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Dear Sir,

Study Group on Non-Banking Companies

I have pleasure in presenting herewith the Report
of the Study Group constituted by the Reserve Bank of
India in June 1974 for examining in depth the provisions
of Chapter IIIB of the Reserve Bank of India Act, 1934
and the directions issued thereunder, in order to assess
their adequacy in the context of ensuring the efficacy
of the monetary and credit policy of the country and
affording a degree of protection to the interests of
the depositors who place their savings with non-banking

companies,

2e With a view to eliciting public opinion on the
various aspects of its terms of reference, the Group
addressed suitable letters to certain individuals,
bankers and representative organisations of trade,
industry and commerce, It also visited a few
important centres like New Delhi, Calcutta and Madras
for the purpose of holding discussions with certain
individuals/representatives of organisations. BHaving
taken into account the views expressed in the
written memoranda submitted to it and the discussions,
the Group has made its recommendations on the various
issues which arose for its consideration. A summary
of major conclusions and recommendations is given

in Chapter 8 of the Report.
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3 It will be seen from the Report that the Groupn
has made various suggestions - legislative,
organisational and procedural - to remedy the
deficiencies observed by it in the present regulations
governing deposit-acceptance activities of non-banking
companies. It has also taken note of the developments
subsequent to the constitution of the Group, viz.,

the insertion of two new sections 58A and 58B in the
Companies Act, 1956 by the Companies (Amendment)

Act, 1974 which empower Government to regulate
deposit-acceptance activities of non-financial
companies and the making of the Companies (Acceptance
of Deposits) Rules, 1975 thereunder which came into
force with effect*from February 3, 1975.

4, The consensus of opinion as put forward before
the Group was that the present situation in which
there has been 2 spurt in deposits with non-banking
companies is an abnormal one brought about by a
combination of temporary factors like credit control
measures and restrictions on declaration of dividends
paid by companies. In making its recommendations,
the Group has, therefore, been guided by two main
considerations. First, while the air should certainly
be to ensure that the measures proposed to regulate
deposits and the activities of nou-banking companies
should be more effective than hitherto, they should
not be so stringent or rigid as adversely to affect
production cr investment. Seccndly, the Group has
given due weightage to the administrative feasibility
of the proposals; wherever the choice was between

a solution which was theoretically perfect but

not quite practicable and another which was

theoretically less perfect but administratively more
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feasible, it has chosen the latter. The Group has
recomnended strengthening of the administrative
organisation within the Reserve Bank for effective

enforcement of the¢ reguletory measures proposed by it.

5e The major recommendation of the Group is that
while the acceptance of deposits by non-vanking
non-financial companies may not be prohibited
altogether, it should be disccuraged and reduced

in due course. An important element in the scheme

of regulation suggested by the Group is, thercfore,
to limit and reduce over a pcriod of time the quantum
of deposits so that they cease to be a significant
source of finance for industry and trade; this would
indirectly reduce to some extent the risk to depositors.
The Group has also recommended that non-banking
non-financial companies should keep a portion of the
deposits maturing during the course of the year

in liquid assets and should, in their advertisements,
present their financial position in a more

informative manner.,

6. So far as non-banking financial companies are
concerned, the Group has taken the view that
considering the nature of their operations they should
be regulated broadly on the samz lines as banks

and should be under the close surveillance of the
Reserve Bank. Also, their activities hawve to be
justified by reference to the geographical or
functional gaps that exist in the financial system.
Thus, a selective approach has been adopted to
different types of non-banking financial companies.
The Group has nct recommended any ceilings on dcposits
with nidhis which deal only with their members as

also on denosits --ith housing finance companies which,
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in the present clircumstances, deserve to be encouraged.
As for hire-purchase finance companies, there is no
ceiling at present on the deposits accepted by thenm.
A ceiling has now been suggested mainly with the
object of introducing a measure of discipline among
the companies and affording a degree of protection
to the depositors! interests. In the case of loan
companies, the Group has suggested ceilings on
deposits higher than those which are currently
operative, taking into account the need for making
them viable units. Further, it is possible that

as a result of debarring sole proprietorships and
partnership firms from accepting deposits, some of
these financial institutions (e.g., "Finance
Corporations®™ of the type operating in Bangalore and
some other places in South India) may convert
themselves into hire-purchase finance or loan
companies, 8o far as investment companies are
concerned, the Group has recommended the continucnce
of the ceilings on their deposits as at present
(with a progressive reduction as in the case of
non-banking non-financial companies) taking into
account the sources of their funds and the nature

of their operstions. It may be added that the
Group's recommendations in regard to ceilings on
deposits with financial companics have to be viewed
in conjunction with its suggestions on the
prescription of minimum level of paid-up capital and
reserves, maintenance of liquid assets and other

regulatory measures.

Te As regards nmiscellaneous non-banking companies,
the Group has recommended that the activities of
companies conducting prize chit/beneflt schenes

should be banned. 4s for conventional chit funds,
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it has already furnished its comments to the Reserve
Bank on the draft model Bill for regulating their

working.

8. On behelf ¢ the Group and of nyself, I would
like to express our gratitude to the Reserve Bank for
the confidence reposed by the Benk in entrusting the
work to us. I trust that the Bank would finld the
reconmendations made by the Group of some use in
formulating its policies in regard to deposit-
acceptance and other related activities c¢f non-banking

companies,

Yours faithfully,

54/~
(J.S. Raj)
Cheirnan
Study Group on Non-Banking
Conpanies
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CHAPTER 1
INTRODUC TORY

GENIESIS OF THE STUDY GROUP

161 The Banking Commission constituted by the Government
0of India to review, Jdnter alia, "the role of wvarious

classes of non-banking financial intermediaries, to enquire
into their structure and methods of operation and reccmmend
measures for their orderly growth" made certain reccmmenda-
tions in this regard in its report submitted to 5Fhe Gow:irme
ment in January 1972. These reccomiendations wwie examined
by the Reserve Beank of India, In the light of the vicws
expressed by the Reserve Bank thereon, the Goveramenis of
India decided that the relative provisions or the Reserv?
Bank ¢f India Act, 1934 and the directions issued thercundcor
to non-banking companies may be reviewed to plug

loopholes, if any, which were being taken adavantage of,

particularly by privete limited companiecz.

1.2 With a view to examining this matier in all ts aaznecis,
the Reserve Bank of India by an order issuzd on June 12,
1974%, (as modified by its orders dated June 17, 1974 anc
January 30, 1975) constituted the present Study Group.

Its composition was as follows:

1. Shri James S. Raj, Chairman
Chairman,
Unit Trust of India,
Bombay.

2. Shri K.B. Chore, llemoar

Joint Chief Officer,
Department of Banking

Operations & Development,
Reserve Bank of India,
Bombay.

3. Shri V.G. Hegde, Member
Joint Legal Adviser,
Reserve Bank of India,
Bombay.

* See Appendix I



4, Shri A. Heasibdb, Member
Director,
Division of Fiscel Analysis,
Economic Department,
Reserve Bank of India,
Bombay.

5. Shri D.M. Sukthankar, Member
Director,
Depzrtment of Banking,
Ministry of Finance,
Government of India,
New Delhi.

6. Shri R.N. Bansal,* Member
Additional Directior of
Inspection & Investigation,
Department of Company Affairs,
Government of India,
New Delhi.

7. Shri V. Subramanizn, Member
Chief Officer,
Department of Norn-Banking
Companies,
Reserve Bank of India,
Calcuttia.
8. Shri B.N., Chikarmane,@ Member—Secretary
Assistant Chief Officer,
Department of Non-Banking
Companices,
Reserve Bank of India,
Calicutta.

1.3 Shri D.D. Bhargava, ths then Cnicf CIlficer,
Department of Non-Banking Compawies, Rescrve Bank of Inaie,
Calcutté, served on the Study Group from June 17, 1974
till January 30, 1975 when Shri V. Subramar.ian was
appointed as 2 Member of the Group after he took over as

the Chief Officer of the Department.

TERMS OF REFEHENCE

1.4 The terms of reference of the Group were as
follows:
I. To examine the relative provisions of the Reserve

Bank of India Act, 1934, the Non-Banking Financial Companics

* At present Regional Director, Company Law Board,
Southern Region, Mzdras.

@ At present posted i1 Bombay.
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(Eeserve Bank) Directions, 1966, anu ths Hisceliaaecous Hen-
Banking Cogpanies {Reserve Bank) Ilirecticns, 19735. with @

view Yo eesessing tneir adequzcey in rcgulating the conduact
of businese by non-henking comndanies covered Ly the sald

directicns in the ceantexi o7 tue monetvery aald coedis
policies laid dovn by tas Qdeserve rark Ioopr tius ©o
to suggest moasures for Turiher tigntening up
x

NrOVisions g0 as er.acre taot the activities of such

C

lompanics, irn o Tar as ther persain Lo the ccecptance of

deposits;, investmerts, lerding operations; etc., Ssubserve

<
(o]
(5]
~
p\
wn
s
-

the natronal inferest md serve 2orye cricctiv
adjunct to the regulation of The monetary and cxedid
policivs cf the cocuntry beaides a’fording a degree of
protection *“o L. depocitors! moni«s.

To cxamine cond =eie ccecommendeavions for reogulating Gl

conduct oF *ne Luscincess of non~bankiing componries governad

by the abosve seivs ci direc n3 glirally, and ir parviculilr,

(a) the norrs whiclh may rc slovieu in ‘
cepital struectuwre and l-us--cguicy o C

Ye meinteined by the wvarions ciaesce of nen
anking compenies coveTred By Thae s8LLd Gl

(v) $hc extent to which ard the veriods for which
Suci companies mmay Horruw LY wey o1 wepesliig,
unsccared losms anc the distirnctisas. it any. o
be made vebtween public and nrivate limitszd
comnanies tor tvhis parpose:

(¢) 1he maintenance of cash reserves -nd/cr 2
rerzeataze of their deposit Ligbilitier din tlhe
forw of licuid essets LV such cowpanies,

(d) the ncras whicn may be =iopiel i rceere
rates of in%erest payatle by suahi compani

¢S Chl
their Lorrowinze by weay o depoasiisg/taseiuraa
loans aid also thogse whiczi may L2 coarzld on

lcan® and advences made by theas

{e) the exteat tc waich nay cf
na ty thsse companies Tarov?s
can or snould be contrCL;cr;

(f) the need ior the i‘xrosision of o coiling o

¥
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risk assets to be acquired or loans to be
granted by the companies;

(g) the restrictions, if any, on the grant of loans
to directors and their friends and relations
and companies in which they are interested;

(h) the manner in which the loopholes,.  if any, in
the existing directions taken advantage of by
private limited companies in the context of
certain concessions enjoyed by such companies
under the provisions of the Companies Act, 1956,
could be plugged; and

(i) need to empower the Bank to apply for compulsory
winding up of non-banking financial companies
under certain circumstances.

