

 Until delivery, the endorsement is incomplete and has no legal effect. 

5. Endorsement Must Be of the Entire Instrument 

 A negotiable instrument cannot be endorsed for part of the amount 
payable. 

 Example: If a cheque is for ₹10,000, an endorser cannot endorse it for only 
₹5,000. 

 Partial endorsement is invalid under Section 56 of the Negotiable Instruments 
Act. 

6. Conditional Endorsement Is Valid but Conditional 

 An endorsement may be made with a condition, e.g., “Pay A, if he delivers 
the goods.” 

 Such endorsement is valid, but the right of the endorsee depends on the 
fulfillment of the condition. 

7. Endorsement in Blank and in Full 

 Endorsement in blank: Signature only, without specifying the endorsee. The 
instrument becomes payable to bearer. 

 Endorsement in full: Specifies the name of the person to whom or to whose 
order the amount is payable. 

8. Successive Endorsements 

 There can be multiple endorsements, forming a chain of transfer. 
 Each subsequent holder derives title through the preceding endorsement. 
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 If any endorsement in the chain is forged, the entire subsequent transfer 
becomes invalid. 

9. Capacity and Authority to Endorse 

 Only a holder or payee of the instrument (or his legal representative) can 
endorse it. 

 A minor can endorse an instrument only to pass title, but not to incur liability. 

10. Effect of Endorsement 

 The endorsee becomes the holder in due course (if he receives it in good 
faith and for consideration). 

 The endorser becomes secondarily liable in case the instrument is 
dishonoured, provided due notice is given. 

✅ Summary Table 

Rule Explanation 

1. Signature required Endorser must sign for validity 

2. Made on instrument or allonge Should appear on the cheque/bill itself 

3. Same name Must match payee’s name 

4. Delivery required Transfer completes only with delivery 

5. Full amount Cannot endorse part of amount 

6. Conditional endorsement Valid but depends on condition 

7. Blank or full endorsement Determines how it’s payable 

8. Successive endorsements Must form an unbroken chain 

9. Legal capacity Only holder/payee can endorse 

10. Legal effect Transfers ownership; endorser liable if dishonoured 

Conclusion 

Endorsement is a crucial mechanism that enables the free transferability of 
negotiable instruments. Following the legal rules ensures valid negotiation, protects 
the rights of all parties, and maintains confidence in commercial transactions. 

Paying Banker – Meaning, Role, and Responsibilities 

1. Meaning of Paying Banker 

A Paying Banker is the banker who holds the customer’s account and is 
responsible for making payment of cheques drawn by that customer. 
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In simple terms, when a person issues a cheque, the bank on which the cheque is 
drawn (the drawee bank) is called the Paying Banker. 

✅ Definition: 

A Paying Banker is the drawee bank which makes the payment of a cheque when it 
is presented for encashment, provided it is valid, genuine, and the customer has 
sufficient funds in his account. 

2. Example 

Suppose Mr. A maintains an account with SBI, Tirunelveli Branch. 
He issues a cheque in favour of Mr. B. 
When Mr. B presents this cheque at SBI Tirunelveli, the bank acts as a Paying 
Banker — it verifies the cheque and, if everything is in order, makes the payment 
to Mr. B. 

3. Functions of a Paying Banker 

Function Description 

1. Verification of Cheque 
Ensures the cheque is genuine, properly drawn, 
signed, and not altered. 

2. Checking Sufficient Funds 
Confirms that the drawer’s account has enough 
balance to honour the cheque. 

3. Ensuring Regularity of 
Endorsements 

In case of order cheques, verifies that endorsements 
are proper and genuine. 

4. Compliance with Crossing 
Follows the instructions regarding cheque crossing 
(general or special). 

5. Payment of Valid Cheques 
Only 

Pays only cheques that are valid, within the date, 
and not stopped by the customer. 

6. Protection Against 
Forgery or Fraud 

Must be alert to avoid payment on forged signatures 
or materially altered cheques. 

4. Precautions to be Taken by a Paying Banker 

A prudent Paying Banker must exercise reasonable care and diligence before 
making payment. 
The following precautions are essential: 

1. Form of Cheque: The cheque must be in proper format and comply with all 
legal requirements under the Negotiable Instruments Act, 1881. 

2. Date: The cheque must not be post-dated or stale (more than 3 months old). 
3. Amount: The words and figures should tally. 
4. Signature: Must match the specimen signature of the account holder. 
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5. Alterations: Any alteration should be duly authenticated by the drawer’s 
signature. 

6. Crossing: Follow the directions — pay to a banker if crossed, or directly if 
open. 

7. Stop Payment Orders: Check if the customer has issued stop payment 
instructions. 

8. Endorsement: Ensure the endorsement chain (if any) is regular and valid. 
9. Funds Availability: Confirm sufficient balance or agreed overdraft. 
10. Legal Restrictions: Ensure no court order, garnishee order, or insolvency 

notice applies to the account. 

5. Statutory Protection to Paying Banker 

Under the Negotiable Instruments Act, 1881, the paying banker enjoys protection 
in the following cases: 

1. Section 85 (1): Protection in case of Bearer Cheques — 
If the cheque appears to be properly drawn and signed, the banker is 
discharged of liability once payment is made in due course. 

2. Section 85 (2): Protection in case of Order Cheques — 
If the banker makes payment in due course to the true endorsee, he is 
protected even if the endorsement later turns out to be forged. 

3. Section 10: Defines Payment in Due Course — 
Payment made in accordance with the apparent tenor of the instrument, in 
good faith, and without negligence. 

6. Dishonour by Paying Banker 

A paying banker may refuse to honour a cheque in certain cases, such as: 

Grounds for Dishonour Examples 

Insufficient funds Drawer’s account does not have enough balance. 

Signature mismatch Drawer’s signature differs from specimen. 

Stale or post-dated cheque Date is invalid or not yet due. 

Stop payment instructions Drawer has issued stop payment. 

Court or garnishee order Legal restraint on the account. 

Material alterations Altered amount, date, or name without authentication. 

Closure of account Drawer’s account has been closed. 

7. Duties and Responsibilities of Paying Banker 

Duties Explanation 

Duty to honour valid cheques 
Must pay if the cheque is regular and funds are 
sufficient. 
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Duties Explanation 

Duty to protect customer’s 
funds 

Should not pay forged or irregular cheques. 

Duty of secrecy Maintain confidentiality about customer accounts. 

Duty to obey customer’s 
mandate 

Must act according to customer’s written 
instructions. 

Duty to exercise due care Should verify all details carefully before payment. 

8. Payment in Due Course (Section 10) 

For protection under the Act, the payment must be: 

 According to the apparent tenor of the instrument. 
 Made in good faith and without negligence. 
 Made to the person in possession of the instrument (in case of bearer 

cheque). 
 Made before it becomes stale or time-barred. 

✅ Summary Table 

Aspect Explanation 

Meaning Banker who makes payment on behalf of customer 

Legal Basis Negotiable Instruments Act, 1881 

Key Function Verify and honour cheques if valid 

Protection Sections 10 & 85 – for payments in due course 

Main Precautions Signature, date, funds, alterations, crossing 

Liability Liable if pays forged or irregular cheque 

Conclusion 

The Paying Banker plays a vital role in ensuring the safety, accuracy, and integrity 
of cheque payments. While he has a statutory duty to honour valid cheques, he 
must also exercise caution to prevent fraudulent payments. Legal protection is 
provided only when payment is made in due course, meaning in good faith, 
without negligence, and according to the cheque’s apparent tenor. 

Banker’s Duty 

(As per Banking Law and the Negotiable Instruments Act, 1881) 

A banker performs several important duties towards his customers, regulators, 
and the general public. The banker–customer relationship is based on trust, 
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confidence, and legal obligations. Failure to discharge these duties properly can 
result in legal liability and loss of goodwill. 

Below is a comprehensive explanation of the major duties of a banker: 

1. Duty to Honour Customer’s Cheques 

 When a customer opens a current or savings account and deposits money, 
the banker undertakes to honour cheques drawn by the customer up to the 
available balance or sanctioned overdraft limit. 

 This duty continues as long as: 
o The cheque is properly drawn and signed. 
o The cheque is not post-dated or stale. 
o The account has sufficient funds. 
o There are no legal restrictions such as garnishee order, court order, or 

stop payment instruction. 

✅ Legal Reference: 
Under Section 31 of the Negotiable Instruments Act, 1881, 

“The drawee of a cheque having sufficient funds of the drawer in his hands must pay 
the cheque when duly required to do so.” 

If he wrongfully dishonours a cheque, the banker is liable to compensate the 
customer for damages, especially if the customer’s reputation is affected (e.g., a 
businessman or trader). 

2. Duty of Secrecy of Customer’s Account 

 A banker is legally bound to keep the affairs of his customers confidential. 
 This duty arises from the fiduciary relationship between the banker and 

customer. 
 Information about a customer’s account, balance, or transactions must not 

be disclosed to anyone without proper authorization. 

However, this duty is not absolute — it can be breached in certain circumstances. 

Exceptions to the Rule of Secrecy 

A banker can disclose information in the following cases: 

1. Under compulsion of law – e.g., Income Tax Act, court orders. 
2. In public interest – to prevent fraud or crime. 
3. With express or implied consent of the customer. 



DIRECTORATE OF DISTANCE AND CONTINUING EDUCATION                                                                             
Manonmaniam Sundaranar University 

 

Banking Law & Practice Page 234 
 

4. For the protection of the banker’s own interest – in case of legal 
proceedings with the customer. 

✅ Legal Case: 
Tourniers v. National Provincial and Union Bank of England (1924) – established the 
rule of qualified secrecy. 

3. Duty to Maintain Proper Records 

 The banker must maintain accurate records of all transactions, accounts, 
and communications with customers. 

 These records serve as evidence in case of disputes, audits, or legal 
compliance. 

 Proper maintenance of account statements, passbooks, and vouchers is 
essential for transparency and accountability. 

4. Duty to Follow Customer’s Mandate 

 The banker must act strictly according to the customer’s instructions or 
mandate. 

 For example: 
o A cheque payable to “A” should not be paid to “B”. 
o Payment should not be made after receiving a stop payment request. 
o If a joint account is operated by both parties, instructions must be 

signed as per the mandate. 
 Any deviation from the customer’s instructions may make the banker liable 

for loss or damages. 

5. Duty to Collect Cheques and Instruments Promptly 

 When a customer deposits a cheque or bill for collection, the banker acts as a 
collecting banker and must: 

o Present the instrument for payment without delay. 
o Exercise due care and diligence in handling it. 
o Credit the proceeds to the customer’s account after realization. 

 Delay or negligence in collection may make the banker liable for loss to the 
customer. 

6. Duty to Give Proper Information and Statements 

 The banker must provide the customer with accurate account statements, 
passbooks, or information about transactions on request. 

 Any errors or discrepancies must be rectified immediately upon notice. 
 This ensures transparency and builds trust in banking operations. 
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7. Duty to Safeguard Customer’s Money and Property 

 The banker acts as a trustee or custodian of the customer’s funds and 
valuables. 

 He must ensure that customer deposits are used only according to banking 
laws and mandates. 

 The banker also provides safe deposit lockers and must ensure security 
and confidentiality of such services. 

8. Duty to Exercise Reasonable Care and Diligence 

 A banker must exercise due diligence and prudence in all dealings. 
 He must verify: 

o Authenticity of signatures. 
o Validity of instruments. 
o Correctness of endorsements and alterations. 

 Any negligence may lead to financial loss and legal liability. 

9. Duty to Comply with Legal Requirements 

 Banks must comply with various statutory obligations under: 
o Banking Regulation Act, 1949 
o Reserve Bank of India Act, 1934 
o Prevention of Money Laundering Act, 2002 (PMLA) 
o KYC and AML norms, etc. 

 Compliance ensures legal protection and maintains public confidence in 
the banking system. 

10. Duty to Honour Standing Instructions 

 Banks often receive standing instructions from customers (e.g., monthly 
rent, insurance premium, loan EMI). 

 The banker must execute such instructions promptly and accurately, 
ensuring timely payments and avoiding penalties to customers. 

✅ Summary Table 

Duty Explanation 

1. Honour cheques Must pay valid cheques if funds are sufficient. 

2. Maintain secrecy Must not disclose customer details without consent. 

3. Maintain records Keep accurate and up-to-date account records. 

4. Follow mandate Must act as per customer’s instructions. 

5. Collect instruments Handle cheques and bills diligently. 
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Duty Explanation 

6. Provide statements Issue accurate account information. 

7. Safeguard property Protect deposits and valuables. 

8. Exercise care Be cautious in all operations. 

9. Legal compliance Follow laws, RBI guidelines, and KYC norms. 

10. Execute standing orders Carry out recurring customer instructions timely. 

Conclusion 

The duties of a banker are designed to ensure trust, transparency, and legal 
compliance in financial transactions. By fulfilling these duties, banks maintain 
customer confidence, prevent fraud, and contribute to the stability of the financial 
system. Any negligence or breach of these duties can result in legal 
consequences and loss of reputation for the bank. 

Dishonouring of Cheques 

(As per the Negotiable Instruments Act, 1881) 

1. Meaning of Dishonour of Cheques 

When a cheque presented to the bank for payment is not paid by the bank, it is said 
to be dishonoured. 

In simple terms: 

Dishonour of a cheque means refusal by the bank to make payment of the 
cheque amount to the payee or holder, due to some reason. 

✅ Legal Definition (Section 138, Negotiable Instruments Act, 1881): 
A cheque is said to be dishonoured when it is returned unpaid by the drawee bank 
because of insufficient funds, or if the amount exceeds the arrangement made by 
the drawer with the bank. 

2. Types of Dishonour 

Type Meaning 

(a) Technical 
Dishonour 

Occurs due to technical reasons, such as overwriting, mismatch 
of signature, or stale date, even though sufficient funds are 
available. 

(b) Substantive 
Dishonour 

Occurs due to lack of funds or exceeding overdraft limit — 
i.e., real inability of the drawer to pay. 
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3. Common Reasons for Dishonour of Cheques 

Reason Explanation 

1. Insufficient Funds 
The account does not have enough money to cover 
the cheque amount. 

2. Signature Mismatch 
Drawer’s signature on the cheque differs from 
specimen signature in bank records. 

3. Post-dated Cheque 
Presented Early 

Cheque bears a future date but is presented before 
that date. 

4. Stale Cheque 
Cheque presented after 3 months from the date of 
issue. 

5. Alteration or Overwriting 
Alteration in date, amount, or name without 
authentication. 

6. Mutilated Cheque Cheque torn or damaged making contents unclear. 

7. Stop Payment Instruction Drawer issues stop payment order to the bank. 

8. Account Closed 
Drawer’s account has been closed before 
presentation. 

9. Death or Insolvency of 
Drawer 

Legal incapacity to make payment. 

10. Court/Garnishee Order 
Legal order prohibiting payment from the drawer’s 
account. 

4. Procedure in Case of Dishonour 

When a cheque is dishonoured, the following steps are followed: 

1. Return of Cheque: 
o The drawee bank returns the unpaid cheque to the presenting banker 

along with a “Cheque Return Memo” stating the reason for dishonour. 
2. Intimation to Customer: 

o The presenting bank informs the payee/holder about the dishonour. 
3. Notice to Drawer: 

o Under Section 138, the payee must issue a written notice to the 
drawer within 30 days from receiving the information about dishonour, 
demanding payment. 

4. Waiting Period: 
o The drawer has 15 days from the date of receipt of notice to make the 

payment. 
5. Filing of Complaint: 

o If the drawer fails to pay within 15 days, the payee can file a criminal 
complaint in the Magistrate Court within 30 days after the expiry of 
the 15-day period. 
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5. Legal Provisions under Section 138 of the Negotiable Instruments Act 

Essentials for attracting liability under Section 138: 

1. The cheque must be drawn by a person on an account maintained by him. 
2. The cheque must be issued for discharge of a legally enforceable debt or 

liability. 
3. The cheque must be presented within its validity period (3 months). 
4. The cheque must be returned unpaid due to: 

o Insufficient funds, or 
o Amount exceeding the arrangement. 

5. The payee must issue a notice in writing within 30 days of receiving 
intimation of dishonour. 

6. The drawer must fail to pay the cheque amount within 15 days of receiving 
the notice. 

If all these conditions are met, the drawer is guilty of an offence under Section 138. 

6. Penalties for Dishonour of Cheque (Section 138) 

If convicted, the drawer is liable to: 

 Imprisonment: Up to 2 years, or 
 Fine: Up to twice the amount of the cheque, or 
 Both. 

Additionally, the court may order compensation to the complainant. 

7. Civil and Criminal Liability 

Nature of 
Liability 

Description 

Civil Liability 
The drawer must make good the loss or pay the cheque amount to 
the payee. 

Criminal 
Liability 

Arises under Section 138 if the dishonour is due to insufficient funds 
or exceeding arrangement. 

8. Consequences of Dishonour 

1. Damage to Reputation: A dishonoured cheque can affect the drawer’s 
business credibility and goodwill. 

2. Legal Proceedings: The payee can initiate criminal prosecution. 
3. Bank Charges: Banks may impose penalty charges on both drawer and 

payee. 



DIRECTORATE OF DISTANCE AND CONTINUING EDUCATION                                                                             
Manonmaniam Sundaranar University 

 

Banking Law & Practice Page 239 
 

4. Restriction of Cheque Facility: Bank may suspend or close cheque issuing 
privileges. 

5. Civil Recovery: The payee can file a civil suit to recover the amount. 

9. Protection to Banker 

Under Sections 85 and 131 of the Negotiable Instruments Act: 

 The banker is protected if payment or collection is made in due course, in 
good faith, and without negligence. 

