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4 FINANCIAL FRAUD IN BANKING SECTOR

PREFACE

The Financial Institutions particularly the Banks have historically been prone to frauds
and prevention of such instances / frauds has consistently been engaged the attention of
regulators all over the world. The globalization of the financial system and liberalization
of the economy has further exposed the Banking system to risks and attempts of fraud
perpetration. Though with the diversification into different areas/activities, the Banks have
been consistently reviewing their systems, introducing technology with appropriate inbuilt
control mechanisms aimed at prevention of frauds by the unscrupulous elements both within
and outside the Banking System, yet the growing increase in volumes of business and Banking
transactions, the risks have also increased manifold. Therefore, it is imperative that while
implementing technology with inbuilt controls and risk management techniques, there is
need to have strong vigilance apparatus in Banks to monitor the whole set of operations
and ensure prevention of frauds.

Frauds are white-collar crimes, which are committed by persons of respectability having
high social status. According to Prof. Sutherland the white-collar crime involves actual
violation of criminal law and is different from ordinary crime. It involves higher financial
losses. These crimes have shaken the morals and confidence of the people. The present
day society values recognize the social status of citizens in terms of possession of wealth
and means of acquiring the wealth are of secondary importance. In addition there is absence
of guilt-feeling also. It is said that there is close relation between tax evasion, inflation and
black money. It is possible to detect a fraudulent/forged document but to identify the author
is rather difficult.

At present, India predicted to emerge as a global economic power in the near future,
the Indian financial system, particularly, the Banking Industry, will have to attain global
standards. The challenges Indian Banks face, in their quest to attain global standards and
become truly global banks, is the main focus. Only a sound and strong banking system,
which has global presence and is backed by advanced technology and expertise, can
effectively support the growth of Indian economy. The Indian Banking Industry is
going through a transformation phase and experiencing unparalleled changes in the
structure, systems, policies and products. Right sizing the organizational structure,
putting in place the right information technology, adopting the global best practices
and customer relationship management are the major themes.

There has been a rapid expansion in banking industry in the recent past and thus
consequent increase in bank frauds. Bank frauds are far more easy and lucrative and falsification
of financial documents is on the increase everywhere.

It may not be possible to attain “zero level” frauds in the country. This menace is
wide spread. But certainly it is possible to roll it down or to contain it within tolerable
limits. Laws of the country are not adequate to deal with this menance. The panacea lies
in the strict enforcement of regulatory laws. It is desired that the investigating officers
as well as preventive officers are of proven integrity, ability and expertise. They should
not possess questionable integrity. They should be fully trained to handle fraud cases



THEORETICAL BACKGROUND 5

with adequate promptness and aptitude. The root causes of frauds should be investigated
to the hilt.

At present, there is the need for building up well planned and effective full proof systems
and procedures and their strict compliance, which provide for transparency and accountability
that would be the basis for checking corruption in promoting probity in banks. Preventive
vigilance, any day, may be better than breakdown vigilance, when the actual corruption
activity takes place. Predictive vigilance would involve periodic checks, so that the system
and procedures are not allowed to become slack. Prevention of frauds is necessary in banks
as bank employees are custodians of the public money.

The Author has highlighted his practical experience in a leading Nationalized Bank
in all the chapters, step by step and relevant matters relating to the frauds in Banks and
their preventive measures in clear terms, despite the fact, that the subject is very much
complicated and also important to all the bankers and public at large.

The Author has published the following two articles in local newspaper, Nagpur.

1. “A BANK FRAUD AND THE WAR ON IRAQ

2. PREVENTIVE VIGILANCE IN INTERNET BANKING

CHAPTERISATION

This book has been divided into eight chapters. The First Chapter throws light on
the Historical Analysis of Banking System, it’s existence from the primitive stage to
present position. The Author has discussed evolution of money and development of Banking
System in India. The objectives of nationalization of major Banks which was an attempt
towards mass banking from Class Banking and to achieve “Social Control” for economic
development. The Author has discussed the problems faced by the Cooperative Banking
sector and gave useful suggestions to strengthen them. He has critically examined the serious
problem of NPAs which affected profitability of the Public Sector Banks. In the last, the
Author has highlighted the percentage of Frauds occurred in different Banking sectors during
2004-2005 and examined the same with comparative study of frauds vis-à-vis with the
performance of Public Sector Banks. Beside, he has explained Preventive Vigilance in The
Digital age/internet Banking, which is a need of hour. The author has also commented that
marriage between banking and telecome technologies will give birth to Mass Mobile Banking.

Second Chapter has been devoted to discussion on Anatomy of Frauds and their
Prevention. With liberalization and growth of banking in all walks of economy, there has
been increased incidents of frauds. The main reason for occurrence of frauds is non observance/
non-enforcement of bank’s system and procedures and other safeguards built in the system.
The Author has explained ‘Fraud Prone Area’ — both in non-borrowal and borrower’s
account. Further, he has suggested preventive measures — like proper house keeping and
internal control, administrative measures for prevention and curtailment of frauds. The fraud
cases reported to RBI by Public Sector Banks are high lighted alongwith the fraud cases
reported in various books and in leading newspapers. In the last, author
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pointed his own practical experiences in detecting a large number of frauds in Punjab
National Bank in Kanpur Region during 1992-1994.

The Third Chapter, deals with the Major Financial Frauds/Scams and their analysis.
This chapter has been devoted to a discussion on Large Value Frauds, which are explained
on the basis of in depth study conducted by Narang Committee. Beside RBI’s sample study
of 25 large value frauds are also discussed. At the same time the Author has highlighted
major frauds involving of A One Crore and above committed in various Banks by adopting
different modus operandi.

While explaining in details, the Scam case of Harshad Mehta and Ketan Parikh
the Author has commented that Financial Scam which had dented public confidence
and shaken banking system as a whole, was nothing but the “collective failure of
Banking System.” it is a long story and a layman like Harshad Mehta could able to divert
funds of National Housing Bank (100% owned by RBI) to Stock Market. Next, it deals
with the Top Two Frauds of 2005 — Pune BPO fraud and IPO fraud respectively. The
Empirical Study conducted in 5 major frauds and a Group Study conducted by RBI in
Housing Loan have been explained in detail. Later on a case study on Credit Card fraud
which is a fictionalized on real life fraud incident.

The Fourth Chapter deals with Computer Crime and Frauds in Banks. The author
has highlighted Information System Security — minimum basic measures to be adopted
by the banks and I.T. Security Policy in handling Malicious Hackers as well as Data Security
by protecting privacy in the bank. He has also suggested the number of measures to prevent
frauds in Computerised Branches of the bank, on line frauds and identification of E-mails
Scam, protection from Internet Frauds and Physhing etc.

Chapter Fifth, examines the Role of Reserve Bank of India in the prevention
of frauds/malpractices. RBI has appointed number of committees and implemented a large
number of recommendations and suggestions given by these committee to curtail the frauds.
RBI’s Fraud Monitoring Cell has issued Master Circulars and new system has been adopted
for classification and reporting the Frauds to RBI by the Commercial Bank.

In Chapter Sixth, the Role and Function of Central Vigilance Commission in
prevention of bank frauds are explained in detail. At the same time the role and function
of the Chief Vigilance Officer and Central Bureau of Investigation has also been highlighted.

In Chapter Seventh “FRAUDS AND IT’S LEGAL CONTROL”, the Author has
given various definitions of Frauds and the Concept of Fraud in Common Law. Further,
the difference between Financial Fraud vis-à-vis with Bank Frauds has been explained Beside
the above, the definition of Scam, Conversion and Money Laundering has been explained
in detail. In the same chapter, the judgments on Financial Fraud/Scam cases including Special
Court cases are discussed. The leading Judgment Supreme Court on scam case Ram
Narayan Popli-Vs-CBI (2003)3, S.C. 641 and others has been highlighted. Beside the
above, six judgments of Supreme Court relating to the Bank’s Fraud and Forgery
are also presented.
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In the last Chapter on Major Findings and Suggestions, the Author has pointed
out major findings on the basis of collected data, questionnaires, interactions, interviews
etc. As author has a rich banking experience in Punjab National Bank and he had himself
detected a large number of frauds during his service period, could able to interview and
interact with number of officers, managers of the Public Sector Banks, Officer of E.O.W.
and C.B.I. etc. and collected useful information relating to the Bank frauds.

The useful suggestions for strengthening the existing system keeping in view of the
international policies followed for the prevention of frauds and mal-practices in the Banking
Sector has been made on the findings of this book.

This book is also capable to fulfill the requirements of all the users, students, bankers,
auditors practically all their specific problems, for a beginner this book is the only source
for converting him from amateur to experienced auditor, for internal and external audit
staff members, full guidelines on each item are available in this book, they can successfully
rely on this book for each and every matter of bank frauds and their mitigation. For Senior
Executive of the banks, this book is very useful to enrich their knowledge of banking
particularly in prevention of frauds in the prevailing technological development in the Banking
Sector as a whole.

— Dr. R.A. KINI

"It is not that you read a book, pass an examination and finish with education.
The whole life, from the moment you are born to the moment you die, is
a process of learning."

— Dr. R.A. Kini
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SECTION - A

A HISTORICAL ANALYSIS — BANKING

There is an old saying, which states that Rome was not built in a day. There is no
doubt about its truth and not only does the saying relates to the historical development,
it also relates to the development of any institution in any country.

Before examining the main subject concerning a historical analysis of Banking, it
is necessary to have a macro view of banking, as it has developed during the course of
centuries. It would also be necessary to see how banking has come to its present stage
and what were the periods of hope and despair through which the banking system had
to pass to reach its present stage. The old order always changes and a new order takes
place. There has been all round economic development in the world and the banking today
is not what it was in the earlier rudimentary form.

I. Evolution of Money

“Every branch of knowledge has its fundamental discovery. In mechanics, it is
the wheel; in science, fire; in politics, the vote. Similarly, in economics, in the whole
commercial side of Man’s social existence, money is the essential invention on which
all the rest is based”1

Money is the main raw material for the Banking Industry. Without it, a Bank cannot
function. Hence, entire Banking system is based on Money. The development of Money
is, in fact, one of the greatest inventions of Man. Since money represents generalized
purchasing power, it has been an object of Man’s desires throughout the age.

The Barter System2

Before the evolution of money, exchange was done on the basis of direct exchange
of goods and services. This is known as barter as distinct from money. Barter system
was prevalent in the earliest stages of man as a commercial animal. In a barter economy
goods buy goods, while in a monetary economy goods buy money and money buys goods.
Bartering was common in primitive societies. Even today, in some of the interior parts
of African counties and even in backward regions of India, especially in the non-monetised
subsistence sector of some rural and Adivasi areas, barter exchange in some degree is
in operation.

The barter system is not as simple and smooth a system of exchange as its meaning
shows. Many difficulties and inconveniences are inherent in a simple barter. As a society
becomes more civilized and the complexities of economic organisation begin to multiply,
exchange through barter tends to become more difficult and complicated.
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Difficulties of Barter System3

A few major difficulties of the barter system may be traced below:

1. Want of Coincidence: The first difficulty in the barter system of exchange is
that there has to be a double coincidence of wants. Two persons can have barter
exchange only if their disposable possessions mutually suit each other’s needs. In barter
trading, thus, two parties must agree on their mutual exchange, which is possible only
if there exists a double coincidence of wants.

2. Lack of a Common Measure of Value: Another serious difficulty of the barter
is that it lacks any common measures of value or unit of account. In the absence of a
well-defined unit of account, in barter, the value of goods is measured in a relative sense;
hence there is no absolute measurement of value.

3. Want to Means of Sub-Division: Barter exchange also suffers from a severe
inconvenience on account of indivisibility of many kinds of goods. One can easily portion
out a bag of food grains, a basket of fruits, etc. which are divisible goods and can give
more or less in exchange for what is wanted. But, the real difficulty arises in the process
of exchange between indivisible and divisible goods.

For instance, a horse is not divisible and cannot be exchanged in parts against different
divisible good like rice, sugar, potatoes, etc. Thus, barter trade between divisible and
indivisible goods in small values cannot be carried on without a loss of value In a barter
system, smooth exchange operations are impossible for want means of sub-dividing and
distributing values according to people’s varying requirements.

4. Lack of Standard of Deferred Payments. Another drawback of barter is that
it lacks a standard of deferred payments, so that contracts involving future payments or
loan transactions cannot take place with ease in such a system. Credit transactions cannot
be promoted smoothly under barter trading.

5. Lack of Efficient Store of Value. Perhaps, a major inconvenience of the barter
is the lack of facility to store value or the lack of existence of a generalized purchasing
power. Under barter, people can store value for future use by storing wealth, but the
difficulty arises when wealth consists of perishable goods.

EVOLUTION OF MONEY4

Growing inconvenience of barter in the complex economic societies necessitated the
invention of money. Writers like Spalding, however, opine that money seems to have
been discovered rather than invented in the progress of economic civilization of mankind.
According to Crowther, money was undoubtedly an invention; it needed the conscious
reasoning power of man to make the step from simple barter to money accounting”. Whatever
it may be the fact remains that with the increased volume of trade and growing process
of division of labour and specialization, barter became more and more difficult in its
direct exchange phenomenon. Hence, to overcome the basic difficulties of barter such as
want of double coincidence, want of means of subdivision etc. it was thought that exchange
of goods should be made indirect by using some medium in between. Thus, money came
into the picture as a medium of exchange.
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II. ORIGIN OF MONEY5

The Etymologically, term “money” is derived from the Latin word Moneta, the
name of the Roman goddess Juno, in whose temple coins was being minted. Use of
money as a medium of exchange and a unit of account is, however, much older than
coinage. Numerous things like shells and sheep, grains and stones, tea and tobacco, ivory
and iron, gold and silver have been used as money at different times and different places
before the invention of modern day’s metallic and paper money. The origin of money
as such is difficult to trace for want of record. Lord Keynes puts that the origin of
money is deep-rooted in antiquity, and it is a far more ancient institution. “Its origins
are lost in the mists when the ice was melting and may well stretch back into the
paradisiacal intervals in human history of the inter-glacial periods, when the weather
was delightful and the mind free to be fertile of new ideas – in the islands of the
Hesperides or Atlantis or some Eden of Central Asia” Indeed, money is the epitome
of the history of human civilization.

No doubt, the evolution of money has been a secular process. Like several other
economic institutions, money, in its present form, has passed through several phases and
developed through the centuries.

DEVELOPMENT OF MONEY IN DIFFERENT STAGES6

The development of money has passed through various stages in accordance with
time, place and circumstances with the progress of economic civilization of mankind.
Economists have recognized five such stages in the evolution of money.

(i) Animal Money

(ii) Commodity Money

(iii) Metallic Money

(iv) Paper Money

(v) Bank/Credit Money

Paper Money: In the 17th and 18th centuries, Paper Currency emerged as “Token
Money”. In modern era, paper has become popular. It originally came as paper receipts
against metallic money, which was found unsafe to carry by Internet merchants. Then
with the shortage of metals, state authorities thought of introducing Paper Currency – a
representative paper money — which was convertible. In the later stages, however, it
became “Fiat Money”, i.e. inconvertible legal tender. Being representative money, paper
currencies thus, economise the use of standard coins or metals.

Bank Money: In the final stage, along with Paper Money, another form of convertible
money developed in the form of Credit Money or Bank Money, owing to the growth of
banking institutions and credit creation activities and cheque system of payments in modern
era. In modern commerce, large transactions are carried on through cheques and only
small transactions are managed through currency money.