1I. To make recommendations on any other related topic
which the Study Group may consider germane to the subject

matter of the enquiry.

1.5 As per the order of the Reserve Bank of India
dated June 12, 1974 referred to abowve, an examination of

the relative provisions of the Non-Banking Non-Financial

Companies (Reserve Bank) Directions, 1966, did not fall
within the purview of the terms of reference of the Study
Group. Subsequently, however, in-partial modification. of
the order, the Rescrve Bank 1issued another order on
September 4, 1974%* extending the scope of the enquiry-to
include companies covered by the above directions.

METHODOLOGY ADOPTED BY THE GROUP
AND THE MEFTINGS HEID BY IT

1.6 The Study Group issued a circular lottz+ deted
September 11, 1974 to certain bankers, economists and
individuals having intimate knowledge of the deposit-
acceptance activities of non-banking companies as well as
to representative organisations of trade, industry and

commerce and requested them to furnish it with detailed

* See Appendix I.
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memorande on the matters referred to in the terms of
reference and more particularly on the points specified
in Annexure F thereto*. On the basis of the memoranda
submitted by the respondents, the Group had discussions
with eowm of them Ae 6180 othexs who hed not subndidtted eny
memoranda,., For this purpose, the Croup visited important
centres, viz., Ahmedabad, Bangalore, Calcutta, Cochin,
Madras and New Delhi. At its meetings in Bombay and
elsewhere, the Group also held discussions with somne
officials of the Central and State Govermments. The
Member-Secretary of the Group visited Hyderabad and
Trivendrum for the purpose of eliciting the visws of the
Governments of Andhra Pradesh and Kerala on certain
aspects relating to regulation of chit funds. A list
each of the individuals and representatives of organisations
who submitted the memoranda and with whom the members of
the Group had discussions on the various aspects relating

to the terms of referente is appended@.

1.7 The Study Group met at different centres as under:

Pldce Dates of the meetings
1. Bombay July 5 and 6, 1974
2. Bombay August 30 and 31, 1974
3. Ahmedabad November 1 and 2, 1974
4. New Delhi November 16, 18 and 19, 1974
5. Calcutta November 30 and

December 2, 1974

6. Bangalore December 19, 1974
7. Cochin December 20 and 21, 1974

* See Appendix II.
@ See Appendices III and IV,



8. Madras January 20 and 21, 1975

9. Bombay February 13, 14 and 15, 1975
10. Borbay March 6 and 7, 1975

11. Bonbay March 24 andéd 25, 1975

12. Bombay May 14 and 15, 1975

13. Bombay May 23 and 24, 1975

14 . Bombay June 17 and 18, 1975

15. Bombay July 14, 1975

SCHEME OF THE REPORT

1.8 The subject matter of the terms of reference has been
dealt with broadly under five heads, viz., (i) BEvolution of
the regulations; (ii) Non-Banking Non-Financial Companies;
(iii) Non-Banking Financial Companies; (iv) Miscellaneous
Non-Banking Companies and (v) Administrative arrangements.
After dealing with the general approach to the problem and
analysing it from the quantitative as also qualitative points
of view in Chapter 2, the evolution of the present regula-
tions governing acceptance of deposits by non-banking
companies is traced in Chapter 3. This chapter further
sets out the important aspects of the statutory provisions
in Chapter IIIB of the Reserve Bank of India Act, 1934, as
amended up to date, which deals with the regulation of
activities of non-banking institutions rcceiving deposits
and of financial institutions. Alsc includecd in this
chapter is a discussion of the salient features of the three
sets of directions issued by the Reserve Bank to non-
banking financial and non-financial, and miscellaneous
non-banking companies,and of the statutory returns prescribed
under the said directions. Chapter 4 examines the
deposit-acceptance activities of non-banking non-financial
companies in the context of certain issues such as

protection of the depositors' interests, period of deposits



and rates of interest payable on deposits. In view of
the coming into force of the Companies (Acceptance of
Deposits) Rules, 1975 with effect from February 3, 1975
regulating the acceptance of deposits by non-financial
companies, the broad features of these rules are also
analysed in this chapter and certain suggestions are
made for amending them. Chapter § deals with the various
faoets of regulation of depositeacoeptance amativities
and other related aspects of business of non-banking
financial companies. Chapter 6 covers miscellaneous
non-banking companies, i.e., companies conducting what
are commonly known as prize chits/benefit schemes/
lucky draws as also companies conducting conventional
type- of chits. In the context of the recommendations
made by the Banking Commission in regard to regulating
the activities of non-banking financial intermediarisee,
the Central Government had, inter alia, decided that a
model law to regulate chit fund business may be formulated
by the Reserve Bank for adoption by all the States which
have no such legislation. Pursuant to the said decisbn,
the Reserve Bank drafted a model Bill and sought the
views of the Study Group on certain policy aspects
arising Lrom lhc provisions pruioned to be incorpuratbed
therein. The views of the Group in this regard, which
have since been conveyed to the Reserve Bank, are

also included in Chapter 6. The Group envisages that

a reorientation and strengthening of the administrative
set-up of the Department of Non-Banking Companies in
the Reserve Bank will have to be considered so as to
ensure that such of its recommendations as are found
acceptable are promptly implemented and effectively

enforced. All these aspects are discussed in Chapter 7.
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Finally, a summary of the major conclusions and
recommendations of the Group is given in the last chapter

of the Report.
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CHAPTER 2
APPROACH TO THE PROBLEM -

QUANTITATIVE AND QUALITATIVE
ASFPECTS

INTRODUCT ION

2.1 In examining the question of regulating the

aoceptance of deposits by Nom=Banking Companies (NBCs), the

major issues which arise are the nature and magnitude of
such deposits and the role that they play in the economy,
particularly by influencing the quantum and pattern of
savings and investment. Two important aspects of these
questions are the effect of the acceptance of deposits by

NBCs on the efficacy of monetary and credit polioy amd the

degree of risk to the depositors in placing their savings
with such companies. The specific aspects of these iscues
in relation to different kinds of NBCs will be considered
in the relevant chapters of the Report. In this chapter we
shall discuss the broad aspects of these issues and
enunciate the general approach adopted by the Study Group

in making its recommendations.

TYPES OF NBCs
2.2 As pointed out by the Banking Commission in its
Report*, undertakings accepting deposits may be divided
into three categories, viz.,
(i) those accepting chequeable deposits;
(ii) those accepting non-chequeable deposits for the
purpose of lending or investment; and
(iii) those accepting non-chequeable deposits for
financing their own business such as manufacture

or trade,

* @Government of India, Report of the
Banking Commission (1972); paragraph 19.26
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Undertakings falling in category (i) above are termed
as banks, those in (ii) as non-banking financing institutions
and those in (iii) as deposit receiving institutions. 1In
accordance with its terms of reference, the Study Group is
concerned with the institutions of the types mentioned in
(ii) and (iii) above and that too only with companies
incorporated under the Companies Act, 1956. It may be pointed
out at the outset that there is a differcnce between the
classification of NBCs adopted by the Company Law authorities
and the Department of Non-Banking Companies of the Rescrve
Bank of India. While the Company Law authorities classify
companies at the timc of their registration on the basis
of the main objects as projected in their Memorandum of
Association, the Reserve Bank categorises companies only
after they have functioned for some time and on the basis of
the pattern of assets and principal sources of income as
disclosed in their balance sheet$and profit and loss
accounts. Moreover, under the dircctions issucd by the
Reserve Bank, companies in liquidation are excluded.
The Study Group has used the definitiomsadopted by the
Reserve Bank for the purpose of classification of NBCs
mainly becausc more detailed statistics have been compiled

by the Bank from the returns submitted by NBCs.
NATURE AND MAGNITUDE OF DEPOSITS*

2.3 The Table below shows the growth of deposits with
NBCs in relation to growth of deposits with scheduled

commercial banks since 1963 (Table 2.1).

2.4 Owing to the failure of some companies to submit
the prescribed returns, there would always be an element
of underestimation in the figures of total deposits with

NBCs compiled from such returns received by the Reserve

*Throughout this report, the figures of deposits include
exempted loans unless otherwise stated,
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Bank. also, due to the amendments effected from time
to time in the directions issued by the Reserve Bank
and variations in the number of companies submitting
returns, the figures of deposits cannot be taken as

strictly comparable over the years,

TABLE 2.1 = GROWITH IN DEPOSITS WITH SCHEDULED
CCMMERCIAL BANKS AND NON-BANKING
CORPORATE SECTOR - 1963-1972

(Amounts in crores of

rupees)
As at 411 scheduled Non-banking Col.4 as
the comnercial banks companies perce?t-
end of . " age o
ancunt Percentage Anount Percent-
March . ragg %f € age rate col. 2
growth of growth
over the over the
previous previous
year year
(1) (2) (3) (4) (5) (6)
1963 2042.3 6.3 15%.9 13.6 T.5
1964 2285 .1 11.9 185.9 20.8 8.1
1965 2583.3  13.0 209.1 12.5 €1
1966 2949.8 14.2 283 .4 3545 9.6
1967 3425.5 16.1 33845 19.4 9.9
(430.5)
1968 3856.0 12.6 398,3 17.7 10.3
(477.9)
1969 4338,2 12.5 4721 18.5 10.9
(593.7)
1970 5028.2 15.9 05.2 7.0 10.0
(893:%)
1971 5906.2 17.5 268.7 12.5 9.6
(644.9)
1972 7105.9  20.3 691.8 21.7 9.7

Note: Figures for the period 1963 to 1966 and those
in brackets from 1967 to 1971 represent
deposits including foreign loans.

