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Overview of the banking sector 

3.2 Definition of Bank  

Section 5(b) defines bank as accepting for the purpose of lending or investment of deposits of 

money from the public, repayable on demand or otherwise and withdrawal by cheque, draft, 

and order or otherwise. Section 49A of the Act prohibits any institution other than a banking 

company to accept deposit money from public withdrawal by cheque. Students may note that 

the essence of banking business is the function of accepting deposits from public with the 

facility of withdrawal of money by cheque. In other words, the combination of the functions of 

acceptance of public deposits and withdrawal of the money by cheques by any institution 

cannot be performed without the approval of Reserve Bank.  

A bank is an institution which deals in money and credit. Thus, bank is an intermediary which 

handles other people's money both for their advantage and to its own profit. But bank is not 

merely a trader in money but also an important manufacturer of money. In other words, a bank 

is a factory of credit.  

Let us see the definitions of bank and banking, given by various authorities.  

Crowther defines a bank as, "one that collects money from those who have it to spare or who 

are saving it out of their income and lends the money so collected to those who require it".  

Dr. L. Hart, says that the bankers are "one who in the ordinary course of business; honours 

cheques drawn upon him by persons from and for whom he receives money on current 

accounts".  

Sir Kinley, "A bank is an establishment which makes to individuals such advances of money as 

may be required and to which individuals entrust money when not required by them for use".  

Prof. Sayers says that "Banks are not merely purveyors of money but also in an important 

sense, manufacturers of money".  

Although the above definitions have described the meaning of bank, none of them precisely 

defined, 'Banking' incorporating its entire functions. However, an attempt has been made in 

Section 5(1) (b&c) of the Banking Regulation Act, 1949 to define 'Banking' and 'Banking 

Company'.  



According to Section 5 (1) (b), "Banking means accepting for the purpose of lending or 

investment, of deposits of money from the public, repayable on demand or otherwise and 

withdrawal by cheques, draft, order or otherwise".  

Section 5(1) (c) defines banking company as, "any company which transacts the business of 

banking in India". 

 Features of Banking  

From the views of above authorities, we can derive the following basic characteristics of 

Banking:  

(i) Dealing in money: The banks accept deposits from the public and advancing them as loans to 

the needy people. The deposits may be of different types – current, fixed, saving etc. accounts. 

The deposits are accepted on various terms and conditions.  

(ii) Deposits must be withdrawable: The deposits (other than fixed deposits) made by the public 

can be withdraw able by cheques, draft on otherwise, i.e. the bank issue and pay cheques. The 

deposits are usually withdrawable on demand.  

(iii) Dealing with credit: The banks are the institutions that can create i.e., creation of additional 

money for lending. Thus, “creation of credit” is the unique feature of banking.  

(iv) Commercial in nature: Since all the banking functions are carried on with the aim of making 

profit, it is regarded as commercial institutions.  

(v) Nature of agent: Besides the basic functions of accepting deposits and lending money as 

loans, banks possess the character of an agent because of its various agency services. 

 

 Classification of Banks  

Today is the age of specialization and we can find specialization in all fields including banking. 

The banks have specialized in a particular line of finance. Various types of banks have 

developed to suit the economic development and requirements of the country. The principal 

banking institutions of a country may be classified into following types:  

(1) Central Banks  

(2) Commercial Banks  

(3) Industrial Or Development Banks  



(4) Exchange Banks (authorized dealers in foreign exchange)  

(5) Co-operative Banks  

(6) Land-mortgage Banks  

(7) Indigenous Banks  

(8) Savings Banks  

(9) Supranational Banks  

(10) International Banks  

Central Banks: Central Bank is the bank of a country – a nation. Its main function is to issue 

currency known as ‘Bank Notes’. This bank acts as the leader of the banking system and money 

market of the country by regulating money and credit. These banks are the bankers to the 

government; they are banker’s banks and the ultimate custodian of a nation’s foreign exchange 

reserves. The aim of the Central Bank is not to earn profit, but to maintain price stability and to 

strive for economic development with all round growth of the country.  

Commercial Banks: A bank, which undertakes all kinds of ordinary banking business, is called a 

commercial bank.  

Industrial Banks or Financial Institutions: An Industrial Bank is one which specializes by 

providing loans and fixed capital to industrial concerns by subscribing to share and debenture 

issued by public companies.  

Exchange Banks (Authorised Dealers in Foreign Exchange): These types of banks are primarily 

engaged in transactions involving foreign exchange. They deal in foreign bills of exchange 

import and export of bullion and otherwise participate in the financing of foreign trade.  

Co-operative Banks: They are organized on co-operative principles of mutual help and 

assistance. They grant short-term loans to the agriculturists for purchase of seeds, harvesting 

and for other cultivation expenses. They accept money on deposit from and make loans to their 

members at a low rate of interest.  

Land-mortgage Banks (Presently known as Agriculture and Rural Development Banks):They 

are agriculture development banks. The Land-mortgage banks supply long-term loans for a 

period up to 15 years for development of land to improve agricultural yields. They grant loan 

for permanent improvements in agricultural lands. The National Bank for Agriculture and Rural 

Development (NABARD) was constituted by the Government to promote rural development.  



Indigenous Banks: The Central Banking Enquiry Commission defined an indigenous banker as 

an individual or film accepting deposits and dealing in indigenous lending of money to the 

needy. They form unorganized part of the banking structure, i.e., these are unrecognized 

operators in receiving deposits and lending money.  

Savings Banks: These are institutions which collect the periodical savings of the general public. 

Their main object is to promote thrift and saving habits among the middle and lower income 

sections of the society.  

Supranational Banks: Special Banks have been created to deal with certain international 

financial matters. World Bank is otherwise known as International Bank for Reconstruction and 

Development (IBRD) which gives long-term loans to developing countries for their economic 

and agricultural development. Asian Development Bank (ADB) is another Supranational Bank 

which provides finance for the economic development of poor Asian countries.  

International Banks: International Banks are those which are operating in different countries. 

While, the registered office/head office is situated in one country, they operate through their 

branches in other countries. They specialize in Banking business pertaining to foreign trade like 

opening of letters of credit, providing short-term finance in foreign currency, issue of 

performance guarantee, arranging foreign currency credits, etc. They are the main traders in 

International Currencies like US 'dollars', Japanese 'Yen', the new-born European Currency 

‘’Euro.” 

 

3.11 Banking System  

The structure of banking system differs from country to country depending upon their 

economic conditions, political structure and financial system. Banks can be classified on the 

basis of volume of operations, business pattern and areas of operations. They are termed as 

system of banking. The commonly identified systems are,  

1. Unit banking  

2. Branch Banking  

3. Correspondent Banking System  

4. Group Banking  

5. Chain Banking  

6. Pure Banking  



7. Mixed Banking  

8. Relationship banking  

9. Narrow Banking  

10. Universal Banking  

11. Retail Banking  

12. Wholesale Banking  

13. Private Banking:  

Unit banking: Unit banking is originated and developed in U.S.A. In this system, small 

independent banks are functioning in a limited area or in a single town i.e., the business of each 

bank is confined to a single office, which has no branch at all. It has its own board of directors 

and stockholders. It is also called as "localized Banking".  

Branch Banking: The Banking system of England originally offered an example of the branch 

banking system, where each commercial bank has a network of branches spread throughout 

the country.  

Correspondent Banking: Correspondent banking system is developed to remove the difficulties 

in unit banking system. It is the system under which unit banks are linked with bigger banks. 

The big correspondent banks are linked with still bigger banks in the financial centers. The 

smaller banks deposit their cash reserve with bigger banks. The bigger banks with whom such 

deposits are so made are called correspondent banks.  

Therefore, correspondent banks are intermediaries through which all unit banks are linked with 

bigger banks in financial centers. Through correspondent banking, a bank can carry-out 

business transactions in another place where it does not have a branch.  

Group Banking: Group Banking is the system in which two or more independently incorporated 

banks are brought under the control of a holding company. The holding company may or may 

not be a banking company. Under group banking, the individual banks may be unit banks, or 

banks operating branches or a combination of the two.  

Chain Banking: Chain banking is a system of banking under which a number of separately 

incorporated banks are brought under the common control by a device other than holding 

company. This may be:  



(a) Through some group of persons owning and controlling a number of independent banks. (b) 

Each bank retains its separate identity. (c) Each one carries out its operations without the 

intervention of any central organization.  

Pure Banking and Mixed Banking: On the basis of lending operations of the bank, banking is 

classified into:  

(a) Pure Banking  

(b) Mixed Banking  

(a) Pure Banking: Under pure Banking, the commercial banks give only short-term loans to 

industry, trade and commerce. They specialize in short term finance only. This type Of banking 

is popular in U.K.  

(b) Mixed Banking: Mixed banking is that system of banking under which the commercial ban s 

perform the dual function of commercial banking and investment banking, i.e., it combines 

deposit and lending activity with investment banking. Commercial banks usually offer both 

short-term as well as medium term loans. The German banking system is the best example of 

mixed Banking.  

Relationship banking: Relationship banking refers to the efforts of a bank to promote personal 

contacts and to keep continuous touch with customers who are very valuable to the bank. In 

order to retain such profitable accounts with the bank or to attract new accounts, it is 

necessary for the bank to serve their needs by maintaining a close relationship with such 

customers.  

Narrow Banking: A bank may be concentrating only on collection of deposits and lend or invest 

the money within a particular region or certain chosen activity like investing the funds only in 

Government Securities. This type of restricted minimum banking activity is referred to 'Narrow 

Banking’.  

Universal Banking: As Narrow Banking refers to restricted and limited banking activity Universal 

Banking refers to broad-based and comprehensive banking activities.  

Under this type of banking, a bank will deal with working capital requirements as well as term 

loans for developmental activities. They will be dealing with individual customers as well as big 

corporate customers. They will have expanded lines of business activity combining the 

functions of traditional deposit taking, modern financial services, selling long-term saving 

products, insurance cover, investment banking, etc.  



Regional banking: In order to provide adequate and timely credits to small borrowers in rural 

and semi-urban areas, Central Government set up Regional Banks, known as Regional Rural 

Banks all over India jointly with State Governments and some Commercial Banks. As they are 

permitted to operate in particular region, it may help develop the regional economy.  

Local Area Banks: With a view to bring about a competitive environment and to overcome the 

deficiencies of Regional Banks, Government has permitted establishment of a one type of 

regional banks in rural and semi-urban centers under private sector known as “Local Area 

Banks”.  

Wholesale Banking: Wholesale or corporate banking refers to dealing with limited large-sized 

customers. Instead of maintaining thousands of small accounts and incurring huge transaction 

costs, under wholesale banking, the banks deal with large customers and keep only large 

accounts. These are mainly corporate customer.  

Private Banking: Private or Personal Banking is banking with people — rich individuals instead 

of banking with corporate clients. Private or Personal Banking attends to the need of individual 

customers, their preferences and the products or services needed by them. This may include all 

round personal services like maintaining accounts, loans, foreign currency requirements, 

investment guidance, etc.  

Retail Banking: Retail banking is a major form of commercial banking but mainly targeted to 

consumers rather than corporate clients. It is the method of banks' approach to the customers 

for sale of their products. The products are consumer-oriented like offering a car loan, home 

loan facility, financial assistance for purchase of consumer financing albeit for marginally higher 

net worth individuals etc. Retail banking therefore has large customer-base and hence, large 

number of transactions with small values. It may therefore be cost ineffective in a highly 

competitive environment. Most of the Rural and semi-urban branches of banks, in fact, do 

retail banking. In the present day situation when lending to corporate clients lead to credit risk 

and market risk, retail banking may eliminate market risk. It is one of the reasons why many a 

wholesale bankers like foreign banks also prefer to go for consumer financing albeit for 

marginally higher net worth individual. 

Banking structure in India   

 



 

Reserve Bank of India (RBI) 

The country had no central bank prior to the establishment of the RBI. The RBI is the supreme 

monetary and banking authority in the country and controls the banking system in India. It is 

called the Reserve Bank’ as it keeps the reserves of all commercial banks. 

Scheduled  & Non –scheduled Banks 

A scheduled bank is a bank that is listed under the second schedule of the RBI Act, 1934. In 

order to be included under this schedule of the RBI Act, banks have to fulfill certain conditions 

such as having a paid up capital and reserves of at least 0.5 million and satisfying the Reserve 

Bank that its affairs are not being conducted in a manner prejudicial to the interests of its 

depositors. Scheduled banks are further classified into commercial and cooperative banks. Non- 

scheduled banks are those which are not included in the second schedule of the RBI Act, 1934. 

At present these are only three such banks in the country. 

Commercial Banks 

Commercial banks may be defined as, any banking organization that deals with the deposits 

and loans of business organizations. Commercial banks issue bank checks and drafts, as well as 

accept money on term deposits.  Commercial banks also act as moneylenders, by way of 



installment loans and overdrafts. Commercial banks also allow for a variety of deposit accounts, 

such as checking, savings, and time deposit. These institutions are run to make a profit and 

owned by a group of individuals. 

Scheduled Commercial Banks (SCBs): 

Scheduled commercial banks (SCBs) account for a major proportion of the business of the 

scheduled banks. SCBs in India are categorized into the five groups based on their ownership 

and/or their nature of operations. State Bank of India and its six associates (excluding State 

Bank of Saurashtra, which has been merged with the SBI with effect from August 13, 2008) are 

recognised as a separate category of SCBs, because of the distinct statutes (SBI Act, 1955 and 

SBI Subsidiary Banks Act, 1959) that govern them. Nationalised banks  and SBI and associates 

 together form the public sector banks group IDBI ltd. has been included in the nationalised 

banks group since December 2004. Private sector banks include the old private sector banks 

and the new generation private sector banks- which were incorporated according to the revised 

guidelines issued by the RBI regarding the entry of private sector banks in 1993. 

Foreign banks are present in the country either through complete branch/subsidiary route 

presence or through their representative offices. 

Types of Scheduled Commercial Banks 

Public Sector Banks 

These are banks where majority stake is held by the Government of India. 

Examples of public sector banks are: SBI, Bank of India, Canara Bank, etc. 

Private Sector Banks 

These are banks majority of share capital of the bank is held by private individuals. These banks 

are registered as companies with limited liability. Examples of private sector banks are: ICICI 

Bank, Axis bank, HDFC, etc. 

Foreign Banks 

These banks are registered and have their headquarters in a foreign country but operate their 

branches in our country. Examples of foreign banks in India are: HSBC, Citibank, Standard 

Chartered Bank, etc  

Regional Rural Banks 

Regional Rural Banks were established under the provisions of an Ordinance promulgated on 

the 26th September 1975 and the RRB Act, 1976 with an objective to ensure sufficient 



institutional credit for agriculture and other rural sectors. The area of operation of RRBs is 

limited to the area as notified by GoI covering one or more districts in the State.  

RRBs are jointly owned by GoI, the concerned State Government and Sponsor Banks (27 

scheduled commercial banks and one State Cooperative Bank); the issued capital of a RRB is 

shared by the owners in the proportion of 50%, 15% and 35% respectively.  

Prathama bank is the first Regional Rural Bank in India located in the city Moradabad in Uttar 

Pradesh. 

Type of 

Commercial 

Banks 

Major Shareholders Major Players 

Public Sector 

Banks 
Government of India 

SBI, PNB, Canara Bank, Bank of 

Baroda, Bank of India, etc 

Private Sector 

Banks 
Private Individuals 

ICICI Bank, HDFC Bank, Axis Bank, 

Kotak Mahindra Bank, Yes Bank etc. 

Foreign Banks Foreign Entity 

Standard Chartered Bank, Citi Bank, 

HSBC, Deutsche Bank, BNP Paribas, 

etc. 

Regional Rural 

Banks 

Central Govt, 

Concerned State Govt and 

Sponsor Bank in the ratio of 50 : 

15 : 35 

Andhra Pradesh Grameena Vikas 

Bank, Uttranchal Gramin Bank, 

Prathama Bank, etc. 

Cooperative Banks 

A co-operative bank is a financial entity which belongs to its members, who are at the same 

time the owners and the customers of their bank. Co-operative banks are often created by 

persons belonging to the same local or professional community or sharing a common interest. 

Co-operative banks generally provide their members with a wide range of banking and financial 

services (loans, deposits, banking accounts, etc). 

They provide limited banking products and are specialists in agriculture-related products. 

Cooperative banks are the primary financiers of agricultural activities, some small-scale 

industries and self-employed workers. 



Co-operative banks function on the basis of “no-profit no-loss”. 

Anyonya Co-operative Bank Limited (ACBL) is the first co-operative bank in India located in the 

city of Vadodara in Gujarat.  

The co-operative banking structure in India is divided into following main 5 categories: 

• Primary Urban Co-op Banks 

• Primary Agricultural Credit Societies 

• District Central Co-op Banks 

• State Co-operative Banks 

• Land Development Banks 

Difference between Scheduled Commercial and Schedule Co-operative Banks 

The basic difference between scheduled commercial banks and scheduled cooperative banks is 

in their holding pattern. Scheduled cooperative banks are cooperative credit institutions that 

are registered under the Cooperative Societies Act. These banks work according to the 

cooperative principles of mutual assistance.Also,unlike commercial banks ,these banks work on 

the basis of “no-profit no-loss”. 

How Banks Function 

Banks make money by lending your money out at interest and by charging you for services 

provided. Banks keep on lending money.  

The other big revenue items generated by banks are the fees they charge. Bank charge for 

every service, whether it is for an electronic transaction, or permitting a transfer through the 

Internet banking system. 



 

 

The banking industry in India is highly regulated. Few important regulations are mentioned 

below: 

Regulatory Requirements 

A bank has to set aside a certain percentage of total funds to meet regulatory 

requirements. The primary regulatory ratios are Cash Reserve Ratio (CRR) and 

Statutory Liquidity Ratio (SLR). RBI uses both these instruments to regulate money 

supply in the economy. 

CRR is the percentage of net total of deposits a bank is required to maintain in form of 

cash with RBI. Currently this ratio is at 5.5%. This is used to control the liquidity in the 

economy. Higher the CRR, the lower is the amount that banks will be able to use for 

lending activities and vice versa. 

SLR is the minimum percentage of deposits that the bank has to maintain in form of 

gold, cash and/or other approved securities. Currently, the SLR is 24%. This is used to 

regulate the credit growth 

The core operating income of a bank is interest income (comprises 75-85% in the total income 

of almost all Indian Banks). Besides interest income, a bank also generates fee-based income in 



the form of commissions and exchange, income from treasury operations and other income 

from other banking activities. As banks were assigned a special role in the economic 

development of the country, RBI has stipulated that a portion of bank lending should be for the 

development of under-banked and under-privileged sections, which is called the priority sector. 

Current rules stipulate that domestic banks should lend 40% and the foreign banks should lend 

32% of their net credit to the priority sector. On the cost sides, the major items for a bank are 

interest paid on different types of deposits, bonds issued and borrowings, and provisioning cost 

for Non-performing Assets (NPAs). 

 

Types of  Businesses of Banks 

The banking business can be broadly categorized into Retail Banking, Wholesale or Corporate 

Banking, Treasury Operations and Other Banking Activities. 

Business Segmentation 

Retail Banking 
Loans to individuals (Housing loan, Auto loan, Education loan and 

other personal loan) or small businesses. 

Wholesale 

banking 

Loans to mid and large corporate (Project Finance, Working Capital 

Loans, Terms Loans, Lease Finance, etc.) 

Treasury 

Operations 

Investment in bonds, equity, Mutual Funds, commodities, 

derivatives; trading and forex operations 

Other Banking 

 Activities 

Hire purchase activities, leasing business, merchant banking, 

Syndication services, etc. 



Retail banking also known as Consumer Banking is the provision of services by a bank to 

individual consumers, rather than to companies, corporations or other banks. Services offered 

include savings and transactional accounts, mortgages, personal loans, debit cards, and credit 

cards. Retail banking segment is the highest margin business as compared to other business 

segments in the banking industry. Currently, ICICI Bank is the largest players in this segment in 

India. Other major players in this segment are SBI, PNB, HDFC Bank, etc.  

Typical products offered by a retail bank include: 

• Savings /Current  accounts 

• Debit cards 

• ATM cards 

• Credit cards 

• Traveler’s cheques 

• Mortgages 

• Home equity loans 

• Personal loans 

• Certificates of deposit/Term deposits 

Wholesale banking is the provision of services by banks to organizations such as Mortgage 

Brokers, large corporate clients, mid-sized companies, real estate developers and investors, 

international trade finance businesses, institutional customer(such as pension funds and 

government entities/agencies), and services offered to other banks or other financial 

institutions. 

Wholesale finance refers to financial services conducted between financial services companies 

and institutions such as banks, insurers, fund managers, and stockbrokers. 

Modern wholesale banks engage in: 

• Finance wholesaling 



• Underwriting 

• Market making 

• Consultancy 

• Mergers and acquisitions 

• Fund management 

Wholesale banking segment in India is largely dominated by large Indian banks – SBI, ICICI 

Banks, PNB, BoB, etc.  

Treasury management (or treasury operations) includes management of an enterprise’s 

holdings, with the ultimate goal of managing the firm’s liquidity and mitigating its operational, 

financial and reputational risk. Treasury Management includes a firm’s collections, 

disbursements, concentration, investment and funding activities. In larger firms, it may also 

include trading in bonds, currencies, financial derivatives and the associated financial risk 

management. Most banks have whole departments devoted to treasury management and 

supporting their clients’ needs in this area 

Bank Treasuries may have the following departments: 

• A Fixed Income or Money Market desk that is devoted to buying and selling interest bearing 

securities 

• A Foreign exchange or “FX” desk that buys and sells currencies 

• A Capital Markets or Equities desk that deals in shares listed on the stock market. 

 

 

 

 

 

 



Functions of RBI 

Functions of the Central Banks/RBI 

 

Issue of Currency Notes 

 Under section 22 of RBI Act, the bank has the sole right to issue currency notes of all 

denominations except one-rupee coins and notes. 

 The one-rupee notes and coins and small coins are issued by Central Government, and 

their distribution is undertaken by RBI as the agent of the government. 

 The RBI has a separate issue department which is entrusted with the issue of currency 

notes. 

Banker to The Government  



 The RBI acts as a banker agent and adviser to the government. It has an obligation to 

transact the banking business of Central Government as well as State Governments. 

 Example, RBI receives and makes all payments on behalf of the government, remits its 

funds, buys and sells foreign currencies for it and gives it advice on all banking matters. 

 RBI helps the Government – both Central and state – to float new loans and manage 

public debt. 

 On behalf of the central government, it sells treasury bills and thereby provides short-

term finance. 

 Banker’s bank And Lender of Last Resort 

 RBI acts as a banker to other banks. It provides financial assistance to scheduled banks 

and state co-operative banks in the form of rediscounting of eligible bills and loans and 

advances against approved securities. 

 RBI acts as a lender of last resort. It provides funds to the bank when they fail to get it 

from any other source. 

 It also acts as a clearing house. Through RBI, banks make inter-banks payments. 

 Controller of Credit 

 RBI has the power to control the volume of credit created by banks. The RBI through its 

various quantitative and qualitative measures regulates the money supply and bank 

credit in an economy. 

 RBI pumps in money during recessions and slowdowns and withdraws money supply 

during an inflationary period. 

Manages Exchange Rate and Is Custodian of the Foreign Exchange Reserve 

 RBI has the responsibility of removing fluctuations from the exchange rate market and 

maintaining a competitive and stable exchange rate. 

 RBI functions as custodian of nations foreign exchange reserves. 

 It has to maintain a fair external value of Rupee. 

 RBI achieves its objective through appropriate monetary and exchange rate policies. 

Collection and Publication of Data 



 The RBI collects and compiles statistical/data information on banking and financial 

operations, prices, FDIs, FPIs, BOP, Exchange Rate and industries etc., of the economy. 

 The Reserve Bank of India publishes a monthly Bulletin/publication for the same. 

 It not only provides information but also highlights important studies and investigations 

conducted by RBI. 

  Regulator and Supervisor of Commercial Banks 

 The RBI has wide powers to supervise and regulate the commercial and co-operative 

banks in India. 

 RBI issues licenses regulate branch expansion, manages liquidity and Assets, 

management and methods of working of commercial banks and amalgamation, 

reconstruction and liquidation of the banks. 

Clearing House Functions 

 The RBI acts as a clearing house for all member banks. This avoids unnecessary transfer 

of funds between the various banks. 

Measures of Credit Control in India 

The management of the money supply and credit control is an important function of the 

Reserve Bank of India. The money supply has an important bearing on the functioning of the 

economy. 

 

Functions and operations of Cooperative banks 

 The cooperative banking structure is the oldest segment of the Indian banking system. 

 Cooperative Bank is the district feature of the co-operative credit structure in the Indian 

banking system 

 Cooperative banks CATER to the financial needs of agriculture, retail tree, small 

industries, self-employed, urban, semi-urban, rural areas. 

Cooperative Banks fall under the Cooperative Societies Act which is regulated by the RBI and 

are governed by the Banking Regulations Act 1949 and Banking Laws (Cooperative Societies) 

Act, 1965. It is originated in India with the enactment of the Co-operative Credit Societies Act 

of 1904. The Anyoya Cooperative Bank was the first Co-operative Bank in Asia. 

Structure of cooperative banks in India: 



It is 3-Pillars structure (Pyramid Structure) 

 SCB – State Cooperative Bank 

 DCCB – District Central Cooperative Bank 

 PACS – Primary Agriculture credit services (There should be 10 members in PACS) 

State Cooperative banks: 

It is a federation of central Co-operative bank and acts as a watchdog. They obtain their funds 

from share capital, deposits, loans and overdrafts from the Reserve Bank of India and can lend 

money to central co-operative banks and primary societies and not directly to the farmers. 

District Central Cooperative Bank 

These are the federations of primary credit societies in a district and are of two types-those 

having a membership of primary societies only and those having a membership of societies as 

well as individuals. The funds of the bank consist of share capital, deposits, loans and overdrafts 

from state co-operative banks and joint stocks. These banks provide finance to member 

societies within the limits of the borrowing capacity of societies. They also conduct all the 

business of a joint stock bank 

Primary Agriculture credit services 

The primary cooperative credit society is an association of borrowers and non-borrowers 

residing in a locality. The funds of the society are derived from the share capital and deposits of 

members and loans from central cooperative banks. The borrowing powers of the members as 

well as of the society are fixed. The loans are given to members for the purchase of cattle, 

fodder, fertilizers, pesticides, etc 

The members of the cooperative bank: 

1. Are of similar occupation or profession 

2. Must have common membership 

3. Must reside within the same geographical area 

Objectives of Cooperative banks: 

1. Engage in rural financing and micro-financing 

2. To remove the dominance of the common man by the middleman and money lenders 

3. Ensure credit services to farmers at the low rate of interest providing the socioeconomic 

condition to the people 

4. Provide financial support for the needy people and farmers in the rural areas 

5. Provides personal financial services for those engaged in small-scale industries and self-

employment driven activities for people in both rural and urban areas 



Difference between Co-operative banks & Commercial banks: 

Cooperative Bank Commercial Bank 

 Federal Structure in nature, 

i.e. at the top level 

State Co-operative Banks and 

at the village level primary 

Co-operative Credit Societies. 