In modern economy, Coins, Paper Notes and Bank Money i.e. Cheques issued against
Demand Deposit, all serve as money. But even today, sometimes other things have also
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served as money. In Germany, for example, in the Post War period (1945-46), cigarettes
and cognac were used as money when its financial and economic conditions had greatly
deteriorated. Some time back, due to shortage of token coin in India, coupons and stamps
were used as money.

In short, anything and everything can serve and has served as money provided
it is generally recognized and accepted as means of payment. But all things cannot
serve as a Good Money. Good Money should possess the attributes of general
acceptability, cognoscibility, portability, divisibility, malleability, durability, uniformity,
adequacy and stability of value.

Credit Money: In modern economic societies, with the development of a banking
activity, along with paper money, another form of convertible money has developed in
the form of credit money or bank money. Bank demand deposits, withdrawals by issuing
cheques, have started functioning as money, and the business community now conventionally
accepts cheques as a mode of payment in general. It must be noted that a Cheque by itself
is just a Credit Instrument. Actually it is the bank deposit behind the cheque that serves
as money.

Bank money today constitutes a major part of money supply in advanced countries.
In many countries such as America, it amounts to nearly 90 per cent of the total money
supply. In poor countries, the proportion of currency money widely exceeds that of bank
money.

In fact, though the use of money has become all pervasive throughout the world,
certain backward areas are still non-monetised. Barter is, therefore, not completely obsolete.
In India, for instance, some Adivasis are still unfamiliar to the use of money.

Legal-Tender Money and Non-Legal-Tender Money6A

Keynes also classified money on the basis of its legality into legal tender and non-
legal-tender money.

Legal Tender Money: Legal-Tender Money is that which the state and the people
accept as the means of payment and in discharge of debts. Since it has the authority of
the government, the people accept such money compulsorily. All notes and coins issued
by the government and the central bank of a country are compulsory legal tender in that
country.

Non-Legal Tender Money: Money, which does not possess any legal authority of
the state or the central bank, is non-legal tender money. Robertson called it “optional
money”. Bank money in the form of cheques and bills of exchange, promissory notes
etc. is the forms of non legal tender money. People are not bound to accept such money
because there is no legal sanction behind their issue.

CREDIT CARDS

Now a days, Credit cards are often used to pay for items purchased at retailing-
out lets. Whether Are credit cards are “Money”?
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This is a controversial question. The answer is a credit card is not money. You
do not give someone your Plastic Card in exchange for goods. Instead a credit card is
a money substitute. Using the cards is taking out a loan from a pre-approved line of
credit. The merchant receives a signed voucher from the buyer that can be exchanged
for money. It you pay the merchant with dollar bills or coins, the merchant can instantly
use the bills or coins as a medium of exchange in another transaction. In contrast, a
credit card voucher gives the merchant right to collect a specified amount of money from
the credit card company at the end of the month. Thus, the credit card voucher, which
the merchant receives in an IOU that cannot be quickly converted into medium of exchange
to use in another transaction. For this reason, economist, typically, do not consider credit
cards to be money.

FUNCTION OF MONEY7

(i) Money is a Medium of Exchange: This may be considered as the most basic
function of money. Money has the quality of general acceptability. As such, all exchanges
take place in terms of money. The main difficulty of the barter system was the lack
of double coincidence of wants. It was on account of the difficulties and inconveniences
of barter that money came into existence. Since money is generally acceptable, everyone
accepts it in exchange for goods and services and utilizes it for purchasing goods and
services of his choice. Money, thus promotes specialization among individuals firms
and regions.

(ii) Money is a Measure of Value: The second important function of money is that
it measures the value of goods and services. In other words, the prices of all goods and
services are expressed in terms of money. Money is, thus, looked upon as a collective
measure of values. Since all values are expressed in terms of money it is easier to determine
the rate of exchange between various types of goods and services in the community. In
view of its function as a measure of value, money also serves as a unit of account. All
records are kept and maintained in terms of the monetary unit, e.g. Rupee, Dollar, Pound,
Sterling, Yen, Mark etc.

(iii) Money is a Standard of Deferred Payments: Borrowing and lending were
difficult problems under the barter system. In the absence of money, the borrowed amount
could be returned only in terms of goods and services, but the modern money economy
has greatly facilitated the borrowing and lending process. Now both, borrowing as well
as lending, are done in terms of money. In other words, money now acts as the standard
of deferred payments.

(iv) Money is a Store of Purchasing Power: As is well known, savings were
discouraged under the barter system. The reason was that in the absence of money, savings
could be done only in terms of commodities, some of which happened to be perishable.
Thus, savings done in terms of commodities were not permanent. But, with the invention
of money, this difficulty has now disappeared.

(v) Money is a Means of Transferring Purchasing Power: The field of exchange
also went on extending with growing economic development. The exchange of goods now
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extended to distant lands. It was, therefore, felt necessary to transfer purchasing power
from one place to another. Money performed this function easily and quickly.

SOCIAL DEFECTS

Following are the social defects of Money.8

(a) Money is directly responsible for the decline of spiritualism in modern society.

(b) Money has encouraged greed and acquisitiveness.

(c) Money has encouraged fraud, theft, dacoits, murders etc.

Money creates in mean the desire and urges to exploit others.

Money has, thus, become the root cause of all social evils; it has resulted in a serious
decline of moral standards. In fact, money has become a curse for society. But the fault
lies not in money but in human nature.

III. HISTORICAL ORIGIN OF BANKING AND FINANCIAL INSTITUTION

Evolution of Banking Institutions

“Banks, like God, are not swayambu — self-created. Like all organizations they
come up to meet a felt-need. This is true as much of a bank as, say, a political
organisation. There would have been no communism if Karl Marx had not seen what
uncontrolled capitalism in Great Britain was doing to the people. And there would
be no need for a bank in an area where no wealth is produced, no trade possible
and no financial transactions are called for.”9

Origin of the word “Bank”10: The word “Bank” is derived from the word “bancus”
or “banque” that is, a bench. The early bankers, the Jews in Lombardy, transacted their
business on benches in the market place. When a banker failed, the people broke up his
“banco” and the word “bankrupt” came into continuance. This etymology is, however,
reticulated by Macleod on the ground that “The Italian money changers as such were
never called banchieri in the Middle ages. There are others, who are of the opinion that
the word “bank” is originally derived from the German word “back” meaning a joint
stock fund, which was Italinanised into “banco” when the Germans were masters of a
great part of Italy. This appears to be more possible. But ‘whatever be the origin of the
word “bank”, as Professor Ramchandra Rao says, (Present day Banking in India, 1st
edition p. 88) “It would trace the history of banking in Europe from the Middle Ages.”

THE BANK OF ENGLAND

The Tonnage Act: The bank of England was started in 1694, largely as a result
of the financial difficulties of William III, who was carrying on war with France. The
public distrust of goldsmiths for the same was also responsible. One Mr. Patterson, suggested
a way out of the difficulties by offering to raise £ 1200000 which he was prepared to
loan to the Government, if certain concessions, particularly the right to issue notes, were
given to the proposed institution. The Government agreed to the terms offered by
Mr. Patterson and an Act called the “Tonnage Act” was passed.
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Peel’s Act of 1844: In 1844, another important stage was reached in the development
of English banking when, by Peel’s Act of the year, the right to issue notes in England
was restricted to the banks then issuing notes in that country, as well as to the extent
of their note issue at the time, thus providing for the gradual extinction of the right, and
laying the foundations of the monopoly of the bank note issue for the Bank of England.
This marks an important turning point in the History and development of English banking
and the deposit banking eventually came to supplant note issue banking.

Growth of Deposit Banking and Cheque Currency: After the passing of Peel’s
Act 1844 new banks with right to issue note could not be started, and those allowed to
issue notes could not be increase their circulation. Thus greater attention began to be paid
towards deposit banking and cheque currency. It was soon realized that cheque currency
was almost as profitable as the issue of bank notes and thus gradually this activity grew
more and more and more important, with the result that many new banks were stared
for this business during the second half of the last century. After 1890, the movement
in favour of bank amalgamation and adsorption made its appearance, and we find that
the number of joint stock banks, in England and Wales came down from 104 in 1890
to 12 in 1956 although the number of banking offices shot up from 2203 to 10700
by the end of 1961. In terms of the Currency and Bank Note Act, 1920, the Currency
Note issue was amalgamated with that of the Bank of England, which was given exclusive
right to issue note of 1 pound and 10 sh in addition to those of 5 pound and upwards.
In November 1929 the Bank of England organized a subsidiary company, named the Securities
Management Trust Ltd., in order to take charge of the work undertaken by the Bank in
connection with the industrial reorganization and in the year 1930 a new company named
the Bankers Industrial Development Company Ltd. was created for bringing industry and
finance into close relations. In 1947, the Labour Government nationalised the bank of
England by transferring the then existing stock to the nominee of the British Treasury
and by vesting in the Crown the power of appointing Governor, Deputy Governor and
Directors.11

In fact, when we look into the decisions that have taken place relating to the Banking
Laws and when we look to the welter of legislation affecting bankers, we find that great
changes have been made and so far as English Law in concerned, a reference may be
made to the European Communities Act 1972, the Consumer Credit Act 1974, the Unfair
Contract Terms 1977, the Administration of Justice Act, 1977, the Civil Liability (Contribution)
Act 1978, the State Immunity Act, 1978 and the Banking Act, 1979. In fact prior to 1979
with certain exceptions, that it was permitted to anyone could setup under the description
‘bank’ and with the changes in the operations of the bank over the years, a number of
companies were formed whose function was to accept money, to lend money and to invest
the money received by them without any fixed rules of conduct. There was heavy speculation
in property and undue lending without caring for the norms of banking and there were
what may be termed as fringe banks which resulted in a crash and finally, there was the
enactment of the Banking Act, 1979 which provided that the said Act had been passed
to regulate the acceptance of deposits in the course of business and to confer functions
on the Bank of England with respect to the control of institutions carrying on deposit
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taking business and for other functions which have been indicated in the introduction to
the said Act. The banks are supposed to perform the functions and to be guided in their
functioning by the said Act, which inter alia provided for the functioning by the banks
and performing the business of a bank.

The significance in law of the terms ‘bank’ and ‘banking business’ depends upon
the particular operation, which is in question, and upon the particular statute, if any,
under which the question arises. To take an obvious instance, only a banker may reap
the benefit of the protective sections of the Bills of Exchange Act, 1882, the Cheques
Act, 1957 and the benefit of the Banker’s Books Evidence Act, 1879.

In short the effect of the Banking Act, 1979 British is, generally speaking that no
person or institution may accept deposits in the course of carrying on a deposit taking
business for the purposes of the Act unless he or it is a party recognized or licensed by
the Bank of England or he or it is exempted or the business falls within the exceptions
of section 1(3), or, again, the deposit is of the type included in sub section (5). Vide
section 1(4); ‘deposit’ is defined as a sum of money paid in terms:

(a) Under which it will be repaid, with or without interest or a premium, and either
on demand or at a time or in circumstances agreed by or on behalf of the person
making the payment and the person receiving it; and

(b) Which are not referable to the provision of property or service or to the giving
of security.

The penalty for contravention is liability to a fine or imprisonment or both; but the
civil liability of the acceptor of the deposit is not affected.

Thus so far as the English banking system is concerned, the Banking Act now covers
the entire matter, 1979 which governs all the important aspects of the banking life of
England.

CONCLUSION

In conclusion, we can say that banking is not static rather it is a dynamic concept.
It is product of centuries and the development which has taken place is the product
of the method of trial and error and experiences which were made and the results
that followed relating to the acceptance of money and valuables as deposits, keeping
them as such, lending them, whether to private individuals or to States or other bodies
and for controlling the multifarious and multi dimensional activities which in the
beginning were only trivial and could be ignored but with the growth of time, became
international in character and multi dimensional in nature calling for actions on the
part of the states as the actions on the part of the individuals failed and State control
became eminent. Thus, one cannot understand the development of banking merely
by looking at a particular period of time and one will have to consider the development
by taking into account the progress as it has taken place during the centuries and
by understanding the movement from one stage to the other.
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BANKING IN INDIA12

The modern banking is a gift of the British people to India and in the present
form the banking did not exist in India in the earlier days. To day, India is one of
the most important countries of the world, which has developed its economic systems and
can be proud of the economic progress made by her. India became independent in the
year 1947 and the period from 1947 till date has been a period of great progress and
development for this country. In case we look to the banking system, we find that great
progress has been made and not only that the weaker banks have been eliminated but also
as a result of nationalization of banks and starting of a number of other financial lending
institutions to fulfill the requirements of trade and industry.

I. HISTORICAL BACKGROUND13

Money Economy

From times immemorial, the banker has been an indispensable pillar of Indian society.
He may have been missing in the good old days, when self-sufficiency was the law of
the land. The introduction of the division of the labour, however, brought in its wake
the use of money, without which there was a peculiar complexity and trouble in the matter
of exchange. Money economy, in its turn, could not do without the institution of banking
for any considerable time.

Banking meant Money-Lending: Although in recent years, the history of banking
has begun to receive attention, thanks to research workers in this field it is not necessary,
for our purposes to give any detailed description of the banking system, which served
this country before the advent of modern economy. However, banking in those days must
have meant largely money- lending financing kings for their wars, through certain rudiments
of modern banking functions were not unknown to the then bankers.

The Hundi: Its Meaning: Collection of Debts: The word hundi is said to be derived
from the Sanskrit root “hund” meaning to collect. Its derivation expresses the purpose
for which originally such instruments were used.

The hundi system was another way in which business transactions were conducted.
The hundi is an unconditional order in writing by one person on another for payment
on demand or after a specified time of a certain sum of money to a person named therein.
The hundi again had no legal status and is best to be regarded as a credit instrument
drawn in any shape or form but one that, in practice, met the requirements of the parties
concerned. Here again a great deal of personal credibility was involved.

A classic instance is that of the great Maratha ruler Shivaji Maharaj who, being
in need of funds in AD 1666 while under detention in Agra, borrowed A 60,000 from
one Kumar Ram Singh, son of Mirza Raja Sawai Singh of Jaipur and gave a hundi
on his officers in the Deccan to pay the Mirza Raja.

A Hundikar was held in high esteem in society because men like him were people
of substance, to be fully trusted.
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The Money Lender: Banking is my brains and other people’s money: This most
apt definition of banking given by the Bombay provincial Banking. Enquiry Committee
is not wholly applicable to money lending, which hardly constitutes banking, as it is understood
in the modern monetary world. The early Indian banker had comparatively a little deposit
or discount business, or dealings in other people’s money, which is the unfailing characteristic
of modern banking. He may therefore, be called a moneylender rather than a banker.

Moneylender’s apparent Decline: The time has changed, and Indian indigenous
banking of the “good old days” has undergone many alterations, on account, of the different
forms and functions and the extreme complex city of modern business. All the same, the
old system still retains its importance, though not to the same degree. The payment of
taxes in cash, better means of communications and transportation, uniform currency, the
unification of the country under one Central Government, the development of the co-
operative movement, and the establishment of joint stock banks, have taken away a good
deal of business from the hands of the Indian money lender; still it cannot be denied that
even today he occupies an important place in the credit organization of the country.