Source: Article on "Growth of Deposits with
Non-Banking Companies, 1971-72";
Reserve Bank of India Bulletin, 4April 1975,
Pp. 235-246.
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2.5 The latest survey of deposits with NBCs relating to
end March 1972 reveals that the total deposits (excluding
foreign loans) held in the non-banking corporate sector by
3155 reporting companies (921 financial and 2234 non-financial
companies) aggregated Rs 691.8 crores showing an increase of
Bs 123.1 crores over the quantum of such deposits on the
corresponding date of the previous year* Of the aggregate
deposits of Bs 69148 crores, B 480.8 crores were accounted
for by non-financial companies and the remaining B 211.0
crores by financial companies. In other words, the deposits
with non-banking non-finencial companies constituted

69.5 per cent of the total deposits in the non-banking
corporate sector. A major portion of deposits accepted
and held in the non-banking corporate sector was accounted
for by companies having deposits of more than Rs 25 lakhs
each as on March 31, 1972. Thus, out of 3155 reporting
companies, 490 companies (15.5 per cent) accounted for
78.2 per cent of the outstanding dcposits. There is
evidence to show that the dependence of non-financial
companies on deposits has tended to increase, and at the
same time, the liquidity of these companies in relation to the
amount of deposits accepted by them has tended to decline.
A sample study of selected 163 non-financial companies
showed that deposits as a percentage of equity increased
from 15.7 as at the end of March 1972 to 16.4 as at the end
of March 1973. Likewise, the proportion of deposits to
total capital employed (i.e., total liabilities net of
depreciation) increased from 5.9 per cent to 6.1 per cent
and the proportion of deposits to inventories went up from
19.3 per cent to 19.9 per cent. While the deposits tended
to increase, the liquid assets of these companies as a
proportion of deposits declined from 59.1 per cent to

48.9 per cent.

*See Reserve Bank of India Bulletin April, 1975
PP. 23%-246,
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TABIE 2,2 - VARIOUS RATIOS OF SELECTED 163
NON-FIN.:.NCIAL COMPANIES. ACCEPTING
DEPOSITS FROM THE PUBLIC

Year Deposits as Depcsits as Liquid Deposits
percentage percentage Assets as as per-
of Equity of Total percentage centage

Capital of Deposits of Inven-
Employed tories
(1) (2) (3) (4) ()
1971-72 15.7 5.9 59.1 19.3

2.6 As the data relating to the deposits of NBCs for
the pcst 1972-73 period, based on the returns have not
yet become available, an estimate of such deposits has
been made in the following manner. Based on the rate

of growth of these deposits in the recent past and a
quick survey of deposits covering companies holding
deposits of more than Rs 25 lakhs, the quantum of these
deposits is estimated at Bs 1080 crores at the end of

June 1974. It is also estimated that NBCs might have
accepted further deposits Lu the exteut of B 200 cavies
during the period July 1974 to March 1975. Thus, on a
rough basis, the aggregate deposits held by the non-banking
corporate sector at the end of March 1975 may be assessed
at around Bs 1300 crores. At this level, the percentage
of these deposits to the deposits of scheduled commercial
banks may be estimated around 11 as against 9.7 at the

end of March 1972.

2.7 A comparison of the growth rate of deposits of
commercial bankswith that of NBCs leads us to the question
of the basic differences between these two types of
deposits. The major advantages which commercial bank
deposits have over NBC deposits are the following.

First, cheque facilities are offered on demand deposits
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and certain types of savings deposits of commercial btanks
whereas no such facilities are available in the case of
deposits with NBCs because NBCs are not allowed to accept
chequeable deposits. Secondly, devosits with commercial
banks arc insured to the extent of B 10,000 per account,
whereas deposits with NBCs arc not covered by insurance.
Thirdly, the intcrest on commercial bank deposits along
with the return on other eligible savings is exempt from
income-tax to the extent of Bs 3,000; the corpus of such
deposits along with other eligible investments in financial
assets is also exempt from wi?lth tax to the extent of
suc

Bs 1.5 lakhs. There are no/tax concessions or exemptions

in the case of deposits with NBCs.

2.8 Deposits with NBCs have, however, grown in spite of
the fact that there are certain advantages attached to
commercial bank deposits which are not available in the
other case. The growth of deposits with NBCs cannot be
attributed to thc absence of banking facilities. The available
data on the State-wise distribution of deposits of NBCs show
that a preponderant proportion of the total deposits 4is
held by companies in thosge Slaluos whiech, on the wholn, ave
well served by commercial bank offices. Also, commercial
banks have dcvised varions savings schemes to suit the
preferences of various categories of depositors. The basic
reason, therefore, for the growth of deposits of NBCs is
that these companies pay interest rates higher than those
paid by commercial banks. The differential in interest
rates paid on deposits by commercial banks and NBCs of

good rcputation has definitely increased since July 1974.
Also, the new companies which solicit deposits from the
public have found it necessary to offer even higher interest
rates than those offered by the existing companies. While

the interest rates on deposits of commercial banks are



15

regulated by the Eeserve Bank, there is no direct regula-
tion of the rates of interest paid by NBCs on deposits

raised by them.

2.9 The acceptance of deposits by NBCs is not an
entirely new phenomenon jin the country. Historically,

textile mills, particularly in Ahmedabad and Coimbatore,
financed even a part of thelr fixed ocapital asmseds by

recourse to acceptance of dcrosits from the public. Since
banking facilities and habits were rather undeveloped at
the time, the public found in these deposits a convenient
means of putting their savings and earning interest.
Later, with the spread of commercial banking system,. the
growth of deposits with banks was quite rapid. However,
an active monetary policy adopted by the Reserve Bank
from the late fifties and recourse in particular to
selective credit controls resulted in more companies
solictting deposits directly from the public. As will be
discussed in the next chapter, the growth of deposits
with NBCs during that period was the immediate cause

for the regulation of deposits by the Reserve Bank.

2.10 The more recent spurt in these deposits is,
however, due to a combination of factors. First, the
very rapid rise in prices and the consequent decline in
the purchasing power of money mzde the relatively
higher interest yielding depcsits of NBCs more attractive
to the savers. In other words, the differential in
interest rates paid ky by NBCs and by banks to the
depositors was wide enough to offset the element of
greater risk inveclved in putting savings with the
former. Aggressive advertising campaizn, both by
conpanies and brokers, has also played a part in

attracting savings of the hcuschold sector to NBCs.,.



16

Some members of the public seem to have been misled about
the degree of risk involved in keeping deposits with NBCs
under the mistaken belicef that regulation of these deposits
by the Reserve Bank was tantemount to an assurance that

they are safe. Secondly, the anti-inflationary measures
undertaken by the Government and the Reserve Bank, particularly
since the middle of 1974, had the double effect of making
deposits with NBCs more attractive to certain savers and
naking it more profitable for deposit-zccepting companies

to supplement their resources by having recourse to such
deposits. The restrictions placed on the declaration of
dividends combined with rapidly falling purchasing power

of money has resulted in an observed shift from the

savings media like shares and debentures of companies and
units of the Unit Trust of India to deposits with NBCs.

It was also suggested to the Study Group that the chances of
being able to evade the payment of income-tax on interest

on deposits with NBCs were greater than in the case of
income from other savings media. The companies also

faced a situation under which not only the cost of borrowing
from commercial banks went up from asbout 12-13 por cceunt

to as much as 16-18 per cent, but they were subjccted to
greater financinl disceipline in the management of their
inventories, ec¢tc., bccausc of the credit restraint

measures introduced by the Reserve Bank over the commercial
banks. 4is a result, whereas the depositors of NBCs currently
get an interest rate which is higher by 3-4 per cent

than that offered by banks, the companies too pay

interest on these deposits at a rate which is 3-4 per cent
lower than what they have to pay to the commercial banks

on their borrowings.

2.11 The above discussion shows that althcugh the

nagnitude of deposits with NBCs in relation to the total
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bank deposits and other savings media is still limited,
there is enough evidence of the acceleration in the
growth of these deposits. The question, therefore, arises
as to the effect of this phenomenon on the economy.

ROLE OF NBC DEPOSITS IN THE PROCESS
OF SAVINGS AND INVESTMENT

2.12 The impact of the accelerated growth of deposits
with NBCs on thc economy can be analysed in terms of its
effect on the quantum and pattern of savings and investment.
This is because the development of the economy depends to

a large extent on the increase in the rate of savings in
relation to national incomc and the use of these savings
for productive purposes in accordance with social
objectives., According to the latest figures available, the
proportion of net domestic capital formation financed by
net domestic savings in 1972-73 was.94.5 per cent. In other
words, about five per cent of net investment had to be
financed by foreign savings. The hcusehold sector which is
the net saving sector in the economy and whose savings are
used by the other two sectors in the economy, namely,
Government and private corporate business, has, therefore,
to be induced to increase its savings. Hence, savings

media have to be created to suit the preferences of savers
particularly in the household sector. These preferences
depend on varying considerations such as liquidity, return,
naturity and safety. To the extent that the savings are

in forms like bank deposits, provident funds and insurance
policies, it is easier to regulate their flow in planned

directions.

2.13 As observed earlier, savers! preferences have
reccently been changing in favour of deposits with NBCs.
The first question is whether this development will raise

the total quantum of savings in the economy. Although no
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firm empirical evidence is available one way or the other,
it will, by and large, be difficult to sustain the argument
that the total level of savings of the household sector is
responsive to changes in interest rates under Indian
conditions. It has also been observed that structural
changes in the Indian society have, over the last few
years, produced a tendency towards higher consumption, at
least among certain sections of the population. Among
the important factors which have contributed to this trend
are the increasing avenues of consumption and the impzact
of decmonstration effect., The rapid erosion of purchasing
power of money has put a further premium on current
consumption. In the present state of rising prices, the
level of interest rates prevailing in the organised sector
of the economy is not adequate even to maintain the real
value of investments in financial assets. It is, therefore,
unlikely that even the comparatively high interest rates
offered by companies on deposits will tempt the household
sector to curtail its consumption expenditure and add to
its savings. Apart from the relatively higher return,
deposits with NBCs do not possess any other special
characteriatica which may indnee the honaeholda Lo go in
for them by reducing their levcel of consumption cxpenddituva.
Therefore, the acceptance of deposits by NBCs is unlikely
under existing circumstances, to increase the total level of

savings of the housechold sector.