 The banker is not liable if the cheque is dishonoured due to reasons beyond 
his control. 

✅ Summary Table 

Aspect Details 

Meaning Refusal of cheque payment by the bank 

Major Causes 
Insufficient funds, signature mismatch, post-dated, stop 
payment 

Governing Section Section 138, Negotiable Instruments Act, 1881 

Notice Period Within 30 days of dishonour 

Drawer’s Response 
Time 

15 days to make payment 

Penalty Up to 2 years imprisonment or double the cheque amount 

Bank’s Role Return cheque with memo stating reason for dishonour 

10. Conclusion 

Dishonour of cheques is a serious offence that affects the credibility of commercial 
transactions. 
The provisions of Section 138 of the Negotiable Instruments Act, 1881 were 
introduced to ensure financial discipline and trust in the use of cheques. 
Therefore, both drawers and bankers must exercise care to prevent dishonour and 
maintain the integrity of the banking system. 

Discharge by Paying Banker 

Meaning: 
When a banker makes payment of a cheque that is drawn on it by a customer, the 
liability of both the banker and the drawer (the customer) gets discharged, provided 
the payment is made in due course. This means the payment is made to the rightful 
person and in accordance with legal provisions. 
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1. Meaning of Discharge 

A cheque is said to be discharged when the obligation under it is completed, i.e., 
when the banker pays the amount mentioned in the cheque properly, the instrument 
ceases to be negotiable and cannot be claimed again. 

2. Conditions for Valid Discharge 

For a paying banker to be discharged from liability, the following conditions must be 
satisfied: 

1. Payment must be made in due course (Sec. 10 of NI Act): 
o According to the Negotiable Instruments Act, 1881, payment in due 

course means payment made: 
 According to the apparent tenor of the instrument. 
 In good faith and without negligence. 
 To the person in possession of the cheque. 
 Without having any reason to doubt the authenticity or title of the 

holder. 
2. Payment must be of a genuine cheque: 

o The banker must ensure that the cheque is not forged or altered. 
3. Payment must be within banking hours: 

o Payments made after banking hours are not considered valid 
discharges. 

4. Payment must be made only when funds are available: 
o The drawer must have sufficient balance in his account to cover the 

cheque amount. 

3. Circumstances of Discharge 

A paying banker is discharged from liability under the following situations: 

1. Payment in Due Course: 
o If the banker makes payment in due course, he is protected even if the 

payee’s title later proves defective. 
Example: If a cheque payable to bearer is stolen but the banker pays it 
in due course, the banker is not liable. 

2. Payment of Crossed Cheques: 
o If a crossed cheque is paid in accordance with crossing provisions (to 

another banker or properly endorsed), the banker is discharged. 
3. Payment of Order Cheques: 

o Payment made to the correct payee or a duly endorsed holder 
discharges the banker. 

4. Payment on Stale or Post-Dated Cheque: 
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o A cheque presented after its validity period (three months) or before its 
date should not be paid; otherwise, no discharge occurs. 

4. Cases Where Discharge is not Granted 

A banker is not discharged if: 

1. The payment is made on a forged cheque (since a forged signature is no 
signature in law). 

2. The payment is made after receiving notice of death, insolvency, or 
countermand of payment from the drawer. 

3. The cheque is materially altered without proper authentication. 
4. Payment is made not in due course, i.e., negligently or without verifying 

endorsement. 

5. Legal Provision (Section 85 of NI Act) 

Section 85 provides protection to the paying banker: 

 Sec. 85(1): If a cheque payable to order purports to be endorsed by or on 
behalf of the payee, the banker is discharged by payment in due course. 

 Sec. 85(2): If a cheque is payable to bearer, the banker is discharged by 
payment in due course to the bearer, even if the endorsement is forged. 

6. Summary Table 

Basis 
Discharge 
Granted 

No Discharge 

Payment in due course ✅ Yes ✅ No 

Payment of genuine cheque ✅ Yes ✅ Forged cheque 

Payment before notice of 
death/insolvency 

✅ Yes ✅ After notice 

Payment on altered cheque ✅ No 
 

Payment of crossed cheque properly ✅ Yes 
✅ If violation of 
crossing 

7. Conclusion 

The paying banker is protected under the Negotiable Instruments Act if the payment 
is made in good faith, without negligence, and in due course. Such payment 
discharges both the banker and the drawer from further liability regarding that 
cheque. Hence, due diligence and adherence to statutory provisions are essential to 
ensure valid discharge. 
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Payment of a Crossed Cheque 

A crossed cheque is one that has two parallel lines drawn on its face, with or 
without additional words like “& Co.”, “Not Negotiable”, or “Account Payee Only”. The 
crossing serves as a direction to the paying banker that the cheque should not 
be paid over the counter, but only through a bank account. 

Under the Negotiable Instruments Act, 1881, the payment of crossed cheques is 
governed by Sections 126 to 131. 

1. Meaning of Payment of Crossed Cheque 

Payment of a crossed cheque means the paying banker (the drawer’s bank) makes 
payment through a banker rather than in cash at the counter. 
The banker must comply with the instructions conveyed by the crossing to avoid 
liability. 

2. Legal Provisions Related to Payment of Crossed Cheques 

(a) Section 126 – Payment to Banker Only 

According to Section 126: 

“Where a cheque is crossed generally or specially, the banker on whom it is drawn 
shall not pay it otherwise than to a banker.” 

This means: 

 If the cheque is crossed generally → payment must be made only to any 
banker. 

 If the cheque is crossed specially → payment must be made only to the 
specific banker mentioned in the crossing. 

Example: 
If a cheque is crossed “State Bank of India”, the paying banker can only pay the 
proceeds to State Bank of India, and not to any other bank. 

(b) Section 127 – Payment of Cheque Crossed Specially More Than Once 

If a cheque is crossed specially to more than one banker, except when crossed to an 
agent for collection, the banker shall refuse payment. 

This prevents misuse of multiple crossings. 
Example: 
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If a cheque is crossed “Indian Bank” and again “ICICI Bank,” payment should be 
refused unless the second bank is acting as an agent for the first. 

(c) Section 129 – Payment Contrary to Crossing 

A banker paying a cheque contrary to the crossing shall be liable to the true owner 
for any loss sustained. 

That is, if a banker pays cash over the counter or to a wrong banker, he must bear 
the loss. 

3. Types of Payment of Crossed Cheques 

Type of Crossing Payment Rule 
To Whom Payment Can Be 
Made 

General Crossing Pay through a banker only To any bank account holder 

Special Crossing 
Pay through the named banker 
only 

To the specific bank 
mentioned 

Double Crossing 
Only if second bank is agent of 
first 

To agent banker only 

Account Payee 
Crossing 

Credit only to payee’s account Not transferable 

Not Negotiable 
Crossing 

Payment in due course 
protects banker 

Holder cannot get better title 

4. Duties of Paying Banker While Paying a Crossed Cheque 

1. Observe the nature of crossing – whether general, special, or restrictive. 
2. Ensure payment only through a banker – never pay across the counter. 
3. Verify endorsements – ensure endorsements are regular and valid. 
4. Pay to the correct banker – in case of special crossing, confirm the name 

matches. 
5. Check for double crossing – ensure it is valid (agent relationship). 
6. Pay only in due course – in good faith and without negligence. 

5. Protection to Paying Banker (Section 128 & 131) 

Section 128 – Payment in Due Course of Crossed Cheque 

If a banker makes payment in due course of a crossed cheque, the banker and the 
drawer are discharged from liability. 

Thus, payment in due course protects the banker even if the proceeds later go to a 
wrong person. 
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Section 131 – Non-liability of Collecting Banker 

A collecting banker (who collects on behalf of the payee) is also protected if he acts 
in good faith and without negligence. 

6. Consequences of Wrongful Payment 

If a banker: 

 Pays a crossed cheque in cash, or 
 Pays to the wrong bank, or 
 Ignores the crossing instructions, 

then the payment is considered invalid, and the banker is liable to the true owner 
for the loss. 

7. Summary Table 

Basis Rule Banker’s Liability 

General 
crossing 

Pay only to a banker Protected if payment in due course 

Special 
crossing 

Pay only to specified banker Liable if paid to wrong bank 

Double 
crossing 

Allowed only if second bank is 
agent 

Liable otherwise 

Account Payee Credit only to payee’s account Liable if credited elsewhere 

Not Negotiable No better title to transferee 
Banker protected if payment in due 
course 

8. Conclusion 

The payment of a crossed cheque must strictly follow the crossing directions. The 
paying banker is prohibited from making payment in cash and must ensure that 
the cheque is cleared through proper banking channels. 
By paying in due course, the banker gains statutory protection under the 
Negotiable Instruments Act, ensuring both security of transactions and public 
confidence in the banking system. 

Refusal of Cheque Payment 

The refusal of cheque payment occurs when a banker declines to honour a 
cheque that has been presented for payment. This situation is commonly called 
“Dishonour of Cheque by Non-payment.” 
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It usually happens when the cheque does not meet the legal or procedural 
requirements for payment under the Negotiable Instruments Act, 1881. 

1. Meaning of Refusal of Payment 

When a cheque presented to the banker for payment is not paid and is returned 
unpaid to the holder, it is said to be refused or dishonoured by the banker. 

 Drawer: The person who issues the cheque. 
 Drawee: The bank on which the cheque is drawn. 
 Payee: The person to whom the cheque is payable. 

A banker can refuse payment for valid reasons, but wrongful refusal may lead to 
legal liability or loss of customer trust. 

2. Legal Provision 

Under Section 31 of the Negotiable Instruments Act, 1881, 

“The drawee of a cheque having sufficient funds of the drawer in his hands, properly 
applicable to the payment of such cheque, must pay the cheque when duly required 
to do so, and, in default of such payment, must compensate the drawer for any loss 
or damage caused by such default.” Hence, a banker must pay if funds are 
available and all conditions are satisfied. 
Otherwise, payment may be refused on valid grounds. 

3. Valid Grounds for Refusal of Payment 

Category Reason for Refusal Explanation 

A. Insufficient or 
No Funds 

Drawer’s account does 
not have enough 
balance 

Banker can refuse payment when 
funds are insufficient to honour the 
cheque. 

B. Signature 
Irregularities 

Signature differs from 
specimen 

Payment can be refused if the 
signature is forged or does not match 
bank records. 

C. Alterations 
Material alteration 
without authentication 

Any alteration in date, amount, or 
payee name without drawer’s 
authentication leads to refusal. 

D. Stale Cheque 
Presented after 3 
months from the date of 
issue 

Cheques older than 3 months are 
invalid. 

E. Post-Dated 
Cheque 

Presented before the 
date mentioned 

Payment cannot be made before the 
date of the cheque. 
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Category Reason for Refusal Explanation 

F. Stop Payment 
Instruction 

Drawer has issued stop-
payment order 

If the drawer instructs the bank not to 
pay, the banker must comply. 

G. Death or 
Insolvency of 
Drawer 

Drawer has died or 
become insolvent 

Banker must stop payment upon 
receiving notice of death or 
insolvency. 

H. Garnishee Order 
Court order to attach 
drawer’s account 

Payment is prohibited under court 
order. 

I. Closing of 
Account 

Drawer has closed the 
account 

Cheque cannot be honoured. 

J. Difference in 
Amount 

Words and figures do 
not match 

Inconsistency in amount leads to 
refusal. 

K. Cheque 
Mutilated or Torn 

Physical damage to 
cheque 

May be dishonoured if contents are 
unclear. 

L. Crossed Cheque 
Paid in Cash 

Violates crossing 
instructions 

If a crossed cheque is paid over the 
counter, it must be refused. 

M. Wrong 
Endorsement 

Irregular or missing 
endorsement 

Payment cannot be made if 
endorsement is not proper. 

4. Wrongful Refusal of Payment 

If a banker wrongly refuses to honour a cheque when: 

 Sufficient funds are available, and 
 Cheque is in order, 

then the banker is liable for damages to the drawer. 

Consequences of Wrongful Refusal 

1. Damage to customer’s reputation (especially businesspersons). 
2. Loss of confidence and goodwill. 
3. Bank may be sued for damages for wrongful dishonour. 

5. Procedure When Payment is refused 

When a cheque is refused: 

1. The cheque is returned unpaid to the holder with a “Return Memo” stating 
the reason for dishonour. 

2. The holder can take further action, such as: 
o Informing the drawer. 
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o Filing a complaint under Section 138 of the Negotiable Instruments 
Act (if dishonoured for insufficient funds). 

6. Summary Table 

Valid Reasons for Refusal Invalid / Wrongful Reasons 

Insufficient funds Negligence of bank staff 

Stop-payment instruction Delay in processing 

Death/insolvency of drawer Personal dislike or bias 

Court order (garnishee) Bank’s internal error 

Alterations without authentication Failure to verify signature correctly 

7. Conclusion 

A banker is justified in refusing payment of a cheque when there are legal or 
technical defects, or insufficient funds. 
However, the banker must act carefully and fairly, as wrongful refusal causes 
serious reputational damage to the customer and may result in legal 
consequences for the bank. 

Duties of a Collecting Banker 

A Collecting Banker is the banker who receives cheques, drafts, or other 
negotiable instruments from his customer for the purpose of collection (i.e., 
presenting them to the paying banker and crediting the proceeds to the customer’s 
account). Under the Negotiable Instruments Act, 1881 (particularly Sections 131 
and 131A), the collecting banker enjoys certain protections if he acts in good faith 
and without negligence. 
However, to enjoy this legal protection, the banker must fulfil several important 
duties. 

1. Meaning of Collecting Banker 

A Collecting Banker is one who: 

“Undertakes to collect cheques, drafts, or other negotiable instruments on behalf of 
his customers and credits the proceeds to their account.” 

Thus, he acts as an agent of the customer while collecting and becomes a debtor 
after the amount is credited and withdrawn. 

2. Legal Provision – Section 131 of NI Act 
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“A banker who receives payment of a crossed cheque for a customer in good faith 
and without negligence shall not incur any liability to the true owner of the cheque if 
the title of the customer proves defective.” 

✅ Meaning: 
If the banker collects a cheque in good faith and without negligence, he is 
protected even if the cheque later turns out to be stolen or fraudulently obtained. 

3. Duties of a Collecting Banker 

A. Duty to Act as Agent of the Customer 

 The collecting banker acts as an agent, not as owner, while collecting the 
cheque. 

 His role is to present the cheque, collect payment, and credit the proceeds 
to the customer’s account. 

 After collection, he becomes debtor for the collected amount. 

B. Duty to Open Accounts with Care 

 Before opening an account, the banker must: 
o Verify the customer’s identity and address (KYC compliance). 
o Obtain proper references. 
o Ensure the account is not opened for fraudulent purposes. 

 If an account is opened carelessly and used to collect stolen cheques, the 
banker loses statutory protection. 

Example: 
If a person opens an account with fake documents and deposits a stolen cheque, the 
banker may be held negligent if he failed to verify identity. 

C. Duty to Collect Only for Customers 

 The banker must collect cheques only for existing customers, not for 
strangers. 

 Collecting for non-customers amounts to negligence. 
 “Customer” means a person who maintains a regular account with the bank. 

D. Duty to Present Cheques for Collection Promptly 

 The banker must present the cheque for payment without unreasonable 
delay. 

 Delay in presentation may cause loss due to drawer’s insolvency or other 
reasons. 
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 If loss occurs due to delay, the banker is liable to compensate. 

Example: 
If a cheque is payable in another city, it must be sent for collection through the 
clearing system or post immediately. 

E. Duty to Give Notice of Dishonour 

 If a cheque is dishonoured, the banker must immediately inform the 
customer. 

 This enables the customer to take legal action against the drawer or 
endorsers. 

 Failure to give prompt notice may cause loss to the customer, for which the 
banker is liable. 

F. Duty to Act in Good Faith and Without Negligence 

 The banker must take reasonable care in handling cheques. 
 He must examine: 

o The crossing and endorsement. 
o The apparent genuineness of the cheque. 
o The regularity of endorsements. 

 Negligence in verifying endorsements or paying in cash (instead of account 
credit) may result in loss of protection under Section 131. 

G. Duty to Credit Customer’s Account Properly 

 The proceeds of collected cheques must be credited to the correct account 
of the customer. 

 Wrong credit or premature credit before realization may create complications 
or losses. 

H. Duty to Maintain Secrecy of Account 

 The banker must keep customer information confidential, including details of 
cheques collected, account balances, etc. 

 Disclosure is permitted only: 
o Under law, 
o With customer’s consent, or 
o In public interest. 

I. Duty to Return Dishonoured Cheques 

 If the cheque is dishonoured, the banker must: 
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o Return the cheque to the customer along with a “Return Memo” from 
the paying bank. 

o State the reason for dishonour clearly. 

J. Duty to Observe Banking Norms and Statutory Regulations 

 The banker must follow: 
o RBI guidelines on collection and clearing, 
o Negotiable Instruments Act provisions, and 
o Banking Codes of Conduct. 

4. Summary Table 

Duty Description 

Open account with care Verify identity, avoid negligence in onboarding 

Collect only for customers No collection for strangers 

Present cheque promptly Avoid delay and loss 

Act in good faith Ensure cheque genuineness and endorsement 

Give notice of dishonour Inform customer immediately 

Credit correctly Deposit proceeds only in rightful account 

Maintain secrecy Protect customer’s information 

Return dishonoured cheques With reason for return and documents 

5. Consequences of Negligence 

If the collecting banker fails in any duty: 

1. He loses legal protection under Section 131. 
2. He becomes liable to the true owner of the cheque for any loss. 
3. The bank’s reputation and trustworthiness are affected. 
4. May face legal and compensatory claims. 