II. THE RISE OF JOINT STOCK BANKS IN INDIA14

Agency Houses: For the beginning of the initial stage banking in India we must go
back to the Calcutta Agency Houses, the trading firms, which undertook banking operations
for the benefit of their constituents. Prominent among these were M/s Alexander and Co.
and M/s Ferguson and Co. both firms combined banking with other kinds of business,
and both were the predecessors of the early joint stock banks in India. The Bank of Hindustan,
a mere appendage of the former, was the earliest bank staged under European direction
in India.

The Principle of limited Liability: The year 1860 marks a new era in the history
of Public Banks in India, because it was in this year that the principle of limited liability
was first applied to the joint stock banks. So far, little or no banking legislation existed
in India. Many banks had sprung up like mushrooms and failed, mostly due to speculation,
mismanagement and fraud, on the part of those responsible for their flotation,
organization and management.

The Crisis of 1862-65: It was unfortunate for India that the crises of 1862-65 should
have come so soon after the introduction of above important banking legislation. India’s
cotton exports increased by leaps and bounds, because, as a result of the outbreak of the
civil war in the United States of American, the supply of America Cotton of Lancashire
was cut off, and English cotton importers had to look to India as their main source of
supply. This brought immense wealth in precious metals to India, which led, among other
speculative enterprises, to the flotation of banks, soon to be overtaken by disaster. Among
several others, the Bank of Bombay originally established in 1840 went into liquidation
in 1868, although it was restarted in the same year and with the same name. The failure
of almost all these mushroom growths prejudiced in the Indian public, who is by nature
conservative, against banks run on modern lines. Between 1865 and 1870 only one bank,
The Allahabad Bank Ltd. was established.
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In 1922, 1923 and 1924 there were 15, 20 and 18 bank failures respectively. There
was panic and instability all around and need was felt for a strong Central Bank. The
Hilton Young Commission in 1925 and the Central Banking Enquiry Committee in 1929
recommended this. There was no body to control the activities of the commercial Banks.
Then came the depression of 1929-32, which showed the weakness of the Indian Banking
System. However, during this period only the smaller banks failed and the reserve and
the capital of the larger banks increased. B. Ramachandra Rao has described the state
of Indian banking at that time in the following words:15

“With no banking legislation, no official supervision, no fluid market for short term
investment which consequently leads to an over investment in gilt-edged securities, no
co-coordinated policy of the different joint stock banks, no centralized banking in the
way of the rate of interest, no check against the frequent happenings of swindles by directors
or officers of banks and no national policy on the part of the State, the Indian joint stock
banks have been unable to show any remarkable progress.”

The Banking Regulation Act, 1949: The year 1949 is the landmark in the banking
system in India as in this year the Banking Companies Act, 1949 was passed to control
the activities of the commercial banks. Under this legislation, the Reserve Bank of India
was given very wide powers of control and supervision. After 1949 smaller and weaker
banks either liquidated or merged with other banks.

III. RESERVE BANK OF INDIA16

The Reserve Bank of India was established on 1st April, 1935 under the Reserve
Bank of India Act, 1934 as the Central Bank of the country to regulate the issue of bank
notes and the keeping of reserves for monetary stability in India and generally to operate
the currency and credit system of the country to its advantage. The establishment of the
RBI goes to the recommendations of Warren Hastings in 1773 for a general bank for
Bengal and Bihar and ultimately the amalgamation of three presidency banks to form the
Imperial Bank of India in 1921. The Imperial Bank was in same Central Banking functions
as a banker to the government, and the banker’s bank while issuing of notes remained
as the sole responsibility of the Central Government. It was as a result of the recommendations
of the Royal Commission on Indian Currency and Finance, 1926, popularly known as
the Hilton Young Commission and because of the publication of the white paper on the
Indian Constitutional Reforms 1933 that the Reserve Bank of India was established. It
took over the functions of issuing notes through the Central Government and credit control
from the Imperial Bank of India, where it has no office of its own. The bank was started
with six offices, one in each of the cities of Bombay, Delhi, Calcutta, Madras and Rangoon
and an office in London. After the separation of Burma in April 1937, the bank functioned
as the currency authority of that country till June 5, 1942 and as the banker to the Government
of Burma till March 31, 1947. On the partition of the country in August 1947, the bank
continued to function also in Pakistan as its Central Bank till June 30, 1948.

Functions: The functions of a Central Bank are derived from its generally agreed
objectives, such as promoting or facilitating a high growth rate, full employment, price
stability and a viable external payment position. These objectives necessitate for fluffiest
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of a unified control of the country’s currency and credit by the Central Bank as also the
control by it over the country’s transactions with other countries. Accordingly, the main
functions of the Reserve Bank are:

(i) to issue bank notes.

(ii) to act as banker to the government.

(iii) To act as the bankers’ bank and the regulator of credit.
(iv) To act as the bank of accommodation or the lender of the last resort.

(v) To maintain the external value of the rupee.

(vi) To provide agricultural credit.

The other functions of the bank include —
(vii) Developmental and promotional activities, and

(viii) Collection and periodic publication of information concerning banking on economic
matters.

IV. ESTABLISHED OF STATE BANK OF INDIA AND SUBSIDIARIES OF
STATE BANK OF INDIA17

The State Bank of India was constituted in July 1955 to take over the undertaking
of the erstwhile Imperial Bank of India. It has played a pioneering role not only in moping
up the country’s savings but also in the financing of industries and rural credit. Their
schemes for provisions of credit to the small-scale industries need special mention.

Pursuant to the provisions of the State Bank of India (Subsidiary Banks) Act of
1959 The Bank of Bikaner, The Bank of Indore, The Bank of Jaipur, The Bank of Mysore,
The Bank of Patiala, the State Bank of Hyderabad and The State Bank of Sourashtra have
been duly constituted as subsidiaries of the State Bank of India. This has extended the
area of operation of the State Bank of India.

Bank Nationalisation of 14 Major Banks — An Attempt towards Mass Banking
from Class Banking and implementation of “Social Control” on banks.

V. NATIONALISATION OF 14 MAJOR BANKS18

As a result of concentration of economic power and also as a result of so many
other factors which could be seen by the various study groups including the study groups
of National Credit Council headed by Dr. D.R. Gadgil, four economists in their report
favoured nationalization and some of the political parties were also in favour of the
nationalization of the banks including a section of the ruling party. There was also what
may be termed as Regional Imbalances as the banking activity was mainly confined to
urban centers and therefore the distribution of banking business was launched, as there
was a complete neglect of the banking business in the rural areas. This fact could be
proved, in case a reference is made to Mr. Nandwani’s work on bank’s nationalization.
After the independence of the country, it had become very clear that progress could not
be made except by mean of planning and unless there was a development in accordance
with the plans that were not neglected. The undeveloped regions also needed the facilities
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and it was expected that nationalization would ensure even distribution of bank offices
with due access in rural unbanked areas. The banks were making high profits and were
indulging in anti-social activities and were also disregarding the Reserve Bank’s directions.
Moreover, there was what may be termed as the menace of inflation and there were no
funds available for the planning. The service conditions of the employees were not good.
The depositors did not have nay protection and there was also what may be termed as
ideology grounds, which helped in nationalization. Examples were also given of the other
countries where banking is in the hands of the government, such as Germany having 65%
to 70% in public sector, France 70% to 80% of banking in public sector and Italy having
90% in public sector. This question was also put forth that if the advanced countries of
the world could have the nationalization of the banks, why not India and why we could
not have nationalization in this country. On 14th December, 1967 the then Deputy Prime
Minister and Finance Minister Mr. Morarji Desai stated in the Parliament that the Government
had decided to have effective social control over the banks.

July 19, 1969 marked an important milestone in the history of Indian commercial
banking because on that day, by a Presidential Ordinance, the 14 major Indian Commercial
Banks, each having the total deposits of not less than A 50 crore or more at the end of
June, 1969, were nationalized.

The Banking Companies (Acquisition and Transfer of Undertaking) Bill was introduced
in the Parliament on July 25, 1969 and was passed by both the Houses of Parliament.
The bill became law on August 9, 1969 when the acting President Mr. M. Hidayatullah
accorded his assent to it.

The purpose of nationalizing the 14 major banks as set forth in the Preamble
to the Banking Companies (Acquisition and Transfer of Undertakings) Act, 1970 was
“to control the heights of the economy and to meet progressively and serve better
the needs of development of the economy in conformity with national policy and objectives
and for matters connected therewith or incidental thereto.

The 14 major Indian Commercial Banks, which were nationalized, are:

(1) The Central Bank of India Ltd. (8) The Syndicate Bank Ltd.

(2) The Bank of India Ltd. (9) The Union Bank of India Ltd.

(3) The Punjab National Bank Ltd. (10) The Allahabad Bank Ltd.

(4) The Bank of Baroda Ltd. (11) The Indian Overseas Bank Ltd.

 (5) The United Commercial Bank Ltd. (12) The Indian Bank Ltd.

(6) The Canara Bank Ltd. (13) The Bank of Maharashtra Ltd.

(7) The United Bank of India Ltd. (14) Dena Bank Ltd.

The objectives of bank nationalization as spelt out by the then Prime Minister,
Mrs. Indira Gandhi in her speech were (i) removing control over banks by a few;
(ii) providing adequate credit for agriculture, small scale industries and exports
(iii) professionalising bank management (iv) encouraging a new class of entrepreneurs;
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and (v) providing adequate training and reasonable terms of services for bank employees.
Thus, bank nationalization meant the shifting of emphasis in granting bank loans from
creditworthiness of person to creditworthiness of purpose.

NATIONALISATION OF SIX MORE BANKS IN APRIL, 1980

The President promulgated an Ordinance on April 15, 1980 for the nationalization
of six Private Sector Scheduled Commercial Banks whose demand and time liabilities
exceeded A 200 crore or more as on the 14th day of April 1980. The following six banks
have been covered in the Ordinance.

1. The Andhra Bank Ltd.

2. The Corporation Bank Ltd.

3. The New Bank of India Ltd.

4. The Oriental Bank of Commerce Ltd.

5. The Punjab and Sind Bank Ltd.

6. Vijaya Bank Ltd.

The total demand and time liabilities of these six banks on the aforesaid date amounted
to over A 2356 crore. The expected amount of compensation was A 18.5 crore on the
basis of the market value of shares of these banks.

The purpose of the nationalizing six more banks was to comply with the then
government’s commitment to implement the 20 point programme. In pursuance of these
objectives, the public sector banks have undertaken to increase their credit to priority
sectors to 40% of their total advances over a period of 5 years. But the major purpose
was to further control the height of economy it is India did 11 years ago by nationalizing
14 banks in 1969 along with to meet the development of economy and to promote welfare
of the people in lieu of clause (b) and (c) of the article 39 of Constitution of India.
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SECTION - B

THE BANKING LAW19

I. The banking law, i.e. the law relating to banking and bankers is a part of the
larger branch of law, known as the Law Merchant – Mercantile or Commercial Law and
this law merchant is nothing else but the custom and usage of merchants and commercial
people reflected partly, in judicial decision and partly, in statutes of the country. The
terms ‘The Banking law’ thus means and includes all those branches of law, which are
connected with the banking business. Since the banker-customer relationship springs from
the Law of Contract, the Contract Act is of primary importance because the banker customer
relationship is that of a debtor and a creditor, agent of bailee. Then there are other
important Acts which are connected with banking such as the Negotiable Instruments
Act, Transfer of Property Act, Partnership, Companies, Insolvency, Limitation, Foreign
Trade, Laws of Credit, Furnishing of Guarantees and a number of other matters
connected with activities which have to do a something with the banking and commercial
activities.

The Banker’s Book Evidence Act, 1891, Negotiable Instruments Act, 1881, Reserve
Bank of India Act, 1934, State Bank of India Act, 1955, Banking (Acquisition and Transfer
of Undertakings) Act, 1970, The Presidency Towns Insolvency Act 1909, Banking Companies
(Acquisition and Transfer of Undertakings) Act, 1980, Banking Laws (Application to Co-
operative Societies) Act, 1965, Banking Service Commission Act, 1984. The Banking
Regulation Act, 1949, The Transfer of Property Act, 1882 The Cheques Act, 1978 (British).
The interest Act, 1870 (British), The Court Fees Act, 1870 and a number of other Acts
which relate to the origin, growth and development of banking from its rudimentary form
to the present form. The Indian law has just followed the English pattern. The Banking
Law in England so also in India is not a codified law and only some of its facets are
codified. The development has been from case law of the British and Indian judiciary.

II. Definition of Banker20

Banking

In spite of the importance to the community of its banking institution and banking
system, there exists in many legal systems no legal definition of what constitutes a bank.
Many times, definitions as the statutes provided look lubricous as the result of a large
extension in the range of operation of ‘Banking’ and of intrusion into that files of institutions
not constituted primarily to undertake that business with the result the position has become
somewhat confused.

The definition is important as it affects the public and banker simultaneously. First
as to the desirability of protecting the Public from being induced by the ostentations adoption
of the name ‘Bank’ to entrust their money to dubious concerns. There have been flagrant
examples of this exploitation of the term with success and, possibly because of the growth
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of new ‘ Banking’ institutions of Small Stature and perhaps of slight integrity; the danger
may have become more acute. (Sir John Paget). As things stand even today the bank
officers to whom a Crossed Cheque is presented over the counter by a professing banker
may have a complicated question of law and one of fact, on which he has no evidence
to decide. He must at once either pay or dishonour. If he does the first, he may lose
all protection and perhaps have to pay twice: if the second, he may be liable to his customer
for damage for injury to the credit. In deciding which to do, he or the bank Manager
must make up his mind: (1) What is a Banker? (2) Is the presenting party a Banker?

Second, when a customer pays in a crossed cheque, the statute does not protect the
collecting bank unless the drawee is really a banker.

Even the best authorities have found it rather a hard nut to crack, mostly on account
of the multifarious functions and services e.g. dealings in stocks and shares, trusteeship,
executorships, etc. which modern banks perform in addition to or in conjunction with
what is distinctive and characteristic banking business.

From the rudimentary stage of banking to the present developed stage of banking,
it is a story of development, which has taken different turns. Yet even today it is not
possible for us exactly to give definitions of the words ‘bank’, ‘banker’ and ‘banking
business.’ Since it is a textbook relating to the Banking Law and Practice, a definition
must be attempted to. Till the present day the English Banking is the mother of all the
banking institutions, it shall be desirable for us to start with Great Britain.

Even in Great Britain, there is no definition of these words, which may be termed
as the last word on the subject, and we can still say in the words of Lord Denning that
a banker is easier to be recognized than to be defined. There is no statutory definition
of a bank.

We may, now, try some of the definitions recognized under different legal systems.

(a) American Definitions

The term ‘banker’ is often used in a very broad sense, embracing the capitalist, the
financier, the Stock Broker and even high bank officials, Many attempts were made to
define the exact significance of the term, but all of them had their own pitfalls. The
earliest successful attempt was made by legislatures in the USA who enacted the following
definition.

By ‘Banking’ we mean the business of dealing in credits and by a ‘bank’ we include
every person, firm or company having a place of business where credits are opened by
the deposits or collection of money or currency, subject to be paid or remitted on draft,
cheque or order, a money, is advanced or loaned on Stocks, Bonds, Bullions, Bills of
Exchange, Promissory Note, or where/stocks/Bonds/PN/B/Exchange are received for discount
or sale. (Indian Finance and Banking, by Findlay Shirras, 2nd impression, p. 336)

Criticism

This definition, which is more like a description, is used in an Act of the Congress.
To define banking merely as “dealing in credit” is wanting in precision and exactitude.