They are functioning on the branch 

banking & the branches are located in 

all 

areas of rural, urban, etc., the head 

office contain branches through 

Zonal Office. 

 They are generally concentrating 

on rural credit & provide credit 

facilities to agricultural & 

rural activities. 

They are mainly concentrating 

on the requirements of 

trade & industry. 

 In co-operative Bank the borrowers 

are usually their members. 

Borrowers can be any 

including individual institutions. 

 The Co-operative Banks provide 

a little higher rate of interest 

on deposits as compared to 

commercial banks. 

The Commercial Banks provide 

a lesser rate of interest as compared 

to co-operative banks. 

Functions of Cooperative Banks in India:  

1. They function with the rule of “one member, one vote” and function on “no profit, no 

loss” basis 

2. It performs all the main banking functions of deposit mobilization, the supply of credit 

and provision of remittance facilities 

3. It provides financial assistance to the people with small means to protect them from the 

debt trap of the moneylenders 

4. It is engaged in tasks of production, processing, marketing, distribution, servicing and 

banking in India 

5. It supervises and guides affiliated societies 

6. Mobilization of funds from their members 

7. Advance loans to the members 

8. Rural financing for farming, cattle, milk, hatchery, personal finance, etc. 

9. Urban financing for Self – employment, Industries Small scale units, Home finance, 

Consumer finance, Personal finance 

 Functions and operations of  NABARD  

National Bank for Agriculture and Rural Development (NABARD) is an apex development 

financial institution in India, headquartered at Mumbai with regional offices all over India.
[4]
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The Bank has been entrusted with "matters concerning policy, planning and operations in the 

field of credit for agriculture and other economic activities in rural areas in India". 

NABARD was established on the recommendations of B.Sivaraman Committee, (by Act 61, 1981 

of Parliament) on 12 July 1982 to implement the National Bank for Agriculture and Rural 

Development Act 1981. 

1.NABARD is the most important institution in the country which looks after the development 

of the cottage industry, small scale industry and village industry, and other rural industries.  

2.NABARD also reaches out to allied economies and supports and promotes integrated 

development.  

3.NABARD discharge its duty by undertaking the following roles :  

1. Serves as an apex financing agency for the institutions providing investment and 

production credit for promoting the various developmental activities in rural areas 

2. Takes measures towards institution building for improving absorptive capacity of the 

credit delivery system, including monitoring, formulation of rehabilitation schemes, 

restructuring of credit institutions, training of personnel, etc. 

3. Co-ordinates the rural financing activities of all institutions engaged in developmental 

work at the field level and maintains liaison with Government of India, state 

governments, Reserve Bank of India (RBI) and other national level institutions concerned 

with policy formulation 

4. Undertakes monitoring and evaluation of projects refinanced by it. 

5. NABARD refinances the financial institutions which finances the rural sector. 

6. NABARD partakes in development of institutions which help the rural economy. 

7. NABARD also keeps a check on its client institutes. 

8. It regulates the institutions which provide financial help to the rural economy. 

9. It provides training facilities to the institutions working in the field of rural upliftment. 

10. It regulates and supervise the cooperative banks and the RRB’s, through out entire 

India. 

 

Functions and operations of RRB 

Structure and Organisation of the RRB:  

The authorised capital of an RRB is fixed at Rs. 1 crore and its issued capital at Rs. 2 lakhs. Of the 

issued capital, 50 per cent is to be subscribed by the Central Government, 15 per cent by the 

concerned State Government and the rest 35 per cent by the sponsoring bank.  

https://en.wikipedia.org/wiki/Agriculture
https://en.wikipedia.org/wiki/Government_of_India
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The working and affairs of the RRB are directed and managed by a Board of Directors consists 

of a Chairman, three directors to be nominated by the Central Government, and not more than 

two directors to be nominated by the State Government concerned, and not more than 3 

directors to be nominated by the sponsoring bank. The chairman is appointed by the Central 

Government and his term of office does not exceed five years.  

Functions of RRBs 

 RRBs grant loans and advances to small farmers and agricultural laborers so that they 

can start their own farming activities including purchase of land, seeds and manure. 

 RRBs provides banking services at the doorsteps of the rural people ,particularly in those 

area which are not served by any commercial Bank 

 The RRBs charges a lower rate of Interest and thus they reduce the cost of credit in the 

rural areas. 

 RRBs provide loan and other financial assistance to entrepreneurs in villages, sub-urban 

areas and small towns .So that they become able to enlarge their business. 

 Loans to artisans to encourage them for the production of artistic and related goods. 

 Encourage the saving habit among the rural and semi-urban population. 

Functions of commercial banks 

Commercial Banks in India 

Commercial banks provide banking services to businesses and consumers through a network of 

branches. These banks are in business to make a profit for their owners and they are usually 

public limited companies managed by shareholders. In India, however, most of the top 

commercial banks are owned by the government. But many private commercial banks have 

been established in the recent years. 

Commercial banks are all-purpose banks that perform a wider range of functions such as 

accepting demand deposits, issuing cheques against saving and fixed deposits, making short-

term business and consumer loans, providing brokerage services, buying and selling foreign 

exchange and so on. 

The primary functions of commercial bank are accepting deposits from the public and granting 

credit to all sectors of the economy after making provisions for reserves as per the RBI 

regulations. 

Apart from receiving and lending functions, commercial banks undertake various secondary or 

incidental functions such as agency services and general utility services. 

Functions of Commercial Banks 

The functions of commercial banks are explained below: 



Primary functions 

 Collection of deposits 

 Making loans and advances 

Collection of deposits: The primary function of commercial banks is to collect deposits from the 

public. Such deposits are of three main types: current, saving and fixed. 

A current account is used to make payments. A customer can deposit and withdraw money 

from the current account subject to a minimum required balance. If the customer overdraws 

the account, he may be required to pay interest to the bank. Cash credit facility is allowed in 

the current account. 

Savings account is an interest yielding account. Deposits in savings account are used for saving 

money. Savings bank account-holder is required to maintain a minimum balance in his account 

to avail of cheque facilities. 

Fixed or term deposits are used by the customers to save money for a specific period of time, 

ranging from 7 days to 3 years or more. The rate of interest is related to the period of deposit. 

For example, a fixed deposit with a maturity period of 3 years will give a higher rate of return 

than a deposit with a maturity period of 1 year. But money cannot be usually withdrawn before 

the due date. Some banks also impose penalty if the fixed deposits are withdrawn before the 

due date. However, the customer can obtain a loan from the bank against the fixed deposit 

receipt. 

Loans and advances: Commercial banks have to keep a certain portion of their deposits as legal 

reserves. The balance is used to make loans and advances to the borrowers. Individuals and 

firms can borrow this money and banks make profits by charging interest on these loans. 

Commercial banks make various types of loans such as: 

1. Loan to a person or to a firm against some collateral security; 

2. Cash credit (loan in installments against certain security); 

3. Overdraft facilities (i.e. allowing the customers to withdraw more money than what 

their deposits permit); and 

4. Loan by discounting bills of exchange.. 

Secondary functions 

 Agency services 

 General utility services 

Agency Services: The customers may give standing instruction to the banks to accept or make 

payments on their behalf. The relationship between the banker and customer is that of 

Principal and Agent. The following agency services are provided by the bankers: 



1. Payment of rent, insurance premium, telephone bills, installments on hire purchase, etc. 

The payments are obviously made from the customer’s account. The banks may also 

collect such receipts on behalf of the customer. 

2. The bank collects cheques, drafts, and bills on behalf of the customer. 

3. The banks can exchange domestic currency for foreign currencies as per the regulations. 

4. The banks can act as trustees / executors to their customers. For example, banks can 

execute the will after the death of their clients, if so instructed by the latter. 

General Utility Services: The commercial banks also provide various general utility services to 

their customers. Some of these services are discussed below: 

1. Safeguarding money and valuables: People feel safe and secured by depositing their 

money and valuables in the safe custody of commercial banks. Many banks look after 

valuable documents like house deeds and property, and jewellery items. 

2. Transferring money: Money can be transferred from one place to another. In the same 

way, banks collect funds of their customers from other banks and credit the same in the 

customer’s account. 

3. Merchant banking: Many commercial banks provide merchant banking services to the 

investors and the firms. The merchant banking activity covers project advisory services 

and loan syndication, corporate advisory services such as advice on mergers and 

acquisitions, equity valuation, disinvestment, identification of joint venture partners and 

so on. 

4. Automatic Teller Machines (ATM): The ATMs are machines for quick withdrawal of cash. 

In the last 10 years, most banks have introduced ATM facilities in metropolitan and 

semi-urban areas. The account holders as well as credit card holders can withdraw cash 

from ATMs. 

5. Traveler’s cheque: A traveler’s cheque is a printed cheque of a specific denomination. 

The cheque may be purchased by a person from the bank after making the necessary 

payments. The customer may carry the traveler’s cheque while travelling. The traveler’s 

cheques are accepted in banks, hotels and other establishments. 

6. Credit Cards: Credit cards are another important means of making payments. The Visa 

and Master Cards are operated by the commercial banks. A person can use a credit card 

to withdraw cash from ATMs as well as make payments to trade establishments. 

 

Marketing in banking industry 

1. Embracing Insight-Driven Marketing 

The importance of consumer insight and data for financial marketers will be more important 

than ever. In the past, the vast majority of financial marketers were more talk than action 

around “big data” because they lacked the skills and budget to make an impact. New tools and 

technologies make advanced analytics available for all sized organizations, while digital 



channels and the desire for personalized offers make the investment in data analytics 

mandatory for success. 

Most industries are far ahead of financial services with insight-driven marketing. This is 

surprising, since banks and credit unions have access to more transactional, behavioral and 

demographic data on consumers than any other industry. 

2. Integration of Mobile 

Including mobile as part of a bank’s or credit union’s marketing plan is no longer optional as 

consumers do a significant proportion of their researching, shopping and buying on their 

smartphones. “At a minimum, this means a mobile optimized and responsive website, and may 

include custom apps and mobile targeted campaigns,”  

3. Increasing Focus on ROI 

It should go without saying that marketing campaigns should be measured to gauge success. 

The ability to measure results has never been greater, as advanced tools can now look at the 

customer purchase journey to determine what blend of channels were used in the decision 

process. 

4. Awareness of the Customer Journey 

Mapping your customer’s financial product purchase journey is key to knowing where, when, 

and how to market to them. The traditional marketing funnel is dead. Great experiences with 

other brands – not just other brands in financial services – but from completely different 

industry verticals are informing the opinion of your customers on what to expect from you. 

It is therefore important to understand how your customers are thinking and feeling, as well as 

what they are doing when something triggers the need or desire for financial services. 

Unfortunately, there are many barriers to revealing the truth around the purchase journey. One 

of the most significant is the structure of incentives that reward branch-based personnel for 

“restarting” online or mobile purchases to ensure rewards are provided to the branch channel 

as opposed to a digital alternative. 

5. Customization and Personalization 

Given the focus on an improved consumer experience and the potential of advanced data 

analytics in banking, personalized communication must get a higher priority in the year to 

come. The benefits of personalization include higher response and conversion rates, brand 

loyalty and repeat customers, amplified reach and increased relevance.  

6. Optichannel Marketing 



Beyond multichannel or omnichannel, the concept of optichannel in marketing refers to being 

able to communicate and support a consumer’s shopping and buying process using the channel 

that is best for them given the consumer’s overall objective. The goal is to support a smooth 

transition between digital and physical delivery channels as well as between digital and mass 

media communication channels for the best possible experience. 

Financial marketers need to move beyond single channel silos of marketing, where there is a 

disconnect between the ways a consumer absorbs marketing and how banks and credit unions 

deliver messages. 

7. Expanding Use of Content Marketing 

 As a result, there is a greater need for relevant and interactive content marketing that can be 

delivered using the right channels at the right time. 

Content marketing plans should include interactive assessments, calculators, training and 

games to keep people clicking, pressing, swiping and sharing information that can be used in 

sales processes. Some banks and credit unions are testing these interactive tools, yet many are 

buried within a website or online design. 

8. Moving Social Media Mainstream 

While not reflected in this year’s bank and credit union marketing survey, social media 

marketing is becoming mainstream in most industries since 65% of adults used social media in 

2015. Of all the social networks, Facebook is the most popular for marketers, since the network 

is the largest and because the network has built a top-notch ad system. Facebook’s data and 

targeting tools allow marketers to personalize their social campaigns at scale. 

Instagram, Twitter and Snapchat are also becoming more popular with certain segments of the 

population. An ongoing challenge for financial marketers is in linking social media campaigns to 

sales. This challenge is what is holding most marketers back from increasing investments in 

social marketing. 

9. Continuing Battle with Ad Blocking 

Consumers are using ad blocking tools to push back on any organization using digital marketing 

carelessly. When product sales strategies take precedence over delivering an improved user 

experience, all marketers can end up losing. 

Ironically, the more press that ad blocking technology receives, the more users it amasses. Ad 

blocking also made its way into mobile devices thanks largely to Apple’s iOS 9 update that 

included ad blocking capabilities. The solution to ad blocking will come from those 

organizations that provide relevant content that provides value in exchange for accessibility to 

the consumer. The customer ad experience must become a priority. 



10. Introduction of New Channels 

While augmented reality (AR) and virtual reality (VR) may not be mainstream marketing 

channels yet, financial marketers should become familiar with these advanced digital options as 

developers work on monetizing these channels. Initial uses may revolve around advertising 

within apps such as a branch or ATM finder or even be a standalone app like the home 

finder/buyer app from Commonwealth Bank of Australia. 

In the not so distant future, some financial organizations may even provide a complete 360-

degree buying experience that doesn’t require a special VR headset or device.  

Role of technology in banking 

TECHNOLOGY PRODUCTS IN A BANKING SECTOR: 

Net Banking 

Credit Card Online 

Instant Alerts 

Mobile Banking - Apps 

e-Monies Electronic Fund Transfer – NEFT(National e;lectronic Fund transfer / RTGS(real time 

gross Settlement) 

Online Payment of Excise & Service Tax 

Phone Banking 

Bill Payment 

Shopping 

Ticket Booking 

Railway Ticket Booking through SMS 

Prepaid Mobile Recharge 

Smart Money Order 

Card to Card Funds Transfer 



Funds Transfer (eCheques) 

Anywhere Banking 

Internet Banking 

Mobile Banking 

Bank @ Home “Express Delivery” 

USE OF Technology in Banks to: 

 Have your paycheck deposited directly into your bank or credit union checking account. 

 Withdraw money from your checking account from an ATM machine with a personal 

identification number (PIN), at your convenience, day or night. 

 Instruct your bank or credit union to automatically pay certain monthly bills from your 

account, such as your auto loan or your mortgage payment. 

 Have the bank or credit union transfer funds each month from your checking account to 

your mutual fund account. 

 Have your government social security benefits check or your tax refund deposited 

directly into your checking account. 

 Buy groceries, gasoline and other purchases at the point-of-sale, using a check card 

rather than cash, credit or a personal check. 

 Use a smart card with a prepaid amount of money embedded in it for use instead of 

cash at a pay phone, expressway road toll, or on college campuses at the library’s 

photocopy machine or bookstores. 

 Use your computer and personal finance software to coordinate your total personal 

financial management process, integrating data and activities related to your income, 

spending, saving, investing, recordkeeping, bill-paying and taxes, along with basic 

financial analysis and decision making. 

 Digitalisation of services has kept banks on competitive edge. Internet Banking, ATM’s, 

E-lobby, Mobile Banking, SMS Banking, Debit Cards are the part of the digital banking in 

India. 

 

 1. Internet Banking : 

 Internet Banking consists of financial transactions via internet from banks internet 

banking portal (website). Internet banking helps its users to bank even on bank holidays. 

Fund transfers, payments, statements, cheque book request are some of the best 

features of Internet banking. IMPS, VAS and Online Shopping via Internet banking are 

the most usable features of the internet banking. 

 2. Automated Teller Machine (ATM): 



 ATM is the computerized machine which allows user to withdraw cash from his/her 

bank account along with some more features like cheque book request, etc. 

 3. E-Lobby: 

 E-Lobby is the computerized machine similar to ATM which allows cash withdrawal and 

cash deposit to users bank account. 

 4. Mobile Banking: 

 Mobile banking facilitates users to do financial transactions via Mobile device. It can be 

termed as “Portable Banking”. Even if it’s a bank holiday, users are allow to do 

transactions via Mobile Banking. 

 5. SMS Banking: 

 SMS banking allows bank customer to do transaction via single mobile SMS, transaction 

like Balance enquiry, Term deposit details, etc. 

 6. Debit Cards: 

 Debit card is the plastic card (also known as Plastic Money) with Magnetic strip or 

(newly launched) Chip based card which is linked to the customer’s bank account. Debit 

card is used for Withdrawal of cash from ATM, Online Payment, Payment vis POS 

machines, etc. 

Advantage of technology 

 Increase in efficiency 

 Increase in customer satisfaction 

 Cheaper to make transactions on internet 

 Good image 

Risk of technology in banking 

 Security Threat 

 Reputation can be affected – Prompt reply, Major problem 

 

 

 

 

 

 

 



 



MBI Unit 2 notes 

Component of ALM and their management 

In banking institutions, asset and liability management is the practice of managing various risks 

that arise due to mismatches between the assets and liabilities (loans and advances) of the bank. 

Banks face several risks such as the risks associated with assets,interest,currency exchange risks. 

Asset Liability management (ALM) is at tool to manage interest rate risk and liquidity risk faced 

by various banks, other financial services companies . 

Mismatch of assets and liabilities: 

Banks manage the risks of ALM mismatch by matching various assets and liabilities according 

to the maturity pattern or the matching the duration, by hedging and by securities. 

What is ALM; 

It is an attempt to match: Assets and Liabilities In terms of: Maturities and Interest Rates 

Sensitivities To minimize: Interest Rate Risk and Liquidity Risk. 

ALM is an integral part of the financial management process of any bank. It is concerned with 

strategic balance sheet management involving risks caused by changes in the interest rates, 

exchange rates and the liquidity position of the bank. While managing these three risks forms the 

crux of ALM, credit risk and contingency risk also form a part of the ALM 

ALM can be termed as a risk management technique designed to earn an adequate return while 

maintaining a comfortable surplus of assets beyond liabilities. It takes into consideration interest 

rates, earning power, and degree of willingness to take on debt and hence is also known as 

Surplus Management 

Definition of ALM: 

ALM is defined as, “the process of decision – making to control risks of existence, stability and 

growth of a system through the dynamic balances of its assets and liabilities.” 

The other definition of ALM : 

It is “a risk management technique designed to earn an adequate return while maintaining a 

comfortable surplus of assets beyond liabilities. It takes into consideration interest rates, earning 

power and degree of willingness to take on debt. It is also called surplus- management”. 

International scenes: 



Banks are exposed to several major risks in the course of their business – credit risk, interest rate 

risk, foreign exchange risk, equity / commodity price risk, liquidity risk and operational risks. 

The ALM process rests on three pillars: 

 1 ALM information systems 

2 Management Information System 

3 Information availability, accuracy, adequacy and expediency 

ALM involves identification of Risk parameters, Risk identification, Risk measurement and Risk 

management and framing of Risk policies and tolerance levels. 

ALM information systems; 

Information is the key to the ALM process. Considering the large network of branches and the 

lack of an adequate system to collect information required for ALM which analyses information 

on the basis of residual maturity and behavioral pattern it will take time for banks in the present 

state to get the requisite information. 

Measuring and managing liquidity needs are vital activities of commercial banks. By assuring a 

bank’s ability to meet its liabilities as they become due, liquidity management can reduce the 

probability of an adverse situation developing. 

1. Liquidity risk 

It transcends individual institutions, as liquidity shortfall in one institution can have 

repercussions on the entire system. Bank management should measure not only the liquidity 

positions of banks on an ongoing basis but also examine how liquidity requirements are likely to 

evolve under crisis scenarios. 

Experience shows that assets commonly considered as liquid like Government securities and 

other money market instruments could also become illiquid when the market and players are 

Unidirectional. Therefore liquidity has to be tracked through maturity or cash flow mismatches. 

It is the risk of having insufficient liquid assets to meet the liabilities at a given time. 

2. Currency Risk; 

It is the risk of having losses in foreign exchange assets and liabilities due to exchanges in 

exchange rates among multi-currencies under consideration. 

It brings opportunities as also risks. If the liabilities in one currency exceed the level of assets in 

the same currency, then the currency mismatch can add value or erode value depending upon the 

currency movements. The simplest way to avoid currency risk is to ensure that mismatches, if 

any, are reduced to zero or near zero. 



Banks undertake operations in foreign exchange like accepting deposits, making loans and 

advances and quoting prices for foreign exchange transactions. Irrespective of the strategies 

adopted, it may notbe possible to eliminate currency mismatches altogether. Managing Currency 

Risk is one more dimension of Asset- Liability Management. 

Mismatched currency position besides exposing the balance sheet to movements in exchange rate 

also exposes it to country risk and settlement risk. 

3. Interest Rate Risk (IRR); 

Interest rate risk is the risk where changes in market interest rates might adversely affect a bank’s 

financial condition. Changes in interest rates affect both the current earnings as also the net 

worth of the bank.The risk from the earnings’ perspective can be measured as changes in the Net 

Interest Income (Nil) or Net Interest Margin (NIM). 

Risks in ALM : 

It is the risk of having a negative impact on a bank’s future earnings and on the market value of 

its equity due to changes in interest rates.  

 

Liquidity management 

Liquidity means an immediate capacity to meet one’s financial commitments. The degree of liquidity 

depends upon the relationship between a company’s cash assets plus those assets which can be quickly 

turned into cash, and the liabilities awaiting payments could be met immediately. 

If more earning is required more and more investment is to be made which may result into less degree 

of liquidity, which may result ,on account of not fulfilling the commitments, into penalties/high rate of 

interests or other type of losses. 

If the liquidity is kept at high level under the fear of not being capable of meeting financial requirements 

in time and the funds available are not invested is sure to count on losses for no returns on the funds 

available. 

Management of Liquidity and Cash by Banks:  

In case of banks investments are made out of the cash available with it, deposits received from 

public, companies, institutions and all other types of deposits both demand deposits and term 

deposits. Additionally a part of profit earned by the bank is also available. The main problem is a 

fact that every bank is bound by law that the deposits held with it are payable according to the 

obligation terms to depositors. 



Demand deposits should always be kept ready by bank to be able to make immediate payment in 

case any demand arises. This very fact requires every bank to have sufficient liquidity to meet 

the contractual obligations as and when they arise without any delay. 

Now the opposite or contrary picture also appears to be true because every bank wants to deploy 

maximum funds in advances and investments in hope of getting maximum possible returns. If all 

the funds available with any bank are lent or invested, there may be possibility that such funds 

are not recovered by the bank immediately and the bank is not able to meet its obligations 

towards its customers. 

In order to retain the customer base the banks must adopt a liquidity/investment policy to be able 

to repay to depositors on demand. Incase bank deploys its maximum funds in loans/investment 

without caring for the requisite amount of liquidity to able to meet the immediate financial 

requirements particularly towards demand depositors, it may tarnish its image which can be a 

fatal event for any bank. 

Steps in Cash and Liquidity Management:  

For cash and liquidity management by banks following steps are adopted:  

1) Cash:  

Cash is complete liquidity consisting of cash in hand held by the bank itself or deposited with 

Central Bank (RBI). The quantum of cash to be kept by a bank is regulated by statutory 

requirements known as SLR (Statutory liquidity Ratio) and CRR (Current Reserve Ratio). In 

addition to rules and regulations the practical experience of bankers also play a vital role in 

deciding the quantum of cash to be kept as cash in hand. Any idle cash kept earns no income. 

It is therefore every bank adopts a system of complete cash management and investment 

management in order to measure and manage the liquidity needs. Measuring liquidity is a 

ticklish task and mostly gauged by Assets and Liability management system. 

(2) Investments:  

Investment by banks is largely regulated by specific guidelines as discussed above in portfolio 

management. Likewise cash management is also subject to SLR and CRR norms. 

(3) Loans and Advances:  

Commercial Banks function as financial intermediaries. They mobilise funds through various 

deposit schemes and a large portion of these funds are deployed as bank credit in various sectors 

of economy. In a way banks also function like trustee of savings and idle funds of the society. 

The quality of the credit portfolio decides their efficiency of discharging their duty. In providing 

loans to different sectors of society is best suited method of managing excess cash by banks as 

this sector is more secure than making investment in capital market. 



(4) Inter Relationship of Cash, Liquidity, Asset and Liability Management:  

If the management of cash, liquidity and liabilities are put under one umbrella it would be seen 

as a process where all of them are inter linked and no single item can be managed separately 

without having look on other items. 

Principles of Liquidity Management:  

The Bank for International settlements’ Basel Committee on Banking Supervision in its 

document No. 69 February, 2000 has provided principles and details of key elements for 

effective management of liquidity. 

Banks should formally adopt and implement these principles for use in overall liquidity 

management process:  

A. Banks must develop a structure for liquidity management:  

1. Each banks should have an agreed strategy for day-to-day liquidity management. This strategy 

should be communicated throughout the organization. 

2. A Bank Governing board should approve the strategy and significant policies related to 

liquidity management. The governing board should also ensure that senior management of the 

bank takes the steps necessary to monitor and control liquidity risk. The Governing Board should 

be informed regularly of the liquidity situation of the bank and immediately if there are any 

material changes in the bank current or prospective liquidity position. 

3. Each Bank should have a management structure in place to effectively execute the liquidity 

strategy. This structure should include the on-going involvement of members of senior 

management. Senior management must ensure that liquidity is effectively managed, and that 

appropriate policies and procedures are established to control and limit liquidity risk. Banks 

should set and regularly review limits on the size of their liquidity positions over particular time 

horizons. 

4. Banks must have adequate information systems for measuring, monitoring, controlling and 

reporting liquidity risks.  

B. Banks must measure and monitor net funding requirements:  

1. Each bank should establish a process for the ongoing measurement and monitoring of net 

funding requirements. 

2. Banks should analyze liquidity utilizing a variety of scenarios. 

3. Banks should frequently review the assumptions utilized in managing liquidity to determine 

that they continue to be valid. 