6. Conclusion 

The collecting banker’s duties require care, honesty, and diligence. 
By: 

 Acting in good faith, 
 Avoiding negligence, and 
 Following statutory procedures, 

the banker ensures safe collection of cheques and enjoys legal protection 
under the Negotiable Instruments Act. 
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Statutory Protection under Section 131 of the Negotiable Instruments Act, 1881 

Section 131 of the Negotiable Instruments Act, 1881 provides statutory 
protection to a collecting banker who collects a crossed cheque on behalf of his 
customer. 
This protection shields the banker from liability if the cheque later turns out to have 
been stolen, forged, or fraudulently obtained, provided that the banker acted in 
good faith and without negligence. 

1. Text of Section 131 (Simplified) 

“A banker who receives payment of a crossed cheque for a customer in good faith 
and without negligence shall not incur any liability to the true owner of the cheque by 
reason only of having received such payment, even if the title of the customer to the 
cheque proves defective.” 

2. Meaning and Purpose 

 The law recognizes that a banker, while collecting cheques for customers, 
may unknowingly handle a cheque with a defective title (for example, stolen 
or endorsed fraudulently). 

 To encourage smooth cheque transactions, the Act gives statutory 
protection to the banker — as long as he acted honestly and followed due 
care. 

 The protection ensures that the banking system can function confidently and 
efficiently in cheque collection. 

3. Conditions for Protection under Section 131 

To claim protection, all the following conditions must be fulfilled: 

Condition Explanation 

1. The cheque must be 
crossed. 

Section 131 applies only to crossed cheques (not to 
open cheques). This ensures payment is routed through 
a bank. 

2. The banker must act 
for a customer. 

The collection must be made for an existing account 
holder, not for a stranger or a one-time visitor. 

3. The banker must act in 
good faith. 

The banker must be honest and have no reason to 
suspect foul play. 

4. The banker must act 
without negligence. 

The banker must take all reasonable precautions to 
verify the cheque’s genuineness, endorsements, and the 
identity of the depositor. 

5. The banker must The banker acts as an agent for collection, not as the 
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Condition Explanation 

receive payment only as 
agent. 

owner of the cheque. 

6. Collection must be for 
the customer’s benefit. 

The proceeds should be credited to the customer’s 
account, not used for any other purpose. 

4. Meaning of “Good Faith and Without Negligence” 

 Good Faith: 
Acting honestly, without any intention to cause harm or gain unfair advantage. 
Example: The banker has no suspicion that the cheque is stolen. 

 Without Negligence: 
Taking reasonable precautions such as: 

o Verifying customer’s identity and signature. 
o Checking regularity of endorsements. 
o Ensuring account opening procedures (KYC) are properly followed. 
o Not collecting cheques for strangers or fictitious accounts. 

If a banker fails to exercise proper care (e.g., collecting for a recently opened 
account without verification), protection under Section 131 is lost. 

5. Scope of Protection 

 The protection is only against liability to the true owner of the cheque (not 
against negligence toward the customer). 

 It applies only to cheques that are crossed, not to bearer or open cheques. 
 Protection is available only when payment is received for collection, not 

when the banker purchases or discounts the cheque. 

6. Situations Where Protection is Lost 

A banker cannot claim protection under Section 131 if he: 

1. Acts negligently — e.g., fails to verify the identity of a new customer. 
2. Collects a cheque for a non-customer or fictitious person. 
3. Ignores irregular or forged endorsements. 
4. Credits proceeds before actual realization without caution. 
5. Collects an open (uncrossed) cheque. 
6. Has knowledge of a defect in title but proceeds with collection. 

7. Judicial Interpretations (Important Case Laws) 

Case Principle Laid Down 

Lloyds Bank Ltd. v. Chartered Bank A banker must act without negligence to 
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Case Principle Laid Down 

(1929) claim protection under Section 131. 

Bapulal v. Nath Bank Ltd. (1946) 
Opening an account without proper 
reference or verification amounts to 
negligence. 

Kerala State Co-operative Marketing 
Federation v. State Bank of India 
(2004) 

Protection applies only if the banker 
collects for a customer and not for a 
stranger. 

Indian Overseas Bank v. Industrial 
Chain Concern (1990) 

“Good faith” and “without negligence” are 
essential to maintain protection. 

8. Distinction between Collecting Banker and Paying Banker Protection 

Aspect Collecting Banker (Sec. 131) Paying Banker (Sec. 85 & 128) 

Nature of Activity Collects cheques for customer 
Makes payment of cheques drawn 
on it 

Type of 
Instrument 

Crossed cheques only Both crossed and open cheques 

Basis of 
Protection 

Good faith and without 
negligence 

Payment in due course 

Relation Agent of customer Debtor of customer 

9. Summary Table 

Element Requirement for Protection 

Nature of cheque Must be crossed 

Relationship Must be for a customer 

Conduct In good faith and without negligence 

Role Acts as agent (not purchaser) 

Scope Protection against true owner’s claim only 

10. Conclusion 

Section 131 offers statutory protection to a collecting banker to encourage 
smooth and secure cheque collection. 
However, this protection is conditional — it applies only if the banker: 

 Acts honestly (in good faith), 
 Exercises due care (without negligence), and 
 Collects only for genuine customers. 
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Negligence or carelessness in verifying customers or cheques will invalidate this 
protection and make the banker liable to the true owner of the cheque. 

Collecting Banker’s Duty 

A Collecting Banker is the banker who collects cheques and other negotiable 
instruments on behalf of his customer from the drawee bank. The banker acts as an 
agent of the customer until the cheque is collected and the proceeds are credited to 
the customer’s account. To perform this function effectively and safely, the collecting 
banker has several important duties. 

1. Duty to Act as an Agent 

 The banker acts as an agent of the customer while collecting the cheque. 
 The ownership of the cheque remains with the customer until the proceeds 

are credited. 
 Hence, the banker must act with due care and diligence in presenting, 

collecting, and crediting the cheque amount. 

2. Duty to Present Cheques Promptly 

 The banker must present the cheque for payment to the drawee bank 
within a reasonable time. 

 Delay in presentation may lead to loss to the customer, for which the banker 
could be held responsible. 

 For example: 
o Local cheques must be presented on the same or next business day. 
o Outstation cheques must be sent for collection immediately. 

3. Duty to Exercise Reasonable Care and Diligence 

 The banker must take reasonable precautions to ensure that: 
o The cheque is genuine and not altered or forged. 
o The title of the customer is clear and valid. 
o The cheque is crossed properly (if applicable). 

 Negligence in verifying these details may make the banker liable for 
conversion (wrongful possession or collection). 

4. Duty to Credit the Proceeds to the Customer’s Account 

 After successful collection, the banker must credit the amount to the 
customer’s account without undue delay. 

 If the cheque is dishonoured, the banker should immediately inform the 
customer and return the instrument. 
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5. Duty to Verify Endorsements 

 The collecting banker must verify the correctness of endorsements on 
order cheques. 

 If an endorsement is forged or irregular and the banker fails to notice it, the 
banker may lose statutory protection under Section 131 of the Negotiable 
Instruments Act, 1881. 

6. Duty to Act in Good Faith and Without Negligence 

 Section 131 of the Negotiable Instruments Act provides statutory 
protection to the collecting banker if: 

o He collects the cheque in good faith, and 
o He acts without negligence. 

 This means that even if the customer’s title is defective, the banker will not be 
held liable, provided he has acted honestly and carefully. 

7. Duty to Give Notice of Dishonour 

 If a cheque sent for collection is dishonoured, the banker must: 
o Inform the customer promptly, and 
o Return the cheque with the reason for dishonour. 

 Delay in communication may cause financial loss or legal complications. 

8. Duty to Maintain Secrecy 

 The banker must maintain the confidentiality of the customer’s account 
and transaction details. 

 Disclosure of information without consent can lead to loss of trust and legal 
consequences. 

Summary Table 

Duty Description 

Act as Agent Collects cheque on behalf of customer 

Present Promptly Present cheque to drawee bank without delay 

Exercise Care Ensure cheque is genuine and not altered 

Verify Endorsement Check for proper and valid endorsement 

Credit Proceeds Credit amount after realization 

Act in Good Faith Work honestly and without negligence 

Notify Dishonour Inform customer immediately if cheque bounces 

Maintain Secrecy Keep customer’s transactions confidential 
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RBI Instructions to Banks 

The Reserve Bank of India (RBI), as the central bank of India, regulates and 
supervises commercial banks, cooperative banks, and other financial institutions. It 
issues instructions and guidelines to ensure sound banking practices, financial 
stability, and customer protection. These instructions are mandatory for banks to 
follow. 

1. Meaning of RBI Instructions 

RBI instructions are official directions, circulars, notifications, or guidelines 
issued by the Reserve Bank to regulate the operations of banks. 

 They cover banking operations, credit policy, customer service, risk 
management, and compliance. 

 Banks must implement them in letter and spirit; non-compliance can lead to 
penalties. 

2. Categories of RBI Instructions 

Category Purpose / Content 

A. Prudential Norms 
Guidelines on asset classification, income recognition, 
and provisioning to prevent NPAs. 

B. Credit Policy 
Directions on lending limits, priority sector lending, small 
borrowers, and credit risk management. 

C. Cash Reserve & 
Statutory Liquidity 

Instructions on CRR (Cash Reserve Ratio) and SLR 
(Statutory Liquidity Ratio) maintenance. 

D. KYC / AML / CFT 
Know Your Customer (KYC), Anti-Money Laundering 
(AML), and Combating Financing of Terrorism (CFT) 
guidelines. 

E. Customer 
Protection 

Guidelines on fair practices, grievance redressal, 
transparency, and interest rates. 

F. Digital Banking & 
Payments 

Instructions on UPI, NEFT, RTGS, IMPS, online banking, 
and cybersecurity. 

G. Reporting & 
Compliance 

Instructions on periodic reporting, audit, and 
submission of returns to RBI. 

H. Branch Licensing & 
Operation 

Directions for opening, shifting, or closing branches and 
ATMs. 

3. Key RBI Instructions for Banks 
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1. Priority Sector Lending (PSL): 
Banks must lend a certain percentage of their credit to agriculture, micro and 
small enterprises, education, housing, and weaker sections. 

2. Maintenance of CRR and SLR: 
o CRR: Minimum percentage of net demand and time liabilities (NDTL) 

to be kept with RBI. 
o SLR: Minimum investment in approved government securities. 

3. KYC & Customer Identification: 
o Verify identity, address, and credentials of account holders. 
o Update KYC periodically to prevent fraud and money laundering. 

4. Prevention of Money Laundering (AML/CFT): 
o Monitor suspicious transactions. 
o Maintain records of high-value cash transactions. 
o Report transactions above a specified threshold to Financial 

Intelligence Unit – India (FIU-IND). 
5. Fair Practices Code: 

o Transparent disclosure of interest rates, charges, and terms of loans. 
o Timely grievance redressal. 
o Avoid coercive recovery practices. 

6. Cheque Truncation System (CTS): 
o Guidelines for electronic clearance of cheques through image-based 

clearing. 
7. Digital Payment Security: 

o Security standards for mobile banking, online banking, UPI, and card 
transactions. 

8. NPA Management: 
o Guidelines on classification of NPAs, provisioning norms, restructuring, 

and recovery processes. 
9. Reporting and Audit Compliance: 

o Banks must submit periodic returns on deposits, advances, NPAs, and 
other regulatory reports. 

4. Legal Basis of RBI Instructions 

 Section 35A of the Banking Regulation Act, 1949: RBI may issue 
directions to banks to ensure proper management and sound banking 
practice. 

 Section 21 of the RBI Act, 1934: RBI can regulate the issue of banking 
instruments, payment systems, and banking operations. 

Note: Banks are legally bound to follow RBI instructions; failure may attract 
penalties or restrictions. 
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5. Importance of RBI Instructions 

1. Ensures financial stability of banks and the economy. 
2. Protects depositors and maintains public confidence. 
3. Prevents fraudulent activities, money laundering, and cyber risks. 
4. Promotes transparency in banking operations. 
5. Facilitates efficient credit allocation to priority sectors. 
6. Maintains liquidity and monetary discipline in the banking system. 

6. Summary Table 

Aspect RBI Instruction Purpose 

Prudential Norms Asset classification & provisioning Reduce NPAs and credit risk 

Credit Policy Lending limits & priority sectors 
Financial inclusion & balanced 
growth 

KYC / AML / CFT 
Customer identification & 
monitoring 

Prevent fraud and money 
laundering 

CRR & SLR 
Mandatory reserves & government 
securities 

Maintain liquidity & monetary 
control 

Customer 
Protection 

Fair practices code 
Transparency and grievance 
redressal 

Digital Banking CTS, UPI, online banking security 
Safe and efficient payment 
system 

Reporting 
Periodic returns & audit 
compliance 

Regulatory supervision 

Conclusion 

RBI instructions serve as regulatory guidelines that ensure safe, efficient, and 
customer-friendly banking operations. Banks are legally obliged to follow these 
instructions to maintain financial stability, compliance, and trust in the banking 
system. 

Paying Banker vs Collecting Banker 

In banking, both Paying Banker and Collecting Banker play crucial roles in 
handling cheques and other negotiable instruments, but their functions, duties, 
and liabilities are different. The following is a detailed comparison. 

1. Meaning 

Banker Type Meaning 

Paying 
Banker 

The banker on whom a cheque is drawn (i.e., the drawee bank) 
who pays the amount to the holder of the cheque. 
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Banker Type Meaning 

Collecting 
Banker 

The banker who receives the cheque from the customer (payee) 
for collection and presents it to the paying bank for payment. 

2. Role 

Aspect Paying Banker Collecting Banker 

Primary Role 
Makes payment of a cheque 
drawn on it. 

Collects the cheque on behalf of 
customer and credits the proceeds. 

Relation with 
Customer 

Drawee bank acts as debtor 
to drawer when payment is 
made. 

Acts as agent of the customer until 
the cheque is collected. 

Relation with 
Cheque 

Responsible for honouring 
the cheque. 

Responsible for collecting and 
forwarding the cheque to the 
paying banker. 

3. Duties 

Aspect Paying Banker Collecting Banker 

Payment 
Must pay the cheque in due 
course if valid and funds are 
available. 

Must present cheque to the drawee 
bank promptly and credit proceeds 
to customer. 

Care/Verification 
Verify signature, amount, 
crossing, and drawer’s 
instructions. 

Verify endorsements, customer 
identity, crossing, and 
genuineness. 

Notification 
Not required to notify drawer 
if payment is made 
(discharge occurs). 

Must notify customer if cheque is 
dishonoured. 

Secrecy 
Maintain secrecy of drawer’s 
account. 

Maintain secrecy of customer’s 
account. 

4. Statutory Protection 

Aspect Paying Banker Collecting Banker 

Relevant 
Section 

Sections 85 & 128 of NI Act Section 131 of NI Act 

Condition for 
Protection 

Payment in due course to 
rightful holder. 

Collection of crossed cheque in 
good faith and without 
negligence. 

Scope 
Protected even if payee’s title 
is defective (for crossed 
cheques). 

Protected even if customer’s title is 
defective, provided due care is 
taken. 
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5. Liability 

Aspect Paying Banker Collecting Banker 

Wrongful 
Action 

Pays without funds, ignores stop-
payment, or pays cash against 
crossing → liable to drawer/true 
owner. 

Acts negligently, credits wrong 
account, collects for a stranger → 
liable to customer/true owner. 

Dishonour 

If cheque cannot be paid due to 
insufficient funds → drawer liable 
under Section 138 (for dishonoured 
cheque). 

Must inform customer 
immediately; failure may make 
banker liable. 

6. Examples 

 Paying Banker: 
o Customer draws a cheque of ₹50,000 on State Bank of India. The 

payee presents the cheque to SBI for payment. SBI acts as the paying 
banker. 

 Collecting Banker: 
o The payee deposits the cheque in his account with HDFC Bank. HDFC 

Bank collects the cheque from SBI and credits the payee’s account. 
HDFC Bank acts as the collecting banker. 

7. Key Differences – Summary Table 

Feature Paying Banker Collecting Banker 

Role Pays the cheque drawn on it 
Collects cheque on behalf of 
customer 

Relationship Debtor to drawer Agent of customer 

Statutory 
Protection 

Sections 85 & 128 Section 131 

Payment 
Responsibility 

Pays in due course to holder 
Presents cheque to drawee for 
collection 

Notification Notifies only if required 
Must notify customer if 
dishonoured 

Liability 
Wrongful payment → liable to 
drawer or true owner 

Negligence → liable to customer 
or true owner 

Example Drawee bank of the cheque 
Bank where payee deposits 
cheque for collection 

Conclusion 
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 Paying Banker: Responsible for making payment, discharge occurs on 
payment in due course. 

 Collecting Banker: Responsible for collecting and crediting the cheque, 
protection is conditional on good faith and no negligence. 

Both types of bankers play distinct but complementary roles in the banking 
system. 

Customer Grievances in Banking 

Customer grievances refer to complaints or dissatisfaction expressed by bank 
customers regarding services, products, or operations of a bank. Managing 
grievances effectively is crucial for customer satisfaction, trust, and regulatory 
compliance. Banks in India must follow RBI guidelines, Banking Codes & 
Standards Board of India (BCSBI) codes, and other statutory requirements to 
handle customer complaints. 

1. Meaning of Customer Grievance 

A customer grievance arises when a customer feels unfairly treated or 
inconvenienced by a bank’s action or inaction, such as: 

 Delays in service, 
 Incorrect debits, 
 Poor complaint resolution, or 
 Mis-selling of banking products. 

Example: 

 A customer deposits a cheque, but the bank delays crediting the amount 
without valid reason. 