2.14 This, however, does not imply that the structure of
interest rates does not influence fmx the distribution of
savings among different instruments of savings. With the
exception of life policies and provident funds which are
contractual savings, deposits with NBCs compete with other
financial assects in the portfolio of the hcuscholds. Of

greater importance is the relovance of deposits with NBCs
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as a near-substitute for cash and bank deposits. To the
extent that there is shift from cash as an asset in the
portfolio of the household sector to dcposits with NBCs,
savings will be put probably to more productive uses. In
the course of its discussions with various experts
including some bankers, the Study Group was informed that
there is evidence to show that recently there has been a
shift from bank deposits to deposits with NBCs; in
particular, new savings are tcnding to flow more to NBCs
than to banks. This does not necessarily mean that,as =2
result,the growth of bank deposits would be slackened over
a period. When bank deposits are shifted to NBCs, a change
in the ownership structure of deposits with banks occurs,
The companies use these deposites for meeting their
expenditure or reducing their indebtedness by drawing on
their bank accounts to which the deposits accepted from the
public are also credited. In this process, it is quite
likely that over a period the level of deposits of the
banking system may remain almost unchanged or may be
reduced negligibly by thc amount of cash in hand that
these companies might wish to keep. As pointed out by a
Study Group* appocinted by the National Credit Council,
these company deposits would find their way into the
banking system via tax payments, payments to creditors
or as working balances of companies; the diversion,
if any, could not be more than the share of currency in
the total monetary resources. In other words, while
there would be some diversion, it would not be correct to
regard the total magnitude of non-banking deposits as belng
lost to thc banking system. If anything, therefore, to the
extent that such deposits activised a currency hoard, they

tend to increase the overall resources of the banking

* Report of the Study Group on Deposit Mobilisation by
Comnmercial and Co-operative Banks (1969);
paragraph 35
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systen". A similar view has been expressed in the Report
of the Banking Commission¥*. Thus, while the total level
of savings is unlikely to increase on account of, the
deposits flowing to NBCs, the pattern of savings would
undergo a change. There will alsc be a shift in the
cwnership of bank deposits from the household sector to the
corporate sector.

IMPLICATIONS FOR MONETARY AND
CREDIT POLICY

2.15 This change in the ownership pattern of bank
deposits has important implications for the monetary and
credit policy of the Rescrve Bank. Assuming that the
deposits with NBCs take the form only of a shift from bank
deposits, there will be hardly any increase in the total
expenditure in the economy. The expenditure, however, will
increase if the cash holdings of the household sector are
placed as deposits with NBCs. The growing volume of
deposits with these companies affects the operation of
monetary and credit policy to the extent that it involves a
loss of direct control on the use of these funds. If the
companies borrow from ccmmercial banks or other lending
institutions in the organiscd sector, they have to satisfy
the requirements laid down by the lenders. Thesc
requircments are governed by considerations of credit
policy as well as the safety of funds lent out by the
institutions. Hcnce, a scrutiny of the plans for expansion
or inventories and financial performance cf thc borrower
is usually undcrtaken, firstly by the banks and in the case
of largcraccounts by the Reserve Bank under the Credit
Authorisation Scheme. NBCs do not have to satisfy any such
requirements whcn they apprcoach the public for dcposits.

For instance, deposits from the public may make it possible

* See Report of the Banking Commission (1972);
paragraph 6.46. ‘
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for a company to hold for a time stocks higher than what
the monctary authorities allow through their control over
bank lcnding. The efficacy of the selective credit
controls is diluted if the companies are enabled to meet
the margin requircments for borrowings from commercial
banks through the deposits accepted from the public.
Non~banking financial intermediaries (NBFIs) may also give
loans to borrowers dealing in commodities covered by

selective credit controls.

2.16 So far as the effect of the acceptance of deposits
by the corporate secctor on the pattern of .investment is
concerned, it would depend upon (a) the distribution of

the incremental deposits between the various non-banking
non-financial companies and non-banking financial companies,
(b) the inter-company distribution of deposits, and (c) the

lending pattern of NBFIs.

2.17 What emerges from the above discussion is that
although the total savings in the eccnomy are not likely to
increase on account of increased deposits with NBCs, the
pattern of savings and investment in the economy is likely
to undergo changes. So far as the cffcct of these deposits
on the working of monetary and credit policy is concerned,
while thc total cxpenditure may ncot increase much on
account of the acceptance of deposits by NBCs, the pattern
of expenditure may be somewhat different from the desired
directions. On the other hand, it is possible to overstate
the dilution of monetary pclicy on account of the
acceptancc of deposits by NBCs. First, as pcocinted out
earlier, the magnitude of these deposits is still not very
large in comparison with bank deposits. Secondly, if
commercial banks take into considcration the deposits
accepted by non-financial companies while¢ detcrmining

their credit limits, the total effect on cxpenditure may be
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companies
negligible., So far as non-banking financial[F%BFCs) are
concerned, the ultimate destination of their funds is even
more difficult to ascertain than in the case of non-
financial companies. Whereas in the case of the latter,
the borrowerwisc destination of deposits is known, it is
not easy to ascertain it in the casc of loans given by the
former. Hence, there is a greater likelihood of the dilutiocn
of monetary policy through the operations of NBFIs than the
acceptance of deposits by non-financial companies. Finally,
in making a judgement about the desirability or otherwise
of the acceptance of deposits by NBCs, due weightage has to
be given to difficulties faced by companies in carrying out
their normal productive operations. It wculd no doubt be
ideal to have a system under which banks and other financial
institutions fully satisfy the varying saver and borrower
prefercnces and operate in consonance with social
objectives. Hcwever, in the evidence tendered before the
Study Group even by bankers, it was agreed that this ideal
situation is still to be achieved. Also nothing should be
done which will worsen the investment climate. Hence, in
the view of the Group, the current situztion calls for a
regulation but not prohibition of the acceptance of deposits
by NBCs. Nevertheless, the long run objective¢ should be to
bring about a progressive reduction in the quantum of

deposits with non-banking non-financial companies.

2.18 The approach to NBFCs which accept deposits for
making loans and advances will have, however, to be
different becausc these institutions are like banks. Since
commercial banks are spreading thcir branches extensively
and are introducing schemes to catcr to the requirements

cf even the neglcctecd sectors of the community, the
usefulness of NBFCs in the economy will have to be
carefully examined. Since these institutions vary greatly

in the nature of their operations, the Study Group has
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examined important types of MBFCs separately and taken a
selective approach to the regulation of their activities.

REGULATION OF DEPOSITS WITH NBCs

AND PROTECTION OF DEPOSITORS'

INBERESTS

2.19 Wile the primary object of regulation of acceptance of
deposits by NBCs is to keep the magnitude of these deposits
within limits and to encourage their flcw into desired
channels, the protection of depositors' funds is also
important. In the course cf evidence tendered before the
Group, a number of cases were pointed out where the

depositors had lost their savings by placing them as
deposits with NBOs. The main reascn for the defauls in

repayment of deposits by NBCe was that they had accepted
deposits ocut of proportion to their capacity to repay them
at maturity. In several cases, shcrt-term deposits were
used for the purpose of fixed capital formation. Although
gquantification of the magnitude of defaults is difficult,
judged by the number of complaints received in recent
years, there is nc doubt that the incidence of defaults has
Lnaveased with SRQ LROTAASe Ln TRY BUNDAP BT compankue
soliciting deposits as alsc in the magnitude of deposits.
Fven those companies, which were not accepting deponsits as
2 regular sourcc of finance earlier, have entcred the field
in recent months. As already pointed out, the lure of high
intercst ratcus combined with aggressive canvassing by
brokers on behalf of the companies has induced many
depositers to put their moneys with NBCs. Some of the
;nscrupulous NBCes have taken full advantage of the
:ituation and cvertraded with the deposits that they

1iliscd from the public.

The major clemcent in the regulation of deposits
.cm the viewpoint of safoguarding the interests of the

depositors has s¢ far been to make it obligatory on the
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b

part of the-deposit—acce%ting companies to aiscluse
abou
relevant information [ their management and financial
position in their advertisements. The rationale of the
philosophy of disclosure has been that the depositors would
be able, on the basis of this information, to assess the
risk attached to these deposits with NBCs. However, there
is a general feeling that the disclosure of information by
NBCs has not been sufficient to protect depositors’
interests mainly because not all the depositors are able to
appreciate the implications of the information furnished to
them. Strong representations were, therefore, made to the
Group to consider more effective measures to ensure the
safety of deposits with NBCs. In the view of the Group,
however, the safety of deposits with NBCs cannot be put at
par with that of commercial banks. The high interest rates
paid by NBCs to the depositors reflect the greater risk
attached to such deposits. Ordinarily the lower the risk,
the lower is the return on savings and vice versa. The
point is that it is the varying mix of maturity, yield,
return and risk which differentiates between different
savings media. Moreover, the element of risk attached to
different savings media cannot be brought to an absolute
parity. Within these limitations, the recommendations made
by the Group seek to minimise the risk attached to deposits

with NBCs.

2.21 In making its recommendations, the Group has
examined the existing regulations pertaining to the
activities of KBCs in selected foreign countries. The
information* collected by the Group relates particularly to
NBFIs. By and large, following are the main features of
the regulations:

(i) For acceptance of deposits, licence from the

authority is required.