C. Banks should Manage market access:  

Each banks should periodically review its efforts to establish and maintain relationships with 

liquidity holders, to maintain the diversification of liabilities, and aim to ensure its capacity to 

sell assets. 

D. Banks should have contingency plans: 

Banks should have contingency plans in place that address the strategy for handling liquidity 

crises and which include procedures for making up cash flow shortfalls in emergency situations. 

E. Banks should manage their foreign currency Liabilities:  

1. Each bank should have measurement, monitoring and control system for its liquidity positions 

in the major currencies in which it is active. In addition to assessing its aggregate foreign 

currency liquidity needs and the acceptable mismatch in combination with its domestic currency 

commitments, a bank should also undertake separate analysis of its strategy for each currency 

individually. 

2. Subject to analysis undertaken, a bank should, where appropriate, set and regularly review 

limits on the size of its cash flow mismatches over particular time horizons for foreign currencies 

in aggregate and for each significant individual currency in which the bank operates. 

F. Each bank must have an adequate system for internal controls over its liquidity risk 

management process. A fundamental component of the internal control system involves regular 

independent reviews and evaluations of the effectiveness or enhancements to internal controls 

are made. 

G. Each bank should have in place a mechanism for ensuring that there is an adequate level of 

disclosure of information about the bank in order to manage public perception of the 

organization and its soundness. 

Liquidity management depend upon 

1. Nature of business 

2. Seasons of business 

3. Production policies 

4. Size of business 

5. Period of operating cycle 

6. Credit availability and purchasing time 

7. Fluctuations of business 

8. Growth rate of business 

9. Amount of profit and dividend policy 

10. Other resources like political stability, market conditions, conditions of supplies 

Means of transport and communication, role of industrial development. 



Techniques of liquidity management 

1. Speedy cash collection 

2. Rapid payment by customer 

3. Early conversion of payment in cash 

4. Delay payment 

5. Accruals - The potential tool for stretching accounts payable is accrual which is defined 

as current liabilities that represent a services or goods received by a concern but not yet 

paid for. 

6. Float - The term float refers to the amount of money tied up in cheques that have been 

written, but have yet to be collected and encased. 

7. Lock- box system - The processing time with in the firm before depositing a cheque in 

the bank is eliminated. 

 

Interest rate management 

Interest rate risk exists in an interest-bearing asset, such as a loan or a bond, due to the 

possibility of a change in the asset's value resulting from the variability of interest rates. 

Interest rate risk is the risk where changes in market interest rates might adversely affect a 

bank’s financial condition. 

Interest rate risk is the risk that arises when the absolute level of interest rates fluctuate. 

Interest rate risk directly affects the values of fixed-income securities. Since interest rates and 

bond prices are inversely related, the risk associated with a rise in interest rates causes bond 

prices to fall, and vice versa. Bond investors, specifically those who invest in long-term fixed-

rate bonds, are more directly susceptible to interest rate risk. 

Suppose an individual purchases a 3% fixed-rate 30-year bond for $10,000. This bond pays $300 

per year through maturity. If, during this time, interest rates rise to 3.5%, new bonds issued pay 

$350 per year through maturity, assuming a $10,000 investment. If the 3% bondholder 

continues to hold his bond through maturity, he loses out on the opportunity to earn a higher 

interest rate. Alternatively, he could sell his 3% bond in the market and buy the bond with the 

higher interest rate. However, doing so results in the investor getting a lower price on his sale 

of 3% bonds as they are no longer as attractive to investors since the newly issued 3.5% bonds 

are also available. 

In contrast, changes in interest rates also affect equity investors but less directly than bond 

investors. This is because, for example, when interest rates rise, the corporation's cost of 

borrowing money also increases. This could result in the corporation postponing borrowing, 

which may result in less spending. This decrease in spending may slow down corporate growth 

and result in decreased profit and ultimately lower stock prices for investors. 
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What is the Impact of IRR: 

 The immediate impact of changes in interest rates is on the Net Interest Income (NII). A long 

term impact of changing interest rates is on the bank’s networth since the economic value of a 

bank’s assets, liabilities and off-balance sheet positions get affected due to variation in market 

interest rates.  

The interest rate risk when viewed from these two perspectives is known as ‘earnings 

perspective’ and ‘economic value’ perspective, respectively.   

Management of interest rate risk aims at capturing the risks arising from the maturity and 

repricing mismatches and is measured both from the earnings and economic value perspective. 

(a) Earnings perspective involves analysing the impact of changes in interest rates on 

accrual or reported earnings in the near term. This is measured by measuring the 

changes in the Net Interest Income (NII) or Net Interest Margin (NIM) i.e. the difference 

between the total interest income and the total interest expense. 

 (b) Economic Value perspective involves analysing the changes of impact og interest on 

the expected cash flows on assets minus the expected cash flows on liabilities plus the 

net cash flows on off-balance sheet items. It focuses on the risk to networth arising from 

all repricing mismatches and other interest rate sensitive positions. The economic value 

perspective identifies risk arising from long-term interest rate gaps. 

Borrowing at a floating interest rate exposes borrowers to interestrate risk, which in a rising 

interest rate environment leads to higher debt servicing costs.As the reference rate changes 

over time, borrowers who pay floating interest rates will see their interest payments fluctuate 

dependingon market conditions.Rising interest rates can negatively affect economic 

performance, putting pressure on the country’s budget and imposing either spending cuts or 

higher deficits. 

Interest rate risk arises when businesses do not know: 

(i) how much interest they might have to pay on borrowings, either already made or planned, 

or 

(ii) how much interest they might earn on deposits, either already made or planned 

Traditional and basic approaches 



Matching and smoothing 

When taking out a loan or depositing money, businesses will often have a choice of variable or 

fixed rates of interest. Variable rates are sometimes known as floating rates and they are 

usually set with reference to a benchmark such as LIBOR, the London Interbank Offered Rate. 

For example, variable rate might be set at LIBOR +3%. 

If fixed rates are available then there is no risk from interest rate increases: a $2m loan at a 

fixed interest rate of 5% per year will cost $100,000 per year. Although a fixed interest loan 

would protect a business from interest rates increases, it will not allow the business to benefit 

from interest rates decreases and a business could find itself locked into high interest costs 

when interest rates are falling and thereby losing competitive advantage. 

Similarly if a fixed rate deposit were made a business could be locked into disappointing 

returns. 

Smoothing 

In this simple approach to interest rate risk management the loans or deposits are simply 

divided so that some are fixed rate and some are variable rate. Looking at borrowings, if 

interest rates rise, only the variable rate loans will cost more and this will have less impact than 

if all borrowings had been at variable rate. Deposits can be similarly smoothed. 

There is no particular science about this. The business would look at what it could afford, its 

assessment of interest rate movements and divide its loans or deposits as it thought best. 

Matching 

This approach requires a business to have both assets and liabilities with the same kind of 

interest rate. The closer the two amounts the better. 

For example, let’s say that the deposit rate of interest is LIBOR + 1% and the borrowing rate is 

LIBOR + 4%, and that $500,000 is deposited and $520,000 borrowed. Assume that LIBOR is 

currently 3%. 

Currently: 

Annual interest paid = $520,000 x (3 + 4)/100 = $36,400 

Annual interest received = $500,000 x (3 + 1)/100 = $20,000 

Net cost = $16,400 

Now assume that LIBOR rises by 2% to 5%. 



New interest amounts: 

Annual interest paid = $520,000 x (5 + 4)/100 = $46,800 

Annual interest received = $500,000 x (5 + 1)/100 = $30,000 

Net cost = $16,800 

The increase in interest paid has been almost exactly offset by the increase in interest received. 

The extra $400 relates to the mismatch of the borrowing and deposit of $20,000 x increase in 

LIBOR of 2% = $20,000 x 2/100 = $400. 

Interest rate derivatives 

The interest rate derivatives that will be discussed are: 

(i) Interest rate futures 

(ii) Interest rate options 

(iii) Interest rate caps, floors and collars 

(iv) Interest rate swaps 

 

Interest rate futures 

Futures contracts are of fixed sizes and for given durations. They give their owners the right to 

earn interest at a given rate, or the obligation to pay interest at a given rate. 

Selling a future creates the obligation to borrow money and the obligation to pay interest 

Buying a future creates the obligation to deposit money and the right to receive interest. 

Interest rate futures can be bought and sold on exchanges such as Intercontinental Exchange 

(ICE) Futures Europe. 

The price of futures contracts depends on the prevailing rate of interest and it is crucial to 

understand that as interest rates rise, the market price of futures contracts falls. 

Think about that and it will make sense: say that a particular futures contract allows borrowers 

and lenders to pay or receive interest at 5%, which is the current market rate of interest 

available. Now imagine that the market rate of interest rises to 6%. The 5% futures contract has 

become less attractive to buy because depositors can earn 6% at the market rate but only 5% 

under the futures contract. The price of the futures contract must fall. 



Similarly, borrowers will now have to pay 6% but if they sell the future contract they have to 

pay at only 5%, so the market will have many sellers and this reduces the selling price until a 

buyer-seller equilibrium price is reached. 

 A rise in interest rates reduces futures prices. 

 A fall in interest rates increases futures prices. 

 

In practice, futures price movements do not move perfectly with interest rates so there are 

some imperfections in the mechanism. This is known as basis risk. 

The approach used with futures to hedge interest rates depends on two parallel transactions: 

 Borrow/deposit at the market rates 

 Buy and sell futures in such a way that any gain that the profit or loss on the futures 

deals compensates for the loss or gain on the interest payments. 

 

Borrowing or depositing can therefore be protected as follows: 

Depositing and earning interest 

The depositor fears that interest rates will fall as this will reduce income. 

If interest rates fall, futures prices will rise, so buy futures contracts now (at the relatively low 

price) and sell later (at the higher price). The gain on futures can be used to offset the lower 

interest earned. 

Of course, if interest rates rise the deposit will earn more, but a loss will be made on the futures 

contracts (bought at a relatively high price then sold at a lower price). 

As with FRAs, the objective is not to produce the best possible outcome, but to produce an 

outcome where the interest earned plus the profit or loss on the futures deals is stable. 

Borrowing and paying interest 

The borrower fears that interest rates will rise as this will increase expense. 

If interest rates rise, futures prices will fall, so sell futures contracts now (at the relatively high 

price) and buy later (at the lower price). The gain on futures can be used to offset the lower 

interest earned. 



Students are often puzzled by how you can sell something before you have bought it. Simply 

remember that you don’t have to deliver the contract when you sell it: it is a contract to be 

fulfilled in the future and it can be completed by buying in the future. 

Of course, if interest rates fall the loan will cost less, but a loss will be made on the futures 

contracts (sold at a relatively low price then bought at a higher price). 

Once again, the aim is stability of the combined cash flows. 

Summary 

The summary rule for interest rate futures is: 

 Depositing: buy futures then sell 

 Borrowing: sell futures then buy 

 

Interest rate options 

Interest rate options allow businesses to protect themselves against adverse interest rate 

movements while allowing them to benefit from favourable movements. They are also known 

as interest rate guarantees. Options are like insurance policies: 

1. You pay a premium to take out the protection. This is non-returnable whether or not 

you make use of the protection. 

2. If interest rates move in an unfavourable direction you can call on the insurance. 

3. If interest rates move favourable you ignore the insurance. 

 

Options are taken on interest rate futures contracts and they give the holder the right, but not 

the obligation, either to buy the futures or sell the futures at an agreed price at an agreed date. 

Using options when borrowing 

As explained above, if using simple futures contracts the business would sell futures now then 

buy later. 

When using options, the borrower takes out an option to sell futures contracts at today’s price 

(or another agreed price). Let’s say that price is 95. An option to sell is known as a put option 

(think about putting something up for sale). 

If interest rates rise the futures contract price will fall, let’s say to 93. Therefore the borrower 

will buy at 93 and will then choose to exercise the option by exercising their right to sell at 95. 

The gain on the options is used to offset the extra interest that has to be paid. 



If interest rates fall the futures contract price will rise, let’s say to 97. Clearly, the borrower 

would not buy at 97 then exercise the option to sell at 95, so the option is allowed to lapse and 

the business will simply benefit from the lower interest rate. 

Using options when depositing 

As explained above, if using simple futures contracts the business would buy futures now and 

then sell later. 

When using options, the investor takes out an option to buy futures contracts at today’s price 

(or another agreed price). Let’s say that price is 95. An option to buy is known as a call option. 

If interest rates fall the futures contract price will rise, let’s say to 97. The investor would 

therefore sell at 97 then exercise the option to buy at 95. The gain on the options is used to 

offset the lower interest that has been earned. 

If interest rates rise the futures contract price will fall, let’s say to 93. Clearly, the investor 

would not sell futures at 93 and exercise the option by insisting on their right to sell at 95. The 

option is allowed to lapse and the investor enjoys extra income form the higher interest rate. 

Options therefore give borrowers and lenders a way of guaranteeing minimum income or 

maximum costs whilst leaving the door open to the possibility of higher income or lower costs. 

These ‘heads I win, tails you lose’ benefits have to be paid for and a non-

returnable premium has to be paid up front to acquire the options. 

Interest rate caps, floors and collars 

Interest rate cap:  

A cap involves using interest rate options to set a maximum interest rate for borrowers. If the 

actual interest rate is lower, the option is allowed to lapse. 

Interest rate floors:  

A floor involves using interest rate options to set a minimum interest rate for investors. If the 

actual interest rate is higher the investor will let the option lapse. 

Interest rate collar:  

A collar involves using interest rate options to confine the interest paid or earned within a pre-

determined range. A borrower would buy a cap and sell a floor, thereby offsetting the cost of 

buying a cap against the premium received by selling a floor. A depositor would buy a floor and 

sell a cap. 



Interest rate swaps 

Interest rate swaps allow companies to exchange interest payments on an agreed notional 

amount for an agreed period of time. Swaps may be used to hedge against adverse interest rate 

movements or to achieve a desired balanced between fixed and variable rate debt. 

Interest rate swaps allow both counterparties to benefit from the interest payment exchange 

by obtaining better borrowing rates than they are offered by a bank. 

Interest rate swaps are arranged by a financial intermediary such as a bank, so the 

counterparties may never meet. However, the obligation to meet the original interest 

payments remains with the original borrower if a counterparty defaults, but this counterparty 

risk is reduced or eliminated if a financial intermediary arranges the swap. 

The most common type of swap involves exchanging fixed interest payments for variable 

interest payments on the same notional amount. This is known as a plain vanilla swap. 

Interest rate swaps allow companies to hedge over a longer period of time than other interest 

rate derivatives, but do not allow companies to benefit from favourable movements in interest 

rates. 

Another form of swap is a currency swap, which is also an interest rate swap. Currency swaps 

are used to exchange interest payments and the principal amounts in different currencies over 

an agreed period of time. They can be used to eliminate transaction risk on foreign currency 

loans. An example would be a swap that exchanges fixed rate dollar debt for fixed rate euro 

debt. 

 

Management of credit and operational risk 

Operational risk 

Operational risk is "the risk of a change in value caused by the fact that actual losses, incurred 

for inadequate or failed internal processes, people and systems, or from external events 

(including legal risk), differ from the expected losses". 

Basel II seven event type categories 

The following lists the seven official Basel II event types with some examples for each category:  

1. Internal Fraud – misappropriation of assets, tax evasion, intentional mismarking of positions, 

bribery 

2. External Fraud – theft of information, hacking damage, third-party theft and forgery 

https://en.wikipedia.org/wiki/Bribery


3. Employment Practices and Workplace Safety – discrimination, workers compensation, employee 

health and safety 

4. Clients, Products, and Business Practice – market manipulation, antitrust, improper trade, 

product defects, fiduciary breaches, account churning 

5. Damage to Physical Assets – natural disasters, terrorism, vandalism 

6. Business Disruption and Systems Failures – utility disruptions, software failures, hardware 

failures 

7. Execution, Delivery, and Process Management – data entry errors, accounting errors, failed 

mandatory reporting, negligent loss of client assets 

Regular monitoring activities can offer the advantage of quicklydetecting and correcting 

deficiencies in the policies, processes and proceduresfor managing operational risk. Promptly 

detecting and addressing thesedeficiencies can substantially reduce the potential frequency 

and/or severity of aloss event. 

Risk management is the process of mitigating the risks faced by a bank. Withregard to 

operational risk, several methods may be adopted for mitigating the risk.For example, losses 

that might arise on account of natural disasters can beinsured against. Losses that might arise 

from business disruptions due totelecommunication or electrical failures can be mitigated by 

establishingredundant backup facilities. Loss due to internal factors, like employee fraud 

orproduct flaws, which may be difficult to identify and insure against, can bemitigated through 

strong internal auditing procedures. 

Credit risk management 

Credit risk refers to the probability of loss due to a borrower’s failure to make payments on any type of 

debt.  

In the first resort, the risk is that of the lender and includes lost principal and interest, disruption 

to cash flows, and increased collection costs. The loss may be complete or partial. In an efficient 

market, higher levels of credit risk will be associated with higher borrowing costs.
[2]

 Because of 

this, measures of borrowing costs such as yield spreads can be used to infer credit risk levels 

based on assessments by market participants.
[3][4]

  

Losses can arise in a number of circumstances,
[5]

 for example:  

 A consumer may fail to make a payment due on a mortgage loan, credit card, line of credit, or 

other loan. 

 A company is unable to repay asset-secured fixed or floating charge debt. 

 A business or consumer does not pay a trade invoice when due. 

 A business does not pay an employee's earned wages when due. 

 A business or government bond issuer does not make a payment on a coupon or principal 

payment when due. 

 An insolvent insurance company does not pay a policy obligation. 

 An insolvent bank won't return funds to a depositor. 

 A government grants bankruptcy protection to an insolvent consumer or business. 
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To reduce the lender's credit risk, the lender may perform a credit check on the prospective 

borrower, may require the borrower to take out appropriate insurance, such as mortgage 

insurance, or seek security over some assets of the borrower or a guarantee from a third party. 

The lender can also take out insurance against the risk or on-sell the debt to another company. In 

general, the higher the risk, the higher will be the interest rate that the debtor will be asked to pay 

on the debt. Credit risk mainly arises when borrowers are unable to pay due willingly or 

unwillingly.  

Lenders mitigate credit risk in a number of ways, including:  

 Risk-based pricing – Lenders may charge a higher interest rate to borrowers who are 

more likely to default, a practice called risk-based pricing. Lenders consider factors 

relating to the loan such as loan purpose, credit rating, and loan-to-value ratio and 

estimates the effect on yield (credit spread). 

 Covenants – Lenders may write stipulations on the borrower, called covenants, into loan 

agreements, such as:
[22]

  

o Periodically report its financial condition, 

o Refrain from paying dividends, repurchasing shares, borrowing further, or other 

specific, voluntary actions that negatively affect the company's financial position, 

and 

o Repay the loan in full, at the lender's request, in certain events such as changes in 

the borrower's debt-to-equity ratio or interest coverage ratio. 

 Credit insurance and credit derivatives – Lenders and bond holders may hedge their 

credit risk by purchasing credit insurance or credit derivatives. These contracts transfer 

the risk from the lender to the seller (insurer) in exchange for payment. The most 

common credit derivative is the credit default swap. 

 Tightening – Lenders can reduce credit risk by reducing the amount of credit extended, 

either in total or to certain borrowers. For example, a distributor selling its products to a 

troubled retailer may attempt to lessen credit risk by reducing payment terms from net 30 

to net 15. 

 Diversification – Lenders to a small number of borrowers (or kinds of borrower) face a 

high degree of unsystematic credit risk, called concentration risk.
[23]

 Lenders reduce this 

risk by diversifying the borrower pool. 

 Deposit insurance – Governments may establish deposit insurance to guarantee bank 

deposits in the event of insolvency and to encourage consumers to hold their savings in 

the banking system instead of in cash. 

 

Treasury operations and management 

Treasury management (or treasury operations) includes management of an enterprise's 

holdings, with the ultimate goal of managing the firm's liquidity and mitigating its operational, 

financial and reputational risk. Treasury Management includes a firm's collections, 

disbursements, concentration, investment and funding activities. In larger firms, it may also 
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include trading in bonds, currencies, financial derivatives and the associated financial risk 

management. 

For non-banking entities, the terms Treasury Management and Cash Management are 

sometimes used interchangeably, while, in fact, the scope of treasury management is larger 

(and includes funding and investment activities mentioned above). In general, a company's 

treasury operations comes under the control of the CFO, Vice-President / Director of Finance or 

Treasurer, and is handled on a day-to-day basis by the organization's treasury staff, controller, 

or comptroller.  

Bank Treasuries may have the following departments:  

 A Fixed Income or Money Market desk that is devoted to buying and selling interest 

bearing securities 

 A Foreign exchange or "FX" desk that buys and sells currencies 

 A Capital Markets or Equities desk that deals in shares listed on the stock market. 

Functions 

The significant core functions of a corporate treasury department include:  

Cash and Liquidity Management 

Cash and liquidity management is often described as treasury's 'primary duty.' Essentially, a 

company needs to be able to meet its financial obligations as they fall due, i.e. to pay 

employees, suppliers, lenders and shareholders. This can also be described as the need to 

maintain liquidity, or solvency of the company: a company needs to have the funds available 

that will enable it to stay in business.[1] In addition to dealing with payment transactions; cash 

management also includes planning, account organisation, cash flow monitoring, managing 

bank accounts, electronic banking, pooling and netting as well as the functions of in-house 

banks.[2]  

Risk Management 

Risk management is the discipline of managing financial risks to allow the company to meet its 

financial obligations and ensure predictable business performance. The aim of Risk 

Management is to identify, measure, and manage risks that could have a significant impact on 

the business. It is important to note that the objective is not to eliminate all risk. Taking risk is a 

critical part of any business – no risk no gain. It is important, however, to take risks only in areas 

that the business has competitive advantage. For example, an automotive company will want to 

take risks in design and engineering but will want to avoid risks in currencies and interest rates. 

On the other hand, a bank will be in a position to take risks in currencies and interest rates but 

will avoid operational and regulatory risks.[3]  
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Treasurers are typically responsible for managing:  

 Liquidity Risk is the risk that the company is unable to fund itself or is unable to meet its 

obligations; 

 Market Risk (or price risk) is the risk that changes in market prices (typically foreign 

exchange, interest rates, commodities) cause losses to the business; 

 Credit Risk is the risk that a counter party default causes loss to the business; 

 Operational Risk is the risk that fraud or error cause losses to the business. 

Corporate Finance 

Looking after contacts with banks and rating agencies, as well as discussions with credit insurers 

and, if applicable, suppliers concerning periods allowed for payment, in conjunction with the 

procurement of finance, also form part of the treasurer’s core business.[2]  

The treasury department of a bank is responsible for balancing and managing the daily cash 

flow and liquidity of funds within the bank. The department also handles the bank's 

investments in securities, foreign exchange, asset/liability management and cash instruments. 

Treasury Management • Treasury generally refers to the funds and revenue at the disposal of 
the bank and day-to-day management of the same. • The treasury acts as the custodian of cash 
and other liquid assets. • The art of managing, within the acceptable level of risk, the 

consolidated fund of the bank optimally and profitably is called Treasury Management. • It is 
the window through which banks raise funds or place funds for its operations. 

The Balance Sheet of a modern bank comprises Treasury Assets and Liabilities on one hand, and 

Non- treasury Assets and Liabilities on the other. Generally, when a particular asset or liability is 

created through a transaction in the inter-bank market and if it can be negotiated or sold in the 

market, it becomes a part of the treasury portfolio of the bank.  

When a bank borrows money from the money market or bond market, it is said to have 

undertaken a treasury liability, whereas the deposits in the form of current, savings accounts 

and term deposits from customers are not treasury liabilities, as they are not created by market 

borrowing.  

Historically, loans and advances have been the major source of earnings for the banks. 

However, with the globalisation and economic liberalisation, the banks are confronted with 

severe competition and have been compelled to look for alternative source of profit. The large 

banks operate both in the domestic financial market as well as the international financial 

market, for both borrowing and investment purposes.  

This is done by the treasury division of the bank, whose main functions are of following two 

types:  
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(a) Ensuring strict compliance with the statutory requirements of maintaining the stipulated 

Cash Reserve Ratio (CRR) and Statutory Liquidity Ratio (SLR).  

(b) Management of bank’s liquidity by:  

 (i) Optimum profitable investment of surplus resources;  

(ii) Raising additional funds required to meet credit demands at optimal cost; and  

(iii) Managing the market and liquidity risks in the transactions undertaken by the treasury.  

The treasury department of a bank also deals in foreign exchange and provides a ‘cover’ to the 

customers of the bank in respect of their foreign currency exposure on account of their trading 

operations, viz., exports, imports, remittances, etc. The treasury further provides different 

hedging and derivatives products to manage the-interest rates and exchange risks of the 

customers of the bank. Liquidity management and asset-liability management, both in domestic 

and foreign exchange resources, are also the important functions of the treasury.  

Basic treasury functions also include:  

Domestic Operations:  

1. Maintenance of statutory reserves, viz., CRR and SLR.  

2. Managing liquidity.  

3. Profitable deployment of surplus resources.  

4. Arbitrage operation and making profit.  

5. Hedge and cover operations.  

Foreign Exchange Operations:  

1. Funding and managing foreign currency assets and liabilities.  

2. Extending cover to foreign exchange trade transactions.  

3. Arbitrage operations in foreign currency.  

4. Providing hedge and other cover to mitigate the forex risks undertaken by the bank’s 

customers.  

 



The process of administering to the financial assets and holdings of a business. The goal of 

most treasury management departments is to optimize their company's liquidity, make sound 

financial investments for the future with any excess cash, and reduce or enter into hedges 

against its financial risks. 

The treasury department of a bank is responsible for balancing and managing the daily cash 

flow and liquidity of funds within the bank. The department also handles the bank's 

investments in securities, foreign exchange, asset/liability management and cash instruments 

The key goal of treasury management is planning, organizing and controlling cash assets to 

satisfy the financial objectives of the organization. The goal may be to maximize the return on 

the available cash, or minimize interest cost or mobilize as much cash as possible for corporate 

ventures. 

Treasury management involves the process of managing the cash, investments and other 

financial assets of the business. The goal of these activities is to optimize current and medium-

term liquidity and make solid financial decisions involving invested and investable assets. 

 

Capital adequacy 

Along with profitability and safety, banks also give importance to Solvency. Solvency refers to 

the situation where assets are equal to or more than liabilities. A bank should select its assets in 

such a way that the shareholders and depositors' interest are protected. 

1. Prudential Norms 

The norms which are to be followed while investing funds are called "Prudential Norms." They 

are formulated to protect the interests of the shareholders and depositors. Prudential Norms 

are generally prescribed and implemented by the central bank of the country. Commercial 

Banks have to follow these norms to protect the interests of the customers. 