26 FINANCIAL FRAUD IN BANKING SECTOR

Strictly speaking, the term banker should apply to the credit merchant only when he uses
the credit and funds of others. He is otherwise more a capitalist than a banker, if he uses
only his own credit and funds. The Japanese Bank Act of 1927, which came into force
from 1st January 1928, defined banks as “institutions” which carry on operations of giving,
as well as receiving credit (Commercial India, November, 1928, p. 452)

English Law

There being no statutory definition in England for this terms, some of the leading
writers on banking law have, from time to time, attempted to deduce the essentials in
the concept of the term, from the decided cases. The results of their labour are given
below:

(b) Hart’s Definition

Dr. Herbet L. HART, the author of the well-known treatise, Law of Banking says
(p.1): “A banker is one who in the ordinary course of his business, honours cheques
drawn upon him by persons from and for whom he receives money on current accounts”
This definition is based upon the dicta given in a number of decisions, beginning with
Foley v. Hill, (1848) 2 H.L.C. 28. According to this definition, the essential function
to enable a person, firm, or institution, to be regarded as a banker or a bank, is that
of receiving current deposits against which cheques may be drawn. This view is supported
by the following extract from the judgement of Buckley J In re Birkbeck Permanent Benefit
Building Society, (1912) 2 Ch. 183:

“It opened current and deposit accounts and in every essential particular, may more,
I think, I may say, in every particular it did that which the banker does in the ordinary
course of banking business and offered its customers all such facilities as a bank usually
offers.”

(c) Halsbury’s Definition

Halsbury has Defined Banker as Follows: An individual, partnership or corporation,
whose soled predominating business in banking, that is the receipt of money on current
or deposit account and the payment of cheques drawn by and the collection of cheques
paid in by a customer. (Halsbury’s Laws of England 4 th Ed. Vol. 3 p. 31)

(d) Sheldon formulates the following definition of a banker

“A person cannot claim to be carrying on the business of banking unless he receives
money or instruments representing money on current account, honours cheques drawn
thereon, and collects the proceeds of cheques which his customers place into his hands
for collection.”

(e) Sir John Paget’s Definition

Sir John Paget submits that “a bank or a banker is a corporation or person (or
group of persons) who accept money on current accounts, pay cheques drawn up to such
account, on demand and collect cheques for customers; that if such minimum services
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are afforded to all and sundry without restriction of any kind, the business is a banking
business, whether or no other business is undertaken at the same time; that providing the
banking business as so understood is not a mere façade for other business, the person
or corporation is a banker or bank for the purposes of statutes relating to banking, other
than those where the sole criterion is the satisfaction of some government department”.

Sir John Paget further adds that one claiming to be a banker must profess himself
to be one, and the public must accept him as such, his main business must be that of
banking, from which generally he should be able to earn his living. This definition may
be put under two heads — (a) agency services, comprising of the collection of bills, promissory
notes, coupons, dividends payment of subscription and insurance premiums and (b) general
utility services e.g. issue of credit instruments, the transaction of foreign exchange business,
the safeguarding of valuables and documents against fire, theft, etc. There seems to be
no doubt that according to English Law, a person claiming to be treated as a banker,
should perform the functions as given by Sir John Paget.

In United Dominions Trust v. Kirkwood, (1966) IAIIER 968 the above views of Sir
John Paget were confirmed; in that case it was also emphasized that the taking of deposits
for a fixed time as distinct from money repayable at a period notice or on demand was
not sufficient. Reputation alone is not enough but, in the absence of contrary evidence,
it was presumed to reflect the existence of actual practice. The case related to the definition
of banking for the purpose of avoidance of the provisions of the Money Lenders Act,
1906 from which bankers are exempt. Although United Dominions Trust was in that case
held to be bankers, warning was given that any future case would depend on evidence.
Registration was recommended by Denning, M.R.; in fact by the Companies Act, 1967,
section 123, opportunity is now given for any company in doubt to apply to the Department
of Industry for a certificate that it is carrying on the business of banking, which certificate
is to be conclusive. There seems to be no doubt that, according to English Law, a person
claiming to be treated as a banker, should perform the functions as given by Sir John
Paget.

Moneylenders Not Bankers

In India, till the passing of the Banking Companies Act, 1949, moneylenders imposed
no restrictions on the use of the term “bank” or “bankers”. Within two years of the
enforcement of this Act, all companies carrying on banking business are required to use
as part of their names any of the words “bank”, “banker’ or “banking”. Mere money
lending does not constitute banking business. (Bank of Commerce Ltd. v. Kunj Behari
Kar, A.I.R. 1945 II).

(f) Indian Law

A Banking Company Defined by Statute21 — The earliest attempt in India in
the direction of formulating a definition was that of the Hilton Young Commission
(1925), which in Para 162 of its Report, put forward the recommendation that “The
term ‘bank’ or ‘banker’ should be interpreted as meaning every person, firm, or
company using in its description or its title, ‘bank’ or ‘banker’ or ‘banking’ and
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every company accepting deposits of money subject to withdrawal by cheque, draft
or order’. The Indian Companies (Amendment) Act, 1936 though rejecting the former
part of the definition proposed above — and rightly so — substantially accepted its
latter part. The Banking Regulation Act, 1949, defines banking company: “as a company
which transacts the business of banking in India”, and the word “banking” has been
defined as “accepting”, for the purpose of lending or investment of deposits of money
from the public repayable on demand or otherwise and withdrawal by cheque, draft,
order or otherwise”, vide Section 5(b) and (c). Under Section 6 read with Section
3(5) of the Nationalising Acts in addition to the business of banking, a banking company
and the 20 nationalised banks may engage in any one or more business as mentioned
under this section.
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SECTION - C

PRESENT POSITION OF CO-OPERATIVE BANKS
AND FRAUDS22

In the beginning of this century, there was no availability of credit in India for rural
folk. They all had to depend on the private moneylenders, who charged heavy rate of
interest. In the beginning of 20th century, the cooperative banks took birth with the principles
of cooperative management and mutual help. They have proved that they are substitutes
for the private moneylenders. They provide timely shot-term, long-term credit at reasonable
rates of interest.

Main aim of cooperative bank is to provide cheaper credit to their members and
not to maximize profits.

In the year 2002 the Central Government enacted the Multi-State Co-operative societies
Act to deal with the business of the co-operative societies, which are not confined, to
one State and deal with the interests of members in more than one State. This Act facilitates
the democratic functioning of co-operatives as people’s institutions based on self-help and
mutual aid and enables them to promote their economic and social betterment and provides
functional autonomy. This Act defines the “Co-operative bank” as a multi State Co-operative
society that undertakes banking business. The provision also was made in section 18 of
the Act that the central Registrar can prepare scheme of amalgamation or reorganization
of a co-operative bank in certain cases but the central government has to seek the prior
approval of the Reserve Bank for preparing the scheme for such reorganization and
amalgamation.

(I) Health of the Co-operative Banks

The urban cooperative banks are going through a crisis of confidence due to recurring
major frauds in Advances and Investment. No. of cooperative banks were liquidated/collapsed
due to frauds committed by mainly directors of the cooperative banks. The RBI played
role as a regulator of the cooperative banking sector. But cooperative societies are under
the dual control of the RBI and the Registrar of Cooperative Societies. Under this system,
the RBI has jurisdiction over the banking operations of the cooperative society while the
Registrar looks after the managerial and administrative functions. As we know, the working
of urban cooperative banks is regulated by the Urban Banks Department of the RBI as
also the Registrar of Cooperative Societies. The RBI to be the sole regulator of the banking
business carried on by the Urban cooperative banks.

The appraisals and recovery system were not accurate to fetch minimum rate of
return and this adversely affecting their health. It is known that many bankers offer loans
by taking commission, by passing all credit appraisal norms. As a result, there is no
productive use of the huge funds with cooperative banks. Non Performing Assets of these
banks increase. Directors who are influenced by the political parties control most of the
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boards of the banks and the dual control over banks may affect more in this situation.
Directors have supports from political parties and may misuse it. For solving this problem,
the RBI banned urban cooperative banks from granting loans to directors. They also banned
Director’s relative and their firms from loans.

Many risks like credit risk, interest rate risk, etc. are present in the banking sectors.
Particularly in case of cooperative banks, the main risk exposure is interest rate risk.
They paid higher rate on deposits than other in banking sector. For getting business, they
entered into the risk exposure level. And at last the result is NEWS: “Thousands of
small depositors, lured by the comparatively higher interest rates offered by _____
banks, lost their life savings.” The authorities would be able to effectively monitor
cooperative bank working, based on the monthly returns submitted by them.

(II) The Accumulated Losses

State cooperative banks: A 491.80 crore in 2001-02: A 566.61 crore in 2002-03.

District cooperative banks: A 3229.00 crore in 2001-02 : A 3836.48 crore in 2002-
03.

Crisis of confidence: The huge withdrawals of A 1285.00 crore by depositors during
2002-03 in Gujarat cooperative Banks.

The RBI gave status of scheduled bank to some cooperative banks which allowed
that bank to invest 10 percent of its net worth in the capital markets and also can expand
its banking operations and start lending to stock brokers. So the RBI allowed bank and
stockbrokers to play with the market. In cooperative bank concern, there is lack of professional
experts who have access exposure to stock market investment. So, there will not be any
satisfactory return.

Poor corporate governance is one of the weaknesses in the cooperative banking system.
The other points in that is multiple control competition in banking sector, poor supervision.
In the increasingly competitive environment, due to the financial reforms, any bank, private
or public has to survive and for cooperative banks, it is the challenge.

In many case of cooperative bank default, there was a mismatch of asset-liability
and as a result, NPA was increased, so, the RBI had to cancel their license. In recent
time, South Indian Cooperative Bank and Maratha Mandir Cooperative Bank, Parivartan
Cooperative Bank and Nagpur Nagrik Mahila Cooperative Bank put under “directives”
by the RBI

Collapse of the Urban Cooperative Banks like Playing Cards

News or reports or rumors about liquidity crisis about many cooperative bank.

Hundreds of deposit holders will stand outside branches for premature withdrawals
of their deposits.

If the bank survives from this situation by allowing withdrawals, that bank can stand
longer because they will take confidence of their depositors.



THEORETICAL BACKGROUND 31

But if they are unable to survive, as their borrowers cannot return the loans immediately,
that bank will collapse in next moment.

So, it may not have confidence or trust of depositors on the bank at that moment
of rumors, but the bank has to prove its stability also.

(III) Weak Urban Co-operative Banks23

An UCB is classified as weak if any of the following conditions exist:

Its own funds are eroded to the extent of 25% or more, by providing for bad and
doubtful debts and other bad assets or its over dues exceed 50% of the outstanding loans
and advances;

It does not comply with the provisions regarding minimum share capital in terms
of Section 11(1) of R.B.I. Act, 1949 (AACS) i.e. the real or the exchangeable value of
paid up share capital and reserves has fallen below the stipulated level of A 1 lakh and

It does not comply with the viability standards prescribed by Reserve Bank of India.

The important reasons for weakness of Urban Cooperative Banks are inadequate
entry point capital, lack or professionalism and politicization of management, absence of
prudential norms like CRAR for maintenance of sound health, absence of a system for
timely identification of weakness and dual control which hampers efficient operation and
timely rehabilitation. Such a situation leads to increased level of NPAs and losses in working
results. The banks are set up with very low entry point capital, which could be wiped
out easily by adverse working results for one or two years or by bad debts.

The UCBs are currently identified as per the assessment of their financial position
during statutory inspections conducted by the Reserve Bank or through the system of annual
review conducted by the RBI on the basis of annual financial statements received from
the banks. The list of weak banks is forwarded to the Registrar of Cooperative Societies,
the State cooperative Bank and the State Federation/Association of UCBs of the state
concerned.

In terms of the policy of Reserve Bank of India, the weak banks having negative
net worth should be weeded out. The Marathe Committee has considered the issue and
on the basis of the recommendations of the Marathe Committee, in June 1993, RBI advised
the Registrars of Cooperative Societies to take action. All the weak Urban Cooperative
Banks under rehabilitation for more than five years should be considered for merger/
amalgamation with a strong unit. In case merger/amalgamation with a strong bank does
not materialize, the concerned weak bank may be taken into liquidation. The position of
weak banks, which are under rehabilitation for less than five years, should be reviewed
periodically. Such banks should be advised to come forward with a specific action plan
for coming out of the weak status within a period of two years. In case these weak banks
do not show any perceptible improvement and have no prospects of becoming viable units,
they should be considered for merger or liquidation.

The weak banks, which do not comply with the provisions of Section 11(1) of the
R.B.I Act, urgent steps should be taken to identify such banks for merger with stronger
units or for liquidation as the case may be. Twelve UCBs have been amalgamated with
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stronger banks since May 1993. The Reserve Bank has either cancelled the licenses or
rejected the applications for issue of license to carry out banking business in respect of
21 weak UCBs since 1997. The RBI should seek the cooperation of the Registrar of cooperative
Societies in this regard as it has no powers for amalgamation or liquidation of Cooperative
Banks.

(IV) Strengthening the Cooperative Banks in India and Prevention of Frauds24

At present, Dual Control is the problematic issue against the cooperative banks.
Which type of control should have with the RBI and state Government. So, administrative
and management aspects of cooperative banks are controlled by the Registrar of Cooperative
Societies and Financial aspects are monitored (and controlled) by the RBI only. But Cooperative
Bank staff wants to end dual control. They demanded that section 56 of the Banking Regulation
Act, should be done away with suitable amendments. Mr. H.N. Sinor, Chief Executive.
Indian Bank’s Association (IBA) says: “We need one person riding the horse, Dual
control is the biggest bane of the cooperative sector.” So cooperative bank has to be
freed from the administrative control of the state governments and allow them run like
any other banking institutions under RBI guidelines.

On the line of corporate bodies, the statutory requirement of audit — half yearly,
quarterly, for cooperative banks must under go with the RBI audit. In quarterly reports
the RBI must take liquidity position, investment portfolio structure, quality of customers
and appraisal system into consideration. If they found the violation of any norms, they
must take initial steps to prevent from big problem (Scam). Directors should be made
responsible when any irregularities or fraud committed. They must be punishable without
any further delay. Only after approval of RBI, Cooperative banks will be allowed to appoint
a Chief Executive or chairman. The RBI has right to remove the managerial personnel
from office in the public interest. It will protect Depositor’s interest and they deal with
Cooperative Banks freely. The Central Bank’s guidelines must be followed. As per guidelines,
bank can lend only up to 70% of its deposits. Many of the Cooperative banks are
collapsed, as they did not follow the basic guidelines, as indicated above. The RBI
has cancelled the licenses of more than 93 Urban and Co-operative Banks. With help
of Section 46 and 47 of the Banking Regulation Act, 1949 the RBI enables to impose
penalties without taking recourse of the court of law. The RBI has the authority to
issue directives to Cooperative Banks in general. So, it is easy and effective to exercise
its powers for the good of Urban Cooperative Banks.

Sometimes, the media highlights more for Cooperatives small mistake but cannot
talk about the mistakes of any nationalized banks. So RBI can solve this problem by submitting
their reports about the solvency of bank. All the quarterly reports from the RBI must
be published to restore the confidence of depositors on cooperative banks. Hence,
Urban Co-operative Bank should adopt the following guidelines —

— The restore the depositor’s confidence.
— Mandatory annual credit ratings.

— Strict and unambiguous regulatory supervision of the RBI over banking.
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— Higher capital adequacy and liquidity norms.