2. Causes of Customer Grievances 

Cause Explanation 

Service Delay 
Slow processing of loans, accounts, cheque 
clearance, or fund transfers. 

Incorrect Transactions 
Wrong debit/credit, wrong interest charged, 
misapplied payments. 

Unclear Communication 
Poor explanation of products, charges, and 
policies. 

Non-compliance with 
RBI/Banking Codes 

Violation of service standards or KYC/AML rules. 

Mis-selling of Products Selling insurance, investment products, or loans 
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Cause Explanation 

without proper disclosure. 

Digital Banking Issues 
Failed NEFT/RTGS/UPI transactions, cyber fraud, 
or IT glitches. 

High Charges or Hidden Fees Unauthorised service charges or penalties. 

Rude or Unhelpful Staff 
Poor customer handling and lack of 
professionalism. 

3. RBI Guidelines for Customer Grievances 

The RBI has mandated banks to adopt efficient grievance redressal 
mechanisms: 

1. Grievance Redressal System (GRS): 
o Banks must establish a dedicated department for complaints. 
o Customers should be able to lodge complaints easily through branch, 

email, phone, or online portal. 
2. Response Timeline: 

o Acknowledgement: Within 3 days of receiving a complaint. 
o Resolution: 

 Generally 30 days for normal complaints. 
 45 days for complex complaints (as per RBI guidelines). 

3. Customer Charter & BCSBI Codes: 
o Banks must display service standards and complaint procedures in 

branches and websites. 
4. RBI Ombudsman Scheme: 

o If unresolved by the bank, customers can escalate complaints to the 
Banking Ombudsman, an independent authority appointed by RBI. 

o RBI Ombudsman handles complaints related to: 
 Delays in service, 
 Non-adherence to directives, 
 Misleading information, 
 Rejection of loan applications unfairly, 
 ATM / digital banking issues, etc. 

4. Types of Customer Grievances 

Type Examples 

Service-related Delays in clearing cheques, poor customer service at branches. 

Product-related Mis-selling of loans, insurance, or investment products. 

Transaction-
related 

Incorrect debits, delayed credit of funds, failed UPI/NEFT. 
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Type Examples 

Policy-related 
Charges for account maintenance, penalties, or closure 
procedures. 

Digital Banking Cyber fraud, failed transactions, ATM malfunction. 

Legal/Compliance Non-issuance of passbook/statements, violation of KYC norms. 

5. Duties of Banks in Handling Grievances 

1. Provide Multiple Channels: Branch, email, call centre, website, mobile app. 
2. Acknowledge Complaints Promptly: Usually within 3 days. 
3. Investigate & Resolve: Analyze complaint carefully, contact relevant 

departments, and respond within stipulated time. 
4. Record & Monitor: Maintain records of all complaints and monitor for 

trends. 
5. Escalation Mechanism: Clearly define hierarchy for unresolved 

complaints. 
6. Customer Awareness: Educate customers about RBI Ombudsman and 

other escalation options. 
7. Feedback & Continuous Improvement: Use grievance data to improve 

services. 

6. Role of Banking Ombudsman 

 The Banking Ombudsman is appointed by RBI under the Banking 
Ombudsman Scheme, 2006 (amended 2021). 

 It is a cost-free, quasi-judicial mechanism for resolving customer 
complaints. 

 Powers include: 
o Awarding compensation for delays, mental agony, or harassment. 
o Directing banks to take corrective action. 

Eligible complaints include: 

 Non-payment/collection of cheques, drafts, or bills. 
 Non-adherence to fair practices codes. 
 ATM, credit card, or digital banking issues. 

7. Steps for a Customer to Lodge a Complaint 

1. Approach the branch or bank grievance cell. 
2. Escalate to the Grievance Redressal Officer (GRO) / Nodal Officer. 
3. If unresolved, contact Banking Ombudsman (via online portal or offline). 
4. Provide relevant documents: Cheque, transaction slips, letters, statements. 



DIRECTORATE OF DISTANCE AND CONTINUING EDUCATION                                                                             
Manonmaniam Sundaranar University 

 

Banking Law & Practice Page 264 
 

5. Follow up periodically for resolution. 

8. Summary Table: Bank’s Responsibilities vs Customer Rights 

Bank Responsibility Customer Right 

Acknowledge complaints promptly Right to lodge complaint easily 

Investigate and resolve grievances Right to fair and timely resolution 

Maintain records of complaints Right to track status of complaint 

Provide escalation mechanism Right to escalate to Ombudsman if unsatisfied 

Follow RBI/BCSBI guidelines Right to compensation for valid claims 

Conclusion 

 Effective customer grievance redressal builds trust, loyalty, and confidence 
in the banking system. 

 RBI instructions and Ombudsman Scheme ensure that customers have 
legal protection and banks adhere to fair practices. 

 Both banks and customers have clear responsibilities and rights in 
grievance handling. 

Grievance Redressal in Banking 

Grievance Redressal refers to the mechanism and process through which banks 
address and resolve complaints of customers related to banking services, 
products, and operations. A robust grievance redressal system ensures 
customer satisfaction, trust, and regulatory compliance. 

1. Meaning of Grievance Redressal 

 It is a formal procedure adopted by banks to receive, acknowledge, 
investigate, and resolve complaints raised by customers. 

 It ensures timely and fair resolution of disputes between the bank and the 
customer. 

Example: 

 A customer lodges a complaint regarding delayed credit of cheque or 
wrong debit in the account. The bank investigates and provides a solution 
within the stipulated time. 

2. Objectives of Grievance Redressal 

1. Protect Customer Rights: Ensure customers receive fair and transparent 
treatment. 
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2. Maintain Trust: Strengthen customer confidence in banking operations. 
3. Regulatory Compliance: Comply with RBI guidelines and BCSBI codes. 
4. Correct Errors: Identify and rectify operational or human errors. 
5. Improve Service Quality: Use complaints to enhance banking processes 

and policies. 
6. Prevent Escalation: Resolve issues within the bank to avoid legal 

escalation. 

3. Components of an Effective Grievance Redressal System 

Component Explanation 

Complaint Receiving 
Channels 

Branch counters, email, website portal, mobile app, call 
centers. 

Acknowledgment of 
Complaint 

Immediate confirmation of receipt, usually within 3 
working days. 

Investigation 
Detailed scrutiny of the complaint, verification of records, 
consultation with relevant departments. 

Resolution 
Provide a solution or compensation, if applicable, within 
stipulated time (usually 30–45 days). 

Escalation Mechanism 
Clear hierarchy if complaint is not resolved, including 
Grievance Redressal Officer (GRO) and Nodal Officer. 

Record Keeping 
Maintain logs of all complaints, actions taken, and 
outcomes. 

Feedback 
Collect customer feedback to improve service standards 
and process efficiency. 

4. Procedure for Grievance Redressal 

1. Lodging Complaint: Customer submits grievance through branch, email, call 
center, or online portal. 

2. Acknowledgment: Bank acknowledges receipt with a unique complaint ID. 
3. Investigation: Bank examines the issue, verifies transactions, and 

communicates with involved staff/branches. 
4. Resolution & Response: Bank informs customer of action taken and 

provides remedy or compensation, if required. 
5. Escalation: If unresolved, customer may escalate to: 

o Bank’s Nodal Officer → RBI-appointed Ombudsman. 
6. Closure: Complaint is closed only after customer satisfaction or 

RBI/ombudsman intervention. 

5. RBI Guidelines for Grievance Redressal 

 Banks must have dedicated grievance redressal cells. 
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 Customers should be able to lodge complaints easily via multiple channels. 
 Timelines: 

o Acknowledgment: within 3 days 
o Resolution: 30 days (complex complaints up to 45 days) 

 Escalation: Customers can approach the Banking Ombudsman if 
unsatisfied. 

 Transparency: Banks must display the grievance redressal process in 
branches and websites. 

6. Role of Banking Ombudsman 

 Independent authority appointed by RBI to handle customer complaints. 
 Deals with complaints regarding: 

o Delays in service 
o Non-adherence to directives 
o ATM, credit card, digital banking issues 
o Non-payment or collection of cheques 

 Offers free and timely redressal. 
 Can award compensation to customers for inconvenience or financial loss. 

7. Advantages of a Strong Grievance Redressal System 

1. Enhances customer trust and loyalty. 
2. Reduces complaints escalation to courts or regulatory authorities. 
3. Improves operational efficiency and internal monitoring. 
4. Encourages compliance with RBI guidelines and BCSBI codes. 
5. Helps in identifying systemic issues and prevents recurrence. 

8. Summary Table 

Aspect Details 

Meaning Mechanism to address and resolve customer complaints 

Objective Protect rights, maintain trust, ensure compliance, improve service 

Key 
Components 

Channels, acknowledgment, investigation, resolution, escalation, 
record keeping, feedback 

RBI Guidelines Grievance cell, timelines, transparency, escalation to Ombudsman 

Escalation Nodal Officer → Banking Ombudsman → RBI 

Advantage Customer satisfaction, operational efficiency, regulatory compliance 

Conclusion 

Grievance Redressal is a critical function of banks ensuring customer 
protection, regulatory compliance, and service improvement. A transparent, 
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prompt, and effective system strengthens the bank-customer relationship and 
enhances the credibility of the banking system. 

Banking Ombudsman 

The Banking Ombudsman is an independent authority appointed by the 
Reserve Bank of India (RBI) to address complaints and grievances of bank 
customers related to deficiencies in banking services. The scheme provides a cost-
free and quasi-judicial mechanism for speedy resolution of disputes between 
banks and customers. 

1. Meaning 

 A Banking Ombudsman is a senior official of RBI designated to investigate 
and resolve complaints made by customers against banks. 

 The Ombudsman acts as a neutral arbitrator to ensure fair treatment of 
customers. 

Reference: The scheme operates under the Banking Ombudsman Scheme, 2006 
(amended 2021). 

2. Appointment 

 Appointed by RBI under Section 35A of the Banking Regulation Act, 1949. 
 Usually a senior RBI officer. 
 Designated in different regions to cover all states and union territories in 

India. 

3. Objectives 

1. Provide easy and cost-free access to banking grievance redressal. 
2. Ensure speedy resolution of customer complaints. 
3. Promote fair banking practices. 
4. Reduce litigation and enhance customer confidence in banks. 

4. Scope of Complaints 

The Banking Ombudsman handles complaints relating to: 

Type of Complaint Examples 

Non-payment / 
delays 

Cheques, drafts, bills, or remittances not paid/collected in time 

Banking services 
Non-adherence to RBI guidelines, delayed services, or service 
deficiency 
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Type of Complaint Examples 

Loans and 
advances 

Delay or rejection of loan applications, incorrect interest rates 

Digital banking 
ATM, credit/debit card, UPI, internet banking, or mobile banking 
failures 

Charges and fees Excessive charges, hidden fees, or non-transparent deductions 

Other issues 
Failure to comply with BCSBI codes, refusal to issue 
statements or passbooks 

5. Eligibility 

 Any customer of a bank, including individuals and organizations, can 
lodge a complaint. 

 Complaints must be made within one year from the date of cause of action. 
 Complaint should first be addressed to the bank; if unresolved, it can be 

escalated to the Ombudsman. 

6. Complaint Procedure 

1. Lodge Complaint: 
o Submit complaint online (RBI portal), via email, or offline (physical 

form). 
o Provide supporting documents (cheque, transaction slips, letters). 

2. Bank’s Response: 
o Bank is given 30 days to resolve the complaint. 

3. Escalation to Ombudsman: 
o If unresolved or unsatisfactory, customer can approach the Banking 

Ombudsman. 
4. Investigation & Decision: 

o Ombudsman examines the complaint, seeks bank’s explanation, and 
may direct corrective action. 

5. Award / Compensation: 
o Ombudsman can award compensation for financial loss, 

inconvenience, or mental agony. 
o Decision is binding on banks, unless challenged in higher courts. 

7. Powers of Banking Ombudsman 

Power Details 

Investigative Examine complaint, ask for bank records, and verify facts 

Directive Direct bank to resolve complaint or pay compensation 

Quasi-
judicial 

Decisions are final and enforceable, though appealable in higher 
courts 



DIRECTORATE OF DISTANCE AND CONTINUING EDUCATION                                                                             
Manonmaniam Sundaranar University 

 

Banking Law & Practice Page 269 
 

Power Details 

Mediation Facilitate amicable settlement between bank and customer 

8. Advantages 

1. Free of cost: No fees required to lodge a complaint. 
2. Speedy redressal: Faster than regular courts. 
3. Customer empowerment: Ensures customers have a voice against banks. 
4. Reduces litigation: Helps avoid long legal disputes. 
5. Promotes fair banking: Encourages banks to comply with RBI guidelines 

and BCSBI codes. 

9. Time Frame for Resolution 

Stage Time Limit 

Bank to respond Within 30 days of receiving complaint 

Ombudsman decision Generally within 30–45 days of escalation 

Complex cases Can be extended as per Ombudsman discretion 

10. Summary Table 

Aspect Banking Ombudsman 

Meaning RBI-appointed officer to redress banking complaints 

Legal Basis Banking Ombudsman Scheme, 2006 (amended 2021) 

Objective Customer-friendly grievance redressal 

Eligibility Any bank customer (individuals, organizations) 

Scope 
Cheques, remittances, loans, digital banking, charges, service 
deficiency 

Procedure 
Lodge → Bank response → Escalate → Ombudsman decision → 
Compensation 

Powers Investigative, directive, quasi-judicial, mediation 

Advantages Free, speedy, reduces litigation, promotes fair banking 

Conclusion 

The Banking Ombudsman is an efficient and independent mechanism that 
protects customer interests, ensures accountability of banks, and strengthens 
trust in the Indian banking system. 
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UNIT V 
Digital Banking 
Meaning- Services - e-banking and financial services- Initiatives Opportunities - 
Internet banking Vs Traditional Banking Mobile banking–Anywhere Banking-Any 
Time Banking- Electronic Mobile Wallets. ATM–Concept-Features-Types-
.ElectronicmoneyMeaning-Categories-Merits of e-money - National Electronic Funds 
Transfer (NEFT), RTGS, IMPS, UPI and Digital currency–Differences –Safety and 
Security in Digital Banking. 

Digital Banking 

Digital Banking refers to the electronic delivery of banking services through 
digital channels such as internet, mobile devices, ATMs, UPI, and other electronic 
platforms. It enables customers to perform banking transactions anytime and 
anywhere without physically visiting a branch. 

1. Meaning 

Digital Banking is the integration of technology with banking services to offer 
convenient, fast, and secure financial transactions. 

 It is also called online banking, internet banking, or e-banking. 
 All traditional banking services, such as account management, fund transfer, 

bill payment, loans, and investment, can be performed digitally. 

Example: 

 Transferring money using NEFT, RTGS, or UPI via mobile banking app. 

2. Features of Digital Banking 

Feature Explanation 

24×7 Access 
Customers can access accounts and perform transactions 
anytime. 

Remote Banking 
Services can be accessed from home, office, or mobile 
devices. 

Instant Transactions 
Payments, fund transfers, and bill payments are 
processed real-time or near real-time. 

Paperless Transactions 
Reduces the need for physical forms, cheques, and cash 
handling. 

Secure Platforms 
Uses encryption, OTP, biometric authentication for 
safe transactions. 

Integration with Other Linked with insurance, mutual funds, loans, and e-



DIRECTORATE OF DISTANCE AND CONTINUING EDUCATION                                                                             
Manonmaniam Sundaranar University 

 

Banking Law & Practice Page 271 
 

Feature Explanation 

Services commerce platforms. 

Automated Alerts 
SMS or email notifications for transactions, balance 
updates, or suspicious activity. 

3. Types of Digital Banking Services 

Type Description 

Internet Banking 
Access to accounts via bank website or portal; allows fund 
transfer, bill payments, and account management. 

Mobile Banking 
Banking through mobile apps; includes payments, UPI, QR 
code scanning, and instant alerts. 

ATM & Debit Cards 
Cash withdrawals, balance inquiry, fund transfer, and card 
payments through ATMs. 

UPI (Unified Payments 
Interface) 

Instant money transfer using a mobile app without account 
details. 

Digital Wallets / e-
Wallets 

Stores money digitally for online or offline payments (e.g., 
Paytm, PhonePe). 

Phone Banking Banking transactions via call center or IVR system. 

POS (Point of Sale) 
Terminals 

Payments using debit/credit cards at merchants’ locations. 

Online Loan & 
Investment Services 

Apply for loans, fixed deposits, or invest in mutual funds 
digitally. 

4. Advantages of Digital Banking 

1. Convenience: Access banking services anytime, anywhere. 
2. Time-saving: No need to visit a branch for most transactions. 
3. Cost-effective: Reduces paperwork, physical cash handling, and transaction 

costs. 
4. Faster Transactions: Instant fund transfer via NEFT, RTGS, IMPS, and UPI. 
5. Transparency: Digital records of all transactions; easy tracking. 
6. Financial Inclusion: Helps rural and remote customers access banking 

services. 
7. Enhanced Security: Multi-factor authentication, biometrics, and OTPs protect 

against fraud. 

5. Risks and Challenges 

Risk / Challenge Explanation 

Cyber Fraud & Hacking Threats like phishing, malware, and identity theft. 

Technical Failures Server downtime, software glitches, or network 
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Risk / Challenge Explanation 

issues. 

Data Privacy Issues 
Customer information may be exposed if not 
secured properly. 

Digital Divide 
Limited access for people without smartphones or 
internet. 

Overdependence on 
Technology 

Issues arise if users are not familiar with digital 
platforms. 

6. RBI Guidelines for Digital Banking 

 Regulation of Payment Systems: RBI regulates NEFT, RTGS, IMPS, and 
UPI for safety and efficiency. 