* See Appendix V
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(ii)

(iii)

(iv)

(v)

(vi)

(vii)

(viii)

(ix)
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The issue of advertisements is regulated.
A minimum period for acceptance of deposits is
prescribed,
A minimum amount of paid-up capital and /or a
minimum ratio between owned funds and total
liabilities is/are prescribed.
Authorities are empowered to make rules prescribing
rates of interest to be paid by NBFIs on public
deposits. In a few countries, the policy has been to
keep the return on Government securities attractive
to the public and interest rates payable on bank
deposits competitive with those offered by NBFIs;
The proportion of liquid assets and risk assets to
the total is regulated.
There is a ceciling on unsecured advances to
individual customers and the granting of loans to
directors is prohibited,
Provision is made for the nomination of directors on
the Boards of NBFIs.
Powers are vested in the authorities for compulsory

winding up of NBFIs.

In making its recommendations on regulating the

acceptance of deposits by NBCs, the Group has made a

distinction between non-banking non-financial companies and

NBFCs.

The reason, as explained earlier, is that the latter

are para banks whose activities consist of accepting

deposits for the purpose of making loans and advances,

unlike the manufacturing and trading companies which

normally accept deposits for use in their own business.

Sincc NBFCs belong to the genre of commercial banks, their

activities have to be regulated broadly on the same lines

as those of commercial banks,
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2.23 To sum up, the Study Group has made its
rccommendations for the regulation of deposits with NBCs
with a view to ensur¢, that while their magnitude is kept
within reasonable lijgls, they subscrve the objectives of
monetary and credit policy and that a larger degree of
protection is afforded to the depositors' interest. The
Group has also given weightage to thc administrative

feasibility of the suggestions made by it.
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CHAPTER 3

EVOLUTION OF THE REGULATIONS GOVERNING
ACCEPTANCE OF DEPCGSITS BY NECg

GENESIS OF THE REGULATIONS

51 With the spurt in the tempo of economic d¢velopment
in the country since the fifties as a result of the
launching of the Five-Year Plans and in particular the
Second Five-Year Plan, it was observed that the activit:

of NBCs had increased and that they had commenced accepting
deposits from the publiczgffering attractive rates of
interest to finance their business. Since commercial banks
did not cater to the needs of some sections of the community
such as small transport operators and retail trade and did
not “xtend credit to certain types of household expenditure,
financial companies stepped up their activities in these
fields. Further, due to the general policy of credit
restraint and the enforcement of selective credit control
measures by the Reserve Bank, NBCs found it advantageous to
meet part of their requirements for funds by mobilising
deposits from members of the public. In the absence of any
regulation of acceptance of deposits by NBCs, several
unhealthy features came to the surface in the sixties when
a sharp increase in the volume of deposits held by such
companies was also noticed. Non-financial companies and
later, financial companies began to issue advertisements
soliciting deposits from the public, offering lucrative
rates of interest sut without giving any particulars
regarding their financial position and management.

Such unfettered growth of deposits outside the banking
system and the proliferation of institutions, both
financial and non-financial, depending mainly or wholly

on deposits from the public were viewed with concern

by the authorities. In the interests of depositors also,
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it was considered desirabletiat these institutions should
not have unlinitell and unrestricted access to public funds.

AMENDMENT OF THE RESERVE BANK OF
INDIA ACT, 1934

342 Against this background, it was felt necessary

by the authorities to have statutory control over
acceptance of deposits by non-banking institutions and to
vest the Reserve Bank, as the custodian of the monetary and
credit systea of the country, with certain powers enabling
it to effectively supervise, control and regulate the
deposit-acceptance activities of such institutions.
Accordingly, the Reserve Bank of India Act, 1934 was
amended by the Banking Laws (Miscellaneous Provisions)

hct, 1963 whereby a new Chapter IIIB containing "Provisions
relating to non-banking institutions receiving deposits

and financial institutions" was inserted in the principal

Act .
OBJECTIVES UNDERLYING THE
LiLGISLATION
3¢3 In the Statement of Objects and lleasons appended

to the Banking Laws (Miscellaneous Provisions) Bill, 1963

it was stated as under:

"The existing enactments relating to banks

do not provide for any control over companics
or institutions, which, although they are not
treated as banks, accept deposits from the
general public or carry cn other business which
is allied to banking. For ensuring a more
effective supervision and management of the
monetary and credit system by the Reserve

Bank, it is desirable that the Reserve Bank
should be enabled to regulate the conditions

on which deposits may be accepted by these
non-banking companies or institutions.

The Reserve Bank should also be ecmpowered

to give to any financial institution or
institutions directions in respect of matlers
in which the Reserve Bank, as the central
banking institution of the country, may be
interested from the point of view of the contral
of credit policCY¥ecee"
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While moving the said Bill in the Lok Sabha*
on December 19, 1963, the then Hen'ble Minister of

Planning observed as follows:

".es deposits which are now received and handled
outside the banking system, should be controlled,
not only in the interests of the depositors
themselves, but also in the general and wider
public interest. We also intcnd that the activi-
ties of loan, investment and hire-purchasc
companies or firms, or other financial institutions,
which grant loans and advances for a varlety of
purposes, or to purchase securities or shares and
thereby influence or affect the money and capital
markets, should be controlled by the central

bank of the country, so far as these activities
are concerned.ecse"

The Hon'ble Minister also stated in the course

@

of his speech in the Rajya Sabha on December 23,

1963, as under:

"..o Central banking traditions, or any other
traditions for that matter, cannot be rigid; and in a
country in which the commercial banking system is

not sufficiently developed or important, we cannoct
obviously be wedded to conservative British traditions
as they were evolved several years ago. We have to
take into account local needs and circumstances,

and if it becomes necessary to control deposits
outside the banking system or the loans, invest-
ments. or other allied business of non-banking
institutions, we may be failing in our duty,

if we do not bring our laws or enactments up te

date.

As far as the control of non-banking depcsits
is concerned, this Bill, Sir, ccntains no
provision which, I think, will not be fcund in the
Protection of Depositors Act, 1963, which wes
recently brought into force in the United Kingdom.
Broadly, what weé are aiming at is that apart
from individual money-lenders, who are governed
by the various State enactments relating to
noney-lending, and co-operative societies, which
are a class by themselves, all persons or
institutions accepting deposits from the public
will have the obligation to comply with the
regulations, which will be made for this purpcse
by the Reserve Bank. It is not our intention to
harass the small firms or partnerships, and
firms with & subscribed capital which is not in
cxcess of -a lakh of rupees, have been exempted
a8 a result of an amendment which we have accepted
in the other House,

*¥ See pp. 5681-2 of Lok Szbha Debztes, Third
Series - Vol. 24 - Dec, 16-21, 1963.

@ Sce pp. 4771-2 of Rajya Savha Debates, -
Vol. 45 - Dec. K=-2%. 10AR
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As regards other Ecrsons or institutions, we hope
that the Reserve Bank will be able t¢o prevent mal-
practices, if any, to stop unhealthy competition

for deposits, and to prescribe and enforce reasonable
conditions, 1nclud1ng realistic rates of 1nterest,
disclosure c¢f any information or particulars in
which the depositors . may be 1nterested, provision
for returning the money to then in certain contin-
gencies, and other relevant matterse

As regards loan, investment and hire-purchase
companies, or corporations or firms carrying on
sinilar activities, we are proposing that the
Reserve Bank should be in a position to get &
fuller and more comprehensive picture of their
activities than is now possible, to lay down
certain uniform rules and standards as regards
rates of interest on which loans may be granted
or investments may be madc and to give special
directions regarding the functions and operations
of these financial institutions, in so far as this
may be necessary for the better regulation of
the country's credit policy. Here again, we have
accepted a clarificatory amendment of the definition
of a financial institution in clause 5 of the
Bill, so as to make it clear that we intend to
control only those institutions which handle money
or securities or other titles tc money. In an
undeveloped country, in which the normal methods
of controlling or liberalising credit through the
established commercial banks are not effective,
the central bank has to be granted this specific
authority, and I have no doubt that ultimately
the results will justify this extension of the
Reserve Benk's jurisdiction and functions."

3.4 From the foregoingy and other relevant factors

nentioned earlier, it would be evident that the scheme of
control over acceptance of deposits by NBCs from the public
was conceived mainly as an adjunct to the monetary and
credit policy of the country while affording a degree of
protection to the depositors' funds.

GIST OF THE PROVISIONS OF CHAPTER IIIB
OF THE RESERVE BaNK OF INDIA ACT, 1934

345 It may now be useful tc deal briefly with the
provistons of Chapter IIIB of the Reserve Bank of India
Act, 1934, which came into force .with effect fron
February 1, 1964. A non-banking institution was defined

as a company, corporation, co-operative scciety or a fim
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as defined in the Indian Partnership Act, 1932, of which
the capital subscribed by its partners exceeds one lakh
of rupees. By virtue of the aforesaid provisions,

the Reserve Bank has been vested, inter alia, with the
following powers -

(i) To regulate or prohibit the issue of any
prospectus or advertisement by any non-banking institution
soliciting deposits of money from the public.

(ii) To call for statements, information or
particulars from non-banking institutions relating to or
connected with deposits accepted by them, including rates
of interest payable, the purposesand periods for which,
and other terms and conditions on which deposits may be
received.

(iii) To give directions, if the Bank considers
necessary in the public interest so to do, to non-banking
institutions either generally or to any non-banking
institution or group of non-banking institutions in
particular, in respect of any matters relating to or
connected with the receipt of deposits, including the rates
of interest payable on such deposits, and the periods
for which deposits may be received.

(iv) To prohibit any non-banking institution from
accepting deposits if it fails to comply with any direction
given by the Bank, referred to above.

(v) To compel a non-banking institution receiving
deposits, if so required by the Bank and within such
time as the Bank may specify, to send a copy of its
annual balance sheet and profit and loss account or other
annual accounts to every person from whom the non-banking
institution holds as on the last date of the year to
which the accounts relate, deposits higher than such sum

as may be specified by the Bank,
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(vi) To call for information/statements from financial
institutions relating to their business, including
infornation>igirespect of their paid-up capital,
reserves and other liabilities, investments made and
advances granted and the terms and conditions including
rates of interest, on which the advances are granted.