For international banks, prudential norms were prescribed by the Bank for International 

Settlements popularly known as BIS. The BIS appointed a Basle Committee on Banking 

Supervision in 1988. 

2. Basel Committee 

Basel committee appointed by BIS formulated rules and regulation for effective supervision of 

the central banks. For this it, also prescribed international norms to be followed by the central 
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banks. This committee prescribed Capital Adequacy Norms in order to protect the interests of 

the customers. 

3. Definition of Capital Adequacy Ratio 

Capital Adequacy Ratio (CAR) is defined as the ratio of bank's capital to its risk assets. Capital 

Adequacy Ratio (CAR) is also known as Capital to Risk (Weighted) Assets Ratio (CRAR). 

India and Capital Adequacy Norms 

The Government of India (GOI) appointed the Narasimham Committee in 1991 to suggest 

reforms in the financial sector. In the year 1992-93 the Narasimhan Committee submitted its 

first report and recommended that all the banks are required to have a minimum capital of 8% 

to the risk weighted assets of the banks. The ratio is known as Capital to Risk Assets Ratio 

(CRAR). All the 27 Public Sector Banks in India (except UCO and Indian Bank) had achieved the 

Capital Adequacy Norm of 8% by March 1997. 

The Second Report of Narasimham Committee was submitted in the year 1998-99. It 

recommended that the CRAR to be raised to 10% in a phased manner. It recommended an 

intermediate minimum target of 9% to be achieved by the year 2000 and 10% by 2002.  

Concepts of Capital Adequacy Norms 

 

Capital Adequacy Norms included different Concepts, explained as follows :- 

1. Tier-I Capital 

Capital which is first readily available to protect the unexpected losses is called as Tier-I Capital. 

It is also termed as Core Capital. 

Tier-I Capital consists of :- 

1. Paid-Up Capital. 

2. Statutory Reserves. 

3. Other Disclosed Free Reserves : Reserves which are not kept side for meeting any 

specific liability. 

4. Capital Reserves : Surplus generated from sale of Capital Assets. 

2. Tier-II Capital 

Capital which is second readily available to protect the unexpected losses is called as Tier-II 

Capital. 
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Tier-II Capital consists of :- 

1. Undisclosed Reserves and Paid-Up Capital Perpetual Preference Shares. 

2. Revaluation Reserves (at discount of 55%). 

3. Hybrid (Debt / Equity) Capital. 

4. Subordinated Debt. 

5. General Provisions and Loss Reserves. 

There is an important condition that Tier II Capital cannot exceed 50% of Tier-I Capital for 

arriving at the prescribed Capital Adequacy Ratio. 

3. Risk Weighted Assets 

Capital Adequacy Ratio is calculated based on the assets of the bank. The values of bank's 

assets are not taken according to the book value but according to the risk factor involved. The 

value of each asset is assigned with a risk factor in percentage terms. 

Suppose CRAR at 10% on Rs. 150 crores is to be maintained. This means the bank is expected to 

have a minimum capital of Rs. 15 crores which consists of Tier I and Tier II Capital items subject 

to a condition that Tier II value does not exceed 50% of Tier I Capital. Suppose the total value of 

items under Tier I Capital is Rs. 5 crores and total value of items under Tier II capital is Rs. 10 

crores, the bank will not have requisite CRAR of Rs. 15 Crores. This is because a maximum of 

only Rs. 2.5 Crores under Tier II will be eligible for computation. 

4. Subordinated Debt 

These are bonds issued by banks for raising Tier II Capital. 

They are as follows :- 

1. They should be fully paid up instruments. 

2. They should be unsecured debt. 

3. They should be subordinated to the claims of other creditors. This means that the bank's 

holder's claims for their money will be paid at last in order of preference as compared 

with the claims of other creditors of the bank. 

4. The bonds should not be redeemable at the option of the holders. This means the 

repayment of bond value will be decided only by the issuing bank. 

 

Profit planning 

1. Analysis of Financial Statement of a Bank. 



 

The profit & loss A/c of a bank shows the level of earnings generated from the past operations 

and expenses incurred to manage the same. On the basis of these data, a number of ratios can be 

worked out to measure the efficiency of a bank for a given level of operations. These ratios can 

be applied to budgeted level of operations to work out the estimated level of profitability of the 

bank. Thus, improvement of the performance in respect of the profitability position of a branch is 

possible if the branch management analysis carefully the past trend of the activities as reflected 

in the past data collection in various forms and also the present working situation at the branch 

level. 

 

To analysis the profitability performance of a bank the following financial ratios can be 

employed: 

 

i) Spread Ratios: Spread is the difference between interest earned and interest paid 

by the bank. Spread is the net amount available to the bank for meeting its operating 

administrative and management expenses. Since money is the raw material of a bank, so it must 

relate all its performance and profitability to the net earning from funds. The three spread ratios 

to be employed are as under: 

 

a. Interest Earned as Percentage of Working Funds: This ratio is an indicator of the rate at 

which a bank earns income by lending funds. The major components of interest earning 

consist of interest and discount earned on advances and income from investment. 

b. Interest Paid as Percentage of Working Funds: This ratio is an indicator of the rate at 

which a bank incurs expenditure by borrowing funds. The major components of interest 

expenditure consist of interest paid on deposit and interest paid on borrowings. 

c. Spread as Percentage of Working Funds: The ratio furnishes a cushion for meeting 

expenses of management and administration. 

ii) Burden Ratios: Burden represents non-interest expenditure not covered by non-

interest income. The burden ratios are: 

a) Non-interest Expenditure as Percentage of Working Funds: This ratio is an 

indicator to what extent the non-interest expenditure is paid by a bank. Non-interest 

Expenditure of a bank represents manpower and other expenses. 

b) Non-interest Income as Percentage of Working Funds: It shows the ability of a 

bank to earn non-interest income. Higher the non-interest income ensures the lower the 

burden to a bank. Non-interest Income of banks represents income earned by the way of 

commission, exchange, brokerage, service charges and other miscellaneous receipts. 

c) Burden as Percentage of Working Funds: This ratio is one of the important 

indicators to evaluate the management efficiency of a bank. 

  



iii) Profitability Ratios: Profitability Ratio serves as an important indicator of the 

efficiency with which the operations of the bank are earned on. These include: 

 a) Net Profit as Percentage of Total Income: This ratio reflects the income 

generating capacity of the banks. Net profit here implies the balance of profit as per profit 

and loss account of the bank and total income consists of interest, discount, commission, 

exchange, brokerage, service charges and other miscellaneous receipts of the banks. 

 b)  Net Profit as Percentage of Total Deposit: It shows the amount of profit 

per one hundred taka deposit. The total deposit of a bank consists of fixed deposit, 

Savings deposit and current deposit. 

 c) Net Profit as Percentage of Working Funds:  This ratio indicates the 

efficiency with which a bank deploys its total resources or working funds so as to 

maximize its profits. Thus, the ratio serves as an index to the degree of assets utilization 

by banks. 

  

1. Break-Even Point Analysis at the Branch Level: 

Break-even point implies that level of volume (output/ sales) in a unit or 

department at which total revenue equals total cost. A unit, which is operating at a 

volume lower than the break-even point, would like to devise strategies first for 

reaching and then crossing this point at the earliest. 

  

Computation of Break-Even point 

 

  

 

Chart for various level of volumes 

 

(Tk in ‘000) 

 

Deposit 

Level 

Fixed Cost Variable 

Cost 

Total Cost Total 

Revenue 

Surplus/ 

Deficit 

0 134.50 - 134.50 0 -134.50 

2500 134.50 58.00 192.50 86.25 -106.75 

5000 134.50 116.00 250.50 172.50 -78.00 

7500 134.50 174.00 308.50 258.75 - 49.75 

10,000 134.50 232.00 366.50 345.00 21.50 

12,500 134.50 290.00 424.00 431.25 + 6.75 

15,000 134.50 348.00 482.50 517.50 + 35.00 

 



  

 

Theoretical concepts and working: 
 

1) The first step in preparing the break-even chart for branch is to classify various expenses 

into fixed and variable categories. Usually for a branch, interest paid on deposits will vary on 

volume; hence it is a variable expense for the branch. Similarly, postage, printing & stationary 

and traveling & conveyance charge are also variable in nature, the sum of these four items in the 

above example will come Tk. 287.00 thousand. The remaining expenses may be taken as fixed in 

nature and this is about Tk. 134.00 thousand. 

 

2) The branch is a multi-product unit which sales deposit, advances, ancillary services and 

so on. One way to preparing the break-even analysis for the branch may be to take the volume of 

deposits as the output or sales of the branch. 

 

Ways to achieve greater profits 

1. Relationship building 

2. Customised services 

3. E- commerce services 

4. Automating customer care 

5. Cross selling 

 

Managing NPA 

A performing asset is an advance which generates income to the bank by way of interest and 

other charges. A non-performing asset in the banking sector may be referred to an asset not 

contributing to the income of the bank or which does not generate income for the bank. In 

other words, an advance account, which ceases to yield income, is a non-performing asset. If 

the customers do not repay principal amount and interest for a certain period of time then such 

loans become Non-performing assets (NPA).Thus non-performing assets are basically non-

performing loans.Banks are not allowed to book any income from NPAs. They have to make 

provision for NPAs or keep money aside in case they cannot collect from the borrower, which 

affects profitability adversely. 

A Non-performing asset (NPA) is defined as a credit facility in respect of which the interest 

and/or installment of principal has remained ‘past due’ for a specified period of time. In simple 

terms, an asset is tagged as non performing when it ceases to generate income for the lender. 

https://en.wikipedia.org/wiki/Credit_facility
https://en.wikipedia.org/wiki/Interest
https://en.wikipedia.org/wiki/Bond_(finance)#Principal


Once the borrower has failed to make interest or principal payments for 90 days the loan is 

considered to be a non-performing asset. Non-performing assets are problematic for financial 

institutions since they depend on interest payments for income. Troublesome pressure from 

the economy can lead to a sharp increase in NPLs and often results in massive write-downs.  

With a view to moving towards international best practices and to ensure greater transparency, 

it has been decided to adopt the ‘90 days’ overdue’ norm for identification of NPA, from the 

year ending March 31, 2004. Accordingly, with effect from March 31, 2004, a non-performing 

asset (NPA)is a loan or an advance where;  

 Interest and/or installment of principal remain overdue for a period of more than 91 

days in respect of a term loan, 

 The account remains ‘out of order’ for a period of more than 90 days, in respect of an 

Overdraft/Cash Credit (OD/CC), 

 The bill remains overdue for a period of more than 90 days in the case of bills purchased 

and discounted, 

 Interest and/or installment of principal remains overdue for two harvest seasons but for 

a period not exceeding two half years in the case of an advance granted for agricultural 

purposes, and 

 Any amount to be received remains overdue for a period of more than 90 days in 

respect of other accounts. 

 Non submission of Stock Statements for 3 Continuous Quarters in case of Cash Credit 

Facility. 

 No active transactions in the account (Cash Credit/Over Draft/EPC/PCFC) for more than 

91days 

CATEGORIES OF NPA • Substandard Assets – Which has remained NPA for a period less than or 

equal to 12 months. • Doubtful Assets – Which has remained in the sub-standard category for a 

period of 12 months • Loss Assets – where loss has been identified by the bank or internal or 

external auditors or the RBI inspection but the amount has not been written off wholly. 

Problems caused by NPAs 

NPAs do not just reflect badly in a bank’s account books, they adversely impact the national 

economy. Following are some of the repercussions of NPAs:  

 Depositors do not get rightful returns and many times may lose uninsured deposits. 

Banks may begin charging higher interest rates on some products to compensate NPL 

losses 

 Bank shareholders are adversely affected 

 Bad loans imply redirecting of funds from good projects to bad ones. Hence, the 

economy suffers due to loss of good projects and failure of bad investments. 

 When bank do not get loan repayment or interest payments, liquidity problems may 

ensue. 
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Recovering Losses  

Lenders generally have four options to recoup some or all losses resulting from nonperforming 

assets. When companies struggle to service debt, lenders take proactive steps to restructure 

loans to maintain cash flow and avoid classifying loans as nonperforming. When defaulted loans 

are collateralized by borrowers' assets, lenders can take possession of the collateral and sell it 

to cover losses. 

Lenders can also convert bad loans into equity, which may appreciate to the point of full 

recovery of principal lost in the defaulted loan. When bonds are converted to new equity 

shares, the value of the original shares is usually eliminated. As a last resort, banks can sell bad 

debts at steep discounts to companies that specialize in loan collections. Lenders typically sell 

defaulted loans that are unsecured or when methods of recovery are not cost-effective. 

Lenders can spread loss on sale over two years provided loss is fully disclosed.  

For the effective management of NPA accounts the following steps are necessarily to be 

initiated. 

1. 'Prevention is better than cure.' At the outset the banks should undertake actions as per 

RBI guidelines on Prevention of slippage of NPA accounts and those banks who fail to 

take such steps should be penalized for their non compliance of RBI directions. Forensic 

audit is to be initiated wherever found necessary. 

2.  Identify whether the borrower is a willful defaulter beyond any doubt and having 

declared as willful defaulter, stringent action should be taken since such borrowers do 

not deserve any remedy. 

3. If the defaulter is a victim of circumstances beyond his control, then identify of such 

circumstances and analyze the reasons and based on the findings appropriate steps are 

to be taken to arrest the trend and initiate remedial measures by following RBI direction 

on Resolution of Stressed Assets and Corrective Action Plan with constant and 

continuous monitoring and follow up without complacency and letup involving the 

borrower also. 

4. Banks and financial institutions should be allowed to take their own decisions without 

fear or favour which will serve them the best. The prevailing 'FEAR PSYCHOSIS' should 

be removed so that the bank officials can take bold decisions. 

5. A well and specially trained knowledgeable and inspired work force of all categories of 

employees is to be created at all levels to deal effectively with NPA accounts. 

6. A customer education and awareness programme should be initiated and conducted 

regularly regarding law and practice of banking and the importance of keeping their 

accounts in good health. Bank officials from top to bottom should spend quality time 

with their customers periodically particularly with borrowers to understand their 

problems and predicaments to find solutions with the involvement of customers / 

borrowers. 
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7. Compulsory periodical review of performance, audit and study on credit sanction and 

monitoring by competent and knowledgeable professionals and if necessary with the 

help of outside competent experts in the field are to be undertaken for large accounts 

particularly coming under infrastructure, power and other core industries with the 

participation of the borrowers to take remedial measures, if required, without delay 

within a time frame. 

8. If all means of restructuring / rehabilitation fail, then alone legal steps are to be initiated 

for the recovery of debts. Recovery measures should not be an infringement into the 

fundamental rights and human rights of the stake holders.  It should be made with a 

human touch taking into account the sensitive issues involved in it. 

 



MBI Unit 3 notes 

History of insurance in India 
 
 

  

In India, insurance has a deep-rooted history. It finds mention in the writings of Manu ( 

Manusmrithi ), Yagnavalkya ( Dharmasastra ) and Kautilya ( Arthasastra ). The writings talk in 

terms of pooling of resources that could be re-distributed in times of calamities such as fire, 

floods, epidemics and famine. This was probably a pre-cursor to modern day insurance. 

Ancient Indian history has preserved the earliest traces of insurance in the form of marine 

trade loans and carriers’ contracts. Insurance in India has evolved over time heavily drawing 

from other countries, England in particular.  

  

   1818 saw the advent of life insurance business in India with the establishment of the 

Oriental Life Insurance Company in Calcutta. This Company however failed in 1834. In 1829, 

the Madras Equitable had begun transacting life insurance business in the Madras Presidency. 

1870 saw the enactment of the British Insurance Act and in the last three decades of the 

nineteenth century, the Bombay Mutual (1871), Oriental (1874) and Empire of India (1897) 

were started in the Bombay Residency. This era, however, was dominated by foreign 

insurance offices which did good business in India, namely Albert Life Assurance, Royal 

Insurance, Liverpool and London Globe Insurance and the Indian offices were up for hard 

competition from the foreign companies.  

  

     In 1914, the Government of India started publishing returns of Insurance Companies in 

India. The Indian Life Assurance Companies Act, 1912 was the first statutory measure to 

regulate life business. In 1928, the Indian Insurance Companies Act was enacted to enable the 

Government to collect statistical information about both life and non-life business transacted 

in India by Indian and foreign insurers including provident insurance societies. In 1938, with a 

view to protecting the interest of the Insurance public, the earlier legislation was consolidated 

and amended by the Insurance Act, 1938 with comprehensive provisions for effective control 

over the activities of insurers. 

  

   The Insurance Amendment Act of 1950 abolished Principal Agencies. However, there were a 

large number of insurance companies and the level of competition was high. There were also 

allegations of unfair trade practices. The Government of India, therefore, decided to 

nationalize insurance business. 

  

      An Ordinance was issued on 19th January, 1956 nationalising the Life Insurance sector and 

Life Insurance Corporation came into existence in the same year. The LIC absorbed 154 Indian, 

16 non-Indian insurers as also 75 provident societies—245 Indian and foreign insurers in all. 

The LIC had monopoly till the late 90s when the Insurance sector was reopened to the private 

sector.  

  



     The history of general insurance dates back to the Industrial Revolution in the west and 

the consequent growth of sea-faring trade and commerce in the 17th century. It came to India 

as a legacy of British occupation. General Insurance in India has its roots in the establishment 

of Triton Insurance Company Ltd., in the year 1850 in Calcutta by the British. In 1907, the 

Indian Mercantile Insurance Ltd, was set up. This was the first company to transact all classes 

of general insurance business.  

1957 saw the formation of the General Insurance Council, a wing of the Insurance Associaton 

of India. The General Insurance Council framed a code of conduct for ensuring fair conduct 

and sound business practices.  

  

    In 1968, the Insurance Act was amended to regulate investments and set minimum solvency 

margins. The Tariff Advisory Committee was also set up then.  

  

    In 1972 with the passing of the General Insurance Business (Nationalisation) Act, general 

insurance business was nationalized with effect from 1st January, 1973. 107 insurers were 

amalgamated and grouped into four companies, namely National Insurance Company Ltd., the 

New India Assurance Company Ltd., the Oriental Insurance Company Ltd and the United India 

Insurance Company Ltd. The General Insurance Corporation of India was incorporated as a 

company in 1971 and it commence business on January 1sst 1973.  

  

     This millennium has seen insurance come a full circle in a journey extending to nearly 200 

years. The process of re-opening of the sector had begun in the early 1990s and the last 

decade and more has seen it been opened up substantially. In 1993, the Government set up a 

committee under the chairmanship of RN Malhotra, former Governor of RBI, to propose 

recommendations for reforms in the insurance sector.The objective was to complement the 

reforms initiated in the financial sector. The committee submitted its report in 1994 wherein , 

among other things, it recommended that the private sector be permitted to enter the 

insurance industry. They stated that foreign companies be allowed to enter by floating Indian 

companies, preferably a joint venture with Indian partners.  

  

     Following the recommendations of the Malhotra Committee report, in 1999, the Insurance 

Regulatory and Development Authority (IRDA) was constituted as an autonomous body to 

regulate and develop the insurance industry. The IRDA was incorporated as a statutory body 

in April, 2000. The key objectives of the IRDA include promotion of competition so as to 

enhance customer satisfaction through increased consumer choice and lower premiums, 

while ensuring the financial security of the insurance market.  

  

     The IRDA opened up the market in August 2000 with the invitation for application for 

registrations. Foreign companies were allowed ownership of up to 26%. The Authority has the 

power to frame regulations under Section 114A of the Insurance Act, 1938 and has from 2000 

onwards framed various regulations ranging from registration of companies for carrying on 

insurance business to protection of policyholders’ interests.  

  



    In December, 2000, the subsidiaries of the General Insurance Corporation of India were 

restructured as independent companies and at the same time GIC was converted into a 

national re-insurer. Parliament passed a bill de-linking the four subsidiaries from GIC in July, 

2002.  

  

     Today there are 31 general insurance companies including the ECGC and Agriculture 

Insurance Corporation of India and 24 life insurance companies operating in the country.  

  

     The insurance sector is a colossal one and is growing at a speedy rate of 15-20%. Together 

with banking services, insurance services add about 7% to the country’s GDP. A well-

developed and evolved insurance sector is a boon for economic development as it provides 

long- term funds for infrastructure development at the same time strengthening the risk 

taking ability of the country.  

 

Evolution of the Indian Insurance Industry 

 

 

The concept of pooling resources is as old as the hills for Indians. The writings of 

Dharmashastra, Manusmrithi and Arthashastra speak about importance of pooling resources 

to face calamities like floods, fire, epidemics and famine. The modern day Insurance is 

conceived from this mythological archetype. 

 

The insurance industry is the backbone of country’s Risk Management. The beginning of the 

Indian insurance industry dates back to the nineteenth century. In 1818, Europeans started 

Oriental Life Insurance Company in Kolkata (Calcutta) to exclusively serve their community. 

Colonial masters with racial prejudice unfairly characterised the age and premium for Indians. 

The Indian policy holders paid more premium than European counterparts. Indians 

desperately wished for Indian insurance companies to set foot in the market. Bombay Mutual 

Life Assurance Society started in 1870 was the first Indian insurance company to cover the 

lives of the Indians at normal rates. Triton Insurance Company Ltd in the year 1850 is the first 

general insurance company. Gradually insurance business fledged into a huge sector boosting 

the economy of India.  

 

Only during the early years of twentieth century new companies started mushrooming in 

India. In order to regulate these insurance companies, Life Insurance Companies Act and 

Provident Fund Act were passed in 1912. Evolution of insurance industry has undergone three 

phases, Pre-Nationalisation, Nationalisation and Privatisation. The Insurance industry was 

nationalised only after passing Life Insurance Corporation Act of 1956. There were more than 

two hundred insurance companies of both Indian and European origin. 

 

Even after the nationalisation, government Insurance companies were not making profit. 



Privatisation was a preferable solution for effective distribution and implementation of 

marketing strategies. With privatisation insurance industry almost changed overnight. 

Competition forced providers to advertise their products effectively. Once the gates were 

thrown open to the private players insurance industry improved remarkably. Along with 

safeguarding lives and property, insurance companies also offered enormous job 

opportunities. The privatization helped to increase efficiency of insurance business. Many new 

private companies came up with attractive products. Some of the major private players in the 

Indian market are ICICI Prudential, Bajaj Allainz Life Insurance, Tata AIG life, Kotak Life 

Insurance, HDFC Standard Life, Reliance Life, ICICI Lombard etc. 

 

This millennium marked drastic changes in Insurance administration with the introduction of 

Computers. The internet has enabled the insurance business to become more accessible and 

user- friendly. Now you can buy the policy of your choice sitting at home. The greatest benefit 

buying online is you can compare life insurance policies offered by different companies in a 

single website. E India Insurance is a combination of internet and insurance revolution in 

India. Juxtaposing modern day with colonial era, we notice rapid growth prospects of the 

insurance industry. According to Insurance Regulatory and Development Authority ( IRDA ), 

Indian insurance industry registered a impressive growth rate of 120% in the year 2008. 

Economic experts anticipate that Indian domestic insurance would touch US $ 60.5 Billion by 

2010. 

 

  

 Risk management 

 

The future is largely unknown. Most business decision-making takes place on the basis of 

expectations about the future. Making a decision on the basis of assumptions, expectations, 

estimates, and forecasts of future events involve taking risks. Risk has been described as the 

“sugar and salt of life”. This implies that risk can have an upside as well as the downside. 

People take a risk in order to achieve some goal they would otherwise not have reached 

without taking that risk. On the other hand; Risk can mean that some danger or loss may be 

involved in carrying out an activity and therefore, care has to be taken to avoid that loss. This 

is where risk management is important, in that it can be used to protect against loss or danger 

arising from a risky activity. 

Definition of risk Management 

 

It is a process to identify loss exposures faced by an organization and to select the most 

appropriate techniques for treating such exposure.  

 

Risk Management is the process of measuring, or assessing risk and then developing 

strategies to manage the risk.” 



Risk management is an integrated process of delineating specific areas or risk, developing a 

comprehensive plan, integrating the plan, and conducting the ongoing evaluation.”-Dr. P.K. 

Gupta 

The main objective of risk management   

1. Detection of risks involves identifying the threats and vulnerabilities which can affect 

the organization’s assets. It is essential to have experience for identification of risks as 

they can originate from random sources and don’t follow a fixed pattern. Detection is 

often the toughest part as risks can often be overlooked. 

2. Analysis of risk deals with collection and calculation of data regarding risk exposure. It 

is essential for the company to take appropriate decisions and manage risks. Accurate 

analysis of the risk helps in implementing more effective solutions. 

3. Control of risk deals with making decisions after monitoring the surroundings in order 

to ensure that the older threats and vulnerabilities are effectively countered. Develop 

strategies and plans for risk management strategies. 

Objectives of risk management 

Pre-loss objectives 

a)The firm should prepare for potential losses in the most economical way - analysis of cost 

of safety program, insurance premium paid, and costs associated with the different 

techniques for handling losses 

b)Risk managers aims to reduce of anxiety - certain loss exposure can cause greater worry 

and fear for the risk managers 

c)Risk managers aims to meet any legal obligation  -government regulation may require a 

firm to install safety devices to protect workers from harm 

Post-loss objective 

a)Survival of the firm  -after a loss occurs, the firm can resume at least partial operations 

within some reasonable time period. 

b)Continue operating -the ability to operate after a loss is extremely important. A public 

utility firm must continue to provide service otherwise, business will be lost to competitors 

c)Stability of earnings - EPS can be maintained if the firm continues to operate. However, a 

firm may incur substantial additional expenses to achieve this goal, ex. to operate at another 

location and perfect stability of earnings may not be attained 
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d)Continued growth of the firm - a company can grow by developing new products and 

markets or by acquiring or merging with other companies 

Process of risk management 

Step 1: Identify the Risk.  risk identification can start with the source of problems, or with the 

problem itself. Risk identification requires knowledge of the organization, the market in which 

it operates, the legal, social, economic, political, and climatic environment in which it does its 

business, its financial strengths and weaknesses, its vulnerability to unplanned losses, the 

manufacturing processes, and the management systems and business mechanism by which it 

operates. Any failure at this stage to identify risk may cause a major loss for the organization. 

Risk identification provides the foundation of risk management. 

Step 2: Analyze the risk. Once risks are identified you determine the likelihood and 

consequence of each risk. You develop an understanding of the nature of the risk and its 

potential to affect project goals and objectives. Once risks have been identified, they must 

then be assessed as to their potential severity of loss and to the probability of occurrence.The 

fundamental difficulty in risk assessment is determining the rate of occurrence since statistical 

information is not available on all kinds of past incidents. 

Step 3: Evaluate or Rank the Risk. You evaluate or rank the risk by determining the risk 

magnitude, which is the combination of likelihood and consequence. You make decisions 

about whether the risk is acceptable or whether it is serious enough to warrant treatment.  

Step 4: Treat the Risk. This is also referred to as Risk Response Planning. During this step you 

assess your highest ranked risks and set out a plan to treat or modify these risks to achieve 

acceptable risk levels. How can you minimize the probability of the negative risks as well as 

enhancing the opportunities. You create risk mitigation strategies, preventive plans and 

contingency plans in this step. Once risks have been identified and assessed, all techniques to 

manage the risk fall into one or more of these four major categories; 

1. Risk Transfer: Risk Transfer means that the expected party transfers whole or part of 

the losses consequential risk exposure to another party for a cost. The insurance 

contracts fundamentally involve risk transfers. Apart from the insurance device, there 

are certain other techniques by which the risk may be transferred. 

2. Risk Avoidance: Avoid the risk or the circumstances which may lead to losses in 

another way, Includes not performing an activity that could carry risk. Avoidance may 

seem the answer to all risks, but avoiding risks also means losing out on the potential 

gain that accepting (retaining) the risk may have allowed. Not entering a business to 

avoid the risk of loss also avoids the possibility of earning the profits. 

3. Risk Retention: Risk retention implies that the losses arising due to a risk exposure 

shall be retained or assumed by the party or the organization. Risk retention is 

generally a deliberate decision for business organizations inherited with the following 



characteristics. Self-insurance and Captive insurance are the two methods of 

retention. 

4. Risk Control: Risk can be controlled either by avoidance or by controlling losses. 

Avoidance implies that either a certain loss exposure is not acquired or an existing one 

is abandoned.  

Step 5: Monitor and Review the risk. Initial risk management plans will never be perfect. 

Practice, experience, and actual loss results will necessitate changes in the plan and 

contribute information to allow possible different decisions to be made in dealing with the 

risks being faced. Risk analysis results and management plans should be updated periodically. 

There are two primary reasons for this; 

1. To evaluate whether the previously selected security controls are still applicable and 

effective, and, 

2. To evaluate the possible risk level changes in the business environment. For example, 

information risks are a good example of the rapidly changing business environment. 

Structure of insurance market 

Property and Casualty 

Property and casualty insurers offer various types of insurance for individuals to purchase, 

such as automobile and homeowners insurance. A property and casualty insurer can also offer 

types of commercial insurance, such as a small business package, general business liability, 

umbrella policies and workers compensation. Property and casualty insurers are regulated by 

laws in each state where they sell policies. 

Mutual Insurance Companies 

A mutual insurance company is a company owned by policyholders. This means that each 

policyholder is given a vote to decide who will sit on the board of directors. A mutual 

insurance company can sell types of insurance or only provide one type of product or service 

to their customers. The earnings from a mutual insurance company are distributed to 

policyholders in the form of dividends. 

Stock Insurance Companies 

A stock insurance company is a company owned by stockholders. Unlike a mutual insurance 

company, a stock insurer not only needs to protect its policyholders but also maximize profits 

for the company's policyholders. A stock insurance company can pay dividends to 

stockholders but generally do not pay dividends to their policyholders. 

Life Insurance 



Property and casualty insurers can also provide types of life insurance. A life insurance 

company can be a mutual insurance company or part of a stock insurance company. 

Companies that provide life insurance usually offer financial products to their policyholders, 

such as annuities and certain types of mutual funds. 

Health Insurance 

The insurance market also contains companies that provide health insurance policies to 

individuals as well as employers in the form of a group health insurance policy. Companies 

that provide a group health insurance policy to an employer are regulated by a combination of 

federal and state laws. States can also provide health insurance to residents if it is unavailable 

from a private insurer because of cost or ineligibility. 

Common Ownership 

Many insurance companies are under a common ownership in which one corporation has one 

or more insurance business that act as independent companies. The most common type of 

common ownership for an insurance company is when it is established as a captive insurer. A 

captive insurer can be formed to provide coverage for various types of business risks. The 

most common type of captive insurer provides reinsurance coverage. This is a type of 

insurance where multiple insurance companies share the same loss. 

Structure of general insurance 

Declarations - identifies who is an insured, the insured's address, the insuring company, what 

risks or property are covered, the policy limits (amount of insurance), any applicable 

deductibles, the policy period and premium amount.[21][22] These are usually provided on a 

form that is filled out by the insurer based on the insured's application and attached on top of 

or inserted within the first few pages of the policy.  

 Definitions - Defines important terms used in the rest of the policy.[23]  

Insuring agreement - Describes the covered perils, or risks assumed, or nature of coverage. 

This is where the insurance company makes one or more express promises to indemnify the 

insured.[24][25]  

Exclusions - Takes coverage away from the insuring agreement by describing property, perils, 

hazards or losses arising from specific causes which are not covered by the policy.  

Conditions - These are specific provisions, rules of conduct, duties, and obligations which the 

insured must comply with in order for coverage to incept, or must remain in compliance with 
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in order to keep coverage in effect. If policy conditions are not met, the insurer can deny the 

claim.[26][23]  

Policy form - The definitions, insuring agreement, exclusions, and conditions are typically 

combined into a single integrated document called a policy form, coverage form, or coverage 

part. When multiple coverage forms are packaged into a single policy, the declarations will 

state as much, and then there may be additional declarations specific to each coverage form. 

Traditionally, policy forms have been so rigidly standardized that they have no blank spaces to 

be filled in. Instead, they always expressly refer to terms or amounts stated in the 

declarations. If the policy needs to be customized beyond what is possible with the 

declarations, then the underwriter attaches endorsements or riders.  

Endorsements - Additional forms attached to the policy that modify it in some way, either 

unconditionally or upon the existence of some condition.[27][28] Endorsements can make 

policies difficult to read for nonlawyers; they may revise, expand, or delete clauses located 

many pages earlier in one or more coverage forms, or even modify each other. Because it is 

very risky to allow nonlawyer underwriters to directly rewrite policy forms with word 

processors, insurers usually direct underwriters to modify them by attaching endorsements 

preapproved by counsel for various common modifications.  

 Riders - A rider is used to convey the terms of a policy amendment and the amendment 

thereby becomes part of the policy. Riders are dated and numbered so that both insurer and 

policyholder can determine provisions and the benefit level. Common riders to group medical 

plans involve name changes, change to eligible classes of employees, change in level of 

benefits, or the addition of a managed care arrangement such as a Health Maintenance 

Organization or Preferred Provider Organization (PPO).[29]  

Jackets - The term has several distinct and confusing meanings. In general, it refers to some 

set of standard boilerplate provisions which accompanies all policies at the time of delivery. 

Some insurers refer to a package of standard documents shared across an entire family of 

policies as a "jacket." Some insurers extend this to include policy forms, so that the only parts 

of the policy not part of the jacket are the declarations, endorsements, and riders. Other 

insurers use the term "jacket" in a manner closer to its ordinary meaning: a binder, envelope, 

or presentation folder with pockets in which the policy may be delivered, or a cover sheet to 

which the policy forms are stapled or which is stapled on top of the policy.  

Types of insurance plans 

 What is Life Insurance 
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Life insurance is a contract that offers financial compensation in case of death or disability. 

Some life insurance policies even offer financial compensation after retirement or a certain 

period of time. Life insurance, thus, helps you secure your family’s financial security even in 

your absence. You either make a lump-sum payment while purchasing a life insurance policy 

or make periodic payments to the insurer. These are known as premiums. In exchange, your 

insurer promises to pay an assured sum to your family in the event of death, disability or at a 

set time.Life insurance can help you support your family even after retirement. Depending on 

what it covers, Life insurance can be classified into various types: 

Term Life Insurance 

Term insurance is the simplest form of life insurance plan. Easy to understand and affordable 

to buy.A term plan provides death risk cover for a specified period. In case the life assured 

passes away during the policy period, the life insurance company pays the death benefit to 

the nominee. It is a pure risk cover plan that offers high coverage at low premiums.The death 

benefit is payable as lump sum, monthly payouts, or a combination of both.. 

Benefit of Term Plan: In case of an untimely death of the breadwinner, family is supported 

with an enormous amount of money – sum assured, which helps them to replace the loss of 

the income caused due to the breadwinner’s death. Moreover, the money could be utilized to 

pay off loan, monthly household expenses, child’s education, child’s marriage, etc. 

2. Unit Linked Plans (ULIPs) 

A unit linked plan is a comprehensive combination of insurance and investment. The premium 

paid towards ULIP is partly used as a risk cover (insurance) and partly is invested in funds. One 

can invest in different funds offered by the insurance company depending on his risk appetite. 

The insurance company then invests the accumulated amount in the capital market i.e. in 

bonds, equities, debts, market funds, or a hybrid funds... 

3. Endowment Plans 

Endowment plan is another type of life insurance plan, which is a combination of insurance 

and saving.A certain amount is kept for life cover – insurance, while the rest is invested by the 

life insurance company. In an endowment plan, if the life assured outlives the policy term, the 

insurance company offers him the maturity benefit. Moreover, Endowment Plans may offer 

bonuses periodically, which are paid either on maturity or to the nominee under death claim. 

On death, the death benefit is payable to the nominee. 

Endowment plans are also commonly known as traditional life insurance, although, there is an 

investment component but the risk is lower than the other investment products and so are 
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the returns.Long-term saving option for people with much lower risk appetite for investment. 

4. Money Back Life Insurance 

Money back plan is a unique type of life insurance policy, wherein a percentage of the sum 

assured is paid back to the insured on periodic intervals as survival benefit.Money back plans 

are also eligible to receive the bonuses declared by the company from time to time. This way, 

policyholder can meet short-term financial goals. 

5. Whole Life Insurance 

A whole life insurance policy covers the life assured for whole life, or in some cases, up to the 

age of 100 years. Unlike, term plans, which are for a specified term.The sum assured or the 

coverage is decided at the time of policy purchase and is paid to the nominee at the time of 

death claim of the life assured along with bonuses if any.However, if the life assured outlives 

the age of 100 years, the insurance company pays the matured endowment coverage to the 

life insured.The premiums are higher as compared to term plans. Whole life insurance plans 

also offer partial withdrawals after completion of premium payment term. 

6. Child Plan 

Child plan helps to build corpus for child’s future growth. Child plans help to build funds for 

child’s education and marriage. Most of the Child Plan provides annual installments or one 

time payout after the age of 18 years.In case of an unfortunate event, the insured parent 

passes away during the policy term - immediate payment is payable by the insurance 

company. Some child plans waive off the future premiums on death of the life insured and the 

policy continues till maturity. 

7. Retirement Plan 

Retirement plan helps to build corpus for your retirement. Helping you to live independently 

financially and without worries.  

Different Types of Life Insurance Policies in India 

1. Term Plan – pure risk cover 

2. Unit linked insurance plan (ULIP) – Insurance + Investment opportunity 

3. Endowment Plan – Insurance + Savings 

4. Money Back – Periodic returns with insurance cover 

5. Whole Life Insurance – Life coverage to the life assured for whole life 

6. Child’s Plan – For fulfilling your child’s life goals like education, marriage, etc. 
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7. Retirement Plan - Plan your retirement and retire gracefully 

 

 

What is General Insurance? 

A general insurance is a contract that offers financial compensation on any loss other than 

death. It insures everything apart from life. A general insurance compensates you for financial 

loss due to liabilities related to your house, car, bike, health, travel, etc. The insurance 

company promises to pay you a sum assured to cover damages to your vehicle, medical 

treatments to cure health problems, losses due to theft or fire, or even financial problems 

during travel. 

Simply put, a general insurance offers financial protection for all your assets against loss, 

damage, theft, and other liabilities. It is different from life insurance. 

types of General Insurance  

1. Health Insurance 

2. Motor Insurance 

3. Travel Insurance 

4. Home Insurance 

5. Fire Insurance 

Health Insurance 

This type of general insurance covers the cost of medical care. It pays for or reimburses the 

amount you pay towards the treatment of any injury or illness. 

It usually covers: 

 Hospitalisation 

 The treatment of critical illnesses 

 Medical bills prior to or post hospitalisation 

 Day care procedures like Cataract operations 

You can also opt for add-on benefits like: 

 Maternity cover: Your health insurance covers you for the costs related to childbirth. 



This includes pre-delivery check-ups, hospitalisation during delivery, and post-natal 

care. 

 Pre-existing diseases cover: Your health insurance takes care of the treatment of 

diseases you may have before buying the health insurance policy. 

 Accident cover: Your health insurance can pay for the medical treatment of injuries 

caused due to accidents and mishaps. 

Your health insurance can also help you save tax. Your premium payment can reduce your 

taxable income. 

Motor Insurance 

Motor insurance is for your car or bike what health insurance is for your health.It is a general 

insurance cover that offers financial protection to your vehicles from loss due to accidents, 

damage, theft, fire or natural calamities. You can also get motor insurance for your 

commercial vehicles. 

Travel insurance 

A travel insurance compensates you or pays for any financial liabilities arising out of medical 

and non-medical emergencies during your travel abroad or within the country. 

What all does travel insurance usually cover?  

 Loss of baggage 

 Emergency medical expenses 

 Loss of passport 

 Hijacking 

 Delayed flights 

 Accidental death 

Home Insurance 

Home insurance is a cover that pays or compensates you for damage to your home due to 

natural calamities, man-made disasters or other threats. 

It covers liabilities due to fire, burglary, theft, flood, earthquakes, and sabotage. It not only 

offers financial protection to your home, but also takes care of the valuables inside the 

property. 

Fire Insurance 

Fire insurance pays or compensates for the damages caused to your property or goods due to 



fire.It covers the replacement, reconstruction or repair expenses of the insured property as 

well as the surrounding structures.It also covers the damages caused to a third-party property 

due to fire.In addition to these, it takes care of the expenses of those whose livelihood has 

been affected due to fire. 
 

 

How much does insurance cost? 

Your insurance costs depend on your premium amount. This premium amount depends on 

several factors that differ from insurance to insurance. Here’s a look: 

Life Insurance 

 Age 

 Health (past and current) 

 Your occupation 

 The type of coverage/plan 

 Your smoking and drinking habits 

 The sum assured 

Motor/Auto Insurance: 

 Make-Model of the vehicle 

 The type of coverage/plan 

 The value, age of your vehicle 

 Your claim history 

Travel Insurance 

 The sum assured 

 The type of coverage/plan 

 Age 

 Your health 

 The location of travel 

Health Insurance 

 Your family health history 

 The sum assured 

 The type of coverage/plan 

 Your age and gender 

 Your health history 



Home Insurance 

 The size of your home 

 The type of coverage/plan 

 The age of your home and the systems installed therein 

 The location of your home 

 The sum assured 

Challenges of insurance marketing 

1. Customer Interaction: The image above had stuck in my mind for many months that 

how consumers interact less with insurance companies than any other industry. When 

we are talking about agile development and user driven products today, insurance 

companies are not only learning from user interaction but also their products have seen 

least amount of evolution compared to all other industries shown in the graph. 

2. Workforce: There is a gap at the mid-management level. Folks who in the other 

industries come up with new ideas or drive new ideas to execution are missing 

altogether in many insurance companies. Younger folks are entering the industry and 

leaving after a couple of years without gaining industry expertise and then there are 

very senior folks who have been in the industry for uncountable years are fighting for 

status-quo or single digit growth. 

3. Technology: There is a fear from technology in this industry. This is little bit due to the 

workforce as well as they are very focused on insurance knowledge and consider 

technology a foe than a friend. 

4. Insurers don’t know how to price certain risks: Cyber insurance is a big one where 

insurers are hesitant to write cyber policies as they are not sure how to compute the 

losses and therefore how to price such insurance. There is a trend where people want to 

pay per mile and it is again difficult to price such insurance. 

5. Distribution Channel: Archaic way of purchasing insurance today is another big 

challenge; there is a lot happening on auto side to purchase insurance online but 

insurance companies have to go a long way to sell all their products through various 

different channels and be omni channel 

6. Claims Processing: Ideal case would be if claims processing was painless and you did not 

have a claims guy coming to your house 5 times and you did not have to call insurance 

company 20+ times to get claims reimbursed to you for the flooding in your house. 

7. Alternative investment: people have various investment options apart from insurance. 

8. Marketing Intangibles : While there are actual products to be sold in insurance, such as 

annuities or life insurance, the bigger challenge is marketing an intangible. Customers 

who are looking to purchase insurance products are not just looking to purchase a 

financial tool but a sense of financial security as well. Intangibles such as peace of mind 

and security about the future are personal and often invaluable to the consumer. Your 

marketing message must convey this and make the consumer feel he can obtain these 

intangibles through your company. 



9. Similar Products: In marketing, a key goal is to set yourself apart from your competition. 

This is challenging in the insurance industry, because the financial products from 

company to company are essentially the same. As an insurance marketer, you must dig 

deeper to find ways to separate yourself from your competition. Relaying positives 

about your company's reputation, the success of your products and the testimonials of 

satisfied customers are ways to give your financial products an edge in the marketplace. 

Role Of IRDA 

IRDA - Insurance Regulatory Development and Authority is the statutory, independent and apex 

body that governs and supervise the Insurance Industry in India. 

It was constituted by Parliament of India Act called Insurance Regulatory and Development 

Authority of India (IRDA of India) after the formal declaration of Insurance Laws (Amendment) 

Ordinance 2014, by the President of India Pranab Mukherjee on December 26,2014 

 IRDA Act was passed upon the recommendations of Malhotra Committee report (7 

Jan,1994), headed by Mr R.N. Malhotra (Retired Governor, RBI) 

 Main Recommendations - Entrance of Private Sector Companies and Foreign 

promoters & An independent regulatory authority for Insurance Sector in 

India                          

 In April,2000, it was set up as statutory body, with its headquarters at New Delhi. 

 The headquarters of the agency were shifted to Hyderabad, Telangana in 2001. 

The Insurance Regulatory and Development Authority(IRDAI) was constituted to regulate and 

develop insurance business in India. As a key part of its role, it is responsible to protect the rights 

of policyholders. In order to create awareness about IRDAI, it's role, duties and responsibilities 

are stated here under: 

 IRDAI provides a certificate of registration to a life insurance company. 

 IRDAI is responsible for the renewal, modification, withdrawal, suspension or 

cancellation of this certificate of registration. 

 IRDAI frames regulations on protection of policyholders' interests. 

 It offers policyholders the right to voice their complaints against insurers or insurance 

companies. 

 The IRDAI has set up the grievance redressal cell to take up the complaints of the 

policyholder. 

 It specifies the requisite qualifications, code of conduct and practical training for 

intermediaries or insurance intermediaries and agents. 

 It specifies the code of conduct for surveyors and loss assessors; 

 It promotes efficiency in the conduct of insurance businesses; 

 It promotes and regulates activities of professional organisations connected with life 

insurance; 

 It levies fees and other charges to carry out the purposes of the IRDAI Act; 



 It can call for information from, undertake the inspection of, conduct enquiries and 

investigations including the auditing of insurers, intermediaries, insurance intermediaries 

and other organisations connected with the business of life insurance; 

 It specifies the form and manner in which books of account should be maintained and 

statements of accounts should be rendered by insurers and other insurance intermediaries; 

 It regulates the investment of funds by insurance companies; 

 It regulates the maintenance of margins of solvency; 

 It adjudicates disputes between insurers and intermediaries or insurance intermediaries; 

 It specifies the percentage of premium income of the insurer to finance schemes for the 

promotion and regulation of certain specified professional organisations; 

 It specifies the percentage of life insurance business to be undertaken by an insurer in the 

rural or social sector; and 

 It exercises any other powers as may be prescribed 

Effect of Insurance Regulatory and Development Authority (IRDA) 

Effect on Regulation of Insurance Industry 

Insurance Regulatory and Development Authority regulates the Insurance sector. It aims to 

protect the interest of the insurance policy holders. It also encourages and ensure the 

systematic growth of the insurance industry. 

Effect over protection of policyholders 

IRDA has great impact over the protection of policyholders. The Authority aims to provide fair 

treatment to all the policyholders. 

Effect over Awareness about Insurance 

IRDA is taking steps to increase awareness amongst the masses about the benefits of insurance. 

There is a separate Consumer education website of IRDA to educate people about insurance. 

Effect over Insurance Market 

There is a drastic effect of Insurance Regulatory and Development Authority over insurance 

market. IRDA regulates the insurance market and ensure the systematic and speedy growth of 

the insurance market. 

Effect over Development of Insurance Product 

All the insurance companies must take approval from Insurance Regulatory and Development 

Authority before launching any new product or before making any changes in the existing 

product or withdrawing a product. The insurers who wishes to launch a new product or make 

changes to the existing product or withdrawing a product shall submit an application to the 

Authority in the prescribed form along with the necessary details and reasons for the change 



reasons. The authority may ask for additional information if required. If no information is asked 

for then the insurer can start selling the product. The insurer can introduces the new product 

after allowing it for 60 days for non-life and 30 days for life for clearance by IRDA. This might be 

delayed due to lack of details about the product, which is necessary to assess the product 

before approval is given by the Authority. 

Effect on Competition between Private and Public sector 

As there is more demand from the customer for new, beneficial and improved insurance 

products, there is a healthy competition amongst the insurers. This acts as a boon to the 

customer. Improved products along with attractive schemes has been designed by the public 

sector to give tough competition to the private sector. 

Effect over Banks and Post Offices 

With the increasing awareness amongst people about the benefits of insurance, the flow of 

funds have shifted to the insurance industry from Banks and Post Offices. Insurance has 

become a medium for not only covering losses and risks but has also become a popular way to 

save tax. 

Types of Pension funds in India 

Employees Provident Fund Scheme:  

Employees’ Provident Fund Scheme (EPF) was introduced to promote retirement savings. EPF is 

only applicable to salaried people. Both, the employee and employer contribute to an EPF 

account. 

EPF is governed by the Employees' Provident Fund & Misc Provisions Act, 1952. There are three 

schemes under this Act: 

1. EPF (Employees’ Provident Fund): Aims at promoting retirement savings. 

2. EPS (Employee Pension Scheme): Aims at providing a post-retirement pension. 

3. EDLI (Employee Deposit Linked Insurance Scheme): Aims at providing relief to family 

members in case of a subscriber’s untimely death. 

EPF is applicable to salaried employees whose remuneration (Basic + DA) is less than or equal to 

Rs 15,000. Once covered under EPF, you’re covered for a lifetime. 

EPF Contribution rules: 
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Contributions to an EPF account are made by you and your employer. Every month, you 

(employee) contribute 12% of your basic salary and your employer contributes a matching 

amount to your EPF account. The corpus so formed can be used to fund your retirement. 

EPF Interest Rate: 

 EPF interest is higher than most bank deposits. Currently, it is 8.55% yearly. 

 Returns are above inflation. 

EPF Withdrawal rules: 

EPF has a lock-in period of 5 years. Withdrawals before completion of 5 years will be taxed at 

10% TDS if PAN is registered. If PAN is not registered, withdrawals are taxed at 30%. 

2. Withdrawals after 5 years will not be taxed. 

3. You can withdraw 75% of the corpus if you’re unemployed for 1 month. 

4. You can withdraw 100% of the corpus if you’re unemployed for 2 months. 

EPF Withdrawals permitted under different situations: 

1. Marriage: 

 The loan amount can be a maximum of 50% of your (employee) share + interest at the 

time of presenting your application. 

 You can take such loan for the marriage expenses of self, brother, sister, daughter or 

son. 

 Maximum of 3 withdrawals in your whole life. 

 You must have been a member for at least 7 years. 

 You have to show marriage invitation card as proof. 

2. Education: 

 The loan amount can be a maximum of 50% of your (employee) share + interest at the 

time of presenting your application. 

 You can avail this loan for the education expenses of self, brother, sister, daughter or 

son. 

 Maximum of 3 withdrawals in your whole life. 

 You must have been a member for at least 7 years. 

 You have to show a certificate regarding the course of study and estimated course fees. 

3. Medical expenses: 



 You can avail this loan for treatment of a serious illness. 

 The loan amount can be a maximum of 

i. 6 months basic salary + dearness allowance or 

ii. Your (employee) share with interest 

whichever is less. 

 This loan can be availed for the medical treatment of self, spouse, son, daughter, 

dependent father or dependent mother. 

 Only 1 withdrawal in your whole life is allowed. 

 You have to submit a doctor’s certificate. 

4. Repayment of home loan: 

 The home loan must have been availed from a nationalized bank or a registered co-

operative society. 

 The loan amount can be a maximum of: 

i. 36 month’s basic salary + dearness allowance or 

ii. Total of your share and employer’s contribution to EPF with interest or 

ii. Total outstanding principal + interest 

whichever is least. 

 Only 1 withdrawal in your whole life is allowed. 

 You must have been a member for 10 years. 

 You need to submit a certificate from the bank/lender showing outstanding principal + 

interest. 

5. Purchase of a home or plot of land: 

 The loan amount can be a maximum of: 

i. 36 months basic salary + dearness allowance or 

ii. Total of your share and employer’s contribution to EPF with interest 

iii. Total cost of purchase of the house/plot 

whichever is least. 
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 Only 1 withdrawal in your whole life is allowed. 

 You must have been a member for 5 years. 

Loan against EPF: 

Emergencies are unavoidable and come unannounced. In such times you naturally think of 

selling assets or realizing investments or availing a personal loan. You might also think of 

withdrawing your EPF account. It’s wise not to do so. EPFO allows its members to apply for a 

loan against EPF. Remember, a loan against EPF is not necessarily a loan, but an advance given 

to you. So save/retain your assets, let your investment grow without hindrance and don’t dip 

into your EPF account before retirement. 

A loan against EPF can be availed only in specific situations. The loan amount depends on the 

number of years of completion of service. To avail a loan against EPF, you’ve to submit Form 31 

(EPF advance form) through your employer to the EPFO along with relevant documents. Your 

claim is then processed and the funds are directly credited to your bank account.      

Where is EPF invested? 

 EPF is a debt-dominant saving scheme. Most of your EPF contributions are invested in 

fixed income securities like treasury bills, government bonds, corporate bonds and so 

on. 

 Only a small % of incremental EPF corpus is invested in equities via ETF (Exchange 

Traded Funds), which replicates the BSE SENSEX 30 and NIFTY 50. 

Though equities yield higher returns, the equity portion is too less. Relying only on EPF is not 

good for retirement planning. Consider investing in other tax-efficient options which yield 

decent inflation-adjusted returns to build a retirement corpus. 

Voluntary Provident Fund 

Voluntary Provident Fund (VPF) is a voluntary contribution that you make towards your 

Employee Provident Fund (EPF) account. In other words, VPF is an extension of EPF. Should you 

wish to invest more than just 12% of your salary into EPF, you can raise a request with your 

employer to start a VPF account. A VPF account can be opened even in the middle of a financial 

year. 

Once you start contributing to VPF you have to continue it for the entire financial year. 

VPF Eligibility: 

 Individuals holding EPF account 

VPF Contribution: 
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 As it is voluntary PF, only you can contribute to your VPF account. Your employer will 

not contribute. 

 There is no restriction on the quantum of your investment. You are free to invest any 

percentage of your salary over and above EPF contribution, even up to 100% of basic 

salary. 

 There is no matching contribution from your employer. 

 You’ve to inform your employer on the additional amount that you want to invest in the 

VPF. 

Effect of VPF on your salary structure: 

 VPF reduces your take-home pay because you contribute more than 12% of your salary. 

VPF Interest Rate: 

 As VPF is an extension of EPF, it earns the same interest as EPF. Currently, it is 8.55% for 

FY 2017-18. 

 The returns are above inflation. 

 VPF offers higher interest than most fixed income investments like PPF, FD, NSC and so 

on. 

VPF Withdrawals: 

VPF withdrawals are governed by the EPF withdrawal rules. If you withdraw before 5 years, 

you’ll have to pay tax. You can withdraw in case of a financial emergency only after completion 

of 5 years. 

 Medical expenses of self and close family members. 

 Children's marriage 

 Children's higher education 

 Purchase or construction of a house or residential apartment 

 Repayment of home loans or other loans. 

 Complete withdrawal on resignation and retirement. 

Where are the VPF funds invested? 

As VPF is an extension of EPF, the funds are invested the same as in the case of EPF. 

VPF is a debt-dominant investment option, with low proportions in equity. VPF is not a great 

option for growth. If security of principal and fixed income is what you are looking for, this is for 

you. 

It is not advisable to make huge contributions to VPF because: 

https://indianmoney.com/articles/why-vpf-is-better-than-ppf


1. Same rules as EPF are applicable to VPF. All the shortcomings of EPF apply to VPF too. 

2. Retirement planning is a long-term goal. If you restrict a high amount of your investments to 

VPF, your funds will not grow much. Debt simply gives you moderate returns with capital 

preservation. Hence, your funds won’t grow a great deal. Diversify your portfolio. Invest in 

other options which have higher equity exposure and give more growth. Also, consider 

investing in FD, RD, NSC, NPS, SSY and so on. 

Public Provident Fund 

PPF is a long-term saving instrument intended to provide income security in retirement years. 

As EPF is applicable only to the salaried people, PPF was introduced for the benefit of self-

employed and workers in the unorganized sector. 

Any resident Indian and minors can open a PPF account. 

PPF Requirements: 

 PPF account can only be held by a single holder. No joint accounts are allowed. 

 A PPF account can be held in the name of minor by parents or guardians. 

 NRI and HUF can’t open PPF account. 

Note: 

If an individual having a PPF account leaves India and becomes an NRI within the 15 year lock-

in, their account will be closed as soon as they leave the country. 

PPF Contribution: 

In a financial year, you can contribute: 

 A minimum of Rs 500 

 A maximum of Rs 1.5 Lakhs in a maximum of 12 transactions. 

PPF Maturity: 

PPF account has a lock-in period of 15 years. 

PPF interest rate: 

A PPF account earns interest higher than bank deposits. It is usually in line with inflation or 

0.25% or 0.5% higher than the government bonds (10yrs). Currently, it is 8% for October to 

December Quarter. 
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PPF interest is: 

 Compounded annually 

 Credited yearly 

 Calculated monthly 

The PPF interest is calculated on the lowest account balances between the 5th and the last day 

of the month. 

How to optimize PPF returns? 

To optimize the PPF returns, invest before the end of the 5th day of each month. 

PPF Maturity: 

 PPF account matures after 15 years 

 After maturity, it can be extended for a block of 5 years 

What to do after PPF account matures? 

After a PPF account matures, you can extend it for a block of 5 years. 

 If you close the account and open another fresh PPF account, you have access to 100% 

of your account balance. 

 Extending the same account for a block of five years give you access to only 60% of your 

account balance at that time. This means that a large amount of money gets blocked for 

five years. 

 PPF enjoys the EEE benefit. Investments made in PPF are exempt from tax up to Rs 1.5 

Lakhs under Section 80C of the Income Tax Act. 

 The money accumulated and withdrawn at maturity, are also tax-free. 

 Investment in PPF is in fixed income and is not exposed to equities. You can expect 

steady, risk-free returns from PPF. 

Loan against PPF: 

In times of financial need, instead of liquidating your investments, selling off an asset or 

withdrawing PPF funds and losing out on interest, you can avail a loan against PPF. 

 You can avail a loan against PPF from the 3rd financial year to the 6th financial year. 

 The loan amount is capped at 25% of the balance available at the end of the second 

year, immediately preceding the year in which you apply for the loan. 

 The balance amount in the PPF account continues to earn interest. 

 Repayment of a loan taken against PPF should be repaid within 36 months or 3 years. 



 The interest rate applicable on a loan against PPF is 2% higher than the interest received 

on the PPF. 

 The interest portion of the loan is to be paid in two monthly installments after repaying 

the principal. 

 No loan can be taken from the 7th year of opening the PPF account. 

PPF Withdrawals rules: 

Even though PPF account matures after 15 years, you can partially withdraw funds from the 7th 

year onwards: 

A maximum of: 

 50% of the account balance at the end of the 4th preceding year in which the loan was 

applied for or 

 50% of the account balance of the immediate previous year in which the loan was 

applied for 

whichever is lower. 

Premature closure: 

 You’re allowed to close the PPF account before maturity after completion of 5 years. 

 The amount has to be used for higher education or treatment of life threatening disease 

of self, spouse or dependent children. 

PPF is ideal if: 

1. You are a resident Indian. 

2. You want to stay invested for long-term. 

3. You want capital preservation. 

4. You want guaranteed fixed returns. 

5. You want to build a retirement corpus without having access to the funds. 

Mutual Funds Investment 

Mutual Funds are attractive long-term investment options to grow your savings over the long-

term. Mutual Fund houses pool the savings of various investors and invest it in different 

financial instruments. These are subject to market risks. 
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Mutual Funds are flexible and can be availed for an amount as low as Rs 500. These can be held 

as long as you desire. 

Types of Mutual Funds: 

Mutual Funds are classified based on their asset class, investment objective, and structure: 

i. Equity Funds: 

These funds invest in equity shares and stocks of various companies. Equity Fund involves high 

risk; hence, there are chances of earning high return. Equity Funds have generated higher 

returns than any other types of mutual funds. On an average, you can earn returns at 10%-12% 

before-tax. Of course, returns fluctuate as per market and economic conditions. 

These are ideal if: 

1. You start retirement planning early and wish to stay invested for long-term. 

2. You want to create wealth over the long-term as equities yield great returns over the long 

term. 

3. You can assume high risk. 

ii. Debt Funds: 

These funds invest in government bonds, debentures and other fixed-income instruments. Debt 

funds are exposed to credit risk and interest rate risk. The aim is to earn fixed returns and not 

high returns. Therefore, Debt Funds come with moderate risk. Short-term debt funds yield 

returns up to 7-8% in a year. 

These are ideal if: 

1. You want to earn fixed returns. 

2. You want to assume moderate risk. 

3. You opt for asset allocation. 

iii. Money Market Funds: 

These are also called Liquid Funds. The money is invested in money market instruments like 

Commercial Papers, Treasury Bills, Certificate of Deposits, and so on. Money market 

instruments are liquid. The holding period ranges from 3 months to a year. Hence, these can be 
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held for emergencies. These investments aim at preserving capital and ensure liquidity. These 

earn higher returns than bank deposits. 

These funds are exposed to interest rate risk, credit risk and reinvestment risk. Interest rate risk 

means the prices of the underlying asset increase with an increase in interest rates and vice 

versa. Credit risk is the risk of default on interest. Reinvestment risk means maturity proceeds 

in lower-yielding securities of the same asset class due to a fall in interest rates. 

These are ideal if: 

1. You expect moderate returns from investments. 

2. You want to save for emergencies. 

3. You want liquidity. 

4. You want to modify the investment strategy whenever you wish. 

iv. Balanced or Hybrid Funds: 

Hybrid funds are invested in both a combination of high risk and low-risk assets in order to 

balance risk and returns. These are mainly invested in stocks and bonds (sometimes money 

market instruments). Equity-oriented hybrid funds are safer than equity mutual funds as they 

invest up to 35% of the corpus, in government and corporate bonds. Investment in balanced 

funds is made based on your risk objective. Balanced funds have generated double-digit returns 

over the years. 

These are ideal if: 

1. You want exposure to equities and debt. 

2. You want to achieve income and growth objective. 

3. You want to decide your own investment mix. 

v. Equity-Linked Saving Scheme (ELSS): 

Equity-Linked Saving Scheme is the most efficient tax-saving diversified mutual fund. These are 

invested in equity shares of small-cap, mid-cap and large-cap companies. ELSS has a lock-in 

period of 3 years. 

Systematic Investment Plan (SIP): 
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SIP is a method of investing in Mutual Funds. SIP encourages investing in a disciplined and 

regular manner. To make it simple, SIP is similar to Recurring Deposit. Through SIP, a pre-

determined amount of your money is deployed into mutual funds at regular intervals (weekly, 

monthly, quarterly, and so on). Mutual Fund houses have also introduced daily SIPs which cut 

worries on the market volatility and timing. 

Choose to receive an amount which doesn’t exceed the exemption limit. 

Equity Linked Savings Scheme 

ELSS stands for Equity Linked Schemes. ELSS is a diversified Equity Mutual Funds that invest 

mainly in stocks. It invests in companies with strong growth potential and a resilient business 

model. 

Though ELSS invests heavily in equities, studies show that equities give good returns over the 

long term. 

ELSS is the most tax-efficient Mutual Fund scheme. Investments in ELSS are eligible for a tax 

deduction of up to Rs 1.5 Lakhs under Section 80C of the Income Tax Act, 1961. 

Types of ELSS: 

ELSS mutual funds are of two types: 

1. Dividend funds 

2. Growth funds 

1. Dividend funds: 

Dividend funds are further classified as Dividend Payout and Dividend Reinvestment. If you opt 

for Dividend Payout, you will receive tax-free dividends. The dividend by way of Dividend 

Reinvestment is reinvested as a fresh investment. 

2. Growth funds: 

Growth funds are meant for long-term wealth creation. It is cumulative in nature. The full value 

of such investments is realized on redemption of the fund. 

Methods of investment in ELSS: 

Investors can invest in ELSS via two ways: 

1. Lump sum 
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2. SIP (Systematic Investment Plan): SIP is a method of investing in Mutual Funds. It involves 

investing a fixed amount of money every month at a specified date. SIP gives the benefit of 

rupee cost averaging. 

Things to keep in mind before investing in ELSS: 

1. Investing directly in equity requires a sound knowledge of stock markets. If you’re a new 

investor willing to invest in equities, start with ELSS. This is an ideal way to get exposure to 

equities. 

2. ELSS is managed by professional fund managers. You don’t need to worry about entry and 

exit timings. 

3. ELSS has a well-diversified portfolio. 

4. You can start investing in ELSS with a nominal initial investment. 

5. You can invest in ELSS via systematic investment plan (SIP) with an amount as low as Rs 500. 

ELSS maturity: 

ELSS investment comes with a lock-in period of 3 years, the shortest among all other tax-

investments eligible under Section 80C. 

Even though ELSS has a lock-in period of 3 years, it is advisable to hold the investment for 7-10 

years. Investing in ELSS funds for a short-term will not reap great returns. As discussed, equities 

yield great returns in the long-term. 

Attaching long-term goals to ELSS investments will make you a committed and dedicated 

investor. 

ELSS returns: 

ELSS gives tax-free returns of around 10-12% over the long term. 

Note: 

Equities are exposed to high risks and have a potential to earn high returns. This doesn’t mean 

you can expect unrealistic returns. Returns are not guaranteed. Returns don’t remain consistent 

year on year. 
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National Pension System 

National Pension System (NPS) is a voluntary retirement savings scheme launched by the 

government. You earn returns according to the asset mix of your investment. If you don’t make 

a choice, the asset mix will be automatically selected for you based on your age. 

NPS Eligibility criteria: 

 Individual aged between 18 to 60 years. 

 Comply with the Know Your Customer (KYC) norms. 

 Government subscribers mandatorily covered under NPS are not eligible. 

NPS Contribution: 

 Minimum contribution is Rs 6,000 a year. 

 Investment can be made in lump sum or installments of minimum Rs 500 each month. 

 No maximum limit for contribution. 

NPS maturity: 

 NPS account matures when you turn 60 years. 

NPS withdrawals: 

 You get 60% of the amount as a lump sum when you retire (turn 60). 

 Alternatively, you can withdraw 60% of the amount in installments till you turn 70. 

 The remaining 40% of the amount has to be utilized to purchase an immediate annuity 

plan. 

Premature withdrawals: 

 Withdrawal before turning 60 years is restricted to 20% of the corpus. 

 The remaining 80% of the amount should be compulsorily utilized to take an annuity 

policy. 

NPS Contribution Rules: 

a. By employer: 

Employer’s contribution to NPS account is not mandatory. If at all your employer offers NPS: 

• It’ll be treated as Tier I type account. 

• Employer should make an equal contribution. 
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• You can claim additional tax benefit on employer’s contribution. 

NPS Tier 1 and Tier 2  

There are two types of accounts in NPS: 

1. Tier 1 NPS account 

2. Tier 2 NPS account 

1. Tier 1 NPS Account: 

 Tier 1 NPS Account is a default account. 

 Tier 1 NPS Account for government employees invest in government and corporate 

bonds. 

 Tier 1 NPS accounts for non-government entities diversify the investment in stocks and 

government/corporate bonds. 

 In Tier 1 government schemes, 10% of basic + dearness allowance has to be invested 

each year. Government contributes the same amount. 

 In Tier 1 private sector schemes, a minimum of Rs 6,000 has to be invested every year 

(minimum deposit of Rs 500 per month). 

 Amount can be withdrawn to buy or construct your first house. 

 You can change jobs from private sector to public and vice versa. 

Withdrawal of NPS Tier 1 Account: 

To exit from an NPS Tier 1 Account, a withdrawal form must be submitted. 

NPS withdrawals: 

 Premature withdrawals are only allowed after completion of 15 years of service. 

 Premature withdrawals are in the form of repayable advance and are only allowed in 

case of critical illness and emergencies. 

 Partial withdrawal up to 50% of the funds is allowed after completion of 25 years of 

service. 

2. Tier 2 NPS Account: 

 Tier 2 NPS Account is a voluntary account. 

 Withdrawing from Tier 2 NPS Account is quite flexible. Withdrawals can be made as and 

when you want. No penalty is charged. 

 There are three funds available for investment: equity, government securities and fixed 

income securities. 



 If you don’t choose a fund, investment will be made in funds based on your job profile 

and age. 

 Tier 2 NPS Account offers no tax benefits. 

 This is suited for medium-term investment. 

 Investment in equity funds is restricted up to a maximum of 50%. 

 No limit on the number of withdrawals. 

 Transfer of funds from Tier 2 to Tier 1 NPS Account is allowed. Vice-versa is not possible. 

Tier 1 NPS Eligibility Criteria: 

 You should be an active subscriber to Tier 1 NPS Account. 

Withdrawal from Tier 2 NPS Account: 

 Withdrawal is based on the NAV applicable at the time of redemption. 

 Funds are transferred in 3 working days. 

NPS Pension Funds 

The subscribers to NPS can make a choice from seven pension funds. If you want to shift 

between funds, you can do so only once a year. 

You have two investment options in NPS: Active choice and Auto choice. An active choice gives 

you the option of choosing from one among the three asset mixes, C Class funds, E Class funds 

and G Class fund. 

1. C Class funds: These are corporate debt funds issued by companies. 

2. E Class funds: These invest in equities. 

3. G Class funds: These are invested in gilt funds, i.e. government securities. 

You can invest 100% in corporate bonds and government securities but only 50% of the corpus 

in equity. 

Auto choice is for those subscribers who are not sure of which asset mix to invest. Funds are 

allocated based on your age. The allocation changes with age. 

NPS returns: 

As the scheme invests in different asset classes, there is no specific rate of interest applicable. 

A portion of the NPS is invested in equities which do not offer guaranteed returns. However, it 

can earn higher than traditional tax-saving investments like the PPF. Over the last decade, this 



scheme has yielded 8% to 10% returns annually. The scheme allows you to change the fund 

manager if you find the performance below expectations. 

NPS contribution: 

• The minimum contribution should be Rs 6,000 a year. 

• The deposit can be made in lump sum or installments of minimum Rs 500 each month. 

• There is no maximum limit for contribution in NPS. 

Pradhan Mantri Vaya Vandana Yojana 

Pradhan Mantri Vaya Vandana Yojana (PMVVY) was launched in 2017 to provide a long-term 

income option for senior citizens. PMVVY scheme is available only till March 31, 2020. So, act 

fast and subscribe to it. PMVVY is operated by Life Insurance Corporation of India (LIC). 

You can purchase this scheme offline as well as online. The money invested in this scheme is 

called the “purchase price”. This scheme gives you an assured pension. 

Pradhan Mantri Vaya Vandana Yojana Eligibility: 

 Only senior citizens can subscribe to PMVVY (minimum entry age: 60 years) 

 There is no limit on maximum entry age 

PMVVY Contribution: 

 The investment is restricted to a maximum of Rs 15 Lakhs per senior citizen (and not per 

family). 

 If your spouse is a senior citizen, he/she too can invest a maximum of Rs 15 Lakhs in 

PMVVY. You and spouse can invest a maximum of Rs 30 Lakhs. 

PMVVY Interest Rate: 

 PMVVY offers a guaranteed interest of 8%. 

 Interest is compounded monthly. As such, the effective annual return is 8.3%. 

 PMVVY is exempt from Goods and Services Tax (GST). 

PMVVY maturity: 

The pension will be paid for a maximum of 10 years as per the payment frequency chosen. 

On maturity, the purchase price along with the final pension installment is paid. 
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NPS Calculations 

 You can opt to receive pension monthly, quarterly, half-yearly or annually. 

 Minimum pension on investment of Rs 1.5 Lakhs: Rs 1,000 a month, Rs 3,000 a quarter, 

Rs 6,000 half yearly or Rs 12,000 a year. 

 Maximum Pension on investment on Rs 7.5 Lakhs: Rs 5,000 a month, Rs 15,000 a 

quarter, Rs 30,000 half yearly or Rs 60,000 a year. 

Premature exit from PMVVY 

 Premature exit from PMVVY is allowed only in case of treatment of terminal or critical 

illness of self or spouse. 

 A premature exit attracts penalty at 2%. 

PMVVY Tax benefits: 

Investment in PMVVY gives no tax benefits. 

PMVVY Interest Rate: 

 Interest rate on PMVVY is higher than bank deposits rates. 

Loan against PMVVY: 

PMVVY offers a loan up to 75% of the purchase price after 3 policy years. The interest will be 

recovered from the pension installments. The loan amount will be recovered from claim 

proceeds. 

PMVVY is an attractive option which gives regular income to senior citizens. It gives assured 

returns at 8% and is a savior in a falling interest rate regime. The interest rates on other 

retirement tools like EPF are subject to changes each year. This is the best option for senior 

citizens who rely on interest income to meet regular expenses. 

However, PMVVY doesn’t account for inflation and the pension payout remains the same 

throughout the 10 years. You cannot access the funds except in case of serious illnesses. 

Moreover, PMVVY doesn’t offer any tax benefits. 

Considering all these factors, it is wise not to block a huge chunk of your savings in this scheme. 

Take into consideration the tax implications before choosing the pension amount and 

frequency at which you want to receive the pension. Choose to receive an amount which 

doesn’t exceed the exemption limit. 



Atal Pension Yojana (APY) 

Atal Pension Yojana (APY) is an affordable pension plan launched for the welfare of the 

unorganized sector like maids, delivery guys, gardeners and so on. Employees belonging to the 

private sector and organizations not providing pension benefit can also benefit from APY. 

APY allows you draw a fixed pension of Rs 1000, Rs 2000, Rs 3000, Rs 4000 or Rs 5000 on 

attaining 60 years. The pension is calculated based on your age and contribution. If you start 

investing early you’ll get a higher pension on retirement. 

Upon your (contributor’s) death, your spouse can claim the pension amount. On death of both 

parties, nominees will receive the accumulated corpus. 

If you die before 60 years, your spouse can either exit the scheme and claim the corpus or 

continue with it till the end of the term. 

Atal Pension Yojana Eligibility criteria: 

 Indian citizens aged between 18-40 years. 

 Make contributions for at least 20 years. 

 Maximum age for subscription is 40 years. 

 Have a valid mobile number. 

 Bank account must be linked to Aadhaar. 

 You must not be a subscriber to Employee Provident Fund (EPF) and the Employee 

Pension Scheme (EPS). 

Atal Pension Yojana Monthly contributions: 

The monthly contribution depends on the amount of pension you want to receive on 

retirement and also the age at which you start contributions. 

Atal Pension Yojana Tax benefits: 

Contributions made to APY are eligible for deduction under Section 80C. 

Government schemes 

1. Tax-free bonds: 

These are fixed income bonds issued by the government which are meant for long-term 

investment. These bonds carry low risk of default (non-payment of interest) and have a fixed 

interest rate. 
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Tax-free bonds have a lock-in period of 10, 15 and 20 years. The interest rate paid on bonds is 

known as ‘coupon rate’. Usually, the coupon rate on tax-free bonds is less than the interest rate 

on fixed deposits of similar tenure. 

These are ideal if: 

1. You want to earn fixed and guaranteed returns. 

2. If you want to stay invested for the long-term. 

3. If you fall in the higher tax brackets, you can earn higher effective interest on the bonds 

(explained in tax section). 

4. If you don’t need access to your money immediately. 

2. Monthly Income Schemes (MIS): 

Monthly Income Schemes are offered by post-offices. Also known as post-Office Monthly 

Income Schemes (POMIS), MIS works like fixed deposits with monthly interest payments. 

The Post Office MIS has a lock-in period of 5 years and currently gives 7.3% interest which is 

payable each month. It protects capital and gives a fixed income. You can start by investing as 

low as Rs 1,500. You can invest a maximum of Rs 4.5 Lakhs in a single account and Rs 9 Lakhs in 

a joint account. You can hold more than one MIS account but the total investment in all the MIS 

accounts put together should not exceed Rs 4.5 Lakhs. 

POMIS offers higher interest compared to FDs. Interest on MIS is calculated on a monthly basis. 

MIS interest can be auto credited into a Savings Bank account through ECS (Electronic Clearing 

System). POMIS can be enchased before 5 years subject to a penalty. 

Interest is paid a month after making the first investment, not at the beginning of each month. 

Monthly interest payouts, if not withdrawn, don’t earn interest. Maturity proceeds can be 

reinvested. 

This is ideal if: 

1. You are a Resident Indian. 

2. You want capital protection. 

3. You don’t wish to access the funds anytime soon. 

4. You wish to have a fixed monthly income. 



5. You want to reinvest the interest in the same MIS. 

6. You fall under no-tax bracket or the 5% tax slab. This is because MIS interest is taxed. 

3. Mutual Fund MIPs: 

POMIS is not tax-efficient if you fall in 20% and 30% tax brackets as interest is taxed. To 

overcome this issue, you can consider investing in Monthly Income Plans (MIPs) of mutual 

funds. Though MIPs invest in debt and equity, a major portion goes into debt. 

MIPs aim at offering regular income in the form of periodic dividend payouts (monthly, 

quarterly or half-yearly). The frequency and quantum of dividend payouts vary and are based 

on the returns and corpus. 

MIPs can generate better returns than MIS as 10 - 15% of the corpus is invested in stocks. 

These are ideal if: 

1. You want to earn fixed income. 

2. You want equity exposure for investments. 

3. You want to earn better post-tax returns. 

4. Senior Citizen Savings Scheme (SCSS): 

Senior Citizen Savings Scheme is available for: 

1. Individuals older than 60 years 

2. Individuals retired under a voluntary retirement scheme (VRS) aged between 55 to 60 years. 

Currently, SCSS offers interest at 8.7% which is paid quarterly. You can hold more than one SCSS 

account but total investment should not be more than Rs 15 Lakhs. SCSS has a lock-in period of 

5 years which can be extended for 3 years. You can close SCSS accounts prematurely subject to 

certain conditions. 

Reverse mortgage 

Reverse mortgage is the exact opposite of a home loan. In reverse mortgage, you pledge your 

residential property as security with a bank. The bank in turn sanctions the loan amount, paid in 

lump sum or periodic payments/installments. 
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A reverse mortgage enables senior citizens to have regular income. You (the borrower) can still 

reside in the house. 

How does reverse mortgage work? 

On pledging a house, the bank arrives at its monetary value based on its condition, demand and 

market price. Based on the property values, bank disburses the loan amount in the form of 

reverse EMIs. 

Reverse EMIs are calculated after taking into consideration interest costs and price fluctuations. 

These are the periodic payments that banks pay the borrower over a fixed tenure. With each 

payment, the property owner’s interest in the house decreases. 

Reverse Mortgage Eligibility: 

 Only individuals above 60 years can apply. 

 If the co-applicant is your spouse, she should be above 58 years. 

 You should be the owner of a self-acquired and self-occupied residential property 

located in India. 

 Your ownership titles should be clear and marketable. 

 The property should have no encumbrances. 

 The property should not be more than 20 years old. 

 The house should be your permanent primary residence. 

Reverse Mortgage Conditions: 

 A maximum of 60% of the residential property value is sanctioned as loan amount. 

 Minimum tenure of reverse mortgage is 10 years. 

 Maximum tenure of reverse mortgage is 15-20 years. 

 Choose from options to receive reverse EMI monthly, quarterly, annually or as a lump 

sum. 

 Banks undertake property revaluation once every 5 years. You can choose to receive an 

appreciation in property value in the form of an increased loan amount. This increment 

is given as a lump sum. 

Reverse mortgage Tax Benefits 

Reverse mortgage is a loan and not income. Therefore, installments received under reverse 

mortgage are not taxed. However, if you alienate the mortgaged property or transfer its rights, 

you’ll be liable to pay capital gains tax. 

Pension plans from mutual funds 
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When it comes to retirement planning, pension funds offered by mutual funds are rarely 

known. The pension plans offered by Mutual Fund houses are also good investments to be 

included in your retirement portfolio. 

Pension plans from Mutual Funds invest in both debt and equity. You can start investing in 

Mutual fund retirement plans via SIP (Systematic Investment Plan) and withdraw at retirement 

via SWP (Systematic Withdrawal Plans)]. SWP is a method of realizing or redeeming mutual 

fund investments and transferring the amount to your bank account. SWP is just like an annuity 

plan. It provides liquidity to meet immediate cash flow requirements. 

SIP is a method of investing a fixed amount regularly, say monthly or quarterly. SIP yield long-

term gains. 

How do mutual funds pension plans work? 

1. The SIP and SWP features of mutual fund pension plans make these work just like deferred 

annuity pension plans. 

2. In the accumulation phase, you can invest in mutual funds via SIPs. This is like paying 

premiums. 

3. When you wish to start withdrawing funds, opt for SWP. You can withdraw a pre-determined 

amount at regular intervals (monthly, quarterly, and so on). This is like a pension. 

4. You can choose to receive the pension as long as you like. 

5. You enjoy uninterrupted income after retirement. 

6. Mutual fund pension plans have no cap on annuities. 

7. Invest in mutual funds that have a mix of large caps and mid caps. They yield better returns. 

8. These plans don’t offer death benefits. Your nominee gets only the fund value depending on 

the NAV. 

9. Invest in mutual fund pension schemes for the long-term. Remember, you’re investing for 

retirement and not to earn profits. Take calculated risks. 

10 Be flexible when it comes to terminating the plan or modifying the investment. 
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MBI Unit 4 notes 

Structure of life insurance companies 

Life insurance companies represent a vital resource that anyone can use to provide security for 

those left behind after they pass away. There are two main types of organizational structures 

that life insurance companies can take advantage of to help individuals get covered. The one 

that works best will depend on the size of the organization, its location, the target market it’s 

serving and the owner’s personal preference. 

Defining Mutual Organization 

Life insurance companies that utilize mutual organization are owned by their policy holders. 

This means that instead of the company being publicly traded, it is the policy holders who act as 

shareholders and receive the same benefits as such. As a result, the most practical way of 

sharing profits comes from dividends that the company must declare. 

Benefits of Mutual Organization 

When a life insurance company utilizes mutual organization, there are some upfront 

advantages for its policy holders. Because the company must answer solely to the policy 

holders, it means company interests are far more aligned with the preferences of its patrons. 

This also limits the scope of the managers' responsibility, making their job easier and far more 

focused. However, without being publicly traded, the only way the company can grow is by 

selling more policies. 

Defining Stock Organization 

Life insurance companies that utilize stock organization become publicly traded entities. This 

means policy holders never own any shares in the company unless they purchase them directly 

from the secondary market. This also means nonpolicy holders can also become shareholders 

by doing the same. While in some cases, purchased policies may constitute the payment of 

dividends, it is far more common under this structure to pay them only to shareholders. 

Benefits of Stock Organization 

Under stock organization, policy holders always come second to shareholders. Despite having 

to cater to both groups of people on different levels, the company enjoys other advantages, 

such as greater flexibility to grow and explore more financing options. In addition to growth 

from selling more policies, stock life insurance companies can also grow by issuing more stock 

shares that can be more advantageous for the organization in the long run. 

Internal Management 



The internal structure of the life insurance company will typically consist of a manager, clerical 

staff and agents, but their roles are a little different based on the organizational structure being 

used. The main difference is that under mutual organization, the manager answers strictly to 

the company’s policy holders, while under stock organization, the manager must also answer to 

the company’s shareholders. 

Insurance Organization Chart & Structure  

Insurance 

Insurance is a means to manage a contingent loss through which responsibility for a risk is 

transferred to another party in exchange for payment before the loss. The cost of insurance is 

based upon the insurance company's pooling of similar risks, occurrences that can be estimated 

using statistical modeling (actuarial analysis). An insurance company earns revenue from 

premiums, as well as the investment of those premiums in various financial 

instruments/markets. Insurance can be purchased by individuals for life, health, property and 

liability losses. Corporations purchase insurance to cover liability, property, business and 

executive health and life risks. Insurance can be purchased directly from a company, through 

"captive" agents working for a single firm or through independent insurance agents who sell 

products from multiple insurance providers. 

Common Insurance job titles: Chief Executive Officer (CEO), Chief Operating Officer (COO), 

Chief Financial Officer (CFO) 

Lines of Busines 

Lines of Business (LOB) refers to specific products and services offered by insurance companies 

to both individual and commercial clients. Major LOBs typically include Commercial Insurance, 

Health Insurance, Investment Management, Life Insurance, Property & Casualty Insurance, 

Reinsurance and Risk Management. The insurance agents and back office staff members are 

responsible for pricing these products/services, generating new business and managing 

policyholder relationships. LOBs are supported by back office staff members, who work to 

perform non-customer-facing tasks like claims processing, customer service support, payment 

collection, and policyholder onboarding. 

Common Lines of Busines job titles: Business Unit Manager, Business Team Manager, Business 

Manager, Business Controller 

Commercial/Institutional Lines 

The Commercial/Institutional Lines Group offers property and casualty insurance products to 

businesses. Commercial/Institutional Lines insurance include products such as commercial auto 

insurance, workers compensation insurance, federal flood insurance and so on. 

Commercial/Institutional lines protect businesses against potential losses (caused by accidents, 



lawsuits, natural disasters, etc.) they could not cover on their own. Coverage availability and 

premium costs vary by business type, size and location. 

Common Commercial/Institutional Lines job titles: Commercial Insurance Account Executive, 

Commercial Lines Insurance Account Manager, Commercial Insurance Agent, Commercial 

Insurance Broker 

Health Insurance 

The Health Insurance line of business offers health plan benefits to customers. While there are 

several insurers that focus exclusively on health insurance, many multi-line insurers also offer 

health coverage. Health insurance can be provided on an individual or group (company or 

family coverage) basis and provides coverage for medicine, visits to the doctor or emergency 

room, hospital stays and other medical expenses. Health insurance is often included in 

employer benefit packages as a means of attracting quality employees. 

Common Health Insurance job titles: Insurance Agent, Insurance Broker 

Investment Management 

The Investment Management line of business offers traditional retail investment products to 

customers. Investment products and services typically offered by insurance firms include 

annuities, universal life insurance, retirement planning and investment and college savings 

plans. Some insurance companies may offer investment solutions for businesses. 

Common Investment Management job titles: Investment Management Analyst, Investment 

Management Associate, Investment Strategist, Investment Consultant 

Life 

The Life Insurance Group provides policyholders protection against the loss of income that 

would result if the insured passed away. The named beneficiary or beneficiaries then receive 

the proceeds and are thereby safeguarded from the financial impact of the death of the 

insured. Depending on the contract, some events such as terminal illness can trigger payment 

to the beneficiaries, while other events such as claims relating to suicide, or fraud are written as 

exclusions so as to limit the liability of the insurer. Life-based insurance contracts tend to fall 

into two major categories: protection policies and investment policies. 

Common Life job titles: Life Insurance Agent, Life Insurance Sales Agent, Insurance Cusomer 

Service Agent 

Property & Casualty 



The Property & Casualty (P&C) Group provides coverage that protects against property losses 

such as to a home, car or other property, while also providing liability coverage to help protect 

policyholders if found liable for an accident that causes injuries to another person or damage to 

another person's belongings. P&C insurance can also cover the medical expenses of individuals 

involved in accidents as well as restitution or repair of damaged property. P&C insurance 

policies can cover several property types - aviation insurance, boiler and machinery insurance, 

marine insurance, earthquake insurance, renters insurance, etc. 

Common Property & Casualty job titles: Insurance Property & Casualty Sales Representative, 

Insurance Agent, Insurance Representative, Client Service Specialist, Property & Casualty 

Insurance Broker 

Reinsurance 

The Reinsurance Group (usually called a reinsurer) takes on all or part of the risk covered under 

a policy issued by another insurance company (usually called a cedent) in exchange for a 

percentage of the premium payment. This allows cedent companies to reduce the likelihood of 

having to pay a large amount of money should one or more policyholders file claims that would 

financially destabilize the company (this usually occurs after a major disaster such as a 

hurricane or earthquake). The reinsurer may be either a company specializing in reinsurance, or 

another insurance company. 

Common Reinsurance job titles: Senior Enterprise Risk Management Analyst, Reinsurance 

Accounting Technician, Risk Analyst, Reinsurance Associate, Reinsurance Administration 

Specialist, Reinsurance Analyst 

Risk Management 

The Insurance Risk Management function researches and analyzes potential liabilities for 

insurance policies based on potential hazards and risks. Such risks can originate from the 

policyholders themselves (how likely the policyholder will pay the premium and/or cause a 

claim to be filed), the location of the policyholder (how likely a flood will occur in an area, for 

instance), how lucrative an investment is (how likely the investment will incur a financial loss 

for the company) and so on. Based on the information gathered, companies can either accept 

or attempt to mitigate the risk. 

Common Risk Management job titles: Insurance Risk Management Specialist, Risk 

Management Consultant, Risk Management Analyst 

Back Office Operations 

Insurance Back Office Operations refers to a set of essential non-customer-facing administrative 

and support services. The Back Office is responsible for managing several activities such as 

claims processing, policyholder service/support, premium payment collection, internal 



investments, underwriting and insurance application processing. Back Office staff members 

support both the insurance company's agency operation and individual lines of business such as 

Commercial & Institutional Lines, Health Insurance, Investment Management, Life Insurance, 

Property & Casualty Insurance, Reinsurance and Risk Management. 

Common Back Office Operations job titles: Operations Specialist/Analyst, Customer Service 

Representative, Insurance Service Representative, Insurance Agent 

Claims Processing 

The Claims Processing function is tasked with examining and processing insurance claims, paper 

and/or electronic. Processors determine whether to return, pend, deny or pay claims within the 

client's policy guidelines and determine steps necessary for adjudication. In addition, claims 

processing compares claim applications and/or provider statements with policy files and other 

records to evaluate completeness and validity of a claim. 

Common Claims Processing job titles: Claims Processor, Claims Coordinator, Claims Adjuster, 

Claims Examiner, Claims Investigator 

Investments 

Insurance company investment functions are responsible for taking profits earned from 

policyholder premium payments and investing them in financial instruments such as bonds, 

stocks, mortgages and real estate. In some cases, insurance investment teams may also lead 

mergers and acquisitions. The management of the investment function is an important element 

of an insurance company's profitability. Insurance companies face less regulation, on the 

securities trading front, than banking, broker dealer and investment management companies. 

Common Investments job titles: Investment Specialist, Investment Associate, Investment 

Analyst, Investment Consultant 

New Business Processing 

The New Business Processing function is responsible for 'onboarding' new insurance 

policyholders. They collect the requisite information, pass that information to the appropriate 

underwriting and application processing staff members (based on application type, language 

requirements and product knowledge) to assess the appropriate premium and coverage levels, 

then communicate options and premium/deductible structures to the prospective policyholder. 

Common New Business Processing job titles: New Business Specialist, Insurance Agent, 

Insurance Broker, Application Processor 

Policyholder Services 



The Policyholder Services, or In-force Customer Service, function is tasked with serving as the 

customer's reference point for all questions and needs concerning the policyholder's insurance 

policy and its related products. This function provides personal service support to internal and 

external customers for all areas within and outside the company. Additional tasks involve 

payment collection, offering advice on various insurance products or services, policy renewals, 

and providing accurate responses to other policyholders, providers and employee 

representatives as needed for issue resolution. High quality customer service is a key 

differentiator in the hyper-competitive insurance industry. 

Common Policyholder Services job titles: Member Care Representative, Policy Service 

Representative, Customer Service Representative, Customer Care Associate 

Payments & Commissions 

The Payments & Commissions function is responsible for collecting customer premiums, 

processing salaries and commissions and distributing any applicable benefits to insurance 

agents. Though commissions are the most common form of compensation for insurance agents 

(amounts depend on the type and amount of insurance sold as well as whether the transactions 

are new policies or renewals), salaries are also managed and distributed. 

Common Payments & Commissions job titles: Insurance Compensation Analyst, Payroll & 

Commissions Administrator, Commissions Specialist, Payroll Analyst 

Agency Operations 

The Insurance Agency Operations function manages the firm's network of insurance agents and 

brick and mortar branch offices. Agency operations managers are responsible for recruiting 

staff members (sales and non-sales), ensuring that all agents have the proper licensing and 

training to sell products on the firm's behalf, distributing marketing collateral, attracting and 

educating potential policyholders and monitoring the performance of agency offices. As more 

potential customers move to the internet and other direct channels to receive quotes and 

complete insurance applications, the importance of superior customer service, policyholder 

retention, effecitve use of technology and marketing/advertising reach for physical agency 

branch locations has taken on increased importance. 

Common Agency Operations job titles: Agency Business Consultant, Sales Manager Assistant, 

Insurance Servie Operations Analyst, Operations Agent 

Agency Office Administration 

The Agency Office Administration function manages insurance policies (whether for customers 

or for company employees), dealing with the paperwork and the details of insurance contracts. 

Insurance agency office administration staff act as liaisons between employees and insurance 

companies (i.e., "the home office"), conduct administrative tasks as needed, makes sure the 



company's insurance certificates are in full compliance and helps the company develop policies 

for risk management and loss control. 

Common Agency Office Administration job titles: Insurance Administrative Assistant, Agency 

Office Assistant, Insurance Office Assistant, Insurance Office Receptionist 

Agent Recruiting 

The Agent Recruiting function attracts, screens and selects quality candidates for open 

insurance agent positions within the company. This group identifies vacancies, develops 

position descriptions, formulates a strategic recruitment plan (includes posting positions on 

social media and other platforms, performing guest lectures at universities, attending job fairs 

and networking events, etc.), reviews candidates and sends selected candidates to the HR 

Department for further review. Some recruiters review applicants themselves and select 

individuals to be hired. Recruiters fall into two categories: internal and external recruiters. 

Common Agent Recruiting job titles: Insurance Sales Recruiter, Insurance Recruiter, Insurance 

Recruiting Specialist 

Agent Revenue Production (Sales) 

The Agent Revenue Production (Sales) group is the main force behind insurance companies and 

involves the agents themselves. Also known as the Insurance Sales Team, or "Sales Force," this 

group is responsible for generating sales (involves new business, renewals and so on) for one or 

more insurance companies by contacting and meeting with potential clients, providing 

information concerning one or more types of insurance policies and generating accurate and 

timely insurance premium quotes. Many agents spend a lot of their time marketing their 

services and creating their own base of clients. Insurance agents fall under two categories: 

captive agents (agents who work for one insurance company) and independent insurance 

agents (agents who work for insurance brokerages). 

Common Agent Revenue Production (Sales) job titles: Insurance Sales Agent, Insurance Agent, 

Insurance Sales Associate, Insurance Service Representative, Insurance Sales Producer 

Insurance Regulatory & Development Authority 

A. Organizational Structure of IRDAI: 

Composition of IRDAI: 

As per Sec. 4 of IRDAI Act, 1999, the composition of the Authority is: 

a) Chairman; 



b) Five whole-time members;  

c) Four part-time members,  

(appointed by the Government of India) 

IRDAI’s Head Office is at Hyderabad 

All the major activities of IRDAI including ensuring financial stability of insurers and monitoring 

market conduct of various regulated entities is carried out from the Head Office. 

IRDAI’s Regional Offices are at New Delhi & Mumbai 

The Regional Office, New Delhi focuses on spreading consumer awareness and handling of 

Insurance grievances besides providing required support for inspection of Insurance companies 

and other regulated entities located in the Northern Region. This office is functionally 

responsible for licensing of Surveyors and Loss Assessors. Regional Office at Mumbai handles 

similar activities, as in Regional Office Delhi, pertaining to Western Region. 

B. Insurance Regulatory Framework: 

1. Insurance Regulatory and Development Authority of India (IRDAI), is a statutory body formed 

under an Act of Parliament, i.e., Insurance Regulatory and Development Authority Act, 1999 

(IRDAI Act 1999) for overall supervision and development of the Insurance sector in India. 

2. The powers and functions of the Authority are laid down in the IRDAI Act, 1999 and 

Insurance Act, 1938. The key objectives of the IRDAI include promotion of competition so as to 

enhance customer satisfaction through increased consumer choice and fair premiums, while 

ensuring the financial security of the Insurance market. 

3. The Insurance Act, 1938 is the principal Act governing the Insurance sector in India. It 

provides the powers to IRDAI to frame regulations which lay down the regulatory framework 

for supervision of the entities operating in the sector. Further, there are certain other Acts 

which govern specific lines of Insurance business and functions such as Marine Insurance Act, 

1963 and Public Liability Insurance Act, 1991.  

4. IRDAI adopted a Mission for itself which is as follows: 

 To protect the interest of and secure fair treatment to policyholders; 

 To bring about speedy and orderly growth of the Insurance industry (including annuity 

and superannuation payments), for the benefit of the common man, and to provide 

long term funds for accelerating growth of the economy; 

 To set, promote, monitor and enforce high standards of integrity, financial soundness, 

fair dealing and competence of those it regulates; 



 To ensure speedy settlement of genuine claims, to prevent Insurance frauds and other 

malpractices and put in place effective grievance redressal machinery; 

 To promote fairness, transparency and orderly conduct in financial markets dealing with 

Insurance and build a reliable management information system to enforce high 

standards of financial soundness amongst market players; 

 To take action where such standards are inadequate or ineffectively enforced; 

 To bring about optimum amount of self-regulation in day-to-day working of the industry 

consistent with the requirements of prudential regulation. 

5. Entities regulated by IRDAI: 

a. Life Insurance Companies - Both public and private sector Companies 

b. General Insurance Companies - Both public and private sector Companies. Among them, 

there are some standalone Health Insurance Companies which offer health Insurance policies. 

c. Re-Insurance Companies 

d. Agency Channel 

e. Intermediaries which include the following: 

 Corporate Agents 

 Brokers 

 Third Party Administrators 

 Surveyors and Loss Assessors. 

6. Regulation making process: 

 Section 26 (1) of IRDAI Act, 1999 and 114A of Insurance Act, 1938 vests power in the 

Authority to frame regulations, by notification. 

 Section 25 of IRDAI Act, 1999 lays down for establishment of Insurance Advisory 

Committee consisting of not more than twenty five members excluding the ex-officio 

members. The Chairperson and the members of the Authority shall be the ex-officio 

members of the Insurance Advisory Committee. 

 The objects of the Insurance Advisory Committee shall be to advise the Authority on 

matters relating to making of regulations under Section 26. 

 Accordingly the draft regulations are first placed in the meeting of Insurance Advisory 

Committee and after obtaining the comments/recommendations of IAC, the draft 

regulations are placed before the Authority for its approval. 

 Every Regulation approved by the Authority is notified in the Gazette of India. 

 Every Regulation so made is submitted to the Ministry for placing the same before the 

Parliament. 



7. The Authority has issued regulations and circulars on various aspects of operations of the 

Insurance companies and other entities covering: 

 Protection of policyholders’ interest 

 Procedures for registration of insurers or licensing of intermediaries, agents, surveyors 

and Third Party Administrators; 

 Fit and proper assessment of the promoters and the management 

 Clearance /filing of products before being introduced in the market 

 Preparation of accounts and submission of accounts returns to the Authority. 

 Actuarial valuation of the liabilities of life Insurance business and forms for filing of the 

actuarial report; 

 Provisioning for liabilities in case of non-life Insurance companies 

 Manner of investment of funds and periodic reports on investments 

 Maintenance of solvency 

 Market conduct issues 

C. Supervisory Role: 

1. The objective of supervision as stated in the preamble to the IRDAI Act is “to protect the 

interests of holders of Insurance policies, to regulate, promote and ensure orderly growth of 

the Insurance industry”, both Insurance and Reinsurance business. The powers and functions of 

the Authority are laid down in the IRDAI Act, 1999 and Insurance Act, 1938 to enable the 

Authority to achieve its objectives. 

2. Section 25 of IRDAI Act 1999 provides for establishment of Insurance Advisory Committee 

which has Representatives from commerce, industry, transport, agriculture, consume for a, 

surveyors agents, intermediaries, organizations engaged in safety and loss prevention, research 

bodies and employees’ association in the Insurance sector are represented. All the rules, 

regulations, guidelines that are applicable to the industry are hosted on the website of the 

supervisor and are available in the public domain. 

3. Section 14 of the IRDAI Act,1999 specifies the Duties, Powers and functions of the Authority. 

These include the following: 

 To grant licenses to (re) Insurance companies and Insurance intermediaries 

 To protect interests of policyholders, 

 To regulate investment of funds by Insurance companies, professional organisations 

connected with the (re)Insurance business; maintenance of margin of solvency;  

 To call for information from, undertaking inspection of, conducting enquiries and 

investigations of the entities connected with the Insurance business; 

 To specify requisite qualifications, code of conduct and practical training for 

intermediary or Insurance intermediaries, agents and surveyors and loss assessors 

 To prescribe form and manner in which books of account shall be maintained and 

statement of accounts shall be rendered by insurers and other Insurance intermediaries;  



D. Prudential approach: Reporting, Risk monitoring and intervention: 

1. Reporting Requirements: 

Insurers are required to submit various returns like financial statements on an annual basis duly 

accompanied by the Auditors’ opinion statement on the annual accounts; reports of valuation 

of assets, valuation of liabilities and solvency margin; actuarial report and abstract and annual 

valuation returns giving information about the financial condition for life Insurance business; 

Incurred But Not Reported claims in case of general Insurance business; Reinsurance plans on 

an annual basis; and monthly statement on underwriting of large risks in case of general 

Insurance companies; details of capital market exposure on a monthly basis; Investment policy, 

Quarterly and annual returns on investments. 

2. Solvency of Insurers: 

In order to monitor and control solvency requirements, it has been made mandatory to the 

insurers to submit solvency report on quarterly basis. In case of any deviation, the Supervisor 

initiates necessary and suitable steps so as to ensure that the Insurer takes immediate 

corrective action to restore the solvency position at the minimum statutory level.  

Computation of solvency margin takes into account the inherent risk that respective line of 

business poses to the insurer. Higher requirements are placed for risky lines of business 

compared to others posing less risk to the insurers. Even though the insurers are required to 

maintain a minimum solvency ratio of 150% at all times, the actual solvency margin maintained 

by insurers are well above the required solvency margin leading to the solvency margin ratio 

significantly higher than 150% on average.  

Quarterly solvency ratio reports have to be submitted to the Supervisor, maintaining minimum 

solvency ratio of 150%. This provides the regular a mechanism to monitor the solvency position 

periodically over the financial year in order to ensure compliance with the requirements and 

hence to initiate suitable action in the event of any early warning signal on the Insurer’s 

financial condition. 

3. Asset-Liability Management: 

Under Asset-Liability Management reporting, Insurer must provide the year wise projected cash 

flows, in respect of both assets and liabilities. Insurers must maintain mismatching reserves in 

case of any mismatch between assets and liabilities as a part of the global reserves. Further, Life 

insurers are required to submit a report on sensitivity and scenario testing exercise in the 

prescribed format. Non-life insurers must submit a report on ‘Financial Condition’ covering the 

sensitivity analysis of the financial soundness in meeting the policyholders’ liabilities. 

The supervisor requires management of investments to be within the insurer’s own 

organization. In order to ensure a minimum level of security of investments in line with 



Insurance Act Provisions, the regulations prescribe certain percentages of the funds to be 

invested in government securities and in approved securities. The regulatory framework lays 

down the norms for the mix and diversification of investments in terms of Types of Investment, 

Limits on exposure to Group Company, Insurer’s Promoter Group Company. Investment 

Regulations lay down the framework for the management of investments. The exposure limits 

are also prescribed in the Regulations. The Investment Regulations require a proper 

methodology to be adopted by the insurer for matching of assets and liabilities. 

4. Reinsurance: 

Transfer of risk through Reinsurance is recognized only to the extent specified in the 

regulations. Due safeguards are built in to ensure that adjustments are made to provide for 

quality of assets held. No other risk transfer mechanism exists in the current system. In order to 

minimize the counterparty risk, the re-insurers with whom business is placed must have the 

minimum prescribed rating by an independent credit rating agency as specified in the 

regulations. Legislation has specified the minimum capital requirements for an Insurance 

company. It further, prescribes that Insurance companies can capitalize their operations only 

through ordinary shares which have a single face value. 

Reinsurer 

General Insurance Corporation of India (GIC of India) is the sole National Reinsurer, providing 

Reinsurance to the Insurance companies in India. The Corporation’s Reinsurance programme 

has been designed to meet the objectives of optimising the retention within the country, 

ensuring adequate coverage for exposure and developing adequate capacities within the 

domestic market. It is also administering the Indian Motor Third Party Declined Risk Insurance 

Pool – a multilateral Reinsurance arrangement in respect of specified commercial vehicles 

where the policy issuing member insurers cede Insurance premium to the Declined Risk pool 

based on the underwriting policy approved by IRDAI. 

5. Corporate Governance: 

In order to protect long- terms interests of policyholders, the IRDAI has outlined appropriate 

governance practices applicable to Insurance companies for maintenance of solvency, sound 

long-term investment policy and assumption of underwriting risks on a prudential basis from 

time to time. The IRDAI has issued comprehensive guidelines for adoption by Insurance 

companies on the governance responsibilities of the Board in the management of the Insurance 

functions. These guidelines are in addition to provisions of the Companies Act, 1956, Insurance 

Act, 1938 and other applicable laws.  

Corporate Governance Guidelines issued by IRDAI, requires insurers to have in place requisite 

control functions. The oversight of the control functions is vested with the Boards of the 

respective insurer. It lays down the structure, responsibilities and functions of Board of 

Directors and the senior management of the companies. Insurers are required to adopt sound 



prudent principles and practices for the governance of the company and should have the ability 

to quickly address issues of non-compliance or weak oversight and controls. 

The Guidelines mandated the insurers to constitute various committees viz., Audit Committee, 

Investment Committee, Risk Management Committee, Policyholder Protection Committee and 

Asset-Liability Management Committee. These committees play a critical role in strengthening 

the control environment in the company. 

6. On and off site Supervision: 

Onsite Inspections: 

The Authority has the power to call for any information from entities related to insurance 

business – Insurance companies and the intermediaries, as may be required from time to time.  

On site inspection is normally carried out on an annual basis which includes inspection of 

corporate offices and branch offices of the companies. These inspections are conducted with 

view to check compliance with the provisions of Insurance Act, Rules and regulations framed 

thereunder.  

The inspection may be comprehensive to cover all areas, or may be targeted on one, or a 

combination of, key areas. When a market-wide event having an impact on the insurers occurs, 

the Supervisor obtains relevant information from the insurers, monitors developments and 

issues directions as it may consider necessary. Though there is no specific requirement, events 

of importance trigger such action. The supervisor reviews the “internal controls and checks” at 

the offices of Insurance companies, as part of on-site inspection.  

Off-site Inspection: 

The primary objective of off-site surveillance is to monitor the financial health of Insurance 

companies, identifying companies which show financial deterioration and would be a source for 

supervisory concerns. This acts as a trigger for timely remedial action. 

The off-site inspection conducted by analyzing periodic statements, returns, reports, policies 

and compliance certificates mandated under the directions issued by the Authority from time 

to time. The periodicity of these filings is generally annual, half-yearly, quarterly and monthly 

and are related to business performance, investment of funds, remuneration details, expenses 

of management, business statistics, auditor certificates related to various compliance 

requirements.  

The statutory and the internal auditors are required to audit all the areas of functioning of the 

Insurance companies. The particular area of focus is the preparation of accounts of the 

company to reflect the true and fair position of the company as at the Balance Sheet date. The 

auditors also examine compliance or otherwise with all statutory and regulatory requirements, 



and in particular whether the Insurance company has been compliant with the various 

directions issued by the supervisor. In addition, the Authority relies upon the certifications 

which form part of the Management Report. The Board is required to certify that the 

management has put in place an internal audit system commensurate with the size and nature 

of its business and that it is operating effectively. 

All Insurance companies are required to publish financial results and other information in the 

prescribed formats in newspapers and on their websites at periodic intervals.  

7. Micro Insurance and Rural & Social Sector Obligations 

The IRDAI had issued micro Insurance regulations for the protection of low income people with 

affordable Insurance products to help cope with and recover from common risks with 

standardised popular Insurance products adhering to certain levels of cover, premium and 

benefit standards. These regulations have allowed Non Governmental Organisations (NGOs), 

Self Help Groups (SHGs) and other permitted entities to act as agents to Insurance companies in 

marketing the micro Insurance products and have also allowed both life and non-life insurers to 

promote combi-micro Insurance products.  

The Regulations framed by the Authority on the obligations of the insurers towards rural and 

social sector stipulate targets to be fulfilled by insurers on an annual basis. In terms of these 

regulations, insurers are required to cover year wise prescribed targets (i) in terms of number 

of lives under social obligations; and (ii) in terms of percentage of policies to be underwritten 

and percentage of total gross premium income written direct by the life and non-life insurers 

respectively under rural obligations. 



Strategic managementStrategic Planning Control is a very significant component of 

the implementation process, as it involves tracking, monitoring and evaluating the effectiveness 

of the strategies that have been implemented, as well as making any necessary adjustments 

and improvements when necessary. 

The organizational planning takes place at several levels of the organization – the corporate 

level, the business level and operational level. 

The corporate level consisting of the top management deals with long-term major decisions 

making such as allocation of resources, taking major risks for generating high profits. 

The operational level decisions are short term and less risky in nature and lead incremental 

change in organizational operation. 

 

A strategic plan is of little use to an organization without a means of putting it into place. In 

fact, implementation is an essential part of the Strategic Planning Control process, and 

organizations that develop strategic plans must expect to include a process for applying the 

plan. 

Strategic Planning Control occurs in three ways. First, strategic planning is itself a form of 

http://www.iibmindialms.com/library/management-basic-subjects/marketing-management/overview-strategic-planning/


control. Second, strategic plans are converted into reality not only by their influence on the 

management control activity but also by the key decisions regarding allocation of resources. 

Third, while capital budgeting systems can respond to requests for resources that are 

consistent with the accepted strategic plan, the period between formal, comprehensive 

strategic planning exercises can give rise to unanticipated changes in the environment or 

unexpected internal crises. 

Anthony views management planning and control as the processes by which (1) organizational 

objectives are achieved and (2) the use of resources is made effective and efficient. 

 

What is Strategic Planning? 

Strategic planning is an organizational management activity that is used to set priorities, focus 

energy and resources, strengthen operations, ensure that employees and other 

stakeholders are working toward common goals, establish agreement around intended 

outcomes/results, and assess and adjust the organization's direction in response to a changing 

environment. It is a disciplined effort that produces fundamental decisions and actions that 

shape and guide what an organization is, who it serves, what it does, and why it does it, with a 

focus on the future. Effective strategic planning articulates not only where an organization is 

going and the actions needed to make progress, but also how it will know if it is successful.  

What is a Strategic Plan? 

A strategic plan is a document used to communicate with the organization the organizations 

goals, the actions needed to achieve those goals and all of the other critical elements 

developed during the planning exercise.  

What is Strategic Management?  What is Strategy Execution? 

Strategic management is the comprehensive collection of ongoing activities and processes that 

organizations use to systematically coordinate and align resources and actions with mission, 

vision and strategy throughout an organization. Strategic management activities transform 

the static plan into a system that provides strategic performance feedback to decision 

making and enables the plan to evolve and grow as requirements and other circumstances 

change.  Strategy Execution is basically synonymous with Strategy Management and amounts 

to the systematic implementation of a strategy. 

What Are the Steps in Strategic Planning & Management? 

There are many different frameworks and methodologies for strategic planning and 

management. While there are no absolute rules regarding the right framework, most follow a 

similar pattern and have common attributes. Many frameworks cycle through some variation 

on some very basic phases: 1) analysis or assessment, where an understanding of the current 



internal and external environments is developed, 2) strategy formulation, where high level 

strategy is developed and a basic organization level strategic plan is documented 3) strategy 

execution, where the high level plan is translated into more operational planning and action 

items, and 4) evaluation or sustainment / management phase, where ongoing refinement and 

evaluation of performance, culture, communications, data reporting, and other strategic 

management issues occurs.  

The Five Stages of the Strategic Management Process 

Clarify Your Vision 

The purpose of goal-setting is to clarify the vision for your business. This stage consists of 

identifying three key facets: First, define both short- and long-term objectives. Second, identify 

the process of how to accomplish your objective. Finally, customize the process for your staff, 

give each person a task with which he can succeed. Keep in mind during this process your goals 

to be detailed, realistic and match the values of your vision. Typically, the final step in this 

stage is to write a mission statement that succinctly communicates your goals to both your 

shareholders and your staff. 

Gather and Analyze Information 

Analysis is a key stage because the information gained in this stage will shape the next two 

stages. In this stage, gather as much information and data relevant to accomplishing your 

vision. The focus of the analysis should be on understanding the needs of the business as a 

sustainable entity, its strategic direction and identifying initiatives that will help your business 

grow. Examine any external or internal issues that can affect your goals and objectives. Make 

sure to identify both the strengths and weaknesses of your organization as well as any threats 

and opportunities that may arise along the path. 

Formulate a Strategy 

The first step in forming a strategy is to review the information gleaned from completing the 

analysis. Determine what resources the business currently has that can help reach the defined 

goals and objectives. Identify any areas of which the business must seek external resources. The 

issues facing the company should be prioritized by their importance to your success. Once 

prioritized, begin formulating the strategy. Because business and economic situations are fluid, 

it is critical in this stage to develop alternative approaches that target each step of the plan. 

Implement Your Strategy 

Successful strategy implementation is critical to the success of the business venture. This is the 

action stage of the strategic management process. If the overall strategy does not work with 

the business' current structure, a new structure should be installed at the beginning of this 



stage. Everyone within the organization must be made clear of their responsibilities and 

duties, and how that fits in with the overall goal. Additionally, any resources or funding for the 

venture must be secured at this point. Once the funding is in place and the employees are 

ready, execute the plan. 

Evaluate and Control 

Strategy evaluation and control actions include performance measurements, consistent review 

of internal and external issues and making corrective actions when necessary. Any successful 

evaluation of the strategy begins with defining the parameters to be measured. These 

parameters should mirror the goals set in Stage 1. Determine your progress by measuring the 

actual results versus the plan. 

Monitoring internal and external issues will also enable you to react to any substantial change 

in your business environment. If you determine that the strategy is not moving the company 

toward its goal, take corrective actions. If those actions are not successful, then repeat the 

strategic management process. Because internal and external issues are constantly evolving, 

any data gained in this stage should be retained to help with any future strategies. 

Strategic control is a term used to describe the process used by organizations to control the 

formation and execution of strategic plans; it is a specialised form of management control, and 

differs from other forms of management control (in particular from operational control) in 

respects of its need to handle uncertainty and ambiguity at various points in the control 

process.
[1]

  

The four elements proposed by Muralidharan are:  

 the articulation of the strategic outcomes being sought 

 the description of the strategic activities to be carried out (attached to specific managed 

resources) in pursuit of the required outcomes 

 the definition of a method to track progress made against these two elements (usually 

via the monitoring of a small number of performance measures and associated target 

values) 

 the identification of an effective intervention mechanism that would allow observers 

(usually the organisation’s managers) to change / correct / adjust the organisation's 

activities when targets are not achieved. 

What is strategic management? 

Strategic management is a management field focusing on long-term planning and the direction 

of the organization. Strategic management in an organization ensures that things do not 

happen randomly but according to pre-planned, long-term plans. It serves, on one hand, the 

transmission of the owners’ requirements to the management (Governance), and on the other 
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hand, the organizational management for the organization, unification and direction the 

behavior of all people in all parts of the organization. 

What are the processes and phases of strategic management? 

Strategic management is a key and top management activity, where all management functions 

meet - it is one of the key pillars of management and it forms the skeleton of the overall 

management of each organization. It formulates operating rules, priorities and direction in the 

long term, including the direction the organization wants to go. The whole process of strategic 

management takes place in four primary, recurrent phases (the so-called Strategic cycle): 

 Strategy Formulation (organization mission, its vision and strategic objectives) 

 Strategic Planning (establishment of a strategic plan and schedule implementation) 

 Strategy Implementation (resource allocation, implementation of projects, activities and 

measures to meet strategic objectives) 

 Strategic Control, status monitoring and strategy evaluation (strategy evaluation and 

possible update). 

Strategic management is not just about setting long-term objectives. It’s a very comprehensive 

managerial discipline - strategic management is the art, science and skill of formulating, 

complex decision making and subsequent implementation of all what enables an organization 

to achieve its objectives. Strategic management represents a process of specifying the 

organization mission, its vision and objectives, different policies and plans, definition of 

program, projects, and various measures that help achieve a company´s objectives. There has 

to be a schedule which specifies when which objectives are to be achieved. There must be 

metrics by which to measure whether the objectives have been achieved. 

Use of life insurance in personal and business planning 

Life insurance can be an extremely powerful tool that businesses can use to protect against the 

loss of a valuable employee or executive. In many companies, especially small businesses, the 

death of one of the top producers or salesmen could result in detrimental financial loss or 

business profit decrease that may threaten that company's ability to continue operations. 

When used properly, life insurance can help ensure the business stays afloat while searching 

for, and training, someone to replace the key executive, because the policy's death benefit is 

made payable to the company. 

1.  

Determine which employee, or employees, are absolutely essential to the successful operation 

of the business. Consider the profit generated by that worker, and whether or not the loss of 

that person would legitimately threaten the integrity of the company. Entrepreneur.com 
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suggests that you "look at your business and think about who is irreplaceable in the short 

term." 

2.  

Determine the amount of life insurance necessary on that employee. Consider the fact that 

your company's earnings would significantly decrease after the death of that person, and how 

much money it would take to replace those earnings during the hiring and training process that 

would be necessary for a new worker. AllBusiness.com suggests that you "consider factors such 

as projects that would be lost, the amount of sales generated by the key employee, and the 

costs associated with replacing the employee." 

3.  

Obtain several life insurance quotes from different carriers for Key Man life insurance policies. 

Contact an independent insurance broker and request quotes from multiple reputable 

companies that provide policies specific to your needs and situation. 

4.  

Evaluate the quotes returned by the insurance broker. Consider the price of the policy as well 

as the features and specifications of the actual product. Decide which company you feel offers 

the best life insurance policy at a reasonable rate that fits within the confines of your available 

budget. 

5.  

Complete the application for life insurance. Request these forms from the insurance broker and 

have him assist you with completing them properly. Applying for Key Man life insurance is not 

much different from applying for life insurance coverage as an individual, but the insurance 

company will require specific information about your business in addition to details about the 

employee to be insured. 

6.  

Submit the application to the insurance company. Mail in the completed application form along 

with any additional corporate documents or articles requested by the insurance company. 

Providing all the necessary information in advance will speed up the time it takes to process 

your company's life insurance application. 

Business Uses of Life Insurance 

Life insurance is not only an important component of a personal financial plan, it also plays a 

key role in the financial stability of a business, according to the Financial Web website. Life 



insurance can keep a business going should the owner die, as well as prevent financial hardship 

for the owner's family. 

Preventing Liquidation 

Without life insurance, the family of a business owner may need to liquidate the business's 

assets quickly to come up with cash upon the owner's death. A liquidation sale often results in 

the family receiving far less than market value for the assets, according to the Financial Web 

website. Life insurance can provide the money that eliminates the urgency in liquidating 

business assets. 

Key Man Coverage 

In businesses entities such as partnerships or corporations, the survival of the business may 

depend in large part on the performance or expertise of one individual. The entity may 

purchase life insurance to keep it afloat or to buy time until it can be sold in the event that this 

key individual dies. 

Obtaining Financing 

Businesses that are just starting out or looking to expand often need to borrow money. A 

financial institution such as a bank may require that the business owner purchase life insurance 

to use as collateral in the event of the owner's death. The financial institution is listed as the 

beneficiary of the policy, meaning the loan will be paid. 

Cash Accumulation 

The owner of a small business may purchase a cash-accumulating policy such as whole life to 

provide additional funds in addition to the insurance protection. The owner can borrow from 

the cash value to help finance an expansion or take care of a financial emergency, or simply let 

the cash accrue and use it as part of his retirement fund. 

Recruitment 

In a competitive hiring environment, a business owner may need every advantage she can get 

when recruiting talented workers. A group life insurance policy can be included as part of a 

benefits package to lure potential employees. The owner can pay a portion of the premium to 

make the offer more attractive. 

Insurance Underwriting  



Who is Insurance Underwriter  

Insurance underwriters are professionals who evaluate and analyze the risks of insuring people 

and assets and establish pricing for accepted insurable risks.  Underwriters help price life 

insurance, health insurance, commercial liability insurance, homeowners insurance, et 

Underwriters use computer programs and actuarial data to determine the likelihood and 

magnitude of claim payouts over the life of the policy. Evaluating an insurer's risk before the 

policy period and at renewal is a vital function of an underwriter. 

BREAKING DOWN Insurance Underwriter  

Insurance companies face the precarious dilemma of either being too aggressive or too 

conservative in their underwriting duties. If too aggressive, greater-than-expected claims could 

compromise earnings; if too conservative, they will be outpriced by competitors and lose 

market share. Insurance underwriting is a large and profitable industry.  For example, Warren 

Buffett used insurance and reinsurance premiums to fund investments at Berkshire Hathaway. 

Underwriters must analyze numerous rating factors when developing premium rates. However, 

not every risk can be measured objectively. Pricing is subject to underwriting discretion that 

typically follows systematic rating methodologies. 

Homeowners Insurance Underwriters  

Homeowners insurance underwriters must consider numerous variables when rating a 

homeowner policy. Property and casualty insurance agents act as field underwriters, initially 

inspecting homes or rental properties for conditions such as deteriorated roofs or foundations 

that pose a risk to the carrier. They report these hazards to the home underwriter. The home 

underwriter additionally considers hazards that may trigger a liability claim. Hazards considered 

include unfenced swimming pools, cracked sidewalks, and the presence of dead or dying trees 

on the property. These and other hazards represent risks to an insurance company, which may 

eventually be required to pay liability claims in the event of accidental drownings or slip and fall 

injuries. 

Inputting a number of factors, which often includes an applicant's credit rating, homeowner 

insurance underwriters employ an algorithmic rating method to price policies. The system 

generates an appropriate premium based on the platform’s interpretation and the combination 

of all data reported from the observations of the field underwriter. The lead underwriter also 

subjectively considers answers submitted by the applicant on the policy application when 

arriving at a premium. 

Medical Stop-Loss Underwriters  

Medical stop-loss underwriters assess risk based on the individual health conditions of self-

insured employer groups. Stop-loss insurance is placed to protect groups that pay their own 
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health insurance claims for employees, rather than paying premiums to transfer all risk to the 

insurance carrier. 

Self-insured entities pay medical and prescription drug claims plus administration fees out of 

company reserves and assume risk posed by the potential for large or catastrophic losses such 

as organ transplants or cancer treatments. As such, these underwriters must assess individual 

medical profiles of employees who present with emerging or pre-existing medical conditions. 

Underwriters also assess the risk of a group as a whole and calculate an appropriate premium 

level and aggregate claims limit which, if exceeded, may cause irreparable financial harm to the 

employer. 

Insurance underwriting 

Insurance underwriters evaluate the risk and exposures of potential clients. They decide how 

much coverage the client should receive, how much they should pay for it, or whether even to 

accept the risk and insure them. Underwriting involves measuring risk exposure and 

determining the premium that needs to be charged to insure that risk. The function of the 

underwriter is to protect the company's book of business from risks that they feel will make a 

loss and issue insurance policies at a premium that is commensurate with the exposure 

presented by a risk.  

Each insurance company has its own set of underwriting guidelines to help the underwriter 

determine whether or not the company should accept the risk. The information used to 

evaluate the risk of an applicant for insurance will depend on the type of coverage involved. For 

example, in underwriting automobile coverage, an individual's driving record is critical. 

However, the type of automobile is actually far more critical. As part of the underwriting 

process for life or health insurance, medical underwriting may be used to examine the 

applicant's health status (other factors may be considered as well, such as age & occupation). 

The factors that insurers use to classify risks are generally objective, clearly related to the likely 

cost of providing coverage, practical to administer, consistent with applicable law, and designed 

to protect the long-term viability of the insurance program.
[2]

  

What does underwriting in life insurance mean and how does it affect me? 

Underwriting is the process of assessing the level of risk presented to the insurer in order to 

determine the cost of a premium for a life insurance applicant. This is similar to how a car 

insurance company will ask you if you have had any previous licence suspensions, accidents or 

major moving violations. 

How does the life insurance underwriting process work? 

Underwriting is essentially the process of evaluating the degree of risk a person presents in 

order to either accept or reject their life insurance application. 
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1. When does underwriting occur? 

You’ll first have to complete the application from your insurer which will detail your personal 

information, as well as medical history. If the insurer feels the application wasn’t filled out 

thoroughly, you’ll likely receive a call from an insurer to fill in the blanks in order to move on to 

the next step of getting a life insurance policy — underwriting. 

2. What documents are generally required? 

As a minimum the insurer will require details of you: 

 Personal details 

 Residency 

 Occupation 

 Financial status 

 Hobbies 

 Medical history 

3. What types of medical documents are required? 

 Details of medical history. This can include statements or record from your doctor 

about past conditions. 

 Information of any existing diseases or health disorder. This can include statements 

about the nature of condition and current treatments you are on. 

 General questions about the family medical history. This is done to assess any chance 

of suffering a hereditary disease. 

What risk factors impact the premium or whether the policy is accepted? 

Here are some factors that underwriters typically look at: 

 A person’s age: As far as life insurance is concerned, a person’s age is an important 

factor. People who are in their thirties or even younger typically present lower risk and 

may qualify for lower premium rates. 

 Smoking Status: If the applicant is a smoker, premium rates can increase by 100% 

 Family medical history: If you have a long history of serious illness such as cancer or 

heart problems in your family, then you’ll likely be considered high risk. On the other 

hand, if you’re in good health and don’t have any genetic history or predisposition to 

serious illnesses, then your life insurance application should be accepted at standard 

premium rates. 

 Current health conditions: If you’re in good health, you’ll be seen as a lower risk than 

someone who has some illness or has undergone serious surgeries in the past. 

Sometimes, underwriters may even refuse your life insurance application if you’re 
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regularly ill, as the insurance company may not be willing to accept the higher risk that 

comes with regular illness. 

 The nature of your occupation: The nature of your occupation can also have a 

significant impact on your life insurance premiums. If you’re in a job where you need to 

tackle dangerous or risky situations on a regular basis, your risk factor will be considered 

higher by the underwriters, which could cause your life insurance premiums to increase. 

Not every person presents the same degree of risk to the insurance company 

For instance, if you’re 30 years old and in good health, you’d present a significantly lower risk of 

suffering an early death than someone who is 60 years of age or in ill health. While there are no 

certainties in life and a younger person could die earlier than an older person, life insurance is 

based on calculable risk and that is exactly what underwriters do. 

How does medical underwriting work? 

When your application is assessed by an underwriter, you may be asked to complete a medical 

examination depending on the information you’ve provided. Your medical history from your 

doctor or other medical professionals cannot be obtained without your permission and any 

information gathered will be treated in confidence. 

Some medical conditions that generally prompt an insurance underwriter to request a medical 

examination include: 

 Heart trouble and high blood pressure 

 Chest pains 

 Lung disorders 

 Bronchitis 

 Chronic indigestion 

 Diabetes type I and II 

 Malignant tumors or cancer 

 Kidney, bladder, liver disorders and stones 

 Hepatitis 

 Mental illness 

 Epilepsy 

Simplified issue life insurance 

Simplified issue life insurance skips the medical exam and relies on the applicant to answer 

questions about their medical history. Questions may ask about your current and past health, 

whether you’re a smoker, and if your family has a medical history with a disease or illness and 

so on. While this can get you insured quickly, premiums may be higher than standard life 

insurance policies. 
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Guaranteed life insurance 

It really is what it says — guaranteed life insurance. This means you can get a life insurance 

policy without taking a medical exam or having to answer any medical questions. Because the 

insurer is giving you a policy without knowing anything about your past medical history, 

premiums will be expensive and death benefits will often be lower than a common life 

insurance policy. 

 

Why is medical underwriting necessary? 

If the underwriters don’t do a good job and quote very high premiums, the insurance provider 

stands to lose out on a lot of business to their competitors. Similarly, if the underwriters 

undermine a person’s risk and quote lower premiums, the insurance company stands to lose a 

great deal of money by covering high-risk individuals at lower rates. 

Underwriting is not only an important process for the person who wants to buy life insurance, 

but it’s also a vital process for the insurance company. 

What is Underwriting and How Does it Work? 

It is very important for you to understand the underwriting process to help you avoid needless 

frustration. After you apply for life insurance, the company is going to look at different criteria 

to decide if they are going to accept your application for coverage. Several of the major factors 

the underwriter will review are your driving history, prescription history, family health history, 

usage of alcohol, height and weight and of course any prior medical issues or surgeries. If you 

elect to purchase a life insurance policy requiring a free medical exam all the exam results will 

be reviewed prior to an underwriting decision. 

Factors Considered When Underwriting A Life Insurance Policy 

The criteria that are analyzed by a life insurance underwriter will typically include the following: 

 Applicant’s current age (you can still qualify for life insurance for senior citizens) 

 Applicant’s gender (It should be noted that some states offer uni-sex insurance rates) 

 Height and weight of the applicant 

 Health history (in addition to family health history of the applicant’s parents and 

siblings) 

 The purpose of the insurance policy (estate planning, final expenses, business, or 

individual life insurance) 

 Applicant’s marital status 

 Applicant’s children, if any 
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 The amount of life insurance already in force by the applicant, as well as any additional 

life insurance that the applicant intends to purchase (applicants with more life insurance 

than needed are generally poor risks to the insurance company) 

 Applicant’s occupation (hazardous occupations increase the risk to the insurance 

company) 

 Applicant’s income (income can help determine the suitability of the amount of life 

insurance) 

 Applicant’s smoking habits or tobacco use (smokers tend to have shorter lives, therefore 

making smokers a higher risk for the insurance company, thus higher premiums) 

 Use of alcohol by the applicant (excessive drinkers are also high risks to the insurance 

company) 

 Hobbies that the applicant engages in (some hobbies are considered hazardous, such as 

rock climbing or hang gliding and are considered high risks to the insurance company) 

 Amount of foreign travel that the applicant engages in (some types of foreign travel are 

considered risky) 

All the above factors are considered to be elements of risk. Each is analyzed and factored in by 

the life insurance underwriters prior to an approval or rejection decision being made. 

Therefore, prior to applying for life insurance coverage, it is important to understand how 

underwriting works, as well as how different factors could affect the possibility of being 

accepted or rejected for coverage. Those applicants who have been rejected due to risk factors 

can still apply for high risk life insurance. 

As you can see, there are dozens and dozens of different aspects that the insurance company is 

going to look at while reviewing your life insurance application. You should make sure that you 

have all the information necessary to get an affordable plan. 

High-risk Applicants 

Because there are so many different factors that the insurance company reviews with each 

application, there are dozens of different things that could cause you to be a high-risk applicant. 

If you are deemed a high-risk applicant you will be either rejected for any coverage or be forced 

to pay higher premiums for your policy. 

There are plenty of top life insurance companies that specialize in offering coverage to high-risk 

applicants. These companies have experience with various types of applicants. The high-risk 

companies are going to offer you much better rates for your coverage than other companies 

that avoid high-risk applicants. It’s vital that you get the best plan to meet your needs at an 

affordable rate as you will be paying this premium for many years. 

Getting Better Underwriting Results 

The results from the underwriting are going to play a significant role in your chances of being 

approved for life insurance and how much you’re going to pay for that life insurance policy. 
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There are several ways that you can get better results and ensure that you get the best rates for 

your life insurance coverage. 

The first thing for you to do is to improve your health through a healthier diet and start a daily 

exercise regimen. Both can help you lose weight, lower your cholesterol, and lower your risk of 

having severe health complications later in life. You don’t have to spend hours in the gym every 

day, but getting consistent exercise, and swapping out some junk food for veggies can work 

wonders on your health. 

The next thing that you should do is stop using tobacco. Using tobacco increases your chances 

of having several types of cancer drastically, which is going to reflect poorly when going 

through the underwriting process for your life insurance policy. If you qualify as a smoker on 

your life insurance application, you can expect to pay twice as much for your coverage. You’ll 
need to get in better shape and certainly stop smoking if you want to find the most affordable 

life insurance plan! 

The next way that you can improve your results from the medical underwriting is to stop any 

dangerous hobbies that you participate in. If you are a rock climber, the insurance company is 

going look at you as a high-risk applicant, which means that you’re going to pay much higher 

rates for your plan. 

Each insurance company is different, and they will all have varying underwriting policies which 

can drastically impact the results and rates that you may receive. Finding the right company 

could be the difference in being declined for life insurance or getting an affordable policy. There 

are dozens of different insurance companies on the market, which means that you could spend 

weeks looking for the perfect plan. 

Car insurance underwriting is similarly supported by historical data, informing the risks posed 

by drivers. And these are the ranking factors we always talk about: driving history, credit score 

(except for in California), vehicle, domestic situation, education level and others. That’s why 

we’re able to produce real rates instantly.  
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