 Cyber security Guidelines: Banks must implement strong IT security, 
encryption, and fraud detection mechanisms. 

 Customer Awareness: Banks should educate customers about safe digital 
banking practices. 

 Transaction Limits: RBI may set limits on fund transfers for certain digital 
channels. 

 Grievance Redressal: Banks must have mechanisms for digital 
transaction complaints, including escalation to the Banking Ombudsman. 

7. Key Digital Banking Channels 

Channel Usage / Function 

Internet Banking 
Account management, fund transfers, bill payments, 
statements 

Mobile Banking UPI, QR payments, card management, instant alerts 

ATMs / Debit 
Cards 

Cash withdrawal, balance inquiry, POS payments 

UPI Instant peer-to-peer or merchant payments 

Digital Wallets Online and offline payments without cash 

Phone Banking Banking via IVR, calls, or voice commands 

8. Summary Table 

Aspect Details 

Meaning Electronic delivery of banking services 

Features 24×7 access, paperless, secure, integrated services 

Types 
Internet banking, mobile banking, UPI, ATMs, digital wallets, phone 
banking 

Advantages Convenience, speed, transparency, financial inclusion, cost-effective 
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Aspect Details 

Risks Cyber fraud, technical failures, data privacy, digital divide 

RBI 
Guidelines 

Secure platforms, customer awareness, grievance redressal, 
transaction limits 

Conclusion 

Digital banking revolutionizes traditional banking by offering speed, 
convenience, and accessibility, while reducing dependence on physical 
branches. With RBI oversight, strong security measures, and customer 
awareness, digital banking has become a safe and efficient mode of financial 
transactions in India. 

Digital Banking: Meaning and Services 

1. Meaning of Digital Banking 

Digital Banking refers to the delivery of banking services and products through 
electronic channels such as the internet, mobile apps, ATMs, UPI, and other digital 
platforms. It allows customers to perform banking transactions anytime and 
anywhere without visiting a branch. 

Key Points: 

 Integration of technology with banking services. 
 Enables account management, fund transfers, payments, investments, 

and loan applications digitally. 
 Promotes convenience, speed, and transparency in banking operations. 

Example: 

 Transferring funds using NEFT, RTGS, or UPI via mobile banking app. 

2. Services Offered by Digital Banking 

Digital Banking offers a wide range of services, broadly categorized as follows: 

Service Category Description / Examples 

Account Services 
Opening/closing accounts, viewing balance, updating 
KYC details, downloading statements. 

Fund Transfer 
NEFT, RTGS, IMPS, UPI, or bank-to-bank transfers for 
personal or business purposes. 

Payments 
Bill payments (electricity, water, mobile), online 
purchases, recurring payments. 
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Service Category Description / Examples 

Loan Services 
Apply for personal, home, car, or education loans online; 
check eligibility; track application. 

Investment & Wealth 
Management 

Fixed deposits, recurring deposits, mutual funds, 
insurance products, pension schemes. 

ATM / Debit Card 
Services 

Cash withdrawal, balance inquiry, PIN change, card 
blocking, POS transactions. 

Mobile & Internet 
Banking 

Real-time transactions, QR code payments, e-
statements, alerts, and notifications. 

Customer Support 
Chatbots, email, and phone banking for grievance 
redressal and queries. 

Digital Wallets / 
Payment Apps 

Paytm, PhonePe, Google Pay, etc., for online and offline 
transactions without cash. 

UPI Services 
Peer-to-peer or merchant payments instantly using UPI 
ID or QR code. 

Insurance & Pension 
Online purchase and renewal of insurance policies, 
checking premium payments. 

Summary 

Aspect Details 

Meaning Banking services delivered electronically, accessible anytime, anywhere 

Core 
Benefits 

Convenience, speed, transparency, accessibility, reduced paperwork 

Key 
Services 

Account management, fund transfer, bill payments, loans, investments, 
digital wallets, UPI, ATM services, customer support 

Digital Banking streamlines traditional banking, making it faster, secure, and 
more accessible, while enabling financial inclusion and modern banking 
innovations. 
 

E-Banking and Financial Services 

E-Banking is a broader concept under digital banking that encompasses all 
electronic delivery channels and financial services offered by banks and 
financial institutions. It allows customers to access banking and financial 
services online, through mobile apps, ATMs, or other electronic channels. 

1. Meaning of E-Banking 
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E-Banking (Electronic Banking) refers to the provision of banking services 
through electronic channels without the need for physical visits to bank branches. 

Key Points: 

 Services are delivered via internet, mobile phones, ATMs, POS terminals, 
and electronic payment systems. 

 Facilitates transactions, payments, investment, and loan management 
electronically. 

 Promotes efficiency, transparency, and accessibility. 

Example: 

 Using a mobile banking app to transfer funds, pay utility bills, or invest in 
a mutual fund. 

2. Features of E-Banking 

Feature Explanation 

24×7 Availability Customers can perform transactions anytime. 

Remote Access Services accessible from home, office, or mobile devices. 

Real-Time 
Transactions 

Fund transfers and payments processed instantly or within 
the same day. 

Paperless 
Operations 

Minimizes physical documents, cheques, and cash handling. 

Security Measures Multi-factor authentication, encryption, and fraud detection. 

Integration 
Linked with insurance, investment, and e-commerce 
platforms. 

Alerts & Notifications 
SMS, email, or app notifications for transactions and account 
updates. 

3. Services Offered under E-Banking / Financial Services 

A. Core Banking Services 

Service Description 

Account 
Management 

Opening/closing accounts, viewing balance, statements, 
updating KYC 

Fund Transfers NEFT, RTGS, IMPS, UPI transfers 

Payments Utility bills, taxes, online shopping, subscriptions 

Deposits Fixed deposits, recurring deposits, and sweep accounts 

Loans Applying for personal, home, vehicle, or business loans online 
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B. Investment & Wealth Management 

Service Description 

Mutual Funds Online investment and portfolio tracking 

Insurance 
Buying, renewing, and managing life/health insurance 
policies 

Pension & Retirement 
Plans 

Online contribution and monitoring 

C. Electronic Payment Services 

Service Description 

Credit/Debit Cards Payments, cash withdrawal, POS transactions 

UPI & Mobile Wallets Instant transfers and payments using QR codes or app ID 

Prepaid Cards Travel cards, gift cards, and online purchase cards 

D. Other Financial Services 

Service Description 

Forex& Remittances Online currency exchange and international fund transfers 

E-Tax Payments 
Payment of income tax, GST, and other government levies 
online 

Electronic Trading 
Online stock trading, bonds, and derivatives through broker 
portals 

Bill Payments & 
Recharge 

Electricity, water, mobile, DTH, and broadband services 

4. Advantages of E-Banking 

1. Convenience: Access banking and financial services anytime, anywhere. 
2. Speed: Instant transactions and real-time account updates. 
3. Transparency: Clear digital records for all transactions. 
4. Cost-Effective: Reduces the need for branch visits, paperwork, and physical 

cash handling. 
5. Financial Inclusion: Extends banking and financial services to remote areas. 
6. Enhanced Security: Secure digital transactions through encryption, OTPs, 

and biometrics. 

5. Risks in E-Banking 

Risk Explanation 

Cybersecurity Threats Hacking, phishing, malware attacks 

Technical Failures Server downtime, software bugs, or connectivity issues 

Data Privacy Risk of unauthorized access or leakage of personal data 
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Risk Explanation 

Digital Divide Excludes those without internet or digital literacy 

Fraudulent Transactions Unauthorized access to accounts or cards 

6. Regulatory Framework in India 

 Reserve Bank of India (RBI) Guidelines: Regulates electronic banking, 
digital payments, UPI, NEFT, RTGS, IMPS, and cybersecurity. 

 Payment and Settlement Systems Act, 2007: Governs the legal framework 
for electronic payments. 

 Customer Protection: Banks must follow Grievance Redressal 
Mechanisms and allow escalation to Banking Ombudsman. 

 Data Security: RBI mandates banks to implement strong cybersecurity 
measures and follow KYC/AML norms. 

7. Summary Table 

Aspect Details 

Meaning Banking and financial services delivered electronically 

Key Features 
24×7 access, remote services, real-time transactions, security, 
paperless 

Services 
Account management, fund transfer, payments, loans, investments, 
e-trading, insurance, UPI, digital wallets 

Advantages 
Convenience, speed, transparency, cost-effectiveness, financial 
inclusion, security 

Risks Cyber fraud, technical failures, data privacy issues, digital divide 

Regulatory 
Body 

RBI (Payment Systems, Cybersecurity, Customer Protection) 

Conclusion 

E-Banking integrates technology with banking and financial services, offering 
convenient, secure, and efficient ways for customers to manage money. It 
supports financial inclusion, digital payments, and modern investment 
opportunities, while RBI ensures security, compliance, and customer 
protection. 

Digital Banking: Initiatives and Opportunities 

Digital banking in India has witnessed rapid growth due to technology adoption, 
regulatory support, and customer demand for convenient services. Both banks and 
customers benefit from this digital transformation through various initiatives and 
opportunities. 



DIRECTORATE OF DISTANCE AND CONTINUING EDUCATION                                                                             
Manonmaniam Sundaranar University 

 

Banking Law & Practice Page 278 
 

1. Initiatives in Digital Banking 

A. Government and Regulatory Initiatives 

1. Digital India Program 
o Promotes cashless transactions and digital financial inclusion. 
o Encourages banks to adopt mobile banking, UPI, and online 

payments. 
2. RBI Guidelines for Digital Payments 

o Regulates UPI, NEFT, RTGS, IMPS, and digital wallets. 
o Ensures customer protection, fraud prevention, and secure 

transactions. 
3. Financial Inclusion Programs 

o Jan DhanYojana: Provides basic bank accounts with mobile banking 
access. 

o Encourages rural and unbanked populations to access digital 
services. 

4. Unified Payments Interface (UPI) 
o Launched by NPCI to enable instant, real-time payments across 

banks. 
o Supports peer-to-peer, merchant, and QR-based payments. 

5. Payment Infrastructure Development 
o Expansion of ATMs, POS terminals, and mobile banking apps. 
o RBI promotes interoperable platforms and fintech collaboration. 

B. Bank-led Initiatives 

1. Internet Banking Platforms 
o Banks offer online portals for account management, fund transfer, 

and payments. 
2. Mobile Banking Applications 

o User-friendly apps for instant transactions, QR payments, bill 
payments, and investment tracking. 

3. Digital Wallets and Prepaid Cards 
o Facilitate cashless payments for retail and online transactions. 

4. Contactless Payments and NFC Technology 
o Debit/credit card tap payments and mobile-based contactless solutions. 

5. Customer Education & Awareness 
o Banks provide guidelines on cybersecurity, phishing prevention, 

and safe digital transactions. 

2. Opportunities in Digital Banking 

A. For Banks 
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1. Cost Reduction 
o Less dependence on physical branches reduces operational and 

staffing costs. 
2. Expanded Customer Base 

o Access to rural, semi-urban, and remote customers through mobile 
and internet banking. 

3. Revenue Generation 
o Fees from digital services, value-added services, and cross-selling 

financial products. 
4. Data Analytics 

o Analyzecustomer behavior for personalized offerings and risk 
management. 

5. Innovation and Fintech Collaboration 
o Partnering with fintechstartups for new payment solutions, AI-based 

advisory, and blockchain services. 

B. For Customers 

1. Convenience and Accessibility 
o Banking anytime, anywhere, without branch visits. 

2. Financial Inclusion 
o Access to bank accounts, loans, insurance, and investment 

products digitally. 
3. Time-Saving Transactions 

o Immediate payments, transfers, and bill settlement. 
4. Secure Transactions 

o Multi-factor authentication, biometric login, and encryption enhance 
safety. 

5. Innovative Services 
o Mobile wallets, UPI, QR payments, e-commerce integration, and robo-

advisory services. 

3. Emerging Opportunities in India 

Area Opportunity 

UPI & Digital Payments 
Instant fund transfers, merchant payments, QR code 
adoption 

Fintech Integration AI, blockchain, and analytics-based financial services 

Rural Banking 
Financial inclusion via mobile banking and doorstep 
banking 

Neo-Banks 
Fully digital banks offering account opening, lending, 
and investments online 

Cybersecurity Solutions Demand for robust digital security services and fraud 
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Area Opportunity 

detection 

Wealth & Investment 
Management 

Robo-advisors and online trading platforms for retail 
investors 

Government Schemes 
Integration 

Direct Benefit Transfer (DBT), subsidies, and online tax 
payments 

4. Summary Table 

Aspect Details 

Initiatives 
Digital India, Jan DhanYojana, UPI, RBI regulations, bank 
apps, digital wallets 

Opportunities for 
Banks 

Cost reduction, expanded customer base, new revenue 
streams, data analytics, fintech collaboration 

Opportunities for 
Customers 

Convenience, accessibility, financial inclusion, secure 
transactions, innovative services 

Emerging Areas 
Neo-banks, rural banking, digital payments, investment 
platforms, cybersecurity 

Conclusion 

Digital banking in India has transformed financial services by providing 
convenient, secure, and inclusive banking solutions. 

 Government and RBI initiatives have paved the way for mass adoption. 
 Banks gain operational efficiency, revenue opportunities, and innovation 

potential. 
 Customers enjoy time-saving, transparent, and accessible banking services. 

The future lies in fintech integration, AI-based banking, neo-banks, and 
enhanced digital payment ecosystems, creating mutual growth opportunities 
for banks and customers. 

Internet Banking vs Traditional Banking 

Internet banking and traditional banking are two different approaches to delivering 
banking services. While traditional banking relies on physical branch visits, internet 
banking leverages digital platforms for convenience and efficiency. 

1. Meaning 

Type Meaning 

Internet Banking services provided through online platforms (bank websites 
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Type Meaning 

Banking or mobile apps) allowing customers to perform transactions anytime 
and anywhere. 

Traditional 
Banking 

Banking services provided face-to-face at physical branches, 
requiring customers to visit the bank for transactions and account 
management. 

2. Features Comparison 

Aspect Internet Banking Traditional Banking 

Access 
24×7 online access via 
internet or mobile app 

Limited to branch working hours 

Location 
Dependence 

Can be accessed from 
anywhere 

Requires physical presence at the 
branch 

Transactions 
Fund transfers, bill payments, 
account management, 
investments digitally 

Cash deposits/withdrawals, cheque 
clearance, passbook updates 
manually 

Speed 
Instant or real-time 
transactions 

Slower due to manual processing 

Cost 
Lower operational cost for 
bank; often free or minimal 
charges for customer 

Higher operational cost; branch 
staffing and maintenance needed 

Security 
Uses encryption, OTPs, 
biometric authentication, 
firewalls 

Relies on manual verification and 
physical documents; less prone to 
cyber fraud 

Customer 
Interaction 

Limited personal interaction; 
mostly automated or chat-
based support 

Face-to-face interaction with bank 
staff; personalized service 

Paperwork Minimal; mostly digital forms 
Extensive paperwork for account 
opening, loans, deposits 

Convenience 
High; services available 
anytime, anywhere 

Limited; depends on branch 
availability and working hours 

Financial 
Inclusion 

Can reach remote areas 
through digital devices 

Limited reach; constrained by 
branch locations 

3. Services Provided 

Service Internet Banking Traditional Banking 

Account 
Opening 

Online submission of KYC 
documents 

In-branch submission of forms and 
documents 

Fund Transfers NEFT, RTGS, IMPS, UPI online 
Cheque, demand draft, cash 
deposits 
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Service Internet Banking Traditional Banking 

Bill Payments 
Electricity, water, phone, taxes 
online 

In-person payment at branch or 
bill collection centers 

Loans Apply online and track status 
Apply in-branch; require multiple 
visits and approvals 

Investments 
Mutual funds, fixed deposits, 
insurance via app/website 

In-person guidance, physical 
forms for deposits and insurance 

Statements & 
Records 

E-statements, PDF downloads 
Passbooks updated manually or 
printed statements 

4. Advantages & Disadvantages 

Aspect Internet Banking Traditional Banking 

Advantages 
24×7 availability, convenience, 
instant transactions, reduced 
paperwork, cost-effective 

Personalized service, face-to-face 
guidance, physical verification 
possible, trusted by non-tech-savvy 
customers 

Disadvantages 
Cybersecurity risks, requires 
digital literacy, dependent on 
internet connectivity 

Time-consuming, limited 
accessibility, higher operational cost 

5. Summary Table 

Parameter Internet Banking Traditional Banking 

Access Online, 24×7 Branch, working hours 

Speed Fast, real-time Slow, manual 

Convenience High Limited 

Cost Low High 

Security Digital (encryption, OTP) Physical (manual verification) 

Interaction Automated or minimal Personalized 

Paperwork Minimal Extensive 

Reach Nationwide, global Limited to branch locations 

Financial Inclusion Can reach remote/rural areas Limited by branch presence 

6. Conclusion 

 Internet banking is fast, convenient, and cost-effective, suitable for tech-
savvy customers and for promoting financial inclusion. 

 Traditional banking provides personalized services and trust, especially 
for customers less familiar with digital platforms. 
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 Both systems complement each other: banks often provide a hybrid model 
combining branch-based services and digital channels to serve all 
customer segments effectively. 

Mobile Banking 

Mobile Banking is a type of digital banking service that allows customers to 
conduct financial transactions and access banking services through a mobile 
device, such as a smartphone or tablet, using a mobile app or SMS/USSD 
services. 

1. Meaning 

 Mobile banking enables customers to perform banking operations anytime 
and anywhere using their mobile phones. 

 It is a subset of digital or internet banking but focuses specifically on 
mobility and convenience. 

Example: 

 Transferring money to a friend via UPI apps like Google Pay, PhonePe, or 
Paytm. 

 Checking account balance through a bank’s mobile app. 

2. Features of Mobile Banking 

Feature Explanation 

Accessibility Available 24×7 via smartphones, tablets, or feature phones. 

Real-Time 
Transactions 

Instant transfers, bill payments, and mobile recharge. 

Convenience 
No branch visits needed; services can be accessed 
anywhere. 

Multi-Channel 
Access 

Works via mobile app, SMS, USSD (*99#), or browser-based 
portals. 

Security 
PINs, OTPs, biometric authentication (fingerprint/face 
recognition). 

Integration 
Can link with UPI, digital wallets, online shopping, and utility 
payments. 

Notifications & 
Alerts 

SMS/email/push notifications for transactions, offers, and 
balance updates. 

3. Services Provided by Mobile Banking 

Service Category Details 
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Service Category Details 

Account 
Services 

Balance inquiry, mini-statement, account summary, account 
opening requests 

Fund Transfers 
NEFT, RTGS, IMPS, UPI transfers, peer-to-peer or peer-to-
merchant payments 

Bill Payments 
Electricity, water, telephone, mobile recharge, insurance 
premiums, taxes 

Investments 
Fixed deposits, mutual funds, recurring deposits, pension 
schemes 

Loans 
Apply for personal, home, or vehicle loans; check status, pay 
EMIs 

Card Services Debit/credit card activation, block/unblock cards, view statements 

Customer 
Support 

Chatbots, call assistance, and grievance registration 

4. Advantages of Mobile Banking 

1. Convenience: Access banking services from anywhere at any time. 
2. Speed: Instant fund transfers and real-time account updates. 
3. Cost-effective: Reduces the need for branch visits and paperwork. 
4. Financial Inclusion: Reaches rural and remote populations via mobile 

phones. 
5. Secure Transactions: Multi-factor authentication, OTPs, and biometrics 

enhance security. 
6. Integration with Payment Ecosystem: Works with UPI, QR payments, and 

digital wallets. 

5. Risks in Mobile Banking 

Risk Explanation 

Cyber Fraud Phishing, malware, or unauthorized access to accounts 

Technical Failures App crashes, network downtime, server issues 

Data Privacy Leakage of sensitive personal and financial information 

Digital Literacy Users need basic knowledge of smartphones and apps 

Transaction Errors Mistyped UPI ID or wrong beneficiary details 

6. RBI Guidelines for Mobile Banking 

1. Banks must ensure secure mobile banking platforms with encryption and 
authentication. 

2. Transaction limits may be set based on risk assessment. 
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3. Customers must be educated about safe mobile banking practices, 
including avoiding phishing and OTP sharing. 

4. Grievance redressal should be available, and complaints can be escalated 
to Banking Ombudsman. 

7. Summary Table 

Aspect Details 

Meaning 
Banking services via mobile devices (smartphones, tablets, feature 
phones) 

Features 
24×7 access, real-time transactions, security, alerts, multi-channel 
access 

Services 
Account management, fund transfers, bill payments, loans, 
investments, card services, customer support 

Advantages 
Convenience, speed, cost-effective, financial inclusion, secure, 
integrated payments 

Risks 
Cyber fraud, technical failures, data privacy, digital literacy, 
transaction errors 

Regulatory 
Oversight 

RBI guidelines on security, transaction limits, customer education, 
grievance redressal 

Conclusion 

Mobile banking is a powerful and convenient channel of digital banking that 
empowers customers to manage their finances anytime, anywhere. It 
complements internet banking and traditional banking, enhances financial 
inclusion, and supports the growth of a cashless economy in India. 

Anywhere Banking 

Anywhere Banking is a concept in modern banking that allows customers to 
access and use banking services from any location without being restricted to 
their home branch. It leverages digital technologies, core banking systems 
(CBS), and internet/mobile banking to provide seamless and branch-
independent banking services. 

1. Meaning of Anywhere Banking 

 Anywhere Banking enables customers to perform transactions, access 
account information, and use banking facilities from any branch, ATM, 
or digital channel, irrespective of where their account was opened. 

 It is made possible through Core Banking Solutions (CBS) that connect all 
branches of a bank in real-time. 
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Example: 

 A customer can deposit cash at a branch in Delhi while their account is in 
Mumbai. 

 Withdraw money from any ATM in India or abroad linked to the bank network. 

2. Features of Anywhere Banking 

Feature Explanation 

Branch Independence 
Customers are not tied to their home branch; services 
available at any branch. 

Core Banking 
Integration 

Real-time connectivity between all branches through CBS. 

Multiple Channels 
Available via branch, ATM, internet banking, mobile 
banking, and call centers. 

Convenience Perform transactions from anywhere and at any time. 

Account Flexibility 
Access multiple accounts, check balances, and manage 
transactions from any location. 

Universal Customer 
Service 

Bank staff at any branch can handle queries, deposits, 
withdrawals, or requests. 

Real-Time Processing 
Transactions are processed immediately across all 
branches. 

3. Services Provided under Anywhere Banking 

Service Category Details 

Deposits & 
Withdrawals 

Cash deposit or withdrawal at any branch or ATM. 

Fund Transfers NEFT, RTGS, IMPS, UPI, or inter-branch transfers instantly. 

Account Management 
Check balance, mini-statements, update personal 
information. 

Loan Services Apply or repay loans at any branch or online channel. 

Bill Payments 
Utility bills, taxes, insurance premiums via any branch or 
digital channel. 

Cheque & Draft 
Services 

Deposit cheques or request drafts from any branch. 

Customer Support 
Grievance handling, KYC updates, and query resolution at 
any branch. 

4. Advantages of Anywhere Banking 
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1. Convenience – Perform banking transactions from any branch or digital 
channel. 

2. Time-Saving – No need to visit home branch; faster processing. 
3. Operational Efficiency – Banks can manage transactions centrally with 

CBS. 
4. Financial Inclusion – Easier access for customers in remote or new 

locations. 
5. Enhanced Customer Service – Queries and services can be addressed 

anywhere, anytime. 
6. Seamless Digital Integration – Works with mobile and internet banking 

platforms for unified service. 

5. RBI Guidelines / Regulatory Support 

 Core Banking Solution (CBS): Banks must adopt CBS to enable anywhere 
banking. 

 Inter-Branch Transactions: RBI ensures secure, real-time inter-branch 
settlements. 

 Customer Awareness: Banks must educate customers on safe usage of 
digital channels linked to anywhere banking. 

 Grievance Redressal: Complaints can be addressed at any branch or via 
digital channels, including escalation to the Banking Ombudsman. 

6. Summary Table 

Aspect Anywhere Banking 

Meaning 
Banking services accessible from any branch or digital channel, 
irrespective of home branch 

Key Features 
Branch independence, CBS integration, multiple channels, 
convenience, real-time processing 

Services 
Deposits, withdrawals, fund transfer, account management, loans, 
bill payments, cheque/draft services 

Advantages 
Convenience, time-saving, operational efficiency, financial 
inclusion, enhanced customer service 

Regulatory 
Support 

CBS adoption, inter-branch settlements, RBI oversight, grievance 
redressal mechanisms 

Conclusion 

Anywhere Banking provides customers with flexibility, convenience, and real-
time access to banking services across locations. 
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 It eliminates branch dependency, enhances service quality, and integrates 
digital and traditional channels. 

 With CBS and digital platforms, anywhere banking is a cornerstone of 
modern banking, enabling customer-centric, efficient, and inclusive 
financial services. 

Any Time Banking & Electronic Mobile Wallets 

Modern banking offers flexible, round-the-clock financial services, supported by 
digital technology, allowing customers to manage money anytime, anywhere. This 
includes Any Time Banking and Electronic Mobile Wallets. 

1. Any Time Banking 

Meaning 

Any Time Banking refers to banking services that are available 24×7, without being 
restricted to bank working hours or physical branch locations. 

 It leverages digital channels such as internet banking, mobile banking, 
ATMs, and kiosks. 

 Enables customers to perform transactions, pay bills, transfer funds, or 
check account details at any time. 

Example: 

 Transferring funds via IMPS or UPI at midnight. 
 Withdrawing cash from ATMs on Sundays or holidays. 

Features 

Feature Explanation 

24×7 Access 
Banking services available anytime, including holidays and 
weekends 

Multi-Channel Accessible via internet, mobile apps, ATMs, kiosks 

Real-Time 
Transactions 

Fund transfers, bill payments, and mobile recharge processed 
instantly 

Convenience Customers are not restricted by branch timings or location 

Notifications SMS/email/push alerts for all transactions 

Security Encrypted transactions, OTP, and biometric authentication 

Services 

 Fund transfers (IMPS, NEFT, RTGS, UPI) 
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 Cash withdrawals/deposits at ATMs 
 Bill payments and mobile recharge 
 Loan repayments 
 Investment and insurance services 

2. Electronic Mobile Wallets 

Meaning 

An Electronic Mobile Wallet (or e-wallet) is a digital application that stores 
money electronically for making payments, transfers, and purchases without 
using cash or cards. 

Example: 

 Paytm, PhonePe, Google Pay, Amazon Pay 

Features 

Feature Explanation 

Digital Money 
Storage 

Stores money digitally; linked to bank account or prepaid 
balance 

Instant Payments Transfer money instantly to merchants or peers 

Multi-Purpose 
Can be used for bill payments, online shopping, recharge, 
travel bookings 

Mobile-Based Accessible via smartphone apps or USSD codes 

Security PIN, OTP, and encryption protect transactions 

Rewards 
&Cashback 

Many wallets provide discounts, cashback, and loyalty points 

Services Provided 

 Peer-to-peer money transfer (UPI or wallet-to-wallet) 
 Merchant payments at stores or online platforms 
 Utility bill payments (electricity, water, gas, broadband) 
 Mobile recharge and DTH recharge 
 Online ticket booking (train, bus, movie) 
 Investment in mutual funds or insurance (some wallets integrated with 

financial services) 

 

3. Advantages 

Aspect Any Time Banking Electronic Mobile Wallets 
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Aspect Any Time Banking Electronic Mobile Wallets 

Convenience 
24×7 access to banking 
services 

Instant payments anytime, 
anywhere 

Speed 
Real-time fund transfers and 
transactions 

Quick peer-to-peer and merchant 
payments 

Accessibility 
Accessible via ATMs, internet, 
mobile, kiosks 

Mobile-based; minimal 
infrastructure needed 

Cost-
Effectiveness 

Reduces branch visits and 
paperwork 

Often free or minimal transaction 
charges 

Security OTPs, encryption, biometrics 
PIN, OTP, and app-based 
security features 

Financial 
Inclusion 

Enables banking for remote 
customers 

Helps unbanked users access 
digital payments 

4. Risks and Challenges 

Aspect Explanation 

Cyber security Risk of phishing, malware, and hacking 

Technical Failures Server downtime, app crashes, or network issues 

Digital Literacy Users need knowledge of mobile apps and online transactions 

Fraud Unauthorized transactions due to stolen credentials 

Privacy Exposure of personal and financial data 

5. Summary Table 

Aspect Any Time Banking Electronic Mobile Wallets 

Meaning 
24×7 banking services via digital 
channels 

Digital storage of money for 
payments and transfers 

Key 
Features 

Round-the-clock access, real-time 
transactions, multi-channel 

Mobile-based, instant payments, 
security, rewards 

Services 
Fund transfers, bill payments, 
cash withdrawals, loan 
repayments 

Peer-to-peer transfer, merchant 
payments, recharges, online 
bookings 

Advantages 
Convenience, speed, accessibility, 
security 

Convenience, speed, digital 
payments, financial inclusion 

Risks 
Cyber fraud, technical failures, 
digital illiteracy 

Cyber fraud, privacy concerns, 
transaction errors 

Conclusion 

 Any Time Banking ensures that customers can access banking services 
24×7, eliminating dependence on branch hours. 
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 Electronic Mobile Wallets provide a portable, convenient, and fast 
payment option, complementing digital banking services. 

 Both initiatives contribute to a cashless economy, financial inclusion, and 
enhanced customer experience in modern banking. 

Automated Teller Machine (ATM) 

An Automated Teller Machine (ATM) is an electronic banking outlet that allows 
customers to perform financial transactions without visiting a bank branch. It is 
one of the earliest forms of electronic banking and provides 24×7 banking 
access. 

1. Meaning 

 An ATM is a computerized machine that enables bank customers to 
withdraw cash, deposit money, check account balance, or perform other 
banking services using a debit or credit card. 

 ATMs are connected to the bank’s core banking system and interbank 
networks, allowing transactions across banks. 

Example: 

 Withdrawing ₹5,000 from a State Bank of India ATM using a debit card. 

2. Features of ATM 

Feature Explanation 

24×7 Access 
Customers can perform transactions anytime, even on 
holidays. 

Self-Service 
Reduces dependency on bank staff; customer operates the 
machine. 

Card-Based 
Transactions 

Uses debit, credit, or smart cards for authentication. 

Cash Withdrawal Withdraw cash instantly from the account. 

Other Services 
Balance inquiry, mini-statement, PIN change, funds transfer, 
mobilerecharge. 

Interbank 
Connectivity 

ATMs connected through Rupay, Visa, MasterCard, or other 
networks for cross-bank access. 

Security 
PIN-based authentication, CCTV surveillance, and encryption 
for safety. 

3. Types of ATMs 

Type Explanation 
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Type Explanation 

On-site ATM Located within the bank premises; managed by the bank itself. 

Off-site ATM 
Located outside the bank premises (e.g., malls, airports) for 
customer convenience. 

Cash Dispenser 
ATM 

Provides only cash withdrawal service. 

Full-Service ATM 
Offers cash withdrawal, deposits, fund transfers, mini-statement, 
and PIN change. 

White-label ATM 
Managed by non-bank companies; can be used by customers of 
multiple banks. 

Brown-label ATM 
Managed by a bank but branded for a third-party bank’s 
customers. 

4. Services Provided by ATMs 

Service Details 

Cash 
Withdrawal 

Withdraw money from savings or current accounts. 

Cash Deposit 
Deposit cash directly into the account (available in cash deposit-
enabled ATMs). 

Balance Inquiry Check available account balance. 

Mini Statement View last 5–10 transactions of the account. 

Fund Transfer 
Transfer money between accounts in the same bank or other 
banks (if supported). 

PIN Change Change ATM/debit card PIN securely. 

Other Services Mobile recharge, bill payment, cheque deposit (in some ATMs). 

5. Advantages of ATMs 

1. 24×7 Availability – Transactions can be done anytime. 
2. Convenience – Accessible at multiple locations, including malls, airports, and 

highways. 
3. Reduced Queue at Branches – Cash withdrawals and inquiries handled via 

ATMs. 
4. Faster Transactions – Immediate cash withdrawal or deposits. 
5. Accessibility – Serves customers in remote areas without bank branches. 
6. Security – PIN-based authentication reduces fraud risk. 

6. Risks Associated with ATMs 

Risk Explanation 

Card Skimming / Unauthorized copying of card details to steal money. 
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Risk Explanation 

Cloning 

Fraudulent 
Transactions 

Phishing calls or fake ATMs may capture PIN and account 
info. 

Technical Failures Cash jams, software glitches, or network downtime. 

Theft / Robbery Physical risk while withdrawing cash from isolated ATMs. 

Digital Literacy Some customers may not be familiar with ATM usage. 

7. RBI Guidelines for ATMs 

1. Banks must ensure secure and reliable ATM operations. 
2. Transaction limits for cash withdrawal to prevent fraud. 
3. Insurance & safety measures for ATM installations. 
4. Banks must educate customers about safe ATM usage and fraud 

prevention. 
5. Grievance redressal for failed transactions or card issues. 

8. Summary Table 

Aspect ATM (Automated Teller Machine) 

Meaning Electronic machine for banking transactions without branch visit 

Key Features 
24×7 access, self-service, card-based, interbank connectivity, 
security 

Types 
On-site, off-site, cash dispenser, full-service, white-label, brown-
label 

Services 
Cash withdrawal, deposit, balance inquiry, fund transfer, mini 
statement, PIN change, mobile recharge 

Advantages 
Convenience, speed, accessibility, reduced branch queues, secure 
transactions 

Risks 
Card skimming, fraud, technical failures, theft, digital literacy 
challenges 

Regulatory 
Support 

RBI guidelines for security, transaction limits, customer awareness, 
grievance redressal 

Conclusion 

ATMs are a cornerstone of electronic banking, providing convenient, round-the-
clock access to banking services. 

 They reduce branch dependence, promote financial inclusion, and enable 
a cashless and efficient banking ecosystem. 
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 With proper security measures and customer awareness, ATMs remain 
one of the most widely used channels for banking transactions. 

Concept of ATM (Automated Teller Machine) 

1. Meaning / Concept 

An Automated Teller Machine (ATM) is a self-service electronic banking device 
that allows bank customers to perform basic banking transactions without the 
need for a human teller. It is part of electronic banking services and works 24×7, 
providing customers with convenience and accessibility. 

Key Idea: 

 ATM bridges the gap between physical banking branches and digital 
banking, allowing customers to withdraw, deposit, and manage funds 
anytime, anywhere. 

Example: 

 A customer can withdraw cash, check account balance, or transfer funds 
using an ATM card linked to their bank account. 

2. Core Concept Features 

Feature Explanation 

Self-Service Banking 
Customers perform transactions without bank staff 
assistance. 

24×7 Access Available any time, including weekends and holidays. 

Card-Based 
Authentication 

Requires ATM/debit/credit card and PIN for secure access. 

Connected to Bank 
Network 

Linked to Core Banking System (CBS) for real-time account 
updates. 

Multi-Functional 
Offers withdrawal, deposits, fund transfer, mini 
statements, PIN changes, and sometimes bill payments. 

Security-Oriented 
Transactions secured via PIN, encryption, and surveillance 
systems. 

3. Conceptual Understanding 

 ATM = Banking Convenience + Technology 
o Reduces the need for branch visits. 
o Provides real-time transactions through electronic networks. 
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o Supports financial inclusion by reaching customers in remote or 
underserved areas. 

 Underlying Technology: 
o Hardware: Cash dispenser, card reader, keypad, screen, printer. 
o Software: Core Banking Solution (CBS) integration, transaction 

processing, security modules. 
o Network: Inter-bank connectivity (Rupay, Visa, Mastercard, NPCI 

networks). 

4. Summary 

Aspect ATM Concept 

Definition 
Self-service electronic banking machine providing 24×7 access to 
banking services 

Core 
Purpose 

Convenience, speed, accessibility, and reduced branch dependence 

Key 
Features 

Self-service, card-based authentication, CBS integration, multi-function, 
secure 

Benefits 
Cash withdrawal/deposit, fund transfers, account info, bill payments, 
financial inclusion 

Conclusion 

The concept of ATM revolves around providing customers with instant, secure, 
and branch-independent access to banking services. It integrates technology 
with banking operations, offering convenience, speed, and reliability, making it a 
fundamental component of modern banking infrastructure. 

Features of ATM (Automated Teller Machine) 

An ATM (Automated Teller Machine) is designed to provide convenient, secure, 
and instant banking services. Its features reflect accessibility, automation, and 
multi-functionality. 

1. 24×7 Availability 

 ATMs operate round-the-clock, including weekends and bank holidays. 
 Customers can perform transactions anytime, reducing dependency on 

branch working hours. 

2. Self-Service Facility 

 ATMs allow customers to conduct transactions without bank staff 
assistance. 
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 Promotes autonomy and convenience in banking operations. 

3. Card-Based Authentication 

 Transactions require ATM, debit, or credit card along with a Personal 
Identification Number (PIN). 

 Ensures secure access to customer accounts. 

4. Multi-Functional Services 

ATMs provide a range of banking services, including: 

 Cash withdrawal 
 Cash deposit (in deposit-enabled ATMs) 
 Balance inquiry 
 Mini statement of recent transactions 
 Fund transfer (within the bank or interbank) 
 PIN change 
 Bill payments and mobile recharge (in some advanced ATMs) 

5. Connectivity to Core Banking System (CBS) 

 ATMs are connected to the bank’s CBS, ensuring real-time transaction 
processing. 

 Allows inter-branch and inter-bank transactions seamlessly. 

6. Interbank Accessibility 

 Linked to national/international networks (like Rupay, Visa, Mastercard, 
NPCI) for transactions across banks. 

 Customers can withdraw or deposit cash at ATMs of other banks, 
enhancing convenience. 

7. Security Features 

 PIN-based authentication ensures only authorized access. 
 Encryption of data during transactions. 
 CCTV surveillance at ATM locations. 
 Fraud detection mechanisms for card misuse or suspicious transactions. 

8. Convenient Location 

 ATMs are strategically located on-site at bank branches and off-site at 
malls, airports, railway stations, and highways for easy customer access. 
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9. Fast and Efficient Transactions 

 Real-time processing ensures quick cash withdrawals, deposits, fund 
transfers, and other banking services. 

10. Customer-Friendly Interface 

 User-friendly screen displays and menu options. 
 Supports multiple languages in many ATMs for wider accessibility. 

Summary Table 

Feature Explanation 

24×7 Availability Transactions anytime, including holidays 

Self-Service Conduct banking without staff assistance 

Card-Based 
Authentication 

Secure access via card and PIN 

Multi-Functional Services 
Cash withdrawal, deposit, balance inquiry, fund transfer, 
bill payments 

CBS Connectivity Real-time transaction updates and inter-branch access 

Interbank Access Use ATMs of other banks nationwide 

Security PIN, encryption, CCTV, fraud detection 

Convenient Location On-site and off-site ATMs for accessibility 

Speed & Efficiency Instant transaction processing 

Customer-Friendly 
Interface 

Easy navigation, multilingual support 

Conclusion 

ATMs combine technology, security, and convenience to provide instant and 
self-service banking. Their features ensure that customers can access a wide 
range of banking services anytime and anywhere, making them a cornerstone of 
modern electronic banking. 

Types of ATMs (Automated Teller Machines) 

ATMs are classified based on location, functionality, and ownership. Different 
types serve varied customer needs and banking requirements. 

1. Based on Location 

Type Explanation 

On-Site Located within bank premises; maintained by the bank itself. 
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Type Explanation 

ATM 

Off-Site 
ATM 

Located outside bank premises (malls, airports, petrol stations); 
provides convenience to customers. 

2. Based on Functionality 

Type Explanation 

Cash Dispenser ATM Provides cash withdrawal only; simplest form of ATM. 

Full-Service ATM Provides multiple services, including: 

 Cash withdrawal & deposit 
 Balance inquiry 
 Mini statement 
 Fund transfer 
 PIN change 
 Bill payments & mobile recharge (in some ATMs) | 

| Cash Deposit ATM | Specifically designed for accepting cash deposits in 
addition to withdrawals. | 

3. Based on Ownership / Branding 

Type Explanation 

White-Label 
ATM 

Owned and operated by non-bank entities; allows customers of any 
bank to withdraw money. 

Brown-
Label ATM 

Owned by a bank but outsourced operations to a third-party service 
provider; serves bank customers. 

Bank-
Owned ATM 

Fully owned and operated by the bank; provides services only to the 
bank’s customers, sometimes interoperable with other banks. 

4. Based on Network / Connectivity 

Type Explanation 

On-Net 
ATM 

Connected to the same bank network; primarily serves the bank’s own 
customers. 

Off-Net 
ATM 

Connected to other bank networks (interbank connectivity); allows 
transactions by customers of different banks via Rupay, Visa, MasterCard, 
or NPCI networks. 

5. Summary Table 

Classification Types Key Purpose 

Location On-site / Off-site 
Accessibility based on branch or 
public location 
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Classification Types Key Purpose 

Functionality 
Cash Dispenser / Full-
Service / Cash Deposit 

Range of services offered 

Ownership / 
Branding 

White-label / Brown-label / 
Bank-owned 

Operator and customer access 
type 

Network On-net / Off-net 
Connectivity for own bank 
customers or interbank use 

Conclusion 

The different types of ATMs cater to diverse customer needs, accessibility 
requirements, and banking service expansion. 

 On-site and bank-owned ATMs provide secure access for branch 
customers. 

 Off-site, white-label, and full-service ATMs enhance convenience, 
accessibility, and 24×7 banking services for a wider population. 

Electronic Money (E-Money) 

Electronic Money (E-Money) refers to money stored electronically and used for 
making payments or transactions digitally, without relying on physical cash. It is a 
key component of digital banking and the cashless economy. 

1. Meaning of Electronic Money 

 Definition: Electronic money is monetary value represented in digital 
form, issued against funds deposited with a bank or licensed financial 
institution, and stored on a device, server, or card. 

 It is accepted as a means of payment for goods and services. 
 Enables instant and cashless transactions through mobile phones, cards, 

or internet platforms. 

Example: 

 Prepaid cards, mobile wallets (Paytm, PhonePe), and digital payment 
accounts (UPI wallets, Netbanking balances). 

2. Features of Electronic Money 

Feature Explanation 

Digital Form Money exists electronically, not in physical currency. 

Stored Value 
E-money is preloaded or stored on cards, apps, or 
servers. 
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Feature Explanation 

Accepted for Payments 
Can be used to buy goods/services or transfer funds 
digitally. 

Issued by Licensed 
Institutions 

Usually issued by banks or authorized financial 
institutions. 

Secure Transactions 
Protected through encryption, PINs, OTPs, and 
authentication mechanisms. 

Cashless Transactions Eliminates the need for physical cash. 

3. Categories / Types of Electronic Money 

Electronic money can be classified based on its usage, storage, and issuance: 

Category Description Examples 

Prepaid E-Money 
Money stored in advance on cards 
or digital wallets; deducted when 
payment is made. 

Prepaid cards, mobile 
wallets like Paytm, 
PhonePe 

Stored-Value Cards 
Card with fixed monetary value 
for payments; reusable and 
reloadable. 

Gift cards, transit cards 
(Metro Smart Card) 

Account-Based E-
Money 

Linked to a bank or financial 
account; value stored 
electronically in the account. 

Internet banking 
balances, UPI wallets 
linked to bank accounts 

Crypto currency / 
Digital Tokens 

Digital currency not issued by 
central bank; operates on block 
chain technology. 

Bit coin, Ethereum, stable 
coins 

Virtual Currency / 
Merchant-Specific 
E-Money 

Digital money issued by private 
entities for specific usage within 
their ecosystem. 

Amazon Pay balance, 
PayPal wallet 

4. Advantages of Electronic Money 

1. Convenience: Cashless transactions anytime, anywhere. 
2. Speed: Instant payments and fund transfers. 
3. Security: Encrypted, PIN-protected, and authenticated transactions. 
4. Cost-Effective: Reduces handling and transportation of physical cash. 
5. Financial Inclusion: Accessible to unbanked populations via mobile wallets 

or prepaid cards. 
6. Record Keeping: Digital trail for all transactions, useful for accounting and 

audits. 

5. Risks / Challenges 
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Risk Explanation 

Cyber Fraud Hacking, phishing, or malware attacks on wallets/accounts 

Technical Failures Server downtime, app crashes, or network issues 

Privacy Concerns Risk of personal and financial data leakage 

Acceptance Not all merchants may accept e-money 

Regulatory Risk Cryptocurrencies and some digital tokens may not be regulated 

6. Summary Table 

Aspect Details 

Meaning Money stored electronically and used for cashless digital payments 

Features Digital form, stored value, accepted for payments, secure, cashless 

Categories 
Prepaid E-Money, Stored-Value Cards, Account-Based E-Money, 
Cryptocurrencies, Merchant-Specific E-Money 

Advantages 
Convenience, speed, security, cost-effectiveness, financial inclusion, 
digital records 

Risks 
Cyber fraud, technical failures, privacy issues, limited acceptance, 
regulatory risk 

Conclusion 

Electronic money is a modern alternative to physical currency, enabling secure, 
fast, and cashless transactions. 

 Its categories vary from prepaid wallets and stored-value cards to crypto 
currencies, serving diverse financial needs. 

 E-money is a cornerstone of digital banking, financial inclusion, and the 
cashless economy. 

Merits of Electronic Money (E-Money) 

Electronic Money (E-Money) offers multiple advantages to customers, 
businesses, and the banking system due to its digital, cashless, and 
convenient nature. 

1. Convenience and Accessibility 

 Enables 24×7 transactions without visiting a bank branch. 
 Accessible via mobile phones, internet, or cards, allowing payments 

anytime, anywhere. 
 Supports both urban and remote populations, enhancing financial inclusion. 

2. Speed and Efficiency 
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 Transactions are processed instantly or in real-time. 
 Reduces delays compared to traditional cheque or cash payments. 
 Speeds up fund transfers, bill payments, online shopping, and peer-to-

peer payments. 

3. Safety and Security 

 Reduces the need to carry physical cash, minimizing theft or loss. 
 Transactions are secured by PINs, OTPs, encryption, and biometrics. 
 Provides digital records for tracking payments and preventing fraud. 

4. Cost-Effectiveness 

 Reduces costs associated with printing, handling, and transporting cash. 
 Minimizes bank staffing requirements for routine transactions. 
 Lowers transaction costs for digital payments compared to traditional 

methods. 

5. Ease of Record Keeping 

 Maintains a digital trail of all transactions, useful for: 
o Accounting and bookkeeping 
o Tax compliance 
o Audits and financial management 

6. Promotes Cashless Economy 

 Encourages digital payments, reducing dependency on cash. 
 Helps governments and banks reduce issues related to counterfeit 

currency and money circulation. 

7. Financial Inclusion 

 Accessible to unbanked and underbanked populations through mobile 
wallets and prepaid cards. 

 Bridges the gap between urban and rural financial services. 

8. Flexibility and Multi-Functionality 

 Can be used for peer-to-peer transfers, merchant payments, bill 
payments, online shopping, recharge, and loan repayments. 

 Some platforms allow integration with investments, insurance, and other 
financial services. 

9. Encourages Innovation 
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 Promotes development of digital banking services, fintech apps, mobile 
wallets, UPI systems, and online payment platforms. 

 Leads to faster adoption of financial technologies and customer-centric 
services. 

Summary Table 

Merit Explanation 

Convenience & Accessibility 24×7 use via mobile, internet, or card 

Speed & Efficiency Instant, real-time transactions 

Safety & Security 
Reduces cash handling; secured by 
PIN/OTP/encryption 

Cost-Effectiveness Lower transaction and operational costs 

Record Keeping Digital trail for accounting, audits, and tax compliance 

Promotes Cashless 
Economy 

Reduces dependency on physical cash 

Financial Inclusion Accessible to unbanked/underbanked populations 

Flexibility & Multi-
Functionality 

Payments, transfers, bill payments, investments 

Encourages Innovation Growth of fintech and digital financial services 

Conclusion 

Electronic money (E-Money) provides convenient, secure, and cost-effective 
financial solutions. 

 It enhances efficiency, transparency, and financial inclusion. 
 Its adoption supports the digital economy and reduces dependency on 

cash, benefiting both customers and financial institutions. 

National Electronic Funds Transfer (NEFT) 

NEFT is a nationwide electronic payment system that enables funds transfer 
from one bank account to another within India using a centralized electronic 
network. It is widely used for retail and business payments. 

1. Meaning of NEFT 

 Definition: NEFT is a fund transfer system that allows individuals, 
businesses, and organizations to transfer money electronically from a 
bank account in one branch to a bank account in another branch 
anywhere in India. 

 Operates under the guidelines of the Reserve Bank of India (RBI). 
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 Settlement is done in batches at scheduled intervals throughout the day. 

Example: 

 Paying a supplier in another city via NEFT from your bank account. 

2. Features of NEFT 

Feature Explanation 

Electronic Fund 
Transfer 

Completely digital; no physical cheques required. 

Interbank Transfer Transfers can be made to accounts in different banks. 

Batch Settlement 
Transactions are settled in hourly batches (earlier it was 
half-hourly). 

No Minimum / 
Maximum Limit 

No minimum; large transfers possible, though banks may 
set limits. 

Availability 
24×7, all 7 days, including weekends and holidays (as per 
RBI’s 24×7 NEFT scheme). 

RBI Regulated 
Operates under the RBI’s NEFT framework ensuring 
secure and reliable transfers. 

Settlement Mode 
Fund settlement is debit from remitter account and credit 
to beneficiary account in batches. 

Payment Confirmation 
Both remitter and beneficiary receive confirmation once 
transaction is processed. 

3. Procedure for NEFT Transfer 

1. Remitter Requirements: 
o Bank account with NEFT-enabled branch. 
o Beneficiary’s account number and bank IFSC code. 

2. Initiating Transfer: 
o Can be done via bank branch, internet banking, or mobile banking 

app. 
o Fill NEFT form with beneficiary name, account number, IFSC code, 

and amount. 
3. Processing by Bank: 

o Bank debited the amount from remitter account. 
o Transaction is sent to NEFT Clearing Center. 

4. Settlement: 
o NEFT Clearing Center credits the beneficiary bank account in the 

next batch settlement. 
5. Confirmation: 
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o Both remitter and beneficiary receive confirmation, either via SMS, 
email, or passbook update. 

4. Advantages of NEFT 

Advantage Explanation 

Convenient & 
Fast 

Easy online or branch transfer to any bank in India. 

Safe & Secure Regulated by RBI; secure electronic system. 

No Physical 
Cash 

Eliminates the need for cheques or cash handling. 

Cost-Effective Nominal or zero transfer charges for small transactions. 

Traceable Digital record of every transaction. 

24×7 Availability 
Fund transfers can be made anytime (including weekends and 
holidays). 

Flexibility No minimum transfer limit; maximum as per bank’s policy. 

5. Limitations / Considerations 

Aspect Explanation 

Batch Settlement 
Earlier, settlement was in half-hourly batches, so not instant; 
now 24×7 settlement is faster. 

Bank Processing 
Times 

Final credit depends on beneficiary bank processing. 

Charges 
Banks may impose nominal charges for NEFT transactions 
(usually waived for online transfers). 

Domestic 
Transfers Only 

NEFT works only within India. 

6. Summary Table 

Aspect Details 

Meaning 
Electronic system for transferring funds from one bank 
account to another in India 

Operated By Reserve Bank of India (RBI) 

Settlement Batch-wise; now available 24×7 

Minimum / Maximum 
Limit 

No minimum; maximum depends on bank policy 

Channels Bank branch, internet banking, mobile banking 

Advantages Safe, convenient, cost-effective, traceable, 24×7 availability 

Limitations 
Domestic use only; settlement time depends on batches and 
bank processing 
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Conclusion 

NEFT is a safe, reliable, and widely used electronic fund transfer system in 
India. 

 It facilitates branch-independent and nationwide transfers efficiently. 
 With 24×7 availability and batch-wise settlement, NEFT plays a key role in 

promoting a cashless economy and financial inclusion. 

Real Time Gross Settlement (RTGS) 

RTGS is a fund transfer system that enables real-time and gross settlement of 
funds from one bank account to another. It is primarily used for high-value 
transactions that require immediate clearing. 

1. Meaning of RTGS 

 Definition: RTGS is an electronic funds transfer system where **funds are 
transferred from one bank to another on a real-time and gross (individual) 
basis. 

 Operates under the guidelines of the Reserve Bank of India (RBI). 
 Used for high-value, urgent transactions, unlike NEFT which is typically 

batch-based. 

Example: 

 A corporate paying ₹50 lakh to a supplier instantly via RTGS. 

2. Key Features of RTGS 

Feature Explanation 

Real-Time 
Settlement 

Transactions are processed instantly, without waiting for 
batch clearing. 

Gross Settlement 
Each transaction is settled individually without netting with 
other transactions. 

High-Value 
Transactions 

Primarily used for large-value transfers (minimum ₹2 lakh 
per transaction). 

Secure System Regulated by RBI, ensuring secure and reliable transactions. 

Availability 
Typically available during bank working hours, but RBI is 
extending 24×7 RTGS service. 

Interbank 
Connectivity 

Allows transfers between different banks and branches in 
India. 
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Feature Explanation 

Confirmation 
Immediate confirmation sent to remitter and beneficiary 
once funds are credited. 

3. Procedure for RTGS Transfer 

1. Remitter Requirements: 
o Bank account in an RTGS-enabled branch. 
o Beneficiary account number and IFSC code. 

2. Initiating Transfer: 
o Can be done via bank branch or internet banking. 
o Fill RTGS form with beneficiary name, account number, IFSC code, 

and amount. 
3. Processing by Bank: 

o Bank debited the amount from remitter account immediately. 
o Transaction sent through RTGS central system. 

4. Settlement: 
o Immediate credit to the beneficiary account. 
o No netting; each transaction processed individually in real-time. 

5. Confirmation: 
o Both remitter and beneficiary receive confirmation instantly. 

4. Advantages of RTGS 

Advantage Explanation 

Real-Time Settlement 
Instant credit to beneficiary account; no waiting for 
batches. 

Secure & Reliable Regulated by RBI; minimal risk of fraud or default. 

High-Value 
Transactions 

Suitable for large corporate or urgent payments. 

Traceable Transactions 
Each transaction has a unique reference number for 
tracking. 

No Minimum Delay Funds reach the beneficiary immediately. 

Interbank Transfer Works across banks nationwide. 

5. Limitations / Considerations 

Aspect Explanation 

Minimum Limit ₹2 lakh per transaction; smaller amounts not allowed. 

Bank Working 
Hours 

Traditionally available only during bank hours, though now 24×7 
RTGS is emerging. 

Charges Banks may levy nominal charges for RTGS transfers. 
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Aspect Explanation 

Domestic Use 
Only 

RTGS is limited to within India. 

6. Comparison with NEFT 

Aspect RTGS NEFT 

Settlement 
Real-time, gross 
settlement 

Batch-wise settlement 

Minimum 
Amount 

₹2 lakh No minimum limit 

Speed Immediate 
Takes time (previously batch-wise; now 
24×7 faster) 

Usage High-value transactions Low to medium-value transactions 

Availability 24×7 (RBI initiative) 24×7 (after RBI 2020 update) 

Confirmation Instant After batch processing 

7. Summary Table 

Aspect Details 

Meaning 
Real-time gross electronic fund transfer system for high-
value payments 

Operated By Reserve Bank of India (RBI) 

Settlement Instant, individual transactions (gross settlement) 

Minimum / Maximum 
Limit 

Minimum ₹2 lakh; maximum depends on bank policy 

Channels Bank branch, internet banking 

Advantages 
Instant, secure, traceable, suitable for high-value 
transactions 

Limitations Minimum ₹2 lakh, domestic use, bank charges 

Conclusion 

RTGS is a secure, real-time payment system ideal for high-value and urgent 
transactions. 

 Unlike NEFT, it ensures immediate credit and gross settlement, making it 
essential for corporate payments, urgent transfers, and large 
transactions in India’s banking system. 

Immediate Payment Service (IMPS) 
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IMPS is an instant interbank electronic funds transfer service in India that allows 
customers to transfer money 24×7, including holidays, using mobile phones, 
internet banking, ATMs, or banking apps. 

1. Meaning of IMPS 

 Definition: IMPS is a real-time electronic fund transfer system that 
enables immediate transfer of money between bank accounts across 
different banks. 

 Operated by National Payments Corporation of India (NPCI). 
 Offers instant, secure, and round-the-clock transactions. 

Example: 

 Transferring ₹10,000 to a friend in another bank instantly via a mobile 
banking app. 

2. Key Features of IMPS 

Feature Explanation 

Instant Transfer Funds are transferred immediately to the beneficiary. 

24×7 Availability Works anytime, including weekends and bank holidays. 

Mobile and Digital 
Platform 

Can be accessed via mobile banking, internet banking, 
ATMs, and banking apps. 

Interbank Transfer Supports transactions between different banks nationwide. 

Secure 
Transactions are protected via MPIN, OTP, and encrypted 
channels. 

Small & Medium 
Amounts 

Suitable for low to medium-value payments; maximum 
limits vary by bank. 

Unique Identifier 
Uses MMID (Mobile Money Identifier) + Mobile Number or 
account number + IFSC code. 

3. Procedure for IMPS Transfer 

1. Remitter Requirements: 
o Bank account with IMPS-enabled bank. 
o MMID & mobile number of beneficiary, or account number & IFSC 

code. 
2. Initiating Transfer: 

o Can be done via mobile banking app, SMS, USSD, or internet 
banking. 

o Enter beneficiary details and amount to transfer. 
3. Processing: 
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o Transaction is processed in real-time by NPCI. 
4. Confirmation: 

o Both remitter and beneficiary receive instant confirmation via 
SMS/email/app notification. 

4. Advantages of IMPS 

Advantage Explanation 

Instant Payment Funds reach beneficiary immediately. 

24×7 Access Works anytime, including holidays. 

Convenience Accessible via mobile, internet, ATM. 

Secure MPIN, OTP, and encryption ensure safe transactions. 

Low Value 
Transactions 

Ideal for small and medium payments, daily transactions. 

Financial Inclusion 
Can be used by unbanked or rural populations via mobile 
banking or USSD. 

Traceability Each transaction has a unique reference number. 

5. Limitations / Considerations 

Aspect Explanation 

Transaction Limits Banks may impose maximum daily limits for IMPS transfers. 

Mobile Dependency Requires mobile phone and banking access. 

Charges Some banks may levy nominal charges for IMPS transfers. 

Domestic Use Only IMPS works only within India. 

6. Comparison with NEFT and RTGS 

Feature IMPS NEFT RTGS 

Settlement Instant 
Batch-wise (now 
24×7) 

Real-time 

Minimum / 
Maximum 

Bank-specific; low to 
medium 

No minimum Minimum ₹2 lakh 

Availability 24×7, including holidays 24×7 24×7 (RBI initiative) 

Medium Mobile, internet, ATMs 
Branch, internet, 
mobile 

Branch, internet 

Use Case 
Small to medium urgent 
payments 

Retail/medium 
payments 

High-value urgent 
payments 

Confirmation Immediate 
After batch 
processing 

Immediate 

7. Summary Table 
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Aspect IMPS Details 

Meaning Instant interbank electronic fund transfer service 

Operated By National Payments Corporation of India (NPCI) 

Settlement Real-time, instant credit to beneficiary 

Channels Mobile banking, internet banking, ATMs, banking apps, USSD 

Advantages 24×7 availability, instant payment, secure, traceable, convenient 

Limitations Transaction limits, mobile dependency, bank charges, domestic only 

Conclusion 

IMPS is a fast, secure, and round-the-clock electronic fund transfer system. 

 It is ideal for small and medium-value payments and enhances financial 
inclusion, particularly in mobile banking and digital payment adoption. 

 IMPS complementsNEFT and RTGS, creating a comprehensive electronic 
payment ecosystem in India. 

1. Unified Payments Interface (UPI) 

Meaning 

 UPI is a real-time payment system that enables users to transfer money 
instantly between bank accounts using a mobile device, without the need 
for bank account details. 

 Developed by National Payments Corporation of India (NPCI). 
 Integrates multiple bank accounts into a single mobile application for 

seamless transactions. 

Example: 

 Transferring ₹5,000 to a friend using UPI ID or QR code scan via apps like 
Google Pay, PhonePe, or Paytm. 

Key Features of UPI 

Feature Explanation 

Instant Fund Transfer Money is credited in real-time to the beneficiary. 

24×7 Availability 
Works round-the-clock, including weekends and 
holidays. 

Single Mobile App 
Integration 

Multiple bank accounts can be accessed via one app. 

Simple Identification 
Transfers can be made using UPI ID, mobile number, or 
QR code. 
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Feature Explanation 

Secure Transactions 
Protected with MPIN, two-factor authentication, and 
encryption. 

No Need for Bank 
Details 

Beneficiary’s account number and IFSC are not required 
for UPI ID transactions. 

Multiple Transaction 
Types 

Peer-to-peer (P2P) and peer-to-merchant (P2M) 
payments. 

Advantages of UPI 

1. Instant and seamless payments. 
2. Highly accessible via smartphones. 
3. Reduces dependency on cash and cheques. 
4. Secure, encrypted, and traceable transactions. 
5. Promotes financial inclusion, particularly for unbanked populations. 

2. Digital Currency 

Meaning 

 Digital Currency is currency in electronic form issued or authorized by a 
central bank or private entity, used for online payments and transfers. 

 Central Bank Digital Currency (CBDC): Issued by the Reserve Bank of 
India; legal tender in digital form. 

 Cryptocurrency / Private Digital Currency: Issued by private entities; not 
legal tender (e.g., Bitcoin, Ethereum). 

Example: 

 Digital Rupee (e₹) issued by RBI as CBDC. 
 Bitcoin or Ethereum used for online transactions on crypto platforms. 

Key Features of Digital Currency 

Feature Explanation 

Digital Form Exists electronically, not as physical notes. 

Secure 
Transactions use cryptography and blockchain (for private 
currencies) or secure ledgers (for CBDC). 

Instant 
Transactions 

Enables fast transfers domestically and globally (depending on 
type). 

Traceable Digital record of every transaction. 

Legal Status 
CBDC is legal tender; private digital currencies are not 
officially recognized in India. 



DIRECTORATE OF DISTANCE AND CONTINUING EDUCATION                                                                             
Manonmaniam Sundaranar University 

 

Banking Law & Practice Page 313 
 

Feature Explanation 

Low Transaction 
Costs 

Reduces costs of printing, handling, and transporting physical 
cash. 

Advantages of Digital Currency 

1. Promotes cashless economy and reduces physical cash dependency. 
2. Faster and cheaper transactions compared to traditional banking. 
3. Reduces counterfeit risk and increases transparency. 
4. Financial inclusion by providing digital money access to remote populations. 
5. Supports government monetary policy through traceable, secure 

transactions. 

3. Comparison Table: UPI vs Digital Currency 

Aspect UPI Digital Currency (CBDC) 

Definition 
Real-time payment interface for 
fund transfers 

Digital form of legal tender issued by 
RBI 

Nature Transaction system Currency in electronic form 

Speed Instant Instant (depending on platform) 

Accessibility Mobile app / internet 
Digital wallets, banking apps, or 
designated platforms 

Usage P2P and P2M payments 
Payments, settlement, government 
benefits, and retail 

Security MPIN, encryption, 2FA 
Encryption, blockchain (CBDC uses 
secure ledger) 

Legal 
Status 

Uses existing bank money 
CBDC is legal tender; private crypto 
not legal tender 

4. Conclusion 

 UPI is a payment interface that enables instant digital transactions, 
revolutionizing retail and peer-to-peer payments. 

 Digital Currency represents money itself in electronic form, including 
CBDC (Digital Rupee), which is legal tender. 

 Together, they drive India towards a cashless, transparent, and inclusive 
digital economy, complementing NEFT, RTGS, and IMPS in the modern 
banking ecosystem. 

Differences between UPI and Digital Currency (CBDC / E-Money) 

Though both UPI and Digital Currency facilitate cashless transactions, they differ 
fundamentally in nature, purpose, and functionality. 
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Aspect 
UPI (Unified Payments 
Interface) 

Digital Currency (CBDC / E-
Money) 

Definition 

A real-time payment system 
enabling fund transfers between 
bank accounts using mobile 
devices or apps. 

Money in electronic form, 
issued by a central bank (CBDC) 
or private entity, used as a 
medium of exchange. 

Nature Payment interface/system Currency itself, in digital form 

Form 
Not a currency; moves existing 
bank balances electronically 

Digital representation of legal 
tender (CBDC) or private 
currency 

Purpose 
Enables instant P2P and P2M 
payments 

Acts as money for payments, 
settlement, and circulation 

Speed of 
Transaction 

Instantaneous 
Instant or near-instant (depends 
on platform/ledger) 

Underlying 
Accounts 

Requires bank account linked to 
UPI 

May or may not require a bank 
account (CBDC can be wallet-
based) 

Accessibility 
Mobile banking app, internet 
banking, QR code 

Digital wallets, banking apps, 
online platforms 

Legal Status 
Uses existing bank money; not 
separate legal tender 

CBDC is legal tender; private 
cryptocurrencies are not legal 
tender 

Transaction 
Type 

Primarily retail payments and 
transfers 

Payments, settlements, 
government disbursements, retail 
and institutional transactions 

Security MPIN, 2FA, encryption 
Encryption, blockchain (for 
private digital currencies) or 
secure ledgers (CBDC) 

Dependency 
Relies on bank accounts and 
UPI infrastructure 

Operates as money itself; may 
bypass banks for some 
transactions 

Examples Google Pay, PhonePe, Paytm UPI 
Digital Rupee (CBDC), Bitcoin, 
Ethereum (crypto) 

Key points 

1. UPI is a payment system that facilitates instant transfer of existing money 
between accounts. 

2. Digital currency represents money itself in electronic form, functioning as 
legal tender (in the case of CBDC). 
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3. UPI depends on existing bank accounts, whereas digital currency can 
operate independently via digital wallets. 

4. Both support a cashless economy, but digital currency is broader, 
encompassing store of value, medium of exchange, and settlement. 

Safety and Security in Digital Banking 

Digital banking provides convenient, fast, and accessible financial services, but it 
also faces security risks due to its online nature. Banks and regulators employ 
multiple layers of safety measures to protect customers and their funds. 

1. Key Safety & Security Measures in Digital Banking 

1.1 Authentication and Authorization 

 Two-Factor Authentication (2FA): Users must provide two types of 
credentials, such as a password and OTP (One-Time Password). 

 PIN / MPIN / Password Protection: Ensures only authorized users access 
accounts. 

 Biometric Verification: Fingerprint, face recognition, or iris scan for secure 
login. 

1.2 Encryption 

 Data Encryption: Information transmitted over digital channels is encrypted 
to prevent unauthorized access. 

 Secure Socket Layer (SSL) / Transport Layer Security (TLS): Secures 
internet banking sessions. 

1.3 Secure Networks and Firewalls 

 Banks use dedicated secure networks, firewalls, and intrusion detection 
systems to protect data. 

 Prevents hacking, phishing, and malware attacks. 

1.4 Transaction Monitoring 

 Real-time monitoring of all transactions to detect suspicious or fraudulent 
activities. 

 Banks can block or flag unusual transactions for verification. 

1.5 Tokenization 

 Sensitive data (like card numbers) is replaced with tokens during digital 
transactions. 
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 Reduces risk of theft or fraud if data is intercepted. 

1.6 Secure Mobile and Web Banking Apps 

 Official banking apps provide secure interfaces for transactions. 
 Apps often require automatic logout, session timeouts, and app-level 

PINs. 

1.7 Regulatory Oversight 

 Reserve Bank of India (RBI) issues guidelines for cybersecurity and digital 
banking operations. 

 Banks are required to implement risk management frameworks, fraud 
detection, and customer grievance redressal systems. 

1.8 Customer Awareness & Education 

 Customers are advised to: 
o Avoid sharing PINs, passwords, and OTPs. 
o Use official apps and websites. 
o Regularly update passwords and devices. 
o Recognize phishing attempts or fake calls/messages. 

2. Common Threats in Digital Banking 

Threat Explanation 

Phishing 
Fake emails, messages, or websites to steal 
credentials 

Malware / Spyware 
Malicious software that captures sensitive 
information 

Identity Theft Unauthorized access to account information 

Man-in-the-Middle Attack 
(MITM) 

Interception of communication between user and 
bank 

Card Skimming Cloning debit/credit card data at ATMs or POS 

Unauthorized Transactions Fraudulent use of bank account, card, or wallet 

3. Best Practices for Safe Digital Banking 

1. Always use strong, unique passwords and MPINs. 
2. Enable two-factor authentication (2FA). 
3. Regularly monitor account statements for unusual transactions. 
4. Avoid using public Wi-Fi for online banking. 
5. Keep devices updated with antivirus and security patches. 
6. Do not share OTP, PIN, or passwords with anyone. 
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7. Use bank’s official apps or secure websites only. 
8. Report lost cards, compromised credentials, or suspicious transactions 

immediately. 

4. Summary Table 

Aspect Safety & Security Measure 

Authentication 2FA, PIN/MPIN, biometrics 

Data Security Encryption (SSL/TLS), tokenization 

Network Security Firewalls, secure networks, intrusion detection 

Transaction Monitoring Real-time alerts, fraud detection 

Regulatory Oversight RBI guidelines, risk management frameworks 

Customer Awareness Education on phishing, safe practices 

App Security Secure mobile & web apps, auto logout, session timeouts 

Conclusion 

Safety and security in digital banking rely on technology, regulatory 
frameworks, and customer vigilance. 

 Banks use encryption, secure networks, monitoring, and authentication 
measures to safeguard funds. 

 Customers contribute by following best practices and staying alert against 
cyber threats. 

 


