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The Banking Sector reforms under increasingly globalising environment opened up
new vistas of growth bringing with it new challenges and stiff competition. Within the
financial sector, banking has gained more distinct space with its wide potentiality and
prospects of growth. The diversification, deluge of new range of financial products and
services and growing expectations of customers, has made banking highly enterprising. In
the context of rising importance, more and more students are entering the stream of banking
as a line of occupation.

The book on ‘‘‘‘‘MANAGEMENT  OF  BANKSMANAGEMENT  OF  BANKSMANAGEMENT  OF  BANKSMANAGEMENT  OF  BANKSMANAGEMENT  OF  BANKS’’’’’ by Dr. P.K. Khanna has been lucidly
written delineating banking as a subject to enable students and career bankers to understand
the nuances. The book has been carefully bifurcated into different chapters linking one
topic to the other to provide a comprehensive knowledge to the readers. It will be handy
for students pursuing graduation and postgraduation courses in Commerce and
Management. The book captures a range of interconnected topics beginning from theory
of banking to foreign exchange management.

The coverage is wide with inputs on banking technology, digital technology, delivery
channels, new range of technology-driven products, NEFT/RTGS, ECS, financial inclusion
and related issues. Topics on KYC, anti-money laundering, risk management and other
important areas of banking have been vividly dealt with and they make reading very
interesting. The author has covered all aspects of banking including HRM, and as such it
can also be used for the purpose of reference.

I am sure, this book will provide rich knowledge base to the readers. I wish
Dr. Khanna all the best in his academic endeavour.
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Foreword



No organisations can achieve its goals and objectives without proper and
effective management. Management is the lifeblood of any organisation whether
commercial, manufacturing or service industry like banks. Proper management
helps in ensuring that all the faculties are functioning in a planned and desired
manner. For efficient and effective management technical, conceptual and
behavioural skills are must.

Managing bank is not a routine affair. Banks are financial institution dealing
mainly in intermediation of funds. They do business on the funds and trust of
people.  As economic structure of a country largely depends on its sound banking
system, banks have added responsibility of infusing public confidence in the
financial system of the country. Government and the Central Bank (Reserve Bank
in case of India) not only lay down policy guidelines for banks but also closely
supervise and monitor them and their performance.

All commercial organisations including banks are profit conscious. Hence,
all activities of bank management are directed towards business growth and profit
maximistion without ignoring and compromising social and economic
responsibilities. Keeping in view the activities performed by banks, the book has
been designed in four parts, which takes care of various functional aspects of
management, i.e., business growth, monitoring, manpower etc.

The book has been written keeping in view the requirements of commerce
graduates, postgraduates, management students of various universities who have
opted banking or bank management as one of the subject or are specialising in
banking. The book would also be of immense help to those perusing ICWA, other
professional courses and to professional bankers. The book will impart functional
knowledge to IT professionals working in the area of banking. The book would be
able to address ever-increasing knowledge impatience of those who have chosen
banking as career and want to have professional edge over others.

—  Dr. P.K. Khanna—  Dr. P.K. Khanna—  Dr. P.K. Khanna—  Dr. P.K. Khanna—  Dr. P.K. Khanna
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Structure of Indian Banking 1

Part – I

BANKING SYSTEM

The first part of the book deals with the System of Banking. A student cannot
appreciate the importance of banking unless he is well conversant with the
structure of banking and role played by financial institutions in the economic
development. The first part of the book deals with banking intuitions and their
role in the economy. To give a complete structural view of the industry, the first
part of the book deals with following topics.

1. Structure of Indian Banking

2. Commercial Bank

3. Central Bank – Reserve Bank of India

4. Financial Institutions
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C
H
A
P
T
E
R

Structure of Indian
Banking

1

"A bank is a place where they lend you an umbrella in fair weather
and ask for it back when it begins to rain."

—  Robert Frost

  Learning Objectives

After studying the chapter, you should be able to know:
1. Banking structure of the country.
2. Role of Reserve Bank and commercial banks in the economy.
 3. Different types of banking institutions and their role?
4. Regional Rural Bank and NABARD’s Role.
5. Non-banking finance companies.
6. Merchant Banking and their role.

 Chapter Outline

1.1 Introduction
1.2 Indian Banking System
1.3 Classification of Banks
1.4 Types of Banks
1.5 Regional Rural Banks (RRBs)
1.6 Non-Banking Finance Company (NBFC) and Non-banking

Financial Institution (NBFI)
1.7 Residuary Non-banking Company (RNBC)
1.8 Merchant Banking Guidelines
1.9 Conclusion

1.10 Questions for Discussions
1.11 Key Words

Annexure: 1
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1.1  INTRODUCTION

The word bank is said to be of German origin. It is similar to the French word ‘banque’
and Italian word ‘banca’ both meaning bench. The word bank might have derived its
meaning from the practice of Jewish money changers of Lombardy, a district in North
Italy, who, in the Middle Ages used to do the business, sitting on the benches in the
market place.

Banking has become a part of our day-to-day life. We need services of a bank for
various personal and business needs. It is the single most important financial institution
in the economic development of a country. In fact, banks are the economic backbone of a
country. Therefore, for sustained economic growth and for sound financial system well
functioning and sound banking system is necessary. Banking across the globe is undergoing
metamorphic changes. The faster rate of growth is due to blending of technology with
operations. For accelerating economic development and public convenience, more areas
are being brought under the ambit of banking network.

1.2  INDIAN BANKING SYSTEM

Reserve Bank of India, the ‘Central Bank’ of country, controls Indian banking
industry. Banking in India can be classified into commercial banks, foreign banks, co-
operative banks, regional rural banks, development banks, financial institutions and non-
banking finance companies (NBFCs). Depending on the ownership pattern, commercial
banks can be classified into:

(a) Public sector banks,
(b) Private sector banks,
(c) Foreign banks,
(d) Regional Rural banks
(e) Banks in Co-operative sector.

State Bank and its Associate
Banks

Nationalised Banks

Old Generation

New Generation

Local Area Banks

Representative Office

Public Sector Banks

Private Sector Banks

Foreign Banks

Regional Rural Banks

Co-operative Banks

Commercial Banks

Please Note Nationalised Banks include IDBI Ltd.

Banking
StructureFigure: 1.1
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Apart from commercial banks there are financial institutions and non-banking
financial companies, which play important role in the economic development of a country.
Public sector banks consist of State Bank of India and its associates banks and nationalised
banks. Though the capital of regional rural banks is held by the central government
(50%) state government (35%) and public sector banks/bank (15%) and the banks have
been established under the Act of Parliament, they are not considered as public sector
banks but are categorised separately by the RBI due to their restricted area of operations.
While public sector banks are constituted under respective enactments of the Parliament,
the private sector banks are banking companies as defined in the Banking Regulation
Act, 1949 and are established under Companies Act. Co-operative banks are established
under Co-operative Societies Act of a state. They are broadly classified into Urban Co-
operative bank and Rural Co-operative bank.

(i) Central Bank

The Reserve Bank of India (RBI) is the central bank of our country. Its main role is
to guide, control, regulate and supervise banking industry and Indian economy. It is
banker to the Government and banker’s bank. RBI does not deal with the general public.
It issues currency notes, regulates money supply, decides the monetary and credit policies,
regulates, controls and maintains foreign exchange of the country. (For details please
refer to Chapter – 3 of the book)

(ii) Commercial Bank

Commercial banks play an important role in Indian economy. These banks are
governed by ‘Banking Regulation Act, 1949 (BR Act)’ and by the directives of the Reserve
Bank of India issued from time to time. Sec.5 (b) and 6 of the BR Act prescribes the
activities which a commercial bank can undertake. These banks mobilise savings of people
and channelise them in economic activities by way of lending. They are in the business of
financial intermediation. Banks finance for all productive and trading purposes. Their
activities have direct impact on the GDP of a country. As on 31st March 2010 eighty one
(81) commercial banks were operating in India. Category wise details are as under.

Category Number

Nationalised Banks 20
State Bank Group 7
Private Sector Banks 22

(a) Old Private Sector Banks –15
(b) New  Private Sector Banks –7

Foreign Banks 32

(Source: A Profile of Banks 2009-10, Reserve Bank of India, Mumbai)

1.3  CLASSIFICATION OF BANKS

As per the RBI Act, 1934, commercial banks in India can be classified into two broad
categories (a) Scheduled Banks and (b) Non-scheduled Banks.

(a) Scheduled Bank

A scheduled bank is the one whose name appears in the second schedule to the RBI
Act, 1934. RBI includes those banks in the second schedule, which satisfy the criteria laid
down in Sec. 42(6) (a) of the Act. According to the section a bank has to meet the following
conditions for becoming eligible for inclusion in the second schedule.

Table: 1.1

Commercial Banks
in India as on 31st

March 2010
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(i) The bank must have a paid up capital and reserves of an aggregate value of not
less than ` 5 lakhs;

(ii) The bank must satisfy the RBI that their affairs are not being conducted in a
manner detrimental to the interest of its depositors (i.e. the affairs are carried out
in the interests of the depositors);

(iii) The bank must be a company as defined in the Companies Act, 1956 or a State
Co-operative bank or an institution notified by the Central Government in this
regard or a Corporation or a Company incorporated by or under any law in force
in any place outside India.

The scheduled banks include both commercial banks and co-operative banks. By an
amendment in the RBI Act, the State Co-operative banks became eligible for inclusion in
the second schedule from March 1966.

On the basis of ownership and nature of operation, RBI categorises scheduled
commercial banks operating in India into following five different groups.

(i) State Bank of India and its Associate Banks
(ii) Nationalised Banks

(iii) Regional Rural Banks (RRBs)
(iv) Foreign Banks
(v) Other Indian scheduled commercial banks (in the Private Sector)

For information of students banks can also be categorised as under:
(a) Public Sector banks

(i) State Bank of India and its Associate Banks
(ii) Nationalised Banks (including IDBI Bank)

(b) Regional Rural Banks (RRBs)
(c) Foreign Banks
(d) Private Sector Banks

(i) Old Private Sector Banks
(ii) New Generation Private Sector Banks

    (iii) Local Area Banks
(a) Scheduled Co-operative Banks

(i) State Co-operative Banks
(ii) Urban Co-operative Banks.

Advantages of being a Scheduled Bank

Being a scheduled bank has certain advantages. A scheduled bank can avail financial
accommodation in the form of refinance, loans and advances from RBI under Sec.17 and
18 of the RBI Act, 1934. They can also avail remittance facilities through RBI and its
agencies free of charge or at a concessional rate. After obtaining licence from RBI they
can deal in foreign exchange as an authorised dealer.

(b) Non-Scheduled Bank

Non-scheduled Banks are those banking companies which are defined in clause (c)
of section 5 of the Banking Regulation Act, 1949 and whose name do not appear in the
second schedule of the RBI Act. RBI has power to exclude any scheduled bank from the
second schedule, if in its view affairs of the bank are not conducted satisfactory.
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1.4  TYPES OF  BANKS

Commercial banks operating in India can be categorized into two broad categories,
public sector and private sector.

(a) Public Sector Banks

Prior to 19th July 1969, other than the State Bank of India and its subsidiaries
(associate banks) all banks in India were in private sector. On 19th July 1969, Government
of India passed “The Banking Companies (Acquisition and Transfer of Undertakings) Act”
and nationalised (14) fourteen commercial banks operating in the private sector having a
total business of not less that Rupees Fifty Core. During 1980 six (6) more banks operating
in the private sector (with total demand and time liabilities of not less than Rupees
Two Hundred Crore) were nationalised in terms of “The Banking Companies (Acquisition
and Transfer of Undertakings) Act, 1980. Thus, the number of nationalised banks rose
to twenty (20).

In terms of ‘The New Bank of India (Amalgamation and Transfer of Undertakings)
scheme 1993’, The New Bank of India was merged with Punjab National Bank on 4th

September 1993. Thus, the number of nationalised banks reduced to nineteen (19). On 2nd

April 2005 IDBI Bank Ltd., became IDBI Ltd., and joined the list of Public Sector banks.
Thus, including State Bank of India and its subsidiary there are twenty-six (26) public
sector banks in India. Out of 7 subsidiaries of SBI, State Bank of Saurashtra and State
Bank of Indore were merged with SBI.

Industrial Development Bank of India was originally established as a wholly owned subsidiary
of Reserve Bank of India for providing credit and other facilities for the development of industry. In 1976
the 100% ownership was transferred to Government of India. In 1995, the bank came out with public
issue and government’s stake was reduced to 72%. The bank was converted into a banking company
(IDBI Bank) from October 1st, 2004.On 2nd April 2005 it merged its banking arm (IDBI Bank) with itself
effective from 1st October 2004. At present Government of India holds 52.8% share capital in the bank.
IDBI is a scheduled bank incorporated and registered under the Companies Act, 1956.It is a public
sector bank.

“Narasimham Committee II” in its report (submitted on 23.4.1988) recommended
that the Govt. holding in banks should be reduced to 33%. The Govt. should not disinvest
its capital. The capital should be increased by market subscription to bring down the Govt.
holding to 33%. The disinvestment policy of the government enabled banks to raise capital
by issue of shares to public. Till 1994, the entire paid up capital of these 19 banks were
held by the central government. The Banking Companies (Acquisition and Transfer of
Undertakings) Act 1994, enabled banks to raise capital from the market by way of public
issue of shares for meeting their additional capital requirements. However, banks were
directed to ensure that the share holding of the Central Government does not become less
than fifty one per cent of the paid-up capital of each corresponding new bank (Nationalised
bank). It is proposed to further reduce government holdings in nationalised banks.

(b) State Bank of India and its Subsidiaries

State Bank of India and its subsidiaries (numbering five) are part of public sector
banks. The bank is governed by the provisions of State Bank of India Act, 1955 and State
Bank of India (General) Regulations, 1955. In terms of the State Bank of India Act, 1955,
business of Imperial Bank of India was transferred to State Bank of India in 1955, after
paying rupees one thousand seven hundred and sixty-five rupees and ten annas per
share for a fully paid up share and four hundred and thirty-one rupees, twelve annas and
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four pies per share in the case of partly paid up share of ̀  125 each, Reserve Bank of India
acquired the shares from the shareholders of the Imperial Bank. The shareholders were
also given the option of taking up to 200 shares of State Bank of the paid up value of  `
100/- at ` 350 per share. As at 1st July, 1955 the authorised capital of State Bank of India
was ` Twenty crore (20 crore) divided into shares of the face value of rupees one hundred
each (` 100). The issued capital was five crore, sixty-two lakhs and fifty thousand rupees
(` 5,62,50,000). With effect from 15.10.1993 the face value of each share was reduced to
rupees ten (` 10) each. The right to increase or reduce the authorised capital vests with
the Central Government. From time to time the authorised and paid up capital of State
Bank has been increased. To access the capital market for raising funds, State Bank of
India (Amendment) Bill 2006 was passed. In terms of the provisions of the Bill, the
authorised capital of the bank has been increased to five thousand crore rupees
(` 5,000) divided into five hundred crore fully paid up shares of rupees ten each and the
issued capital to include equity shares or equity and preference shares. As per the
amendment, government’s stake in issued capital of the bank would not be less than fifty
one percent (reduced from fifty-five percent). Reserve Bank of India has off loaded it’s
holding in the State Bank in favour of the government. Presently, Government of India
holds 69.73 per cent of share capital of SBI.

As at end-March 2007 the Reserve Bank of India was holding 59.73 per cent of the paid-up share
capital of State Bank of India. Reserve Bank of India had 31,43,39,200 equity shares of the face value of
` 10 each. Based on the recommendations of the Narasimham Committee II that the Reserve Bank
should not own the institutions it regulates, an internal Group was set up by the Reserve Bank in 2001 to
finalise the modalities of transfer of its investment in SBI, NABARD and NHB .The report of the group was
forwarded to Government for necessary action.

On June 21, 2007 government promulgated an ordinance and amended SBI Act, 1955. The
amendment enabled the transfer of shares from Reserve Bank to the Government. Reserve Bank sold
its holding on June 29, 2007 to Government of India at the rate of ` 1130.35 per share. The sale price
was arrived at in accordance with the Securities and Exchange Board of India (SEBI) (Substantial
Acquisitions of shares and Takeover Regulations, 1997) using National Stock Exchange (NSE) prices
for the 26 weeks preceding the date of public announcement. Reserve Bank received ` 355,
31,33,14,720 from Government of India and booked a profit on sale of its investment to the extent of `
343, 08, 60,37,320.As a result of the disinvestment by the Reserve Bank, the majority ownership of
State Bank of India passed in the hands of Government of India.

(c)  Subsidiaries of SBI

At the time of independence some of the princely states had their own banks.
They were the (i) State Bank of Saurashtra, (ii) Bank of Patiala, (iii) Bank of Bikaner,
(iv) Bank of Jaipur, (v) Bank of Rajasthan, (vi) Bank of Indore,(vii) Bank of Baroda,
(viii) Bank of Mysore, (ix) Hyderabad State Bank, and (x) Travancore Bank. These banks
were looking after the treasury of their states and were collecting revenues etc.
Consequently, upon annexation of these princely states in to the Union of India, Seven
Government or Government associated banks of the erstwhile princely state were formed
as subsidiary of the State Bank of India under the State Bank of India (Subsidiary Banks)
Act, 1959 and the subsidiary Banks (General) Regulations, 1959. Of the 7 (seven)
subsidiaries (now four), 2 (two) subsidiaries namely State Bank of Patiala, State Bank of
Hyderabad are fully owned by State Bank of India. While in the other 3(three) banks, the
holding of State Bank as at 31st March 2008 was as under.

1. State Bank of Bikaner and Jaipur- 75 %
2. State Bank of Mysore - 92.33 % and
3. State Bank of Travancore- 75%
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As per the provisions of their respective statute, the share holding of Central
Government in case of Nationalised Banks has to be minimum of 51% and 55% in case of
State Bank of India. In case of subsidiary bank, share holding of State bank cannot be
less than 51% in those banks. Foreign investment in any form cannot be more than 20%
of total of paid up capital in public sector banks.

As per Government of India’s “Acquisition of State Bank of Saurashtra Order 2008”, State Bank
of India acquired State Bank of Saurashtra from August 13, 2008 in terms of section 35(1) of State Bank
of India Act,1955.All the branches of State Bank of Saurashtra are now functioning as the branches of
State Bank of India. State Bank of Indore was also merged with State Bank of India on 26th August, 2010
under Section 35(1) of the State Bank of India Act, 1955.

(d) Private Sector Banks

Private sector banks are limited liability companies whose majority of share capital
is held by private individuals. The general superintendence and direction of the affairs
and business of each private sector bank is vested in its board of directors. The board with
the prior approval of Reserve Bank appoints the Chief Executive Officer (CEO) of bank.
Under section 36 AB of the Banking Regulation Act, 1949, Reserve Bank is empowered to
appoint, additional directors on the board of private sector banks. Private sector banks
can be classified in to two categories old generation banks and new generation banks.
As at 31st March 2010, 22 banks in private sector (15 old and 7 new generations)
were operating in India. (For complete list of banks please see annexure to the chapter)
Private sector banks can be classified in to three categories: (i) Old, (ii) New generation
and (iii) Local Area Bank.

(i) Old Private Sector Banks: These banks have been operating in India prior to
liberalisation of economy. As at 31st March 2010, there were 15 private sector banks under
this category. One of the banks under this category ‘Bank of Rajasthan Ltd’ merged with
ICICI bank (a new generation bank) from 13th August 2010.

(ii) New Generation Banks: After the liberalisation of Indian economy, Reserve
Bank permitted establishment of banks in private sector. These banks started their
operations with the help of modern technology, which was then not visible in the Indian
banking. These are technological savvy banks. As at 31st March 2010 seven (7) banks
were under this category.

(iii) Local Area Banks (LABs): Rural area plays important role in Indian economy
as more than 70% of population of India lives in (6) six lakh villages with a population
ranging from 800 to 5000. It is said that the soul of India lives in rural areas. Even
though Regional Rural Banks were established with the sole aim of mopping up of rural
savings and for meeting the credit requirement of rural folks for farming and  other allied
activities, the need for other financial institution was felt as only 5.2% villages (around
30000) have a bank branch. It would be observed from Table 1.2 that people in the annual
income bracket of less than ` 50,000/- are heavily indebted to money lenders.

One of the recommendations of ‘Narasimham Committee on Financial Sector Reforms
1991’ was establishment of Local Banks with area of operations restricted to a specific
region. Local Area Bank Scheme was introduced in August 1996 for bridging the gaps in
credit availability and enhancing the institutional credit framework in the rural and semi
urban areas and for providing efficient and competitive services. Reserve Bank of India
has permitted establishment of these banks in private sector in backward and less developed
districts. Operations of these banks are restricted to 3 (three) geographical continuous
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districts. The banks are registered as a public limited company under the Companies Act,
1956. Opening of branches in the area of operations are governed by the branch licencing
policy of the Reserve Bank of India. The minimum paid up capital, which was initially
stipulated as ` 5 crores, has since been enhanced to ` 25 crores. Local area banks are
eligible for inclusion in the second schedule of the Reserve Bank of India Act, 1934. LABS
are governed by the provisions of the Reserve Bank of India Act 1934, the Banking
Regulation Act, 1949 and other relevant statutes. They are required to abide by all
guidelines, directives, instructions or advices of the RBI issued from time to time. Provisions,
which are applicable to Regional Rural Banks (established under the Regional Rural Banks
Act, 1976) in respect of liquidity requirements and interest rates, are also applicable to
LABs. At present there are four local area banks, which are (i) Krishna Bhima Samruddhi
Local Area Bank Ltd., (ii) Capital Local Area Bank Ltd, (iii) Coastal Local Area Bank Ltd,
and (iv) Subhadra Local Area Bank Ltd. Like all other domestic commercial banks, LABs
are also required to adhere to priority sector lending norms of 40 % of Adjusted Net Bank
Credit (ANBC). LABS are required to adhere to the lending norms of at least 25% of their
priority sector advances (10 % of ANBC) to the weaker sections.

Institutional Sources      27.5%
(i) Banks 13.0%

(ii) Co-operative  Societies 4.9%

(iii) Micro Finance  Institutions 1.1%

(iv) Self Help  Groups  8.5%

Non Institutional Sources    72.5%

(i) Relatives and  Friends 35.1%

(ii) Money  Lenders  34.9%

(iii) Others 2.5

Total 100 %

 (Source: Invest India Market Solution (IIMS) 2007 as quoted in Report on Currency and Finance
2006-08 Vol.II, Sept.  04, 2008 published by Reserve Bank of India, Mumbai)

Banks Deposits Advances

Year 2010 2009 2008 2010 2009 2008

Capital Local Area Bank Ltd. 532 461 393 347 296 243

Coastal Local Area Bank Ltd. 101 73 56 84 57 43

Krishna Bhima Samruddhi
Local Area Bank Ltd. 75 56 43 78 64 52

Subhadra Local Area Bank Ltd. 29 27 22 25 23 17

Total 737 616 514 534 439 355

(Source: Report on Trend and Progress of Banking in India of the concerned year)

 

Table: 1.2

Sources of Loans
by the income

Group Less than
` 50,000

Table: 1.3

Performance of
LABs as at 31st

March
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RBI has decided not to issue any new licence for a Local Area Bank, as in its opinion it cannot
become viable with the present capital base of ` 5 crore. As per the recommendations of the review
group headed by the former finance secretary G. Ramachandran as Chairman, LABs should maintain
a minimum capital adequacy ratio of 15 per cent. As per RBI a net worth of ` 25 crore and CAR of 15 per
cent would enable a LAB to build an asset base of about ` 150 crore, a level at which their operations
would become viable. The existing LABs have to reach a net worth of at least ` 25 crore over a period
of five to seven years for attaining viability.

The report submitted by the review group in October 2002 has drawn attention to the weaknesses
in the concept of the LAB model, particularly to the size, capital base, inherent inability to absorb
losses, which are bound to arise in the course of business, risk prone credit portfolio and inability to
diversify and derisk. The group suggested certain measures, including strengthening of capital base,
increase in CAR requirement, prohibition on engagements of agents by LABs for achieving business
outreach, prohibition on trading in government securities during their formative years.

(Source: Report on Trend and Progress of Banking in India, 2007-08 and 2008-2009)

(e) Foreign Banks

Foreign banks are governed by Companies Act, 1956. These banks have their
headquarters in a foreign country and operate in India through their branches. These
banks are required to bring an assigned capital of US Dollar 25 million up front at the
time of opening a first branch in India. As per the instructions of Reserve Bank of India,
every foreign bank operating in India is required to constitute ‘Local Advisory Board’ to
oversee bank’s business in India on the lines of the Board of Directors of an Indian bank.
Local Advisory Board formulates guidelines and monitors important aspect of working of
branches in India. As at 31st March, 2010 thirty two (32) foreign banks were operating in
India. Most of these banks provide the same range of services as local banks, except that
their focus in terms of product and customers may be different due to their limited branch
network. These banks have assimilated international products into the domestic markets
and enables Indian corporates in accessing foreign capital markets.

(f) Development Banks

Industries require medium and long-term funds for purchase of machinery,
equipment, for expansion and modernisation. Since commercial banks cater to short-term
requirements, necessity of development banks was felt. Development Banks provide both
long term and medium term financial requirement of a business organisation. They also
provide venture capital and undertake other activities like subscribing to the shares and
debentures issued by companies. Institutions such as Small Industrial Bank of India
(SIDBI), National Bank for Agriculture and Rural Development (NABARD), Export Import
Bank of India (EXIM Bank), and National Housing Bank (NHB) are the development
banks established under the statute for the development of specific sector of the economy.

Export Import Bank of India
(EXIM Bank)

Small Industries Development
Bank (SIDBI)

National Bank for Agriculture and
Rural Development (NABARD)

National Housing Bank (NHB)

Development Banks Figure: 1.2

Development
Banks



12               Management of Banks 

In addition to the development banks, some financial development institutions like
Industrial Finance Corporation of India (IFCI) and State Financial Corporations (SFCs)
also provide medium term and long term finance for development of industries.

Export Credit and Guarantee
Corporation (ECGC)

Deposit Insurance and Credit
Guarantee Corporation of India

(DICGC)

Industrial Finance Corporation
of India

State Financial Corporations

Other Important
Developmental

Institutions

(g) Co-operatives Banks

Co-operative societies have been playing a vital role in strengthening the national
economy and upliftment of the economic conditions of the people, particularly of the weaker
section of the society. These were the first formal institution which provided credit to rural
India. These societies provide wide range of credit facilities for agriculture and cater to the
other financial needs of the society. A co-operative society is association of persons united
for fulfillment of certain common objectives and is formed under Co-operative Societies
Act, with at least 10 members of age above 18 years and requires to be registered with the
Registrar of Co-operative Societies appointed by the State Government.

Co-operative banks are managed on the principal of co-operation, self-help and
mutual trust. Co-operative Societies Act defines Co-operative Bank as a society registered
under the Act and engaged in the business of banking. As per clause (cci) of section 5 of
Banking Regulation Act, 1974 (as applicable to Co-operative Societies) ‘Co-operative bank
means a State co-operative bank, a Central co-operative bank and an urban co-operative
bank. As per Section 2(dd) of Deposit Insurance and Credit Guarantee Corporation (DICGC)
Act, 1961, Co-operative bank means a State co-operative bank, a Central co-operative
bank and a Primary co-operative bank. For the purposes of Deposit Insurance and Credit
Guarantee Corporation, Central co-operative bank and State co-operative bank have the
same meaning as assigned to them in the National Bank for Agriculture and Rural
Development Bank Act, 1981(Section 2(q) of DICGC Act.) The Co-operative banking system
is an integral part of the Indian financial system and is not different from commercial
banks other than that they are in the Co-operative sector. These banks perform all the
main functions of commercial banks i.e., accepting deposits for the purposes of lending
and investment. These banks do banking business mainly in financing agriculture and to
the rural sector and are basically meant for serving banking needs of local populace.
However, Urban Co-operative bank, State Co-operative bank and Central Co-operative
bank operate in semi urban, urban and metropolitan areas.

Co-operative Banks are governed by the provisions of the State Co-operative Act,
the Banking Regulation Act, 1974 (as applicable to Co-operative Societies) and Reserve
Bank of India Act, 1934. Co-operative banks have to obtain a licence from the Reserve
Bank of India before starting banking business. Co-operative societies and cooperative
banks function under the overall supervision of the Registrar, Co-operative Societies of
the State and have to adhere to the guidelines issued by the Reserve Bank of India from
time to time. These banks are regulated and supervised by the Reserve Bank, the State
Governments and the National Bank for Agriculture and Rural Development (NABARD).

Figure: 1.3

Other Important
Developmental

Institutions
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(h) Co-operative Structure

The Rural cooperatives structure in our country is bifurcated into two separate
structures, short-term and long-term structure. The short-term cooperative structure is a
three tier structure having State Cooperative Banks (StCBs) at the apex level followed by
District Central Cooperative Banks (DCCBs) at the intermediate district level followed by
Primary Agricultural Credit Societies (PACS) at the village level. The long-term cooperative
structure has the State Cooperative Agriculture and Rural Development Banks (SCARDBs)
at the apex level followed by the Primary Cooperative Agriculture and Rural Development
Banks (PCARDBs) at the district or block level. Since SCARDBs and PCARDBs have
negligible resource base of their own, they mostly raise resources through borrowings.
There are four types of co-operative financial institutions operating in our country.

1. State Co-operative Banks
2. District Central Co-operative Bank
3. Urban Co-operative Banks
4.  Primary Agricultural Credit Societies
(i) State Co-operative Bank (SCB): State Co-operative Banks (StCBs) are the

apex level co-operative banks in a state. These banks finance primarily to other co-operative
societies in the state. They cater short-term credit needs of rural co-operatives and credit
institutions. They mobilise funds and help in providing credit to individual borrowers
through the District Central co-operative banks and the Primary credit societies. They
obtain refinance facility from NABARD.

(ii) District Central Co-operative Bank (DCCB): District Central Co-operative
Bank is the principal co-operative bank in a district. The area of operations is restricted
within the geographical area of the district. These banks function as a link between the
Primary agriculture credit societies and State co-operative banks. One of the most important
functions of DCCB is to provide financial support to Primary Agricultural Credit Societies
affiliated to it in the district. They accept deposits from public and provide loans to their
members, public and primary agricultural credit societies, and finance other co-operative
societies in the district. DCCB maintain close and continuous contact with Primary
Agricultural Credit Societies (PACS) and provide leadership and guidance to them.

(iii) Urban Co-operative Bank (UCB): Clause (ccv) of section 5 of Banking
Regulation Act, 1974 ( as applicable to Co-operative societies) defines “Urban Co-operative
bank” as a co-operative society registered either under the Co-operative Societies Act of a
State or under the Multi State Co-operative Societies Act, but does not include a national
co-operative society and a federal co-operative. As per Clause (cciiid) of section 5 of the
Act, “Multi-State Co-operative Bank” means a Multi-State co-operative society which is a
primary co-operative bank.

Urban Co-operative Banks conduct all types of banking activities and play an
important role as financial intermediaries in urban and semi-urban areas catering to the
needs of the non-agricultural sector, particularly small borrowers. They are registered
under the Co-operative Societies Act of the respective State Governments. UCBs having a
multi-state presence are registered under the Multi-state Cooperative Societies Act and
are regulated by the Central Government. The Reserve Bank regulates and supervises
UCB for bank-related operations. UCBs are included in the Second Schedule of the Reserve
Bank of India Act, 1934, provided their net demand and time liabilities are at least ` 100
crore and they comply certain other related criteria. Urban co-operative banks can be sub-
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divided into scheduled and non-scheduled bank. A small proportion of the total number of
UCBs is Scheduled UCBs. Most of the non-scheduled UCBs are primarily single State
UCBs having a single tier structure. The operations of both scheduled and non-scheduled
UCBs are limited to either one State (single-State) or stretched across States (multi-State).

(iv) Primary Agricultural Credit Societies (PACS): Clause (ccvi) of Section 5
of the B.R. Act 1974 (as applicable to Co-operative Societies) defines ‘Primary Credit Society
as a co-operative society, whose primary object or principal business is to provide financial
accommodation to its members alone. Primary Agricultural Credit Societies are the grass
root (village) institutions. They provide short term and medium term loans to Rural Co-
operative Credit Institutions. These credit societies are formed with minimum 10 persons
at the village or town level with borrower and non-borrower members residing in one
locality. The operations of each society are restricted to a small area so that the members
know each other and are able to watch over the activities of all members. These Credit
Societies mediates directly with individual borrowers, grant short-term to medium term
loans and also undertake distribution and marketing functions. They mobilise deposits
and provide short-term loans (normally 1 year, Maximum 3years). The number of PACS
is decreasing. Tier 1 UCBs include;

(i) banks with deposits below ` 100 crore, whose branches are located in a single
district;

(ii) banks with deposits below ̀  100 crore having branches in more than one district,
provided the branches are in contiguous districts and deposits and advances of
branches in one district separately constitute at least 95 per cent of the total deposits
and advances respectively of the bank; and

(iii) banks with deposits below ̀  100 crore, whose branches were originally in a single
district but subsequently, became multi-district due to reorganisation of the district..

Co-operative Credit Institution

Urban Co-operative Banks Rural Co-operative Credit
Institutions

Scheduled Urban
Co-operative Banks

Non Schaduled
Co-operative Banks

Short Term Long Term

State Co-operative
Banks

District
Co-operative Banks

Multi State Single State

Tier-I Tier-II

Primary Agriculture Credit
Societies

SCARDBs PCARDBs

SCARDBs – State Co-operative Agriculture Rural Development Banks
PCARDBs – Primary Credit Agriculture and Rural Development Banks

(Source:  Report on Trend and Progress of Banking in India 2008-09)

Figure: 1.4

Structure of
Co-operative

Credit
Institutions
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1.5   REGIONAL RURAL BANKS (RRBs)

Agriculture plays an important role in Indian economy. It not only provides raw
material for large number of industries in the country but also provides gainful employment
to a large section of people in rural areas. Its share in gross domestic product (GDP) which
was 46.3 per cent during the First Five Year Plan period (1951-56) has declined to 16.6
per cent in 2009. As per planning commission estimates share of agriculture by 2020 in
GDP will be nominal 6%. 1 The main object behind introducing “Social Control” in 1968
was to induct commercial banks in the foray of rural credit. After nationalisation of 14
major commercial banks in 1969, there was a vast expansion of branches in rural and
semi urban areas and the flow of institutional credit in those areas for development of
agriculture and other allied activities substantially increased. Despite large scale branch
expansion of commercial banks in rural and semi urban areas, large areas of the country
where unbanked. A considerable scope for extending credit especially for meeting the
needs of the weaker sections of the rural community was still felt. For bridging the gap in
the flow of institutional credit to the rural sector and for meeting the growing credit needs
of the rural masses, the Government of India constituted a committee in July 1975 under
the Chairmanship of Shri N. Narasimham, the then Governor of Reserve Bank of India to
examine setting up of rural banks to cater exclusively to the needs of rural population.

The committee observed that the cost structure of commercial banks, the attitude of
bank employees and the lack of a professional approach in the co-operative credit system
were the main stumbling blocks to rural credit. The staff of commercial banks lacked
commitment, as they had no local feel and were not familiar with local requirements and
banks considered it a non-viable proposition to cater to the financial requirements of the
rural masses.

The committee felt that the existing credit institutions would not be able to fulfill the
expectations of the rural populace within a reasonable period of time and recommended
creation of a new set of regionally oriented state sponsored rural banks, which would
blend the rural touch, combine a co-operative’s local feel and a commercial bank’s business
acumen. The committee was of the view that the new institution would supplement and
not supplant the other institutional agencies operating in rural areas. On the basis of the
recommendations of the committee, Government of India promulgated an ordinance on
September 26, 1975 about setting of Regional Rural Banks, which was replaced by the
Regional Rural Banks Act, 1976.

(i) Objectives

As per the preamble to the Regional Rural Banks Act, the banks were set up “With a
view to developing the rural economy by providing, for the purpose of development of
agriculture, trade, commerce, industry, and other productive activities in the rural areas,
credit and other facilities, particularly to the small and marginal farmers, agricultural
labourers, artisans and small enterpreneurs and for matters connected therewith and
incidental thereto.”

Thus, the principal objectives behind setting of Regional Rural Banks were to provide
banking facilities to the rural masses particularly in the non-banking areas, mobilising
rural savings and channelising them for productive activities, developing rural economy,
making available cheaper institutional credit to small and marginal farmers, agricultural
labourers, artisans, other weaker sections of society and generating employment
opportunities.

    1. Report of the committee on India Vision 2020, Planning Commission, Govt. of India, New Delhi
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(ii) Establishment of RRBs

RRBs are scheduled commercial banks sponsored by commercial banks, supported
by Central and State Government. They operate in a compact area of one or two districts
(sometimes more) with homogeneity in agro-climatic conditions and rural population. The
authorised share capital of a Regional Rural Bank was  ̀  1 crore and paid up share capital
was ̀  25 lakhs. The authorised share capital was later enhanced from ̀  1 crore to 5 crores
and paid up share capital from ` 25 lakhs to 1 crore. Central Government, Sponsoring
Commercial Bank and the respective State Government contributed capital in the ratio of
50:35:15. The management of these banks vests with the concerned sponsoring bank.
There were 196 RRBs covering 516 districts of 23 states/union territories.

             (Source: Trend and progress of Banking in India - of various years)

          ( *Quarterly Statistics of deposits and advances of banks-RBI Publication)

(iii) Management

The general superintendence, direction and management of the affairs and business
of RRBs vest in a nine member Board of Directors including the Chairman who heads the
board. The sponsor bank in consultation with NABARD appoints the Chairman who is
governed by the service conditions of the sponsor bank. Chairman is the whole time
executive of the bank appointed under sub-section (1) of Sec 11 of the RRB Act, 1976 for
a period not exceeding five years. The other members of the board consist of:

(a) Two directors, who are not officers of the Central Government, State Government,
Reserve Bank, NABARD, Sponsor Bank or any other Bank, are nominated by
the Central Government:

(b) One Director who is an officer of the Reserve Bank is nominated by that Bank.
(c) One director who is an officer of the NABARD is nominated by that Bank.
(d) Two directors who are officers of the Sponsor Bank are nominated by that Bank.
(e) Two directors, who are officers of the concerned State Government, are nominated

by that Government.

                 Year 2009 2008 2007 2006 2005 2004

Number of Branches
of All Commercial Banks 80,369 76,891 71,781 69,801 68,549 67,313

RRBS 15,144 14,824 14,506 14,496 14,481 14,472

RRBs Share in total number of
branches of  Commercial Banks 18.84% 19.27% 20.21% 20.76% 21.12% 21.50%

No. of Rural Branches of all
Commercial Banks 31,796 31,197 30,633 30,500 32,095 32,091

Number of Rural Branches of RRBs 11,632 11,501 11,444 11,456 11,525 11,922

RRBs Share in Rural Branches 36.58% 36.87% 37.36% 37.56% 35.90% 37.15%

(Source: Trend and progress of Banking in India-of various years)

Area 30-03-2010* 2009 2008 2007 2006 2005

Rural 11,602 11,632 11,501 11,444 11,456 11,525

Semi Urban 2,841 2,750 2,641 2,481 2,471 2,414

Urban 755 671 616 522 514 493

Metro 105 91 66 59 55 49

Total 15.303 15,144 14,824 14,506 14,496 14,481

Table: 1.4

RRBs Percentage
Share of Branches in

All Commercial
Banks as at 30th

June in
( ` Crore)

Table: 1.5

Branch Network of
RRBs as at 30th

June
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Central Government has the power to increase the number of directors’ upto fifteen
in the aggregate. A director (other than the Chairman) holds office for a period of two
years from the date of his assuming office. On the expiry of the said period, he continues
to hold the office until his successor has been nominated. He is also eligible for re-
nomination.  Board of Directors of the RRBs is required to meet six times in a year with at
least one meeting in each quarter. One third of the total number of directors or four
directors whichever is higher forms the quorum for the meeting. The Board discusses the
important business aspects of the RRBs including compliance of statutory requirements
and circulars received from Government of India, RBI, NABARD and sponsor Bank. The
entire responsibility of monitoring and guiding of RRBs vests with the sponsor bank.
Sponsor bank exercises full managerial and operational control over the RRBs sponsored
by it. Reserve Bank of India/NABARD are the supervisory and regulatory authorities for
RRBs. Reserve Bank of India in consultation with NABARD and the sponsor bank issues
licences to RRBs for opening branches.

(iv)  Functions

RRBs undertake all banking activities as defined in Section-5 (b) of the Banking
Regulation Act, (BR Act) 1949. They can also do one or more forms of business activities
specified in sub-section (1) of Section 6 of BR Act. RRBs mainly undertake the following
types of functions:

(a) Grant loans and advances particularly to small and marginal farmers and
agricultural labourers whether individually or in groups and to co-operative
societies including agricultural marketing societies, agricultural processing
societies, co-operative farming societies, primary agricultural credit societies or
farmer’s service societies for agricultural purpose or agricultural operations or for
other related purposes, and

(b) Grant loans and advances particularly to artisans, small entrepreneurs and
persons of small means engaged in trade, commerce or industry or other productive
activities within their notified area of operations.

The Reserve Bank of India has brought RRB’s under the ambit of priority sector
lending at par with the commercial banks. They have to ensure that forty percent of their
adjusted net bank credit (ANBC) is accounted for the priority sector. Within the 40%
priority target, 25% is to be given to the weaker section or 10% of their total ANBC to the
weaker section.

Deposits with RRBs are insured up to ` 1,00,000/- per depositor under the Deposit
Insurance Scheme, 1961 of Deposit Insurance and Credit Guarantee Corporation (DICGC)

(v) Role of RRBs in Rural Economy

Regional Rural Banks are playing important role in the development of rural
economy. Being local level institutions, they are ideally suited for achieving financial
inclusion. Establishment of RRBs has helped in making available banking to the doorsteps
of rural masses, particularly in unbanked rural areas and in making available institutional
credit to the weaker sections of the society and in delivery of agriculture and rural credit.
RRBs have played significant role in extending credit to poverty alleviation schemes.
Financial year ending 2009 advances to priority sectors accounted for 70 per cent and
more than 50 per cent of the total advances were to agriculture and allied services.

As at  end March, 2010 they were catering to the financial needs of the rural people
through 15,475 branches spread in rural areas with a share of 33.29% in the rural branches
of all the commercial banks put together.
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31-03-2010 31-03-2009 31-03-2008 31-03-2007 31-03-2006 31-03-2005

Deposits 1,42,422 1,18,694 97,343 82,058 70,625 61,425

Advances 83,503 67,116 58,579 48,168 39,447 32,559

(Source: Quarterly Statistics on Deposits and Credit of Scheduled Commercial Banks)

All RRBs are required to prepare their Development Action Plan incorporating various
aspects of Income and Expenditure, profitability, business and investment projections,
recovery, etc. Based on the Development Action Plan (DAP) projections, all RRBs are
required to sign Memorandum of Understanding for achievements of various parameters
and goals as mentioned therein.

(vi)  Statutory Obligations

Like other commercial banks, RRBs have to comply with the Cash Reserve Ratio
(CRR) requirements under Section 42(1) of RBI Act, 1934 and Statutory Liquidity Ratio
(SLR) requirements under Section 24 of the Banking Regulations Act, 1949. Failure to
maintain Cash Reserve Ratio attracts penal interest. Earlier, cash in hand and credit
balances held in current account maintained with sponsor banks were reckoned for SLR
purposes. As per RBI guidelines, balances maintained by RRBs in call or fixed deposits
with sponsor banks would no more qualify for the purposes of SLR. RRBs were asked to
convert the existing call or fixed deposits with the sponsor bank with government and
other approved securities by March, 2003. The SLR deposits of RRBs contracted before
30th April, 2002 with sponsor banks and maturing beyond March, 2003 were continued to
be reckoned for SLR purposes till their maturity. RBI has advised RRBs not to pay any
additional interest on the savings bank deposits over and above what is payable by
commercial banks. Sponsor banks have also been advised not to pay interest on the balances
held by RRBs in their current accounts with them.

RRBs are also subject to Income Recognition and Asset Classification and provisioning
norms as directed by Reserve Bank of India from time to time.  RRBs are considered as co-
operative societies under Income Tax Act, 1961 for the purpose tax on income, profits or
gains.

(vii) Role of NABARD and RBI

Though the issues concerning operational, managerial control and guidance of RRBs
vests with the sponsor bank, NABARD looks after the following aspects:

(i) Identification of areas for location and jurisdiction of new RRBs.
(ii) Organisational matters such as local participation in share holding, management,

composition of the Boards etc.
(iii) Periodical review of existing relaxations and concessions in the matters of liquidity

requirements, refinance, etc.
(iv) Training of staff.
(v) Administrative problems such as pay scale, rules governing staff, etc.

(vi) Periodical inspection under Sec.35 of Banking Regulation Act, 1949.
(vii) Monitoring and review of the progress of RRBs inter-alia through State Level Co-

ordination and Review Committee (SLCRC).
(Viii) Supervision over the functioning of RRBs.

Table: 1.6

Deposit and
Advances of RRBs

(` in Crore)
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(viii) Refinance

RRBs draw refinance from NABARD and sponsor bank on their eligible advances
except consumption loans, loans to staff members and loans against term deposits. NABARD
provides short term and medium-term refinance facilities presently @ 9 per cent per annum
to RRBs. Short term loans are for financing seasonal agriculture operations (SAO), which
consists of activities of ploughing, preparing land for sowing, weeding, transplantation,
acquiring inputs, seeds, fertilisers and for harvesting various seasonal crops. Medium
term refinance is provided for medium-term (non-schematic) loans for approved agricultural
investment purposes.

NABARD reviews and communicates its policy for sanction of refinance against short-
term and medium-term (non-schematic) credit disbursements to RRBs every year. The
quantum of refinance is linked with CD Ratio, recovery and Non Performing Assets.
NABARD is providing refinance at interest varying from 5.5 % onwards (subject to change
from time to time). It is obligatory on part of the Sponsor Bank to grant 20% of the amount
of credit extended for various purposes, once the NABARD grants the refinance.

(ix) Restructuring RRBs

RRBs are integral part of rural financial system. Restricted clientele, low capital
base, high cost of intermediation, poor recovery of dues and slender interest rates spread
affected the viability of RRBs. Profitability of some of the RRBs has also been affected by
limitations imposed by the economic potential of the area of operations. Functional controls
and restricted investment opportunities have also adversely affected profitability of RRBs.

Though RRBs were established as a low cost financial institution, they are no more
low cost bank. Salary and emoluments paid to employees are more or less at par with
other commercial banks. Pay parity for RRBs staff as against originally planned low cost
structure, loan waiver schemes, poor loan recovery, inter union rivalry, step motherly
treatment of the sponsor bank etc., have adversely affected profitability of these banks.

As a part of financial sector reforms, Government of India, RBI, NABARD and sponsor
banks have initiated various measures for improving the functioning of RRBs so as to
make them viable, financially stronger and competitive.

Table: 1.7

 NABARD’s
Credit to RRBs

(` in crore)

2008-09
Category Limits ` Drawals ` Repayments ` Outstandings `
Short Term 4,829 4,061 3,291 3,656
Medium Term — — 623 147
Total 4,829 4,061 3,914 3,803

2007-08
Category Limits ` Drawals ` Repayments ` Outstanding `
Short Term 3,092 2,766 2,400 2,885
Medium Term 161 161 18 770
Total 3,253 2,927 2,418 3,655

(Source: Trend and progress of Banking in India-of respective years)
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The Advisory Committee on ‘Flow of Credit to Agriculture and Related Activities’
(Chairman: Shri V.S.Vyas) recommended restructuring of RRBs. Reserve Bank constituted
an internal working group to examine various alternatives available within the existing
legal framework for strengthening RRBs. In order to improve the operational viability of
RRBs and to take advantage of the economies of scale (by reducing transaction cost), a
two-phase route of merger/amalgamation of RRBs as mentioned below was suggested.

(i) Merger between RRBs of the same sponsor bank in the same State; and
(ii) Merger of RRBs sponsored by different banks in the same State.

As per the recommendations of ‘Vyas Committee’ the government decided horizontal
integration of all Regional Rural Banks sponsored by a bank in one state. In exercise of
the powers conferred by sub-section (1)  of section 23A of the Regional Rural Banks Act,
1976 the Central Government after consultation with the National Bank for Agriculture
and Rural Development (NABARD), State Government and the Sponsor bank
amalgamated all the Regional Rural Banks sponsored by a bank in a state into a single
bank.

Amalgamation has been done in public interest, in the self interest of the banks and
for developing the area served by the regional rural banks. The consolidation has resulted
into formation of new RRBs, which are bigger in size, financially stronger with a larger
area of operation. Thus, RRBs are now able to provide better and diverse banking facilities
to customers due to better infrastructure, computerisation of branches, pooling of
experienced work force and large area of operations. Amalgamation has enabled RRBs to
function in a competitive environment more effectively and has made it convenient to the
sponsor banks to manage the affairs of RRBs. The amalgamation of RRBs has brought
down their number. As on 31st March, 2010 the total number of RRBs was 82 (46
amalgamated and 36 stand alone). To enable Regional Rural Banks (RRBs) to play a
more effective role in rural credit, the Government has been infusing capital through
budgetary allocations.

1.6  NON-BANKING FINANCE COMPANY (NBFC) AND NON BANKING
        FINANCIAL INSTITUTION (NBFI)

A Non-banking Financial Company (NBFC) is a company registered under the
Companies Act, 1956. In terms of Section 45-IA of the RBI Act, 1934, companies engaged
in the business of non-banking financial activities are required to obtain a Certificate of
Registration (CoR) from department of non-banking supervision of Reserve Bank of India
to commence/carry on business of Non Banking Financial Institution (NBFI). The said
section also prescribes the minimum Net Owned Fund requirement (NOF) of “twenty-five
lakh rupees or such other amount, not exceeding two hundred lakh rupees, as the Bank
may, by notification in the Official Gazette, specify.”  However, in terms of Notification
No. DNBS..132/CGM (VSNM) – 99 dated April 21, 1999, the minimum NOF requirement
for the new companies applying for grant of CoR to commence business of an NBFI is
stipulated at ` 200 lakh.

As per Section 45 I (a) of the RBI Act, 1934 business of NBFC includes the business
of non-banking financial institution and non-banking financial company. Clause (c) of
the section contains the business of a ‘non-banking financial institution’ and clause (f)
contains the business of ‘non-banking financial company’.

(i) Business of NBFC and NBFI

Non-banking Finance Co., carries out the business of loans and advances, acquisition
of shares, stock, bonds, debentures, securities issued by Government or local authority or
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other securities of like marketable nature, leasing, hire-purchase, insurance business,
and chit business. Those institutions whose principal business is that of agriculture activity,
industrial activity, sale, purchase, construction of immovable property are not treated as
NBFC.

A non-banking financial institution is a company whose principal business is to receive
deposits under any scheme or arrangement or any other manner, or lending in any manner.
Principal business means aggregate of financing real/physical assets supporting economic
activity and income arising there from is not less than 60% of its total assets and total
income respectively. Prior to December 2006 NBFCs registered with RBI were classified
into following four categories.

(a) Equipment Leasing Company
(b) Hire-purchase Company
(c) Loan Company
(d) Investment Company

However, with effect from December 6, 2006 the above NBFCs registered with RBI
have been reclassified as

(a) Asset Finance Company (AFC)
(b) Investment Company (IC)
(c) Loan Company  (LC)
Asset Finance Company is a financial institution whose principal business is financing

of physical assets supporting productive/economic activity, such as automobiles, tractors,
lathe machines, generator sets, earth moving and material handling equipments, moving
on own power and general purpose industrial machines.

RBI supervises and regulates Non-banking Financial Companies by virtue of powers
vested in the Reserve Bank of India Act, 1934. The object is to

 Ensure healthy growth of the financial companies.
 Ensure that these companies function as a part of the financial system within the

policy framework, in such a manner that their existence and functioning do not
lead to systemic aberrations.  and

 That the quality of surveillance and supervision exercised by the Bank over the
NBFCs is sustained by keeping pace with the developments that take place in this
sector of the financial system.

(ii) Classification of NBFC

NBFCs can be further classified into two categories those accepting deposits or those
not accepting. All NBFCs are not entitled to accept public deposits. Only those holding a
valid Certificate of Registration with authorisation to accept Public Deposits can accept
deposits from public. NBFCs cannot accept deposits repayable on demand. They can accept/
renew only term deposits from public for a minimum period of 12 months and maximum
period of 60 months. Presently, the maximum rate of interest that an NBFC can offer is
12.5%. The interest is paid or compounded at monthly rests. There is a ceiling on acceptance
of Public Deposits. NBFCs authorised to accept deposits from public have to comply with
RBI directives pertaining to investment of funds in liquid assets, maintaining reserves,
rating etc., and have to comply with the requirements of maintaining minimum stipulated
Net Owned Fund (NOF). An NBFC maintaining required NOF/Capital to Risk Assets
Ratio (CRAR) and complying with the prudential norms can accept public deposits as
follows.
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Category of NBFC having minimum
Net Owned Fund (NOF) of ` 200 lakhs Ceiling on public deposit

Asset Finance Company maintaining
CRAR of 15% without credit rating 1.5 times of NOF or ` 10 crore whichever is less

Asset Finance Company with CRAR
of 12% and having minimum investment
grade credit rating 4 times of NOF

Loan company/Investment Company
with CRAR of 15% and having minimum
investment grade credit rating 1.5 times of NOF

As per RBI circular No. RBI/2007-08/369 DNBS (PD) C.C. No. 114 /03. 02.059/2007-
08 dated June 17, 2008 and Notification No. DNBS. 199/CGM (PK) - 2008 issued by
Department of Non-Banking Supervision the ceiling on level of public deposits for NBFCs
accepting deposits but not having minimum Net Owned Fund of ` 200 lakh has been
revised as under.

NBFCs having minimum NOF of less than ` 200 lakh have been asked to freeze
their deposits at the level currently held by them and the ceiling for public deposits has
been scaled down as under.

Category of NBFC having Net Owned Fund (NOF) more
 than ` 25 lakh but less than ` 200 lakh Revised Ceiling on public deposits

Asset Finance Company maintaining CRAR of 15% without
credit rating and Equal to NOF

Asset Finance Company with CRAR of 12% and having 
minimum investment grade credit rating 1.5 times of NOF

Loan company/Investment Company with CRAR of 15%
and having minimum investment grade credit rating Equal to NOF

1.7  RESIDUARY NON-BANKING COMPANY (RNBC)

Residuary Non-banking Company is a kind of NBFC (not being Asset Finance
company, Loan Company, Investment Company) whose principal business is to receive
deposits, under any scheme or arrangement or in any other manner. RNBC cannot accept
deposits repayable on demand. They can accept term deposits for a minimum period of 12
months and maximum period of 84 months.

There is no ceiling on mobilisation of deposit by RNBCs but every RNBC has to
ensure that the amounts deposited and investments made by the company are not less
than the aggregate amount of liabilities to the depositors. The functioning of these companies
is different from those of NBFCs in terms of method of mobilisation of deposits and
requirement of deployment of depositors’ funds. Prudential Norms Directives are also
applicable to these companies. These companies are required to maintain investments as
per the directives of RBI, in addition to liquid assets.

(i) Guidelines

Deposits kept with NBFCs are not insured with DICGC. RBI does not guarantee the
repayment of deposits. Nomination facility is available to the depositors. Premature
repayment of deposits or granting any loan against deposit/deposits is prohibited. Effective
from April 24, 2004; NBFCs have been prohibited from accepting deposits from NRIs.

Table: 1.8

Table: 1.9
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However, deposits to the debit of NRO account can be taken provided these were not
transferred from NR (Ext.)/FCNR (B) account. RBI has powers to inspect the books of any
NBFC and call for any other information about its business activities.

Housing Finance Companies, Merchant Banking Companies, Stock Exchanges,
Companies engaged in the business of stock-broking/sub-broking, Venture Capital Fund
Companies, Nidhi Companies, Insurance companies and Chit Fund Companies are NBFCs
but they have been exempted from the requirement of registration under Section 45-IA of
the RBI Act, 1934 subject to certain conditions. Mortgage Guarantee Companies have
been notified as Non-Banking Financial Companies under Section 45I(f)(iii) of the RBI
Act, 1934.

1.8  MERCHANT BANKING GUIDELINES

Merchant banking is a skill-based activity. The activities include preparation of
prospectus and other information relating to the issue, determining financial structure,
tie up of financiers and final allotment and refund of the subscription for debt/equity
issue management and acting as advisor, consultant, co-manager, underwriter and portfolio
manager. Merchant banking services also include advisory services on corporate
restructuring, debt or equity restructuring, loan restructuring, etc. As per SEBI (Merchant
Banker) Rules,1992"Merchant Banker” means “any person who is engaged in the business
of issue management either by making arrangement regarding selling, buying or
subscribing to securities as manager, consultant advisor or rendering corporate advisory
services in relation to such issue management.” .

No person can act as a merchant banker without obtaining a certificate of registration
from the Securities and Exchange Board of India (SEBI). Only a body corporate other
than a non-banking financial company is eligible to get registration as merchant banker.
The certificate of registration is valid for a period of three (3) years from the date of issue
and can be renewed for a further period every three (3) years. Banks and Financial
institutions providing merchant banking services are governed by SEBI (Merchant
Bankers) Rules, 1992, guidelines of SEBI and ministry of finance, Companies Act, 1956,
listing guidelines of Stock Exchange and Securities Contracts (Regulations) Act, 1956. On
the basis of activities authorised by SEBI, merchant banker were categorised in following
four categories.

(a) Category-I

Category I Merchant Banker can undertake activities of issue management, which
inter-alia consist of preparation of prospectus and other information relating to the issue,
determining financial structure, tie-up of financiers and final allotment and refund of the
subscription. They can also act as an adviser, consultant, manager, and underwriter and
portfolio manager.

(b) Category-II

Category II Merchant Banker can act as adviser, consultant, co-manager,
underwriter, and portfolio manager.

(c) Category-III

Category III Merchant Banker an act as underwriter, adviser, and consultant to an
issue.
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(d) Category-IV

Category IV Merchant Banker can act only as adviser or consultant to an issue. In
terms of “Security and Exchange Board of India (Merchant Bankers) (Amendment)
Regulations, 1996”, all categories of merchant bankers below category I have been
abolished and merchant bankers operating below category I have been asked to apply
for category I status.

Merchant bankers in underwriting business were asked to obtain separate certificate
of registration under the provisions of “Security and Exchange Board of India
(Underwriters) regulations 1993 and those in the business of portfolio management were
required to obtain separate certificate of registration under the provisions of “Security
and Exchange Board of India (Portfolio Manager) regulations, 1993.

Category I, Merchant Banker can carry on any activity of the issue management,
which inter-alia consist of preparation of prospectus and other information relating to the
issue, determining financial structure, tie-up of financiers and final allotment and refund
of the subscription; and can act as adviser, consultant, manager, underwriter, portfolio
manager. The minimum capital requirement (Net worth) for Merchant Banker is ̀  5 crore.
(“Net worth” means the sum of paid up capital and free reserves).

Hitherto most merchant bankers were undertaking both fund based and fee based
activities. Fund based activities included leasing, hire purchase, bills discounting etc.,
whereas fee based activities consisted issue management underwriting, advisory services
etc. The fund based services were regulated by Reserve Bank and fee based by SEBI.
Thus, there were two different authorities regulating the activities. Vide Regulation 13 A
of SEBI (Merchant Bankers Amendment) Regulations, 1996 Merchant Bankers have been
prohibited to carry out any business other than that of the securities market. Only banks
and other public financial institutions registered after 30th June 1998 are permitted to
carry on any business other than that in the securities market.

Portfolio and Portfolio Manager:

As per Sec 2(d) of Securities and Exchange Board of India (Portfolio Managers) Rules, 1993
“portfolio” means the total holdings of securities belonging to any person. As per Sec. 2(e) of the Rules
“Portfolio manager” “means any person who pursuant to a contract or arrangement with a client,
advises or directs or undertakes on behalf of the client (whether as a discretionary portfolio manager
or otherwise) the management or administration of a portfolio of securities or the funds of the client, as
the case may be”. Separate certificate of registration under the provisions of Securities and Exchange
Board of India (Portfolio Manager) Regulations, 1993 is required for undertaking the activity as portfolio
manager.

(a) Role of Merchant Banker

Merchant banker acts as financial intermediary between those who need capital
and those who have capital. He plays a vital role in channelising the financial surplus of
the society into productive investment avenue. Merchant Banking is an important service
provided by a number of financial institutions that helps in the growth of the corporate
sector, which ultimately reflects into the overall economic development of the country.

Merchant banks perform several functions like issue management (acting as Book
Running Lead Manager/Lead Manager for the IPOs/FPOs/Right issues/Debt issues,
Debenture Trustee, Marketing of the issue, Refund Banker etc.), underwriting of equity
issues, portfolio management, loan syndication, consultant, advisor and host of other
activities such as project appraisal, mergers, acquisitions and takeovers etc.
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Figure: 1.5

1.9  CONCLUSION

A fast growing economy like India offers tremendous scope for commercial banks,
non-banking finance companies, merchant bankers and other similar institutions. All
financial institutions aim at channeling household savings for the economic development
of the country. National Housing Bank regulates housing finance companies, Securities
and Exchange Board of India regulates merchant banker/venture capital fund company/
stock-exchanges/stock brokers/sub-brokers, and Insurance Regulatory and Development
Authority regulate insurance companies. Similarly, chit fund companies are regulated by
the respective State Governments and Ministry of Corporate Affairs, Government of India,
regulates nidhi companies.

1.10  QUESTIONS FOR DISCUSSIONS

1. Commercial banks play important role in economic development of a country.
Please explain?

2. What is the role of Regional Rural Banks in economic upliftment of rural India?
Please discuss.

3. Non-banking Finance companies/institutions play supportive role in development.
Please explain.

4. Is co-operative credit institution backbone of rural economy? Please discuss.
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ANNEXURE: 1

   List of Banks Operating in India as at 31st March 2010

Sr. Foreign Public Sector Other Scheduled SBI & its
No Banks Banks Commercial Banks Associates

Old Private New Generation
Sector Banks Private Sector

Banks

1. AB Bank (Erstwhile Allahabad Bank Bank of Axis Bank State Bank of India
Arab Bangladesh Rajasthan
Bank)

2. Abu Dhabi Andhra Bank Catholic Development State Bank of
Commercial Bank Syrian Bank Credit Bank Bikaner & Jaipur

3. American Express Bank of Baroda City Union HDFC Bank State Bank
Banking Corp. Bank of Hyderabad

4. Antwerp Bank Ltd. Bank of India Dhanalakshmi ICICI Bank State Bank of
Bank Indore

5. Bank International Bank of Federal Bank IndusInd Bank State Bank of
Indonesia Maharashtra Mysore

6. Bank of America NA Canara Bank ING Vysya Kotak Mahindra State Bank of
Bank Bank  Patiala

7. Bank of Bahrain & Central Bank Jammu & Yes Bank State Bank of
Kuwait B.S.C of India Kashmir Bank Travancore

8. Bank of Ceylon Corporation Bank Karnataka Bank

9. Bank of Nova Scotia Dena Bank Karur Vysya
Bank

10. Bank of Tokyo IDBI Bank Limited Lakshmi Vilas
Mitsubishi UFJ Ltd. Bank

11. Barclays Bank PLC Indian Bank Nainital Bank

12. BNP Paribas Indian Overseas Ratnakar Bank
Bank

13. Chinatrust Oriental Bank of SBI Comm. &
Commercial Bank Commerce Intl. Bank

14. Citibank Punjab & Sind South Indian
Bank Bank

15. DBS Bank Ltd Punjab National Tamilnad
Bank Mercantile Bank

16. Deutsche Bank AG Syndicate Bank
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17. Credit Agricole UCO Bank
Bank (Erst while
Calyon Bank)

18. First Rand Bank Union Bank of India

19. Hongkong & United Bank of India
Shanghai Banking
Corpn.Ltd.

20. JP Morgan Chase Vijaya Bank
Bank

21. JSC VTB Bank Ltd.

22. Krung Thai Bank
Public Co.Ltd.

23. Mashreq Bank

24. Mizuho Corporate
Bank Ltd.

25. Oman International
Bank S.A.O.G

26. Royal Bank of
Scotland NV
(Erstwhile ABN
Amro Bank)

27. Shinhan Bank
(erstwhile Cho
Hung Bank)

28. Societe Generale

29. Sonali Bank

30. Standard Chartered
Bank

31. State Bank of
Mauritius

32. UBS AG

(Source: A Profile of Banks 2009-10, Reserve Bank of India, Mumbai)

Total number of Banks operating in India as at 31st March 2010 = 81
SBI and its Associates = 7
Nationalised Banks = 20
Other Scheduled Commercial Banks = 22
Old Private Sector Banks = 15
New Generation Private Sector Banks = 7
Foreign Banks = 32
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