— Making public aware of the annual inspection reports of the RBI.

With the help of internal inspection and audit, very few cases of frauds and malpractices
come to light. So, the quality of inspection must be improved. Therefore follow up of
that inspection is necessary.

(I) NEWS: Press is very powerful media. Newspapers give the latest news of all
types of good or bad, civil or criminal, social, religious, economical or political — all
areas covered by the media and so it is true about Banking. In banking the area of frauds
and robberies are also covered by the press from time to time. In recent past so far as
frauds are concerned there had been some big cases, developments of which were reported
in almost all national dailies from time to time. Some of the frauds committed in cooperative
bank, which were reported in local newspapers, are given below.

(i) Shikshak Bank: Doctored books reduce losses!25

Call it manipulation or misrepresentations of facts but it is for sure that if you are
the shareholder or customer of this bank, you are in for shock. This Bank’s Balance
Sheet published on March 31, 2002 informed that net loss of the bank was A 65-98 lakhs,
while in reality it was slightly more — A 11.43 crore to be precise or so the statutory
auditors believed.

The losses, according to the figure given by external auditors, wipe out the entire
paid up share capital of the cooperative bank at A 8.33 crores.

Comments: From the newspaper report it has been gathered that not only this cooperative
bank, others are also manipulating or misrepresenting the facts by concealing actual/true
affairs of the bank. This is possible with due cooperation of some Chartered Accountants.

(ii) SSBL threw A 2.50 crores into Black Hole in Cash?26

WILL any Schedule Bank pay A 2.5 crore in cash or by bearer cheques to a broker
for purchasing govt. securities for itself? Or will the schedule bank commission a broker
for such high value transaction when it suspects the broker agency may actually be going
broke.

Obvious answers and legal options on these queries would be a big-big “NO” However,
it appears that one “reputed” scheduled bank of the region “The Shikshak Sahakari Bank
Ltd” (SSBL) an Urban Cooperative Bank thinks otherwise.

This was complained to City Police by Bharastachar Virodi Jan Andolon (Maharashtra)
that there was something fishy in the translation of A 2.5 crore made through broker
agency Pennar Patterson Securities Ltd. for purchase of Govt. Securities. The organisation
has charged the bank with breaching and violating banking Regulation Act and the norms
of RBI. This is logical follow-up of the Show Cause Notice issued by Commissioner,
Cooperative u/s 78 of Maharashtra Cooperative Society Act 1960 to the bank on September
14, 2001.
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From the facts, it was found that brokering company and the Bank have executed
agreement on 22.9.1998 and bank immediately paid first installment of A 50 lacs to the
broker company. The remaining amount of A 2 crores was paid in four installments of
A 50 lakhs each on September 23, 24, 25 and 26. Here hags the tale. The mode of payment
of A 2.5 crore was either paid in cash or by bearer Cheque that was encashed immediately
after issuance.

Official records show that the broker company did not bother to purchase any govt
security for the bank and only A 25 lacs was refunded. Afterward this broker company
went into liquidation. Thus Bank lost A 2.25 crores of public money due to fraudulent
action of the directors in connivance of the broker company.

(iii) Mumbai Mirror dated 19.8.200527

“We want our money” Depositors and agents of Parivarthan Cooperative Bank
Ltd that went bust recently have decided to seek the help of Reserve Bank of India
to get back their savings.

Eight-year-old bank is currently under the charge of the administrator. This bank
has fraudulently encashed over 900 UTI dividend warrants amount to A 58 lakhs by crediting
them in fictious accounts. Bank officials said the bank management had been granting
loans to a select coterie. Outstanding loans amount to A 23 crores. The bank began facing
a liquidity crunch after huge withdrawals of our A 9 crores began in the beginning of
this year 2005. This was mainly done by those closed to the management who realized
that an administrator would be appointed to monitor the functioning.

Official said that the landlord of the premises where the banks Dadar Branch is
located had obtained a loan of A 3 crores by mortgaging the property. The same documents
were used to obtain a loan from another bank.

One of the depositors Umakant Potnis 75 year old a paper scrap dealer said that
he used to deposit of A 350/- every day in this bank, now it became A 61,000/- which
is he life time savings. This bank has cheated him. In this way many senior citizen invested
their life long saving in this cooperative bank have lost not only amount but also hope
to survive.

(iv) Cooperative Bank Chief held for siphoning public fund28

Economic offence wing (EOW) of the city Crime Branch arrested Raghavan Sarathi
the Chairman and V.T. Udayar the Vice Chairman of the South Indian Cooperative Bank
for allegedly siphoning of A 104 crores of public fund through the bank.

(v) Many Lost their Savings when The Bank Collapsed29

Harihar, one of the depositors died penniless on Nov. 2004, after RBI froze the
bank’s account in the wake of irregularities committed by the South Indian Cooperative
Bank’s board headed by Raghavan Sarathi President of Mumbai Regional Congress Committee.
What pained to Harihar, all his life he had lived with dignity. He had in fact, kept
A 40,000/- in a separate savings account to be spent for performance his last rites with
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his own money. But his wish remained unfulfilled. Like Hariharan, 37 depositors of the
now-bust SICB, who died in the last one year with a great shock?

Comment: Collapse of South Indian Cooperative Bank was discussed with the Deputy
General Manager, RBI (Unnamed) Urban Cooperative Division, Worli, Mumbai. On my
question “why RBI has not taken any action when they noticed serious irregularities in
the audit report of the bank?" He has admitted that liquidity and NPA problem of the
that bank were noticed about 4 years back in the audit report but they could not take
action for the reason that Chairman of the said Bank is politically strong. He managed
mobilization of Short Term and Temporary deposits just to eyewash and manipulated the
balance sheet. On asking as to why audit report of the bank was rated ‘A’ prior to three
months of collapse of the bank. He again unofficially repeated that man behind the show
is strong politician and due to political intervention, RBI could not take any action and
kept as a silence spectator.

Hence, it may be concluded that RBI’s role in conducting the audit and controlling
the Cooperative Banks remain only mere formalities for which depositors particularly
senior citizens who lost their life savings.

It is said that banking business runs on trust, stability and confidence compared
with the any other business. Once confidence is gone, depositors starts withdraw their
deposits. After reading daily news paper report about failure/bust of number of
cooperative banks, prudent depositors always keep away from these cooperative banks
in order to safeguard and secure their money. In such situation, it is a question for
survival of Cooperative Banks in near feature because of weakness in legal system
and at the same time, control by the politicians for their own vested interest.
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SECTION – D

INCREASE OF NON-PERFORMING ASSETS (NPAs) AND
DECLINING PROFITABILITY OF THE

PUBLIC SECTOR BANK35

The Public Sector Banks are rendering their services in various manners to satisfy
all sections of the customers in accordance with their demands from time to time. As
up gradation in technological aspects like computerization and adopting Core Banking
Solution — anywhere — everywhere Banking. The services, of the Public Sector Banks
have been improved to the greater extent. Beside, installation of ATMs, Credit and Debit
Cards facilities that are added to their advantages, fulfill the need of present generation.
In spite of providing multiple better services to the customers, it is shocking to state

Table 2 Public Sector Bank’s Declining Trend of Net Profit

 (A in Crore)

Public Sector Banks Year 2003-2004 Year 2004-2005 % Increase/Decrease

1. Canara Bank 1338 1109 (–) 17.12
2. Punjab National Bank 1108 1410 27.26
3. Bank of India 1008 340 (–) 66.27
4. Bank of Baroda 967 677 (–) 29.99
5. Union Bank of India 712 719 0.98
6. Oriental Bank of Commerce 686 760 10.79
7. Central Bank of India 618 357 (–) 42.23
8. Indian Overseas Bank 512 51 (–27.15)
9. Corporation Bank 504 402 (–) 20.24

10. Allahabad Bank 463 542 17.06
11. Andhra Bank 459 520 13.29
12. Uco Bank 435 345 (–) 20.69
13. Syndicate Bank 434 403 (–) 7.14
14. Vijaya Bank 411 380 (–) 7.54
15. Indian Bank 406 408 0.49
16. United Bank of India 315 300 (–) 4.76
17. Bank of Maharashtra 305 177 (–) 41.97
18. Dena Bank 230 61 (–) 73.48
19. Punjab Sindh Bank NA NA NA
20. Bharatiya State Bank 3,681 4,304 16.92
21. State Bank of Patiala 430 287 (–) 33.26
22. State Bank of Hyderabad 381 251 (–) 34.12
23. State Bank of Bikaner & Jaipur 302 205 (–) 32.12
24. State Bank of Travancore 245 247 0.82
25. State Bank of Indore 226 133 (–) 41.15
26. State Bank of Saurashtra 177 41 (–) 76.84
27. State Bank of Mysore 176 206 17.04
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there that profitability of the Public Sector Banks has been steeply declining. Although,
Banks have reduced the man power and computerized almost 90% of the branches with
the main object to earn more profit, but they could not achieve this object which reflects
from the following Table 2.

COMMENTS

Actually, the main reason of fall in Net Profit of the Public Sector Banks for
the last 2-3 years, was declining of interest income on the advances. Out of 27 Public
Sector Banks, in 16 Banks, net profit for 2004-2005 has been declined from 4.76% minimum
to 76.84% maximum as compared to their previous years net profit. It is therefore, essential
for the Public Sector Banks to give more attention and to probe into the reasons for such
declining of profitability and suitable preventive measure should be adopted immediately
to avoid further losses. The main aim is to recovery of NPA particularly bad and doubtful
debts, which may improve the profitability of the loss making Banks.

The highest fall of Net Profit:

The Banks, which have been adversely, affected due to steep fall of Net Profit as
compared to their previous years is performance, are given below.

Banks % Decline of Net Profit.

State Bank of Saurashtra 76.84%

Dena Bank 73.48 %

Bank of India 66.27%

Central Bank of India 42.23 %

Bank of Maharashtra 41.97 %

State Bank of Indore 41.15 %

The above Bank’s financial position was in alarming condition and now, they have
already adopted suitable measures for recovery of NPAs and to maintain stability as well
as improving the profitability.



38 FINANCIAL FRAUD IN BANKING SECTOR

Table 3 Details of Non-Performing Assets (NPAs) of All The Banks (As on 31-03-2005)
(A in Crore)

Suit filed Accounts Non Suit filed Account Total NPAs

No of Amount No. of Amount No. of Amount
Accounts Accounts Accounts

State Bank of India
& it’s Associates 1951 10434.11 451 3115.66 2402 13549.77

(14.10%)
Public Sector Banks 4862 28671.21 1259 9880.16 6121 38551.37

(40.12%)
All Public Sector Banks 6813 39105.32 1710 12995.82 8523 52101.14
Private Sector Banks 1457 8674.63 1042 10802.30 2499 19476.93

(20.27%)
Foreign Banks 196 1886.80 86 993.79 282 2880.59

(3.0%)
Total Private Sector Banks 1653 10561.43 1128 11796.09 2781 22357.52
Financial Institution 1023 12972.87 695 8652.88 1718 21625.75

(22.51%)

TOTAL 9489 62639.62 3533 33444.79 13022 96084.41

(Note: Figures given in the bracket indicates the percentage of the total advances.)

India has adopted the prudential norms for Income recognition, Asset classification
and Provisioning. India has accepted the Basle Accord I & II and appointed the high
power committee under the chairmanship of Shri Narsimham and accepted the report
of Shri Narsimham, which is widely known as the Financial Reforms of 1991 and
1998. Being the member of the Bank for International Settlements, the RBI has adopted
the International Standard of Transparency and Accounting Systems. While adopting the
same a number of difficulties and problems may arise. There are several existing laws
applicable to the banking sectors and recovery of bad debts. But these laws are ineffective
and due to the bankers are facing the lot of problems in the recovery of bad debts.

The quality of assets held by banks and financial institutions is a critical indicator
of the health of the financial system. High quality assets reflect reduced levels of credit
risk for the bank and its efficiency lies in allocation to productive sectors. While credit
growth is one of the drivers of economic growth, Non-Performing Assets (NPAs) are
value destroyers for the economy. NPAs are a necessary evil which cannot be avoided,
as these are a natural product of the process of credit deployment.

NPAs of Banks in India

As per the ‘Report on Trend and Progress of Banking in India: 2008-09’, published
by the RBI, gross NPAs of all scheduled commercial banks in India as on March 31,
2009 stood at INR 68,973 crores. The ratio of gross NPAs to gross advances of these
banks was 2.3 percent and the ratio of net NPAs to net advances was 1.1 percent as of
March 2009.
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The ratio of gross NPAs to total advances was at 2.0 percent in case of Public
Sector Banks (PSBs), as compared to a high of 4.0 percent in case of foreign banks. A
large amount of NPAs predominantly originate from industries belonging to the non-priority
sector, but retail loans also account for bulk of the NPAs.

Definition of NPAs

Generally speaking, an asset becomes non-performing when it ceases to generate
income for the bank. In order to reflect a bank’s actual financial health in its balance
sheet and as per the recommendations made by the ‘Committee on Financial Systems’
chaired by M. Narasimham, the RBI introduced prudential norms for income recognition,
asset classification and provisioning for the advances portfolio of banks in a phased manner.
According to RBI guidelines in this regard, an account is classified as an NPA when:

1. Interest and/or installment of principal remains overdue for a period of more
than 90 days in a term loan;

2. The account remains ‘out of order’ for a period of more than 90 days, in respect
of an overdraft/cash credit (OD/CC);

3. The bill remains overdue for a period of more than 90 days in case of bills
purchased and discounted.

In case of direct agricultural advances, the following guidelines are applicable for
classifying an account as a NPA.

1. A loan granted for short duration crops will be treated as NPA, if the installment
of principal or interest thereon remains overdue for two crop seasons.

2. A loan granted for long duration crops will be treated as NPA if the installment
of principal or interest thereon remains overdue for one crop season.

3. Any amount to be received that remains overdue for a period of more than 90
days in respect of any other account will lead to classifying that account as
NPA.

The Committee also recommended that Assets be classified into four categories namely
Standard, Sub-Standard, Doubtful and Loss Assets. And that certain specified percentage
of the same is held as provision there against 0.5% for standard assets, 10% of Sub-
Standard Assets. 20 to 50% of Doubtful Assets and 100% of Loss Assets Before the
reform process, banks were booking income on an accrual basis and their balance sheet
did not reflect their true specified financial health. Thus, they overstated the profits, Capital
and Reserves. In the year 1992-93, Public Sector, Banks alone posted Gross NPAs at
A 39253.14 crore, which formed 23.18 percent of their Gross Credit as per the New
Prudential Norms. It made a massive blow to the bottom line of all the PSBs and made
many of them to bleed even it shook the entire banking system like an earthquake. It is
ever since then that the NPA problem is considered as one of the foremost and the most
formidable problem by the entire Banking Industry of the country. Like a canker worm,
it had been eating the Banking System from within. And like a dreaded disease of AIDS,
Banks and FIs have not been able to find a reliable cure for this malady so far. It has
grown like cancer and infected everywhere.
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(III) Impact of Non Performing Assets

The introduction of Income Recognition, Asset Classification and provision norms
since the year 1992-93, which are being made more stringent year after year, have brought
qualification and objectivity into the assessment and provisioning for NPAs and it has
brought Indian Financial System quite close to the International Norms in this regard.
At the Macro level, NPAs have chocked off the supply line of credit of the potential
lenders thereby having deleterious effect on capital formation and arresting the economic
activity in the country.

At the Micro level, unsustainable level of NPAs has eroded current profits of Banks
and FIs. They have led to reduction in interest income and increase in provisions and
have restricted the recycling of funds lending to various Assets liability mismatches. Beside
this, it has lead to erosion in this capital base and reduction in their competitiveness.

The problem of NPAs is not a matter of concern for Banks and FIs alone. It is a
matter of grave concern for the entire Public, as credit is the catalyst to the economic
growth of the country and any bottleneck in the smooth flow of credit is bound to create
adverse repercussion in the economy.

The mounting menace of NPAs has raised the cost of credit, made Indian businessman
uncompetitive as compared to their counter parts in other countries.

The NPAs in the Indian Banking System has assumed astronomical dimension.
The NPAs of the Scheduled Commercial Banks alone totaled A 96084.41 crores as
on 31st March 2005. Out of which A 38551.37 crore (40.12% of the Advances) related
to Public Sector Banks and A 21625.75 crores (22.51%) belonging to Financial Institutions.
A 19476.93 crore (20.27%) related to Private Sector Bank and A 13549.77 crores
(14.10%) was NPA of State Bank of India and it’s Associates. Lastly A 2880.59 crore
(3%) NPA of Foreign Banks.

(IV) Need for Legal Reforms

Our legal system has so far failed to enforce contractual obligations and the existing
legal systems are hardly likely to care this fundamental ill, unless more legal reforms
are made and strictly enforced in true letter and spirit.

Tools for resolving NPAs

Commercial banks in India have many tools starting from debt restructuring to
compromise settlements and legal recourse available will them to suitably deal with the
settlement of NPA accounts.

Compromise Settlement

Banks negotiate compromise settlements with NPA borrowers and arrive at an amicable
settlement so as to get the funds released for deployment into other profitable avenues.
Various factors such as the borrower’s repayment capacity, condition of the physical asset,
marketability of securities charged to banks, prevailing market conditions, etc. drive the
decision on the amount of sacrifice in a compromise settlement.
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Lok Adalats

‘Lot Adalats’ came into existence consequent to enactment of the Legal Services
Authority Act 1987. These Adalats are set up to help banks settle disputes involving accounts
in ‘doubtful’ and ‘loss’ categories. The Lok Adalats organised by the civil courts can
handle loan accounts with outstanding balances of up to INR 20 lacs.

Recourse to Legal Remedies

Banks and financial institutions (FIs) file suits in civil courts where the amount claimed
is less than INR 10 lacs. For amounts of INR 10 lacs and above, recovery application
must be filed with the DRTs. DRTs are set up under the ‘Recovery of Debts Due to
Banks and Financial Institutions Act 1993’, popularly known as the DRT Act. This act
provides for establishment of tribunals to expeditiously adjudicate and recover debts due
to banks and FIs and empower such tribunals to decide on cases where the amount involved
is INR 10 lacs or above. No civil court or a high court can stay the proceedings commenced
before DRTs and the borrower or the lending bank/FI has recourse only to DRAT against
any order passed by the DRT. Although, the 33 DRTs and 5 DRATs together could not
show substantial recovery since their inception, the recovery during 2008-09 amounted
to INR 3,348 crores which was 81 percent of the amount involved in case referred to
them.

Enforcing Security Interests

The Government of India enacted the Securitisation and Reconstruction of Financial
Assets and Enforcement of Security Interest (Sarfaesi) Act 2002 enabling banks and FIs
to enforce their security interest for realisation of dues without the intervention of courts
and DRTs. It is a step towards bringing down the level of risk in the system and encouraging
banks to lend. The act deals with three aspects viz. securitisation, asset reconstruction
and security enforcement.

During 2008-09, commercial banks issued notices under Sarfaesi Act in 61,760 cases
to recover overdue amounts of INR 12,067 crores, against which INR 3,902 crores (33
percent) were recovered. The Sarfaesi Act has provided to be quite an effective tool available
to banks for the recovery of their dues.

Sale to Asset Reconstruction Companies (ARCs)

The Sarfaesi Act paved the way for setting up of ARCs and 13 ARCs have been
granted registration so far, to help banks and FIs clean their balance sheets. An ARC
is registered under the Companies Act and is regulated by the RBI. As at the end of June
2009, the book value of the total assets acquired by registered ARCs was INR 51,542
crores, which was 24.5 percent higher than their value as of June 2008.

Hurdles in resolving NPAs

In spite of close monitoring of stressed assets and resorting to legal action against
defaulting borrowers for recovery of dues, a huge amount of bank funds are blocked in
NPAs due to the hurdles they face in resolving them.
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A variety of avenues are available to banks and FIs in India to recover funds blocked
in NPAs and to use them for productive purposes. However, practically it is observed
that they face many hurdles in this task consequent to borrowers taking benefit of loopholes
in the existing statutes. Therefore, there is a need to remove such hurdles faced by banks
and FIs by bringing in appropriate changes in the existing legal framework.

(V) Banks write off NPAS A 47,700 crore in five years31

Table 4 The Amount Written off by the Public Sector Banks

The Amount Written Off Major Npa Write-offs

Year Amount in Major NPAs Write off Amount Bank
A  crore company A in crore

2000 4500 Classic credit 60.30 BOI
2001 6446 Premier Cable 50.80 UCO
2002 8711 Daewoo Motors 97.10 UCO
2003 11620 Hind Photo 233.70 UCO
2004 13490 Hameo Mining 57.50 SBP
Total 44767 Altos India 64.60 PNB

If there’s a bad loan — which is not recoverable — write off that asset. The
banking sector seems to be following this modus operandi in a bid to clean up their
account books and also get tax breaks in the process.

Public Sector Banks have written off a whopping A 44,767 crore in the last five
years (between 2000 and 2004) stuck in NPAs. In 2004, such write-offs have gone up
by 16 percent to A 13,490 crore, according to figures collated by Committee on Estimates
from the Finance Ministry, the RBI and banks. This has almost trebled since 2000. The
total write off comes to almost 40 percent of the total bad loans (NPAs) of A 1,10,000
crore of the banking system.

A bad loan is written off fully when the bank treats the loan as ‘loss asset’. “Banks
have been increasingly writing off their bad assets to clean up the balance sheets. As
commercial banks have been making good profits in the last couple of years they were
able to absorb the losses suffered on account of write-offs”, said a senior banker who
preferred anonymity.

However, banks won’t stop their recovery measures after writing off a loan. Banks
are supposed to continue their recovery measures and if recovery is made, this will be
added to the profit kitty of the bank, says an analyst with M/s Motilal Oswal Securities.
If recovery is not made after banks write off bad loans, it could pose problems for the
sector in the future. Put simply, this amount will just disappear, that too with legal sanctity.

Banking experts say NPA write-off is a normal banking practice. “There’s nothing
abnormal about it. Banks go for write-offs to clean up the books and also get tax breaks”,
said Rajesh Mokashi, executive director, CARE.

The Finance Ministry stand is that write-off is permitted as a last resort when all
other means to recover the loans are exhausted and where no security is available. Though
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banks have recovered some of the assets written off in the past, many bad loans are yet
to be recovered by banks, “Many of the write-offs are like white-washing bad loans.
Banks were misusing this facility to bring down the NPAs and cover up their misdeeds,”
admitted a banker.

If a borrower is under liquidation, chances of recovery are very slim. UCO Bank
wrote off A 42.10 crore loan taken by Premier Cable company on January 22,2001 and
another A 8.72 crore on July 11, 2004. But the company is under liquidation.

Take the case of Hameo Mining and Smelting. State Bank of Patiala had written
off A 57,45 crore on March 29, 2000. The case was in Debt Recovery Tribunal, which
decreed in the bank’s favour. Bank of India write off A 60.32 crore of Classic Credit-
a Ketan Parekh Group Company — on March 26, 2002. If the steep rise in bad loans
has been arrested, the main reason is write offs and provisioning by banks. Though banks’
account books are cleaner, the price to be paid for that is yet to be ascertained.

(VI) (a) Present position of NPAs of Public Sector Banks as on 31st March 2007

(A in Crore)32

Name of Bank Gross NPAs Net NPAs

State Bank of India 9995 5258
Punjab National Bank 3395 726
Central Bank of India 2572 878
Bank of India 2100 632
Union Bank of India 1873 601
Syndicate Bank 1560 391
UCO Bank 1506 1006
Canara Bank 1493 927
Oriental Bank of Comm. 1454 216
IDBI Ltd. 1232 722
Indian Overseas Bank 1120 258
Allahabad Bank 1094 440
Bank of Maharashtra 820 277
United Bank of India 817 333
Dena Bank 744 365
Corporation Bank 625 —
Vijaya Bank 564 144
Indian Bank 546 144
State Bank of Travancore 540 268
State Bank of Patiala 524 238
State Bank of B&J 463 223
Andhra Bank 397 47
State Bank of Mysore 384 75
State Bank of Hyderabad 351 61
State Bank of Indore 294 159
Punjab & Sind Bank 291 77
State Bank of Saurashtra 128 78

Total 38,974 14,766

* Source: Lok Sabha Starred Question # 280 (Ministry of Finance)
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During 2003-2004 at Nagpur, Punjab National Bank has written off NPA of A 20
crores (Approx.) in the account of M/s Prabhu Steel Industry Ltd. and its allied concerns.
Similarly, Bank of India has also written off NPA of A 21 crores (Approx.) in the account
of M/s Ravindra Steel Industry Ltd. and its associate concerns. In both the cases One
Time Settlement/Compromise has been done for considerably less amount although sufficient
value of securities were charged to the Banks.

(b) Bad & Doubtful Debts Written off by Public Sector bank (A in crore)33

Name of Bank 2005-06 2006-07

State Bank of India 1810 1397
Punjab National Bank 616 883
Oriental Bank of Comm. 199 777
Bank of Baroda 892 587
Punjab & Sind Bank 66 544
Canara Bank 576 515
IDBI Bank 1191 464
Allahabad Bank 264 448
Bank of India 523 441
Dena Bank 274 415
Central Bank of India 215 354
Syndicate Bank 126 323
Union Bank of India 278 320
Indian Overseas Bank 219 311
UCO Bank 299 253
Bank of Maharashtra 155 198
United Bank of India 142 189
Andhra Bank 82 158
Indian Bank 98 145
State Bank of Hyderabad 173 128
State Bank of Travancore 94 113
State Bank of Patiala 109 98
Vijaya Bank 77 94
Corporation Bank 71 78
State Bank of Indore 88 71
State Bank of B&J 88 47
State Bank of Mysore 56 43
State Bank of Saurashtra 51 30

Total 8,832 9,424

* Source: Rajya Sabha Unstarred Question # 970 (Ministry of Finance).

The above latest data indicates that Net NPAs of Public Sector Banks, as on 31.03.2007
was A 14,766 crores as against gross NPAs of A 38,974 crores.

Under the category of Bad & Doubtful debts, Public Sector Banks were written off
A 8,832 crores and A 9,424 crores during 2005-06 and 2006-07 respectively.
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Now, CBI probes PSU Bank’s loan Write-offs A 26,000 crores waived
in 3 years (TOI dt. 29-11-2010)

(Figure in Crores)

Bank 2010* 2009-10 2008-09 2007-08

Punjab National Bank 292 853 466 621
Bank of India 87 744 384 446
State Bank of India 182 1,990 2,028 1,243
Bank of Baroda 156 515 405 392
United Bank of India 63 174 156 275
Bank of Maharashtra 50 236 172 119

* April-June, 2010.

The Central Bureau of Investigation is looking into bad debt write off by some of
the Banks and financial institutions involved in the kickbacks for loan racket it busted
last week. Two of them Punjab National Bank and Bank of India have written off almost
A 400 crores in the first three months of this fiscal.

The agency is looking at whether the one time settlement these government banks
entered into with borrowers in the recent past were meant to preempt investigation into
allegations of corruption. Together, all public sector banks have written off almost
A 26,000 crore in bad debts in the last three years.

The C.B.I. had raided the offices of banks and insurance companies and arrested
the CEO of LIC Housing Finance besides seven other senior officials of several banks
and brokerage houses.

The banks charged for irregularities including Bank of India Central Bank of India
and PNB.

A majority of the bad debt write-offs include defaults on loans extended to the real
estate sector. According to finance ministry while PNB had written off A 292 crore in
the first three months of this fiscal, the highest by any PSB, Bank of India had written
off A 87 crore. The other major write-offs were made by SBI (A 182 crore) Bank of
Baroda (A 156 crore) and Corporation Bank (A 100 crore) in the April-June 2010 period.

The total bad debt written offs by PSBs in 2009-10 was to the tune of A 11,000
crore A 7,200 crore in the previous year and A 8,000 crore in 2007-08. After CBI busted
the racket, finance minister Pranab Mukherjee held a meeting on Thursday, with senior
officials of the Banking division of his ministry to review the assets quality of various
PSBs and financial institutions.

Mukherjee directed the PSBs to carry out an immediate evaluation of the asset quality
(NPAs) documentation and compliance of mandatory banking guidelines. He stressed
strengthening NPA monitoring and management.

With irregularities in the probe into kick-backs for loan seam pegged at over
A 1,000 crore, the CBI is, set to seam all write offs and big loans extended by these
banks, especially to the real estate sector.
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What is worrying the government more is the fact that RBI has no information on
the current status of defaulters on housing and vehicle loans extended by Banks. While
there was A 1.73 lakh crore housing loan outstanding as on March, 2010 vehicle loans
outstanding amounted to around A 20,000 crore.

From the above, it has been made clear that position of the Public Sector Banks
as a whole is not sound and which may affect adversely stability and profitability of the
Banks as well as economy at large. Hence, immediate appropriate steps/action should be
initiated for reduction of NPAs and recovery measures should be strengthened.
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SECTION – E

CONSOLIDATION IN BANKING INDUSTRY THROUGH
MERGERS AND ACQUISITIONS34

(I) The banking system in India went through various stages before it emerged into
modern banking system. Under the impetus of the Swadeshi movement, the hitherto slow
growth of Indian banking picked up pace, and between 1900-1914, a large number of
new banks came up. Further the growth of Indian banks suffered its first and major setback
in 1913, during the worst ever banking crisis in India, starting before the war and accentuated
by it followed by post war depression (1922-23) wherein the rate of bank failure was
very high and thereafter followed by incident of partition during 1947. Probably till that
time no proper attention was paid to rescue these banks besides proper controlling and
monitoring, to check the failures.

After 1951, with the emergence of Reserve Bank of India as a decisive factor armed
with new power it acquired in 1949 under the Banking Companies Act to intervene in
the event of crisis in a bank, the picture totally changed.

The failure of Nath Bank Pvt. Ltd. created a panic among the depositors, and had
it not been for the amalgamation of four banks in Bengal into United Bank of India, there
might well have been another major banking crisis. With the liquidation of two scheduled
banks, the Laxmi Bank and the Palai Central Bank in 1960, several small and medium
sized banks experienced serious runs on them. It was the first time that merger and
amalgamation was used as an appropriate tool to provide relief to ailing banks, besides
maintaining public and depositors confidence in banking system in the country. Hence,
a new Section 45, was inserted in the Banking Companies Act in September 1960.
According to Section 45, the Reserve Bank of India can submit a scheme to the Central
Government for amalgamation of a banking unit with a well managed bank within
a period of not more than six months moratorium granted by the government on an
application made earlier in that behalf by the Reserve Bank of India. One advantage
of compulsory amalgamation over liquidation is that the depositors get immediate
credit to the extent of readily realizable assets at the commencement of the amalgamation;
additional payments being made as and when remaining assets are realized.