(vii) To give to financial institutions either
generally or to any such institution in particular, directions
relating to the conduct of business, having due regard to
the conditions in which, and the objects for which,
the institution has been established, its statutory
responsibilities, if any, and the effect which its business
is likely to have on trends in the money and capital markets.,
(viii) To inspect any non-banking institution for
certain specified purposes.

(ix) To prosecute institutions and/or persons concerned,
for failure to comply with the directions issued by the
Reserve Bank and/or wilful submission of incorrect or

incomplete information.

3.6 It will be seen from the foregoing that the
provisions contained in Chapter IIIB of the Reserve Bank of
India isct empowered the Bank for the first time tc regulate
acceptance of deposits by NBCs, corporations, co-opecrative
societies and partnership firms with subscribed capital
exceeding Bs 1 lakh. However, for administrative reasons,
the directions issued by the Bank cover only companies

as defined in section 3 of the Companies .ict, 1956
including foreign companies within the meaning of

section 591 of the said Act.

ISSUE OF ORDERS/DIRECTIONS

3.7 With a view to evolving appropriate regulatory

measures, the Reserve Bank issued certain orders in
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May 1964 and 1965 respectively requiring NBCs tc¢ furnish

it in the prescribed forms with certain information

relating to or connected with their deposits from the

public and other business allied to bcrking. On the basis
of the information collected, the Bank issued certain
directicns in January 1966, in the first instance, to non-
financial and hire-purchase finance companies. These
directions were replaced by two sets of new directions
issued on October 29, 1966 to financial and non-financial
companies, called the Non-Banking Financial Companies (Reserve
Bank) Directions, 1966 and the Non-Banking Non-Financial
Companies (Reserve Bank) Directions, 1966* respectively which

came into force from January 1, 1967.

3.8 Of late, there has been a large increase in the
number of companies c¢ollecting funds from the public by way
of subscriptions to the various prize chit or benefit
schemes floated by them and holding lucky draws. Since it
was found that cases of such type of companies had not been
adequately covered by the existing directions issued to
financial companies, the Reserve Bank issued a new set of
directions called the Miscellaneous Non-Banking Companies
(Reserve Bank) Directions, 1973 on august 23, 1973 which
wag brought into force from September 1, 1973.

SALIENT FEATURES OF THE
DIRECTIONS

3.9 A tabulated statement outlining the salient features
of the three sets of directions issued by the Reserve

Bank to financial, non-financial and miscellaneous non-
banking companies respectively, as amended up to

@ .
January 27, 1975 is appended . It will be seen therefrom

* These directions issued to non-financial compeanies were
withdrawn by the Reserve Bank with effect from
June 3, 1975 in view of the frariilng of the Companies
(Acceptance of Dcposits) Rules,1975 - see paragraph 3. 0.

@ See Appendix VI,



34

that the directions, besides .exempting certain types of
noneys received by NBCs ff%gi;ﬁrview, provide for the
following:

(i) they prohibit acceptance of short-term deposits
by NBCs for periodsof less than six mcenths. (Non-banking
non-financial companies were, however, z2llowed to accept
deposits by way of unsecured lcans guarantecd by directors,
shareholders' deposits, etc., for periodsiﬁgt less than three
months to the extent of 10 per cent of their net owned
funds to meet their seasonal requirements for funds);

(ii) they restrict acceptance of deposits and
unsecured loans to two ceilings of 25 and 15 per cent
respectively of the net owned funds in respect of two
categories of deposits, viz., conventional deposits and
unsecured loans guaranteed by directors, depcsits from
shareholders, etc., in the case of all NBCs except two
types of NBFCs, viz., hire-purchase finance and housing
finance companies., These two categories of NBFCs are,
however, required to meintain a nminimum percentage of liquid
assets (by way of cash with themselves or in current
or any other deposit accounts with scheduled banks free
from any charge or lien or in unencumbered securities of
the Central Government or of a State Government or in
other unencumbered securities in which a trustee is
authorised to invest trust money) of not less than 10 per
cent of the deposits outstanding in the books of the
companies concerned on any day; further, hire-purchase
finance companies have to ensure that hire-purchase debts
are collected within a2 reasonable period in the manner
stipulated in the relative provisions of the directionsg

(iii) NBCs are required to disclose particulars

regarding their management, business, profits/losses,
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dividends, etc., in any advertisement soliciting deposits
and in the application forms for acceptance, renewal or
conversion of deposivs;

(iv) NBCs have to furnish proper receipts for deposits
to the depcsitors and maintain registers in regard to
deposits with certain prescribed particulars;

(v) NBCs are required to include in their annual
reports certain specified particulars regarding overdue
deposits; if such overdue deposits are, in the aggregate,
in excess of Rs 5 lakhs, a statement on the steps taken or
proposed to be taken by the Board of Directors for payment
of the amounts due to the depositors and remeining unclaimed
or undistursed has to be included in the annual report;
and

(vi) NBCs have to submit their balance sheets and
the profit and loss accounts as also wreturns in the
prescribed schedules to the Reserve Bank within the time
stipulated in this bhehalf., A1l NBCs are also required to
furnish to the Bank within the specified tinme, certain
other particulars such as the names and designations of their
principal officers, the names and residential addresscs
of their directors, and also intimate the changes, if

any, in this regarde.
AMENDMENTS TO THE DIRECTIONS

3.10 The directions referred to above have been amended
from time to time with a view to plugging certain loop-
holes which came to the Bank's notice during the course
of the administration of the directions, and also to
relax certain provisions thereof where they were
considered to be unduly restrictive. Thus, unsecured

loans raised by companies agzinst the guaranteeg givan by
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their directors, which had earlier becn excluded from the
purview ¢f the directions were, with effect from January 1,
1972, subjected to the same ceiling restrictions as
applicable to deposits when it was found that the excmption
was being abused. On thc other hand, inter-company
deposits and deposits received by private companics from
their shareholders were, subject to certain conditions,
exenpted from the purview of the directions with effect
from January 1, 1973. Deposits secured by nortgage, plcdge
or hypothecation, etc., of the assets of a company were,
till the end of fLugust 1973, completely exempt from the
directions. However, with effect from September 1, 1973,
such deposits have been made eligible for exemption only
from the ceiling restrictions if certain conditions regarding
the nature of security and margin are fulfilled; in other
respects such as advertisements, the comvanies are

required to comply with the relatiwve directions.

5.11 Mention may a2lso be made at this stage of the recent
amendments made to the above three sets of directions.
Under the directions issued to non-banking non-financial
and financial companies, which came into force fron
January 1, 1967, such companies could accept deposits

to the extent of 25 per cent of their paid-up capital
and free reserves - subsequently, clarified as 25 per
cent of the paid-up capital and free reserves as
diminished by the balance of accumulated loss, if any
(net owned funds). However, deposits in the form of
unsecured loans guaranteed by directors, deposits raised
from shareholders, etc., were exenpt from the purview

of the directions. With effect from January 1, 1972,
the latter category of unsecured loans/deposits was

also brought within the purview of the directions and a

separate ceiling of 25 per cent cfthe net owned funds
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was prescribed in respect thereof. Companies holding the
latter category of deposits in excess ot 25 per cent were
required to wipe off such excess as on the date of coming
into operation of the amendment in a phased manner before

April 1, 1975.

3.12 Effective f£rem January 27, 1975, the ceiling of

25 per cent in respect of deposits in the form of
unsecured loans guaranteed by directors, deposits raised
from shareholders, etc., has been reduced to 15 per cent
of the net owned funds of the company. Non-banking non-
financial and financial companies holding deposits in excess
of 15 pexr cent of their net owned funds are required to
wipe off the excess by December 31, 1975. DMiscellaneous
non-banking companies conducting prize chits, benefit/
savings schemes/lucky draws as also those conducting
conventional chits, which have been allowed time up %o
September 30, 1976 under the relative directions to wipe
off the excess, if any, of the aforesaid types of loans
over the existing ceiling of 25 per cent, are now required
to bring down their outstandings in respect of such
guaranteed loans, shareholders' deposits, etc. within the
reduced ceiling of 15 per cent by December 31, 1976.

3«13 Thus the current position in regard to ceiling

restriction on deposits accepted by NBCs is as follows.

No NBC can accept deposits exceeding 40 per cent of its
paid-up capital and free reserves less balance of
accumulated loss, if any. Within the ceiling of 40 per
cent, it can accept 25 per cent from the public and

15 per cent from shareholders or by way of deposits
guaranteed by directors, etc. There are no ceilings on

deposits accepted by hire-pmrchase and housing finance corpanies.
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SALIENT FEATURES OF THE STATUTORY

RETURNS PRESCRIBED UNDER THE
DIRECTIONS

3.14 The directions issued to non-banking non-financial,
financial and miscell=oneous non-banking companies make it
obligatory on them to submit returns containing the required
information to the Reserve Bank in the prescribed forms
applicable to them. A non-banking non-financial company
which holds deposits as on Mareh 31 in any year has to
submit the return to the Bank by June 30 with reference to
its position as on March 31. However, a non-banking
financial eompany has to furnish the return in the form
applicable to it irrespective of the fact whether it holds
any deposits or not. A miscellaneous non-banking company
has to submit the return twice a year before June 30 and
December 31 with reference to its position as on March 31
and September 30 irrespective of the fact whether it holds

any deposits or not.

3.15 The information required to be furnished in the
prescribed returns relates to deposits outstanding in respect
of the relative ceilings referred to eariier and exempted
borrowings and receipts, e.g., security deposits, which do
not fall within the purview of the defiinition of the term
"deposit". Pericd~wise break up of deposits, the rates

of interest thereon and the number of accounts in respect

of each category of deposits are also required to be

given. PFinancial companies have to give additional
information relating to their loans and advances outstanding,
classified by types of borrowers, by security and by

purpose of the advances. Further, particulars regarding
investments classified by status of borrowers, investments
in shares, debentures and other securities have also

to be furnished. Hire-purchase finance and housing

finance companies have to give particulars regarding the
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l1iquid assets maintained by them and hire-purchase finance

companies have to give information about the recoveries of
hire-purchase debts for the purpose of compliance with the

directions.

3.16 The purpose of prescribing the statutory returns
is two-fold. First, it enables the Reserve Bank to
verify how far the companies concerned comply with the
directions and take necessary action if there is 2 contra-
vention thereof. Secondly, it enables the Bank to watch
the trend of deposits and take suitable action either for

tightening the provisions of the directions or for

relaxing them as the circumstances warrant, The information
collected through the surveys is analysed ané an article
based on the 2nalysis is published annually in the Reserve

Bank Bulletin.

FURTHER AMENDMENTS TO THE RESERVE
BANK OF INDI: ACT, 1934

317 The provisions of Chapter IIIB of the Act were
further amended by the Reserve Bank of India (amendment)
Act, 1974 with a view to plugging certain loopholes

in the existing provisions thereof, vesting the Resecrve
Bank with better powers to exercise control over non-
banking institutions receiving deposits. The important
provisions of the amending ict, which came into force
with e ffect from December 13, 1974, relate to the under-
noted matters:

(i) The term 'deposit' has now been defined
in the principal aAct itself as including and "deemed

always to have included, ony money received by a non-
banking institution by way of deposit, or loan or in any
other form, but shall not include amounts raised by way

of share copital or contributed as capital by partners
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of a firm". PFurther, the existing definition of the term
'financial institution' has been amplified to make it more
comprehensive and precise,

(ii) It has *ccn made sitatutorily obligatory on the
part of the auditor c¢f a2 non-banking institution to enguire
whether or not it has furnished to the Rescrve Bank returns
and other information required to be furnished under the
directions issued by the Bank and in case a non-banking
institution has failed to do so, to mcke a report to the
Bank giving the aggregate amount of such deposits held
by the non-banking institution.

(1iii) The powers of the Reserve Bank for conducting
inspections of non-banking institutions have been widened;
under the amended provisions, the Bank can inspect a non-
banking financial institution whenever such an inspection
is considered by it 'mecessary or expedient!.

(iv) A new section inserted in the principal Act
seeks to prohibit circumvention by brokers of the existing
provisions relating to the particulars to be specified in
prospectuses or advertisements soliciting deposits from the
public and to make it compulsory not only for the companies
but also for the brokers to disclose full particulars and
information about non-banking institutiorsconcerned while
canvassing for deposits.

(v) Enhanced penalties have been provided for

contravention of the relative provisions of the Act and

the directions issued thereunder to non-banking institutions.

AMENDMENTS TO THE COMPANIES
4CT,1956

3.18 The Companies (imendment) ict, 1974 has come into
force with effect from February 1, 1975. This Act has

introduced, inter alia, two new sections in the principal
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Act which empower the Central Government to regulate
acceptance of deposits by NBCs in consultation with the
Reserve Bank., Prior to the said amendments, the dcposite
acceptance activities of all types of NBCs - whether
non-finuncial, financial cr miscellaneous non-banking -
were regulated by the respective set of directions* issued to them
by the Reserve Bank #n-exercise of the powers vested under
Chapter IIIB of the Reserve Bank of India Act, 1934.
However, with the coming into operation of the said
Amendment Act, the acceptance of deposits by non-banking
non-financial companies from the public or from their
members is regulated by sections 58A and 585 and the rules

made in this behalf.

3.19 Section 58A stipulates, inter alia, that. the Central
Government may, in consultation with 3hc"héserve Bank,
prescribe the limits up to which, the menner in which, and
the conditions subject to which, deposits may be invited

or accepted by a company eithecr from the pﬁblic or from

its members. Bésides, no company can invite or allow any
other person to invite any deposit unless the invitation
for such deposits is in accordance with the rules nade
under the section and unless an advertisement including
therein a statement showing the financial position of the
company has been issued by the company in the form and
manner pfescribed by the rules. The section also casts

an obligation on the company to repay on or before April 1,
1975 the deposits accepted in violation of the directions
issued by the ileserve Bank and those accepted in violation

of the rules, within thirty days from the date of

* See Appendix VI
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acceptance or such extended time not exceeding thirty days
as may be allowed by the Central Government. It has also
been provided that deposits accepted in conformity with

the Reserve Bank directions shall be repaid in accordance
with the terms of such deposits unless renewed in accordance
with the rules. The section further prescribes deterrent
penalties for non-repayment of deposits accepted in
contravention of the Reserve Bank directions or the rules
and also for invitation or acceptance of deposits in
contravention of the rules. In terms of section 58B,

the provisions of the principel iAct relating to a prospectus
shall, so far as nay be, apply to an advertisement referred

to in section 584 ibid.

3420 Pursuant to the said section 584 read with

section 642 of the Companies ict, 1956, the Central
Government has made rules called the Companies (acceptance
of Deposits) Rules, 1975 which have been brought into force
with effect from February 3, 1975. The rules broadly
follow the pattern of directions issued by the Reserve Bank
to non-financial companies*, The salient pcints of
difference between the said directions and the Tules and
our suggestions for further amcndment of the rules in the
context of our recommendations are indicated in the

next chapter.

3.21 With the coming into operation of the Companies
(Acceptance of Deposits) Rules, 1975, an element of
dichotomy has been introduced in this regard inasmuch
as the acceptance of deposits by non-banking non-
financial companies is regulated by the said Rules by
the Company Law authorities whereas the regulation of

deposit-acceptance activities of non-banking financial

*gee cclumn 2 of .appendix VI
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companies and miscellaneous non-banking companies is the
responsibility of the Reserve Bank. The question of
co-ordination between the two authorities in the exercise of

their powers in this regard is discussed in Chapter 7.
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CHAPTER 4

NON-B.i:NKING NON-FINANCIAL COMPANIES

INTRODUCTION

4.1 In this chapter, we propose to deal with the various
aspects of the deposit-acceptance activities of non-banking
non-financial companies. Deposits with non-financial
companies® accouat for nearly two-thirds of the total
deposits held in the non-banking corporate sector. The
term "non-banking non-financial company" had been defined
in the Non-Barking Non-Financial Companies (Reserve Bank)
Directions, 1966, to mean any company which is not a hire-
purchase finance, housing finance, insurance, investment,
loan, miscellaneous financial, mutual benefit financial,
stock exchange or stock-broking company. In other words,
2ll companies which were not financial companies were
treated as non-financial companies far the purposes of the
directions. We propose to treat the term "non-financial
company" in the same connotation in which it had becn

used in the directions referred to above. In popular
parlance, thc term "non-financial company" would cover
industrial, wanutocituring and trading companies.

DEPOSITS AS RESOURCES FOR
NON-FINANCIAL COMPANIES

4.2 In a2 broad scnse, there are five recognised

neans of raising finance by companies. These are -
(a) issue of equity and preference shares,
(b) issue of debentures - secured or clean,

(¢) borrowings from banks and other financial
institutions,

(d) issuc of comvertible bonds, and

(e) acccptance of depcsits from the public
(including directors, shareholders, c%c.) .,
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Of these, the first four are subject to varying degrecs
of ccntrol and discipline of authorities such as the
Controller of Copital Issues, commercial banks and/or
tern-lenlding institutions; the control takes the form
of prior. scrutiihy of the feasibility/viability of the
propogile, finer :ial position of the companies concerned,
ctc. In the casec of deposit—-acceptance, the directions
issued by the Reserve Bank or the Companies (Acceptance
of Deposits) Rules, 1975 regulate only certain aspects
cf the acceptance of deposits by inposing restrictions
cn the total quantun of deposits which may be accepted,
requiring the companies to disclose certain particulars
in their advertiscments, etc; there is, however, no
scrutiny of the financial position or the need-based
requirenents of the deposit-accepting companies by the

authcrities.

4.3 Regarding the justification for acceptance of
deposits by WBCs, it w~s ccntended before tho Group by
the varicus Chenbcrs cf Connerce and Industry as also
certaein othcr crganisations representing trade and
industry thot accceptance of deposits by ccmpanies to
supplciicnt vheir needs and requirenents of working
capital hes bech a traditional source of finance in
cur country. They were of the view that in so far as
thesc dep-sits promnote the basic purpose of inducing
larger savings and directing then  towards productive
activity, they serve the larger policy objcctive

of maxinmising production. It was further pointed cut
by then that deposits have played a preaoinent role
cven in the finnnecing of fixed assets in scne casecs
and that the tcxtile industry in Ahnedabad and Coinboatore

owes its prescent position to the financing cof the
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industry by way of dcposits taken from the publice. Certain
other advintages in regard to the acceptance of deposits
by non-financial comnpanies from the public stressed before
the Group are enuneranted below:
(1) Thc lenders get what the borrowers. paye.

The rcwar. for finencial intermediaries is elininated,
this being shiaredl by the creditor and the debtor.
The rosultin; higher rates of interest on deposits
enclurage savingse

(ii) The companies get easy and tinely credit at
rates lowcr thon. those cherged by banks.

(iii) The deposits find inmediate application;
production bottle-necks for want of liquid funds are
avolded.

(iv) Since deposits with companies have no money-
croating power, they will not have the effect of expanding

nceney suylply thriugh the pyramiding process.

4.4 It was stoated in the evidence submitted to the
Group that thc oncrmcus increase in tle cost of raw
natcrials cuce vo inflation in the eccnony, and the
inabilityp .f thc »anking systen to neet the entire credit
requirenents of the industry and trade, lecft nanufacturing
and trading conponies with no opticn but to mobilise
depcsite iy 2 big wey during the last few nonths,

i.e., fron about the niddle of 1974 cnwards, Due to

the restricticns on payment of dividends under the
Conpanies (Tenporary Restrictions cn Dividends) Act,1974,
the narket for new issues of equity capital has been reduced
to a statc of near paralysis and it is inpossible for
even prosperous companies with a good dividend record

to aucnent their resources by way of equity capital.
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The oarket for new issues of prefcrence capital has in
any case been supported during the last few years only
by financiel institutions. Furthemore, since the
tern-lending institutions are facing resource constraints,
long-tern bocrrowing is also beconming difficult. This
situcti.n has coincicded with a steep increase in the
rates of intecrest charged by the commercial banks on the
ncrnal berrowings for working capital purposes;

the requisite ancunt of funds is not available even at
high rates of interest of 16 to 18 per cent per ennun.,
It was pointed out to the Group by scveral-organigations
that in these circumstances the nmobilisation of deposits
dircctly from the public was relatively cheaper for the
conpanies and offered a way out of the current difficulties
of raising funds by other means. It was also submitted
that under ncrnal conditions, trade and industry would
ccnsider credit facilities from banks as a nore
dependable scurce of finance for mecting their require-
nents than raising finance by way of deposits, which nmay
pose prchicns of their ocwn. While banks could be
expected to be sympathetic in the recovery of their
advences, adverse working results cf a company in any
particular year due to circunstances beyond its control
nicht cause a scare ancng the depositors and there could
be a rush for repaynent of the deposits. Further,

the adverse working results would simulitnneously irmpair
the ability cf a company to borrow by way of deposits

by bringing down the aggrezate of its net owned funds,
thus naking it eligible cnly for a, reduced ceiling or
rendering it ineligible to borrow by way of deposits.,
However, it is only in such eventualities that the
conpany would be nore in nced of funds than when its

financial positicn was better,
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4.5 The oprosite point of view which was urged before
the Group by some organisations and individuals was that
mebilisation ¢f deposits by non-financial companies should
be regarded as urdesirstles In their view, such
mobilisnticn leads to a diversion of deposits from the
organised banking sector. Instances of such diversion were
cited betfore us. It was also stated that the funds so raised
were often utilited by companies for meeting margin =2
requircments stipulated by banks on their advances, thus
defeating the purpuse underlying the credit control measures.
Furthermore, it was contended that public deposits were
being used, particularly by trading companies, for speculative
hocarding of comrocdities, which caused inflationary pressures;
since the end-use of such funds cannot be easily controlled,
they are likely to be diverted into non-priority sectors and

used for unproductive purposes.

4.6 While the¢ arguments advanced for and against the
necessity and justification for acceptance of deposits by
non-financial companies have merits of their own, the
ecnsensus of opinion as put forward before the Group was
that the prcesent situation in which there has been a spurt
in thc soliciting of deposits from the pubtlic is an
abnormal one broughit 2bcut by a combination of temporary
factors. It is cvident that in the present abnormal
conditions in the ¢ conomy, non-financial companies

are, to some extent, not getting sufficient funds from
banks to meet their working capital needs. There is

also some forcc in the point made out by a few
crganisations that deposit mobilisation by non-financial

companies represents to some extent an activisation of
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icle cash. It would not, thercfore, be correct to regard
the entirce anount of deposits mobilised by NBCs as a

diversion fron bonks.

447 Lis rcgards its broad apprcach to the problens

posed by public deposits with non-financial conmpanies,
particilarly thce increasce in their nmagnitude recently,

the Study Group is of the view that neasures in regard

to these deposiis nust be desizgned to ensure the

cfficacy cf nonctary and credit policy and to avoid
Cisrupticn of the productive process, ccnsistent with the
nced to safeguard tc the extent possible, the depositors!
intcrests. At the sanc tinme, the ultinmate objective

should be to discouragze the further growth cf these deposits
and to roll then back gradually so that they would cease to
be a significent scurcec of finance for industry and trade.
In the shert run, scne tolerance of public deposits is
inevitablc, but care should be taken to see that the

interests »f dejositors are reascnably well protected,

4.8 Keceping:. the above objectives in nind, we nay now
turn t¢ coneider certain specific aspects of the rc ulation

of thesc depcsitse

SLFETY OF THE DEPOSITORS!'! FUNDS

4.9 The ncet inportant factors for ensuring the safety
of depositors! funds are the soundness of the company

and the quality and integrity of its managcnent.

The resulatory neasures governing acceptance of deposits
such as ceiling on the gquantun of deposits, requirenent

as to disclosure of relevent particulars in the advertisc-
nents scliciting deposits and in the application forms to
he filled in by the depositors, have becn conceived to

afford an indirect protection to the depositors
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by providing in-built safeguards and also tc enable the
prospective depositors to mike an assessment of the financial
position and management of the company with which they
intend investing their funds. Yet they are not a complete
answer in themselves in regard to the safety of the
depositors' funds. In this context, the Group gave
serious consideration to the question whether some sort of
insurance cover on the lines of the cover offered by the
Deposit Insurance Corporaticn in respect of d eposits with
commercial banks could be given in the case of deposits
accepted by NBCs. In fact, a suggestion to this effect
was canvassed by a good number of individuals/crganisations.
The Group is not in favour of the suggestion, partly
because the risks to be insured would differ widely as
between companies, some being in effect uninsurable, and
partly because it would be conceptually wrong to confer
on unsecured company deposits the same protected status
as has been conferred on bank deposits. A degree of risk
is an inevitablc concomitant of higher rates of iaterest
offered on company deposits. We have discussed these
aspects in greater detail in the next chaptcr while dezling
with the question of extending insurance cover to deposits

with financial companies.

PERIOD OF DEPOSITS

4.10 Under the directions issued by the Reserve Bank

to non-financial, fianuancial and miscellaneous non-.
banking companies respectively as also under the Companies
(Acceptance of Deposits) Rules, 1975, the minimum period
for acceptance of deposits is six months. Non-financial
companies have, however, been allowed to accept deposits

to the extent of 10 per cent of their net owned funds
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for a period of not less than three months for meeting
their short-term requirements, by way of unsecured loans
guaranteed by directors, depocits from shareholders, etc.,
with:~ th- ceil<: 5 o7 17 »2r cent in respect of such
deposits. One view put forward beforec us was that the
minimum period should be of a longer duration of, say,

even two years; such a step would encouragc a more carcful
planning of resources by companies, besides entailing

"a l1little more conscientious judgement" on the part of
depositors. It was further urged that this would cmphasise
the fact that acceptance of short-term deposits must
essentially remain a function of the banking system.

While the abowve arguments are prima facie wvalid, in our
view, deposits should be used only to meet the short-term
working capital requirements of non-financial companies
and the prescription of a longer minimun period would
induce the borrowing companics to invest such funds in
fixed assets. It may be added that most of the respondents
agreed tnat deposits accepted by NBCs from the public should

be used only for working capital purposcs.

4.11 Another point which may be noted in this connection
is that under the directions issued to financial and
non-financial compenies as they stood prior to January 1,
1973, the nininun period prescribed for acceptance of
depcsits was twelve months in the case of all types of
conpanies except hire-purchase finance and housing
finance companies in whose cases the nininun period was
six ncnths, However, in view of the representaticns
received by the Reserve Bank that the borrowing conpanies
were put to an avcidable loss on account of payment

of interest on deposits held for a duration longer than
what was required for meeting their seasonal require-

nents, this ninirmvr r-viod was reduced with effcect fron
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January i, 1973 to six nonths in thecase of all types

of companies (and in the case of non-financial companics,
to a period of not less than three nonths in respect

of dcposits accepted by way of unsecured loans guaranteed
by directors, shareholders' deposits, ctc., up to

10 per cent of the net owned funds within the prescribed
ceiling of 15 per cent). We are, thercfore, of the vicw

that the status quo in respect of the nininun period

of deposits may be maintained.

4.,12 As regards the nmaxinun period of depcsits, it weas
ccntended before us that no ceiling should be prescribed
and that it should be left to the discretion of the
borrowing conpanies. We are unable to accept this
suggestion. As stated earlier, the finance raised by

way of deposits is in the nature of short-tcrm finance
for neeting the working capital requirements of ccnpanies;
as such, the naxinun duration of deposits shculd not,

in our view, exceed three years. Such a ceiling would be
desirable bcoth in the interests of the borrowing companies
28 also the depositors. While the borrowing companies
would, in the event of earlier maturity of the dcposit
liabilities, be vigilant to ensurc some liquidity of
funds for neeting their obligations, the dcpositors

would be able to plan their investnents to suit changing
conditions. This would also ensure that the funds raised
by way of deposits would neither assune the characteristics
of demand deposits nor those of long-term finence

obtained by other nmethods such acs by issue of debentures

or by way of term loans from financial institutions.

RATES OF INTEREST PAYABLE ON DEPOSITS

4,13 In the context of the rccent aggressive nobilisa-

tion of deposits by non-financial conpanies by offering
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attractive rates of interest, it was strongly. advocated

by a section of the bankers that thers should bc¢ a ceiling
on the rates of interest which NBCs could pay on the
depocits nccepta” - .aon and that these rates. should not
be nmore than 1¥Y2 to 2 per cent over thc intcrest rates
offered by banks on dcposits for corresponding periods.

It was pointed out that attractive rates of intcrest
offered by NBCs result in a diversion of deposits from the
banking systen or at leazct a flow of new deposits to NBCs,
which would have otherwise come to banks. According to
this view, since restraints on extensicn of credit as clso
¢n the rates of interest on depcsits arc placed on
connercial banks, it was not justifiable that NBCs shculd
have a free hand in the natter of the rates of interest offered by
then on deposits. A4 contrary view was expresscd to the
effect that thc divergent intercst ratcs, apart from verying
with the period of deposits, also reflect the distinct
characteristics of the companies and that cven banks nake

a distinction between the variougs classes of berrowers in

4.14 In considering the above points, it nny be noted
that if our suggesticn to precscribe a nmaxinun period of 3 years
for acceptance of deposits is implimonted, the intercst
rates offcred by non-financial companics on dcposits
wculd decline from the high levels presently offered by
then cn deposits of lcnger maturity. Also, since
interest rcceivedly adcpositor cn company depcsits is
not eligible for tax concessicns (vide paragraph 2.7),
the actual rcturn cn such dcposits to hina nay be

less than the ncninal rate of interest, the difference
depending on his tax status. ALncther peint which nmay be
ncted in this connecticn is the change nade by the

Finance Act. 1975. $» +»~ methcd of deducting tax at
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source. The previous position was that under section 194A
of the Income-tax Act, any person not being an individual
or Hindu undivided fanily was required to deduct incone-
tax at source from any interest (other than "Intorest on
gecurities") paid or credited tc any perscn resident in

Indie, where the anount paid or crecdited at any one tine

exceeded B 400. Tax-payers were found to circunvent

this provision by so arