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The Government has accepted the need for deposit insurance albeit grudgingly and after procrasti
nation. 

According to the Deposit Insurance Bill, now passed by both Houses of Parliament all deposits will 
be compulsorily insured, upto a maximum of Rs 1,500. Insurance will thus cover roughly less than half of 
an average deposit taking all banks and only one-third of ah average deposit, talcing only the big banks. 

The low limit of insurance is likely to lead to considerable splitting up of accounts within and 
among banks. This, in turn, will increase the liability of the proposed Deposit Insurance Corporation, 

T H E decision to insure bank de
posits in Ind ia embodied in the 

Deposit Insurance Corporation B i l l , 
is a t imely and welcome step, Ever 
since the series of bank failures in 
the immediate post-war years (1946-
5 2 ) , the issue of deposit insurance 
has received consideration from time 
to time, The Rural Banking Enquiry 
Committee (1950) gave some 
thought to i t . However, the time 
'was then regarded as inopportune 
for the int roduct ion of deposit in
surance because the Ind ian Banking 
Companies Act was st i l l in the mak
ing . It was felt that a thorough 
study of banking in the country 
after the Banking Companies Act 
had come into being had to be 
made before introducing a scheme 
of deposit insurance, 

The Committee on Finance for the 
Private Sector (the Shroff Com
mittee) took considerable interest in 
the proposal for deposit insurance. 
ft prepared a detailed scheme for 
insurance of bank deposits on the 
lines of the Federal Deposit Insur
ance Corporat ion in the U S A. But 
the proposal d id not receive further 
attention from (he monetary autho
rities at that time. 

It was the failure of two scheduled 
banks in I 9 6 0 - t h e Lakshmi Bank 
in Maharashtra in June and, more 
par t icular ly , the Palai Central Bank 
in August—that led to some re
th ink ing on the question of deposit 
Insunance. In his speech at the 
T h i r t y - T h i r d Annua l Conference of 
the Ind ian Institute of Bankers in 
September I 960 . Shri H V R Iyengar, 
Governor of the Reserve Bank, 
stated that a scheme for insurance 
of bank deposits was being actively 
considered by the Reserve Bank in 
collaboration wi th the bank int. in
dustry. Then in November of the 
same year Shr i Iyengar" announced 
that condit ion of the Banking indus
t r y was quite sound and there was no 

immediate need for deposit insur
ance. However, the reaction to the 
Palai Bank fa i lure and the general 
demand for deposit insurance soon 
brought about a change of attitude. 

The Deposit Insurance Corpora
tion B i l l was introduced in Parlia
ment on August 3 1 , 1961. It re
ceived the consent of the Lok Sabha 
on September 8. Under the B i l l , a 
Corporat ion known as the Deposit 
Insurance Corporat ion w i l l be set up 
by the Central Government, The 
general superintendence, direct ion 
and management of the affairs of 
the Corporation shall vest in a 
Board of Directors. The Corporation 
w i l l have an authorised capital of 
Rs 1 crore. fu l ly paid-up and allot
ted to the Reserve Bank. The Cor
pora t ion w i l l register every existing 
licensed banking company and every 
new banking company, as soon it is 
granted a licence by the Reserve 
Bank. A l l deposits upto a l imi t of 
Rs 1500 wi l l be insured. 

Frequent Bank Failures 

The undeveloped nature of the 
Indian money market is reflected in 
the frequency of bank failures, even 
in normal years. Some idea of the 
consequent financial loss to deposi
tors and shareholders can be had 
from the table below. 

These losses occurred inspite of 
the fact that these were normal years 
for Indian banking. The failure of 
the Palai Bank, therefore, was not a 
stray incident. What drew atten
tion in this case was not only the 
fact that it was a scheduled bank 
( for the Lakshmi Bank was also a 

scheduled b a n k ) , but that the, Palai 
Bank was the biggest commercial 
bank in Kerala . Its fa i lure had a 
widespread reaction on the banking 
industry in that State. The shock 
was all the greater because, un t i l 
August 1960, the Palai Bank was 
known a l l around as a g rowing con
cern. Its deposits and advances were 
increasing. It was paying dividends 
at the rate of 4 to 5 per cent a year 
as late as 1957. Only in 1960 it 
had opened two new branches. 
Actual ly the position of the bank had 
been deteriorating ever since 1951 
Inspite of repeated warnings f rom 
the Reserve Bank, the Palai Bank 
had been fol lowing undesirable pol i 
cies. By the middle of 1960 it was-
felt that the situation was hopeless 
and that there was no alternative 
to l iqu ida t ing the Palai Bank. P r io r 
to the passing of the Banking Com-
panies Act in 1949. whenever there 
were bank failures, the Reserve Bank 
had pleaded its legal powers of 
supervision, inspection and control 
over the banks were inadequate. 
Under the Ac t of 1949. wide powers 
of supervision, inspection and con
trol were granted to the Reserve 
Bank. The Reserve Bank'si fa i lure 
to remedy the unsatisfactory stale of 
the Palai Bank over nine years is, 
therefore, indefensible. 

Apart from the immediate finan
cial loss to depositors, bank failures 
affect the development of banking 
in the country. Growth of strong 
banks and of the banking habit w i l l 
help in mobil is ing domestic savings 
and put t ing them to productive use. 
The tardy growth of the banking 
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habit is par t ly due to a lack of con
fidence in banks. This want of con
fidence is further increased by 
bank failures. 

Aim of Deposit Insurance 

Insurance of bank deposits aims 
at reducing the losses of account of 
bank failures in two ways. First 
when a bank fails, the insurance or
ganisation pays off depositors. In 
surance coverage? may be f u l l 
or restricted and the insurance 
organisation w i l l pay off whole 
or par t of the deposits, stand
ing to the credit of each depositor. 
Second, deposit insurance seeks to 
prevent the loss of confidence in a 
bank and the consequent panicky 
wi thdrawa l of cash, which are the 
immediate causes of bank failures. 
No bank, however sound, can wi th
stand sudden lose of confidence and 
hasty withdrawals of cash for long. 

The tremendous success of the 
federal Deposit Insurance Corpora
t ion in the U S, in spite of i n i t i a l 
doubts about its u t i l i t y , is an in 
sp i r ing example for Ind ia . The 
FDI C was set up by the Banking 
Act of 1933. Since 1934, the num
ber of bank failures in U S has been 
unusually low even for a period 
of recovery and prosperity. This 
was due, par t ly , to other favourable 
factors, but mainly to the activities 
of the F D I C and the consequent 
improvement in bank supervision 
and management. As a result of the 
small number of bank failures, the 
losses and operat ing expenses of the 
Corporation have been less than its 
income. In consequence, i t was 
possible for the Corporation to re
duce the effective p remium rate. 
The official rate has been maintained 
at l / 1 2 t h of 1 per cent since 1950 

. but the Corporat ion has been pro
v id ing a credit to insured banks in 
years in which the Corporation's as* 
sessment income exceeded its ex
panses and losses. As a result, the 
actual p remium rate is now about 
l / 2 7 t h of 1 per cent. The max imum 
amount of deposits covered by the 
scheme was also raised f rom $5,000 
to 10,000 for each depositor, 

A scheme of deposit insurance 
can be very useful in this country 
too. I t would help to mainta in con 
f idence in banks. The major i ty of 
depositors or would-be depositors in 
our country is not in a position 
to judge the soundness of in tegr i ty 

of a bank. A schema of deposit 
insurance w i l l afford some protec
t i o n to this class of depositors, 
hurt l ier , the powers of direct ion 
and examination granted to the De
posit Insurance Corporation w i l l 
prove a useful second line of de
fence in addit ion to statutory pow
ers of the Reserve Bank. In this 
respect the mode of operation oi 
the V D I C in I) S A has been 
largely followed in the proposed 
scheme of deposit insurance in 
India . According to section 34 (1 ) 
of the B i l l , the Corporation may 
at any time ask an insured 
bank for such statements and in 
formation relating to its deposits as 
the Corporation may consider 
necessary, The Corporat ion shall 
also have free access to all such re
cords of an insured bank as may 
appear necessary to the Corporation 
for the discharge of its functions. 
The bank wi l l be bound to furnish 
these records. [Sections 35 (1 ) 
and ( 2 ) ] . The Corporation may 
further request the Reserve Hunk 
f o r inspection of the books and ac
counts or generally to enquire into 
the affairs of an insured bank. 
[Section 36 ( 1 ) ) . After car ry ing 
out such inspection or investiga
t ion, tile Reserve Bank w i l l submit a 
copy of its report to the Corpora
t ion. The Reserve Bank w i l l also 
if requested by the Corporation, 
furnish to it any report or informa
t ion relating to an insured bank 
obtained bv il in pursuance, of the 
Reserve Bank of India Act, 1934 
or the Banking Companies Act 
1949. 

Such dupl icat ion of supervisory 
authori ty wielded by the Reserve 
Bank on the one hand and the De
posit Insurance Corporation on the 
other need not lead to complica
tions or shif t ing of responsibility. 
For, convenient work ing arrange
ments can be made between the 
two, as has been achieved in the 
V S. On the other hand, this w i l l 
make for more effective check on 
the activity of the banks. 

It is sometimes argued that de
posit insurance w i l l be useful only 
when bank failures are localised. 
When it is a question of global 
shortage of l i q u i d i t y and bank fa i 
lures 'are nation-wide, the Deposit 
Insurance Corporation cannot help. 
Nobody expects the Corporation to 
provide the necessary l i q u i d i t y in 

such an emergency; that is the 
function of central bank — the 
lender of the last resort, 

Why Big Bunks Oppose Scheme 

Any scheme of deposit insurance 
is usually opposed by the bigger 
banks for they have to bear I 
heavier burden relatively to the 
benefit. The incidence of failure 
among them is lower, so the risk 
insured against is smaller. More
over they have to pay premium on 
a l l deposits, not just the insured 
part of the deposits. The value of 
non-insured part of deposits is 
higher in their case because of the 
comparatively larger size of depo
sits. However, if there is a severe 
loss of confidence in small banks, it 
affects bigger banks too. Failure 
of the Palai Bank had a temporary 
adverse reaction on two of India's 
biggest banks — the Punjab Natio
nal Bank and the Indian Bank. De
posit insurance wi l l help bigger and 
smaller banks alike by encouraging 
the inflow of deposits. Deposit in
surance cannot be successful unless 
bigger banks j o i n i t . Under the 
Insurance B i l l , therefore, registra
t ion w i th the Deposit Insurance 
Corporation is compulsory for all 
licensed banks. 

The question is, how far the bene
fits expected f rom deposit insur 
anee are likely to be realised under 
the proposed scheme. Deposit in
surance raises questions about the 
capital structure and borrowing 
powers of the proposed Corpora-
t ion the rate of assessment of pre
mium and the coverage to be given.  
The capital structure and borrowing 
power must be adequate to face all 
losses due to bank failures. The 
rate of premium must be such as to 
ensure the Corporation adequate 
income: yet, a high rate w i l l im
pose a great burden on banks. 
The coverage must be such as to 
give protection to a considerable 
propor t ion of the deposits, if not al l . 
Al l these decisions w i l l be influenced 
by the amount of risk involved. 
Str ic t ly speaking the risk of banl 
fai lure is not calculable for insur
ance in the same way as that of. 
say, death or fire. Bank failures 
tend to he concentrated in parti 
cular years. In this case past ex 
perience cannot be a guide to the 
future. Decisions about coverage, 
rate of premium etc are bound to 
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be somewhat a rb i t r a ry at the begin-
n ing . The i r correctness or other
wise w i l l only be proved by t r i a l 
and error . 

Shroff Committee's Proposals 
In the scheme formula ted by the 

Shroff Committee, i t was recom
mended that the Deposit Insurance 
Corpora t ion should start w i t h an 
i n i t i a l capital of Rs 5 crores and ' 
the m a x i m u m coverage of deposits 
should be Rs 5.000 for each deposi-
tor. The aims of the present B i l l 
seem modest by comparison. The 
share capital of the Corpora t ion has 
been fixed at Rs 1 crore and the 
m a x i m u m coverage for each depo. 
si tor at Rs 1,500. The share capi
tal w i l l stand allotted to the Reserve 
Bank. The Corporat ion w i l l also 
b u i l d up a Deposit Insurance Fund 
f r o m the income received by the 
Corporat ion as p r emium, subse
quent repayments made to the Cor
pora t ion for payments of insured 
deposits to depositors in cases of 
l i qu ida t ion or amalgamation of 
banks, advances made by the Re
serve Bank or f r o m the General 
Fund and income f rom investments 
made out of the fund. 

In the U S the rat io of capi ta l to 
total deposits of insured banks has 
been about 0,73 per cent. This 
ratio was bui l t up on the basis of 
the total loss to depositors over a 
per iod of 76 years between 1863 
and 1940. When this capi ta l was 
repaid, the Deposit Insurance Fund 
came to bear the same rat io to 
total deposits. The size of the pro
posed capita] of Rs 1 crore seems 
too small compared to these stand
ards. The rat io of the proposed 
capital to total deposits of a l l hanks 
for the year 1958 and 1959 amounts 
only to ".00064 per cent and -00049 
per cent. I t is true that bank fa i l 
ures never reached the same mag* 
ni tude and frequency in Ind ia as 
in the U S. But the size of the 
Corporat ion 's capital seems ins igni
ficant compared to the size of the 
deposits of even the banks that 
have fa i led . In fact, i t is actually 
less than the total deposits of banks 
which fai led in 1958. 

It might be argued that the lia
b i l i t y of the Corporat ion is also 
very l i m i t e d because the l i m i t for 
insurance is only Rs 1500 per de
posit. But this l i m i t e d protection 
defeats the very purpose for wh ich 
deposit insurance is to be introduc

ed. The insurable l i m i t should be 
fixed w i t h reference to the average 
size of deposits per account, The 
average size of deposits of a l l banks 
in Ind ia in 1959 amounted to Rs 
3,400. For the bigger banks wh ich 
commanded a major p ropor t ion of 
to ta l deposits the average size was 
more than Rs 4.700 per deposit. 

Compared to this the insurable 
l i m i t seems to have been fixed very 
low. The higher the coverage the 
more extensive is the protect ion 
offered by deposit insurance and 
the greater is its psychological 
effect. Suggestions were made dur
ing the Lok Sabha debate that the 
coverage be raised f r o m Rs 1,500 
to Rs 3,000 if not Rs 5,000 per 
deposit. Accord ing to Shr i B R 
Rhagat. Deputy Finance Minis ter , 
the l i m i t of Rs 1.500 is sufficient 
because though it covers only 20 
per cent of the total deposits of a l l 
banks, it covers 75 per cent of all 
accounts. Moreover he said, depo
sits of banks which might be re
garded vulnerable d id not consti
tute even 4 per cent of the to ta l 
deposits of commercial batiks. But 
if the problem is so insignificant 
then why insure at al l? 

The fact that i t w i l l cover less 
than ha l f of the average size of 
deposits of all banks and only one-

t h i r d of the average siace of deposits 
of the b ig batiks means that the 
deposit insurance scheme w i l l place 
an extra burden upon the bigger 
banks w i t h l i t t l e corresponding 
benefit because they w i l l have to pay 
p remium on a l l deposits, no t jus t 
insured deposits. It is also l ikely to 
lead to considerable sp l i t t ing up of 
accounts w i t h i n and among banks, 
for in the event of fa i lure of the 
bank Rs 1500 is the m a x i m u m which 
any depositor w i l l get i n respect of 
his deposit in the same r igh t and 
in the same capacity. The sp l i t t i ng 
up of accounts migh t increase the 
l i a b i l i t y of the Corpora t ion much 
higher than it now seems l ikely to 
be. It w i l l also lead to complica
tions and w i l l increase operat ing 
expenses of banks. A consolidated 
and higher marg in for each depo
sitor would, therefore, be more de
sirable. The Deputy Finance M i n i 
ster's argument that the small 
coverage w o u l d not lead to sp l i t t ing 
up of accounts because people tend 
to keep money in the bank hi which 
they have confidence was not con
vincing. The m a x i m u m rate of pre-
n i ium allowable under the B i l l is 
15 nP per hundred rupees. It has 
been hinted that the actual rate 
wou ld be 5 nP per Rs 100 or l / 2 0 t h 
of 1 per cent at the beginning. This 
is a rate far lower than had been 
anticipated by banks. 
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