Thus, in 1961, alone thirty banks were merged compulsorily with other banks. As
a consequence of improved atmosphere, bank failure decreased, while the number of mergers,
amalgamation and transfers increased from one in 1954 to twenty-two in 1963 and seventy-
nine in 1964. The idea behind this merger was to strengthen the banking system. Small,
weak and inefficient non-scheduled banks which could hardly, if ever have become viable
and eligible for a license, were being merged with other scheduled banks.
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(II) It is event from the above that basic objective of banks merger or amalgamation
in this period was to check the frequent failure of banks and to save them from facing
crisis and maintaining public confidence. A brief list of bank mergers and amalgamations
since 1985 onwards is given in Table below:

Table 5 Banks Mergers/Amalgamations in India – 1985 onwards

Banks Merged/Amalgamated with Year

Lakshmi Commercial Bank Ltd. Canara Bank 1985
Bank of Cochin Ltd. State Bank of India 1985
The Miraj State Bank Ltd. Union Bank of India 1986
The Hindustan Commercial Bank Ltd. Punjab National Bank 1986
Trader’s Bank Ltd. Bank of Baroda 1987-1988
United Industrial Bank Ltd. Allahabad Bank 1989-1990
Bank of Tamilnadu Indian Overseas Bank 1989-1990
The Bank of Thanjavur Indian Bank 1989-1990
Parur Central Bank Ltd. Bank of India 1989-1990
Purbanchal Bank Ltd. Central Bank of India 1990-1991
New Bank of India Punjab National Bank 1993-1994
Bank of Karad Ltd. Bank of India 1993-1994
Kashinath Seth Bank State Bank of India 1995-1996
Bari Daob Bank Ltd. The Oriental Bank of Commerce 1997
Punjab Co-operative Bank Ltd. The Oriental Bank of Commerce 1997
Bareilly Corp. Bank Bank of Baroda 1998-1999
Baneras State Bank Ltd. Bank of Baroda 2002
Nedungadi Bank Punjab National Bank 2003
Global Trust Bank The Oriental Bank of Commerce 2004
Bank of Punjab Centurion Bank 2005
Lord Krishna Bank Centurion Bank of Punjab 2005
United Western Bank IDBI Bank 2006
Bharat Overseas Bank Indian Overseas Bank 2007
The Sangli Bank Ltd. ICICI Bank Ltd. 2007
Centurion Bank of Punjab HDFC Bank 2008
State Bank of Saurashtra State Bank of India 2008
Bank of Rajasthan ICICI Bank 2010
State Bank of Indore State Bank of India 2010

(III) Post Nationalisation Scenario Views on Restructuring

Since nationalization in 1969, banks and financial systems in India has made
commendable progress in geographical spread and functional reach but at the same time
due to deterioration in quality of loan portfolio, poor competition, unremunerative branch
expansion, over manning, political interference in credit decision and internal management,
trade union pressure and management weakness etc. financial health of the system was
deteriorated which was reflected by decline in productivity and efficiency, erosion of
profitability and poor customer service, hence a need for improving operational efficiency
and reappraisal of the structural inadequacies of the banking system was felt.
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Besides the second banking commission, various other committees and forums have
also looked into the issue of restructuring of banking system time to time and recognizing
the need for restructuring they all had suggested various alternative for restructuring of
banking system through mergers and amalgamations. Govt. appointed various committees
to examine the restructuring of banks in greater depth and these committees were Saraiya
Committee, N. Vagul, Shri Manubhai Shah, James Raj Committee and R.C. Shah they
recommended that the number of public sector commercial bank be reduced 10-12, not
more than 3 of which should have All India Character.

Finally presenting the scenario of Banking, in the report of the Committee on the
Financial System in Nov. 1991, (Narasimham Committee) the committee observed that
the deterioration of the financial health of the system has reached to a point where unless
remedial measures are taken soon, it would not only impair its ability to serve efficiently
the emerging needs of the real economy but could further erode the real value of and
return on the savings entrusted to it by depositors and eventually have an adverse effect
on depositor and investor confidence.

With this background the Committee besides number of recommendation to improve
productivity, efficiency and profitability recommended following structure for banking
system.

1. 3 or 4 large banks (including the State Bank of India) having an international
presence;

2. 8 to 10 national banks with a network of branches throughout the country engaged
in general or universal banking;

3. Local banks whose operations would be confined to specific regions; and

4. Rural banks (including RRBs) whose operations would be confined to rural areas
and whose business would predominantly be financing of agriculture and allied
activities.

After the report of Narasimham Committee, the New Bank of India — a Nationalised
Bank, governed by Banking (Regulation) Act, 1949 Banking (Acquisition and Transfer
of undertakings) Act, 1980, Banking Nationalisation Act 1970/80 was merged with Punjab
National Bank — a nationalized bank, governed by the same Acts, both having its head
office at New Delhi.

Reserve Bank of India under its supervisory and controlling role observed that New
Bank of India was incurring heavy losses, NPA’s were becoming high, quality of assets
were deteriorating and financial position was so unsatisfactory that its capital and to some
extent the deposits were eroded. Under the circumstances in order to safeguard the depositors’
interest and image of banking, RBI suggested to Central Government that it could serve
public interest if the said New Bank of India is merged with another stronger nationalized
bank.

Under this backdrop Narasimham Committee-II in 1998 while suggesting action to
be taken to strengthen the foundation of banking system (viz. further increasing CRAR,
reducing NPA etc.) streaming procedure, upgrading technology and human resource
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development, reiterated structural changes in the system so that it can provide efficient
and cost effective services to various segments of the economy and face the global competition
and challenges. The Committee suggested that the overriding concern of any proposal of
merger should be, making the merged unit stronger by way of capital standard and make
it organizationally strong.

In spite of all these talks, the amalgamation of Bareilly Corporation Bank Limited
with Bank of Baroda was mainly guided by the need of requirement of capital and net
worth, which BCB Ltd. was advised to maintain through Reserve Bank of India directives.
Further recent mergers and amalgamations of Banaras State Bank with Bank of Baroda
and Global Trust Bank with The Oriental Bank of Commerce were also mooted with
similar objectives.

Hence, we can say that merger and amalgamation in Indian Banking so far as been
to provide the safeguard and hedging to weak bank against their failure and that too at
the initiative of RBI, rather than to pave the way to initiate the banks to come forward
on their own record for merger and amalgamation purely with a commercial view and
economic consideration.

(VI) Need of the hour for successful Merger and Amalgamation

Looking the global trend of consolidation and convergence, it is need of the hour
to restructure the banking sector in India through mergers and amalgamations in order
to make them more capitalized, automated and technology oriented so as provide environment
more competitive and customer friendly.

OPPORTUNITIES

Advanced Technology

New generation private sector banks and foreign banks are technologically more
advanced in terms of management information systems, delivery mechanisms, etc. These
systems and processes require substantial investments which may be possible after
consolidation. Cutting-edge technology may lead to acceleration of service delivery and
broadening of customer relationships.

Basel Norms

Basel II requires banks to meet tougher and higher capital adequacy norms such as
capital allocation towards operational risk, in addition to credit and market risks. Many
Indian banks, especially public sector banks, cooperative banks and regional rural banks
are unprepared for this implementation due to capital inadequacy.

According to the Report on Currency and Finance, every category of bank has to
arrange additional capital from its own internal sources. To maintain the 51 percent minimum
government share, PSBs cannot collect additional capital directly from the public and with
this view it promotes bank mergers. Consolidation may be a route for smaller banks to
infuse funds to strengthen their capital base.
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Cost cutting

Many branches and ATMs of various banks are congregated in the same areas leading
to pointless outlay on premises, manpower and maintenance facilities. Consolidation may
lead to redeployment and rationalization of such infrastructure, human resources and other
administrative facilities thereby undercutting the cost factor. Consolidation will lead to
cost efficiency which will enhance profitability.

Enhancement in risk absorption ability

The risk management capabilities of the banks may improve. Larger size improves
the risk bearing capacity of a bank and strengthens its balance sheet. Bigger organizations
have inherent advantages and they are too big to fail.

Enlarged customer base

The combined customer base may increase the volume of business. The enhanced
rural branch network may lead to increase in microfinance activities and lending to the
agriculture sector.

Growth in less time

M&A may be a far-sighted conclusion to increase the market share. The time required
to expand inorganically may be less than that of an organic route.

Improvement in operational efficiency

The operational efficiency of banks may improve owing to bigger size. There may
be increase in financial capability (greater resource/deposit mobilisation) output and better
pricing of products.

Product diversification

Merger creates the opportunity to cross-sell products and leverage alternative delivery
channels. Old generation banks can merge with the new generation private sector banks
and foreign banks to diversify their credit profile. They can sell technology-based innovative
products.

Tax shields

In case of bailout mergers, the accumulated losses and unabsorbed depreciation of
the amalgamating bank can be carried forward and set off against the future profits of
the amalgamated bank.

Regulatory hurdles

Some of the legal barriers need to be removed to make PSBs, which still control
about 68 percent of the Indian banking sector, active participants in the consolidation
process. It will help realise the true benefits of consolidation. These hurdles include bringing
down the government ownership from the statutory 51 percent and amending certain clauses
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in acts governing these banks to facilitate their merger. On the cooperative banking side
too, issues of dual control should be resolved to facilitate a smoother consolidation exercise.

Rise of monopolistic structures

Mergers are an impediment to perfect competition. They may give rise to monopolistic
structures and lower competition. Monopolistic entities may charge higher fees for services
rendered in case there is no effective competition. The motive should be to increase the
size but not in isolation. Size should be measured in terms of efficiency with which interests
of various stakeholders are adequately met.

CONCLUSION

In order to leverage the benefits of bigger size, geographic expansion, huge loan
portfolios, improved technology, product diversification and reduced transaction costs,
Indian banks are gradually but surely moving from a cluster of ‘large number of
small banks’ to ‘small number of large banks’. Consolidation will positively amplify
the business prospects of the industry in the domestic as well as international market
place.
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SECTION - F

AN ANALYTICAL APPROACH OF FRAUDS IN
BANKING SECTOR35

(I) On account of liberalization and globalization of the economy and the corresponding
deregulation of the Banking sector, banks have diversified into new areas and activities,
adopted latest technology and automated their operations to a considerable degree. Accordingly,
with the increase in the volume of business, the operational risks have also increased.
The fraud risk is higher than ever before. The fraudsters have become more knowledgeable
and skilled. They are designing different modus operandi to commit frauds. The electronic
channels of banking have added a new dimension of frauds, as necessary expertise and
security awareness are not available with the operating staff. The scope of frauds has
been internationalized through Internet. The fierce competition amongst banks, laxity in
implementation of control mechanism, non-adherence to the laid down systems and procedures
and the delayed system of justice have facilitated the fraudsters to commit frauds without
any fear. The incidences of frauds, though not altogether removable in a vast commercial
organization like banks, but to the best possible efforts it can be reduced appreciably.
As such, the prevention of frauds has gained more importance in banking industry.

Table 6 Total Number of Frauds in Commercial Banks During 2004-05

Year Frauds

No. Amount A in crores

1976 930 9
1990 1785 110
2004-2005 10450 779.04

The total number of frauds reported in 1976 in Commercial banks was 930 involving
an amount of A 9 crore. The number of incidences of frauds increased to 1785 involving
an amount of A 110 crores as reported in 1990. During 2004-05 the total numbers
of frauds reported to the Reserve bank of India were 10450 involving an amount of
A 779.04 crores, out of which the share of Public Sector Banks was 77.04% and the
Private Sector Banks and the Foreign Banks, contributed 20.35% and 2.61% only.

(II) An Analytical approach of frauds

“A bank fraud is a deliberate act of omission or commission by any person carried
out in the course of a banking transaction or in the books of account maintained manually
or under computer system in banks, resulting into wrongful gain to any person for a
temporary period or otherwise, with or without any monetary loss to the Bank.”



54 FINANCIAL FRAUD IN BANKING SECTOR

Table 7 Frauds in Public Sector Banks (PSBs)
(A In crores and % age of amount in bracket)

Year Nationalised Banks State Bank Group Public Sector Banks

No. Amount No. Amount No. Amount

2000-01 1063 241.10 643 312.54 1706 553.64
(43.55) (56.45)

2001-02 900 375.65 509 100.4 1409 476.09
(78.90) (21.09)

2002-03 1212 349.96 532 49.59 1744 399.55
(87.59) (12.41)

2003-04 1637 492.78 570 160.72 2207 653.5
 (75.41) (24.59)

2004-05 2046 465.75 617 134.41 2663 600.16
(77.60) (22.40)

Source: The Financial Times, The Hindu Business Line and Lok Sabha starred questions.

From the above tables, it is observed that the frauds has come down in State Bank
of India Group from 56.45% during 2000-01 to 22.40% during 2004-05, whereas during
the corresponding period the fraud in Nationalised Bank has gone up to 77.60% from
43.55%.

(III) Comparative study of Frauds Vis-à-vis Performance of Public Sector
Banks

Table 8

(A in crore)

2000-01 2001-02 2002-03 2003-04 2004-05

No. of Branches 46323 46384 46708 47094 47794
Total Business (Dep.+Adv.) 1274451 1448740 1627557 1862496 2276334
No. of employees 797331 757020 757251 752627 748711
Net Profit 4317 8301 12295 16546 15558
Amount involved in Frauds 553.64 476.09 399.55 653.50 600.16
No. of Frauds 1706 1409 1744 2207 2663
%age of total amount of
frauds to total business 0.0471 0.0329 0.0245 0.0351 0.0264
%age of total amount of
frauds to total branches 3.68 3.04 3.73 4.69 5.57
%Age of total amount of frauds
to total employees 0.21 0.19 0.23 0.29 0.36
%Age of total amount of
frauds to net profit 12.82 5.74 3.25 3.95 3.86

Source:Performance Highlights PSBs by I.B.A. and Lok Sabha starred questions.

From the above table, we observe that percentage of frauds to total business of the
PSBs is negligible. However, the percentage of total amount of frauds to net profit and
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percentage of total number of frauds to total number of branches, which are around 4%,
reflect an alarming position. It is also observed that the profit of PSBs to the tune of
A 600 crore approx. (minus recovery) was engulfed by fraudsters during 2004-05.

(IV) Frauds in Foreign Branches of Public Sector Banks

Table 9

Year No. Amount (A In crore)

2000-01 4 10.37

2001-02 6 6.85

2002-03 8 0.70

2003-04 22 0.51

2004-05 12 4.16

During 2004-05, 12 frauds involving aggregate amount of A 4.16 crore were reported
by the branches of PSBs situated abroad namely, 7 Branches of Bank of Baroda, and one
Branch of each bank viz, State Bank of India, Bank of India, Indian Bank, Syndicate
Bank and Indian Overseas Bank reported the fraud during 2004-05.

(V) Different Types of Fraud

(a) Naturewise: RBI has classified the frauds into seven categories for the purpose
of reporting of frauds to them vides their master circular dated 9th September 2005.
The under noted tables shows the trend analysis of cases of frauds according to
classification of frauds:

Table 10

(In terms of %age)

A. Misappropriation and criminal breach of Trust 12.82
B. Fraudulent encashment through forged instruments/manipulation of

books of accounts or through fictitious accounts and
conversion of property. 7.88

C. Unauthorized credit facilities extended for reward/illegal gratification 10.00
D. Negligence and cash shortage 0.49
E. Cheating and forgery 51.38
F . Irregularities in foreign exchange transactions 1.07
G. (Others) 16.36

(b) Prepetratorwise

Perpetrators of frauds % age
By customers/Outsiders 35
By staff 20
By customers/Outsiders in collusion with staff 45

Most of the frauds has been perpetrated by the customers/outsiders in collusion with
the staff, especially in the area of loans and other advances.
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(e) Account wise: From the analysis of the data, it is observed that the major share
of fraud amount is consisted of loans and advances (almost 84%) Non-adherence to the
laid down system and procedures meticulously, technological development — difficult to
distinguish between original and coloured Xeroxed copy, fake documents, corruption,
devaluation of ethics, collusion of lawyer, valuers, builders, government machineries etc.
are some of the main attributable to the causes frauds. Now, frauds are being committed
through the credit cards, debit cards/ATM cards and internet by the youngsters in the
age group of 16-25. The prospective fraud prone area in PSBs is cyber related frauds.

(VI) Source of detection of frauds

Major sources of detection of frauds are as under which have been arranged priority
wise —

l In the fraud cases of loans and advances and at the time of recovery when the
account turns bad.

l In case of frauds in deposits accounts, the aggrieved customers lodge the complaint.

(c) Attempt wise: could be actual fraud, suspected fraud and attempted fraud

(d) Amount wise: As per RBI master circular dated 9th Sept 2005, the frauds can
be classified amount wise as under — From the graph, it could be observed that more
than 75% amount is involved in only 4% fraud cases of large value frauds of A 100 lac
and above. Most of the fraud cases of large value frauds were perpetrated in the area
of Loans and Advances by white collared persons, in collusion with bank staff or because
of gross negligence from staff.
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l Detection of frauds by auditors (internal or external),

l On taking over charge by new incumbent.

l Through media, newspapers, T.V. channels etc.

l Suo-moto FIR by investigating agencies.

l Information by colleagues — Whistle blowing.

l By controllers on his visit.

(VII) Impact of frauds on Banks

l An attack on systems and procedures.

l Financial loss — 100% provision against frauds
l Loss of image/goodwill of the Bank and the branch.

l Diversion of attention of Top Management.

l Drop in morale and

l Loss of trust within the team members.
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SECTION - G

PREVENTIVE VIGILANCE IN THE DIGITAL AGE /
INTERNET BANKING

As we enter the 21st century the business world is consumed by questions about
e-commerce. While electronic sale of goods and services still represents only a small
portion of economic activity, Internet seems at the moment in history to present almost
unlimited possibilities as both a conduit and disruption of business. All indications point
to the fact that internet will be the new mantra for development in the coming period.

By 1600 AD, use of cheques became widespread and by mid 1990, banks started
using telegraph technology to wire money from one place to another. Intense competition
has forced banks to rethink the way they operated their business. Information technology
has made it possible to find alternate banking services at lower costs. In the present age
of competition banks are supposed to offer new products and services to customers. If
they will not come up with new varieties, they will not survive.

It is our responsibility to safeguard the business and its assets by putting in place
effective control -systems and making sure they operate effectively, while ensuring that
the “Vigilance and Control Mechanism” does not become a stumbling block in initiatives
for business growth on commercial decision making. The environment must set the tone
of the organization, demand 4 a high level of control consciousness and expect every
employee to contribute to the effectiveness of the control environment.

Development taking place in many critical areas of Information Technology have
charted the way the, banks are functioning. Quotation of Bill Gates “We need Banking,
do we really need Banks”? is worth mentioning here. Thanks to the ‘internet’ an alternative
to the traditional unhappy mode of supplier customer relationship finally become possible.
The way in which commerce is likely to be conducted in future especially with the advent
of Internet, is replete with unlimited possibilities.

The rationale for banks introducing ATMs in the 1970s, telephone banking in 1980s
and now internet banking was to deliver their products more cheaply than traditional branch
networks which are loaded with expensive staff. Today, 85% of banks around the world
and nearly 100% of American banks have Internet sites. Most of these sites are merely
online corporate brochures at the moment. But more and more banks are using web sites
for delivering services.

Internet has created a fundamental change in identifying rules and percepts to new
technologies. In Internet the connection possibilities are infinite. Identification of the person
who is contacted is difficult in process but not impossible. It is difficult because Internet
is not an autonomous entity but result of series of inter-connections between computers
and computer networks. It is not a centralized data bank or other points of control or
obligatory communication channel.
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Under the new environmental conditions, two factors are becoming increasingly clear
to those concerned with banking and finance. First, it is no longer possible to cling to
the old work technology and one must be vigilant and effective in managing modern banking
and financial activities. Secondly, modernization of work technology without ensuring a
reasonable command and control system leads to the loss of managerial effectiveness i.e.
possible occurrence of frauds. The number of frauds using modern technology is not only
increasing but the methods used for committing frauds are also changing with the development
of technology. There is a need that officials at all levels exercise due vigilance while
performing their duties. Without this, freedom given to them shall degenerate into license.

Internet banking is an improvement over personal computer banking. This is because
Internet banking is done over a highly accessible public network. It is accessible to anyone
using the Internet not just the bank’s customers. Internet banking is easy to use and is
cost effective. A survey conducted in US shows that of all the modes of transactions
Internet transaction is the cheapest for the banks.

Type of Transaction Average Cost

Normal $ 1.07
Telephone Banking $ 0.54
ATM $ 0.27
PC Banking $ 0.02
Internet $ 0.01

As in Internet banking information travels across the internet which means the information
is susceptible to alternation or theft while it travels over a network that is open and publicly
accessible. This can be prevented by suitable encryption of the data. However, if customers
carry their PIN around with their credit card, any amount of security measures may not
be effective. Similarly, if customers send sensitive information unencrypted, it may expose
the customer as well as the bank to risk. .

There being no physical link between the customer and the bank over the internet
a problem exists in verifying customer’s details viz. name, occupation birth date etc. This
problem takes on an even greater significance when the details are being used for lending
purposes. Customer’s assets, liabilities and ability to pay the loan are all details that will
also need to be verified.

Because the Internet covers such an extensive geographical area the problems of
overlapping laws and govt. regulations in different states or countries exists. The different
laws that exist across different states and countries make it extremely hard to prosecute
those who perform illegal activities over the Internet, especially when there are few legal
precedents regarding this type of crime.

Internet may open opportunities to reach a potentially massive customer base, however,
this also opens up the opportunity for banks to be exposed to an enormous amount of
bad publicity, as in the case of prolonged non availability of services or wrong payments,
which could affect their reputation and standing in the community and within the , banking
industry.
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Once the computerization of banking is adopted as an objective to be attained at top
speed, we must all squarely confront the issue of security. There are at least two security
related issues to be addressed namely

(i) the security of the network itself and

(ii) the security of the traffic being carried on the network.

The first item involves protecting the network against “hackers” who will try to
disable the network while the second item involves preventing anyone from understanding
or manipulating the traffic on the network using tools such as encryption and decryption,
digital signatures message authentication etc. The need for adequate security is a vital
issue in Internet banking. A criteria in the form of Secure Electronic Transaction (SET)
protocol has been developed to provide a standardized approach towards performing
transactions over the internet. This protocol also addresses the issue of securing the transactions
themselves by “mandating the use of public key cryptography techniques for authentication
and for, securing the transactional data.”

In the current Indian scenario legal issues arising for example, on account of siphoning
off cash electronically by computer criminals will pose a major change to Indian banks
entering the E-commerce arena. In countries, such as USA, there are several laws that
apply specifically to computers and computer related crimes. In India, IT Bill, 2000 provides
legal validity to electronic transactions. This Bill has also suggested the creation of a
“Digital Signatures Certification Authority” for authentication of electronic record
communication through digital signature. The salient features of this Bill include:

l Legal framework so that information is not denied legal effect, validity or
enforceability solely on the ground that it is in the form of electronic records.

l It seeks to empower Govt. to accept filing creation and retention of official documents
in electronic format.

l Unless otherwise agreed, even a contract represented in electronic form, will be
acceptable..

l The Bill has also prepared a legal framework for authentication and origin of
electronic record communication through digital signature.

l The Bill would also lead to enactment of cyber laws to regulate and restrict rapidly
expanding Internet relating crimes.

l The Bill has provisions for penalties in the form of punishment and compensation
to curb computer crimes such as unauthorized access to computer network and
database, spread of computer viruses, prevent damage to systems and disruption
of services, copying of software, electronic forgery and offences such as tampering
with source documents.

l The Bill also acknowledges the role of Internet Services Providers (ISP) as an
essential component of E-commerce. As per the Bill, it is essential to adopt clear
and concise rules that define the responsibilities of ISP that limit their liability.

In order to provide the security policy, we need to decide the exact security , profile
that is required, An effective way to this is by applying the System Security Engineering
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Capability Maturity Model (SSE-CMM). It s a tool for appraising and improving an
organisation’s security engineering, practices and for augmenting existing assurance methods.

There are various types of attacks on the system under internet. These are DOS
attack, IP Spoofing, IP Sniffling, Attack on ISPs etc. Security for any internet facilitated-
service needs to be addressed from four angles. These four aspects can be considered
to be four cornerstones of internet security:

— Authentication

— Data Confidentiality

— Data Integrity

— Non Repudiation

In order to prevent intrusions, which may even result in denial of service, high
level of access control, use of cryptography and firewalls assumes great importance. Firewalls
are in fact a component or set of components that restrict access between a protected
network and the outside world, i.e. the Internet. All firewalls examine the pieces or packets
of data flowing into and out of a network and determine whether a particular person
should be given access inside the network.

The need of the hour is to make the banking network vigilant, secure and quite safe
with a good security infrastructure and policy in place to support the network so that
none of the risks associated with network banking become a reality. Hence, the top management
of individual banks with nominated team members of IT Deptt, and other operational
departments should immediately take up the task of putting this security into their networks
and systems with right earnestness.

Conclusively, I may suggest that a dedicated information Sharing and Analysis Center
for Banking Industry can be put up in place which will facilitated

l Sharing of information

l Giving Early Warning Signals

l Real Time Access to information about security threats like viruses, breaches,
fraud etc.

While the “Brick and mortar” banks will always be around taking secondary position,
“Click” banking and the web will become the primary customer delivery channel, Hence
the mindset of the bankers and customers has to be channelised towards going in tune
with the global transition.

Only the Smart Banks will succeed in keeping their customers by letting them stay
at home. For all this, vigilance policy should be closely defined with individual roles and
responsibilities and faithfully implemented without any shortcuts.
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SECTION - H

MARRIAGE BETWEEN BANKING AND TELECOM
TECHNOLOGIES WILL GIVE BIRTH TO

MASS MOBILE BANKING

As banking services move from the ubiquitous branch to the internet, the mobile
phone will lead the revolution in financial inclusion. By 2020, nearly half the country’s
population is expected to use handled devices for banking transactions.

Although we see the popularity of the mobile phone all around us, a comparison
between banking and mobile phone penetration in emerging markets is an eye-opener:
According to a McKinsey report in March 2010, in a country where more than 65% of
the population has limited or no access to a bank, one out of two persons owns a mobile
phone or a TV! Here, 10,000 people share one bank branch and ATM, but collectively
own 5,100 mobile phones. What’s more,, the one billion number that today represents
mobile phone owners in emerging markets without a bank account will grow to 1.7 billion
by 2012. Similarly, unbanked users of mobile money will grow almost tenfold to 360
million from 45 million today. From the banks’ perspective, there’s an annual business
worth $8 billion for the taking: $5 billion to be earned through direct fees for financial
services rendered whenever someone uses the mobile phone to make a purchase or P2P
payment, and another $3 billion in indirect revenues arising from the usage of voice,
network and other services over mobile.

In contrast to this exciting outlook, banking penetration remains modest, arid this
can be attributed to some crucial factors. The first is lack of adequate brick-and  mortar
infrastructure. Next is hesitation among the excluded classes to walk into a branch arid
approach a staffer, with what they believe is a low-end requirement. Another reason is
that while telecom costs have dropped 50-70% even as service capabilities have multiplied
to make both Internet and mobile phones accessible to most, banking services have not
become cheaper.

Channel per year 2000 2009 2020

No. of ATMs < 3,000 44,000 1.25 Lakh

No. of mobile banking users < 1 Lakh ~ 5 crore ~ 50 crore

No. of Internet banking users < 5 lakh ~ 2.2 crore ~ 18.5 crore

No. of Internet users 50 lakh 8.1 crore 39 crore

YOUR BANK IN YOUR PALM

The mobile-only bank will enable every banking activity from origination and transaction
to fulfillment and settlement to be completed using a mobile phone.
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Internet banking has its origins in computer-based banking that allowed customers
basic transactions or computer terminals in the branch. In the next phase, these terminals
were moved to the extranet to enable corporate clients to log on from their offices for
limited transactions. Similarly, today’s Internet banking, which sup ports most functions,
may well morph into full-fledged Internet — only banks.

As far as banks are concerned, this type of channel evolution will strengthen their
ability to gather customer and transaction information, putting them in an even better
position to right-sell. In the Indian context, besides supporting a wider range of services,
ATMs have broadened their outlook. Equipped with better touch screen and language
capabilities, they have penetrated rural areas to support the delivery of microfinance services.

The Indian Internet story is one of outstanding growth. Although the developed world
accounts for the bulk of Internet users, China and India, besides having the largest and
fourth largest number of Internet users respectively, are the ones driving expansion, posting
growth rates of over 1,500% during 2000-09. And while North America, western Europe
and developed Asian markets will enjoy the highest per-capita online spending for another
five years, research by a global think tank shows that the balance is clearly shifting towards
Asia.

The case of mobile adoption is no different. Where the developed world has witnessed
little more than a doubling of penetration, from 50 phones per 100 people in 2000 to 115
in 2009, developing countries have scored over a tenfold jump. The arrival of 3G and
broadband wireless access (BWA) technologies will not only fuel further adoption but
also widen acceptance of mobile gaming, transactions, banking and commerce. Clearly,
Indian banks have much to look forward to.

However, the ATM comparison is along expected lines, with developed economies
having 200-350 ATMs per 100 commercial bank branches. In India, foreign banks claim
a similar density, having 360 ATMs per 100 branches, but the equivalent numbers dwindle
quite sharply for the, others: 173 for every 100 commercial branches in the case of private
banks and only one ATM for every two branches for PSBs!

What lies ahead?

Clearly, there is no shortage of challenges or opportunities. The emergence of mobile
telephony and its hi tech variants such as 3G and B WA, kiosks, ATMs and Internet will
ensure that banks get to ride the growth wave like other industries. Parallel to the Internet
bank concept, we envisage the rise of the mobile-only bank, where every banking activity
from origination and transaction to fulfillment and settlement can be completed using a
mobile phone. This will be an area of intense focus for the Indian market, which is ideally
suited to consume a channel or service that is cost-effective, simple, personalised and
highly attractive to young users. In order to realise this objective, banks need to take a
unified multi-channel approach to build a view of all customer relationships. The kiosk
will also provide an avenue for banks to offer greater functionality to customers, complete
with features such as financial simulation and modelling, personalisation and audio-visual
conferencing.
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It’s time for banking offerings to make the same evolutionary progress that
automobiles, entertainment devices or mobile phones have made. This means offering
choice, becoming smarter, better packaged, cheaper and easier to use. Through alliances
with the right partners from the device, telecom, network, applications and re tail
space, Indian banks can turn this vision into reality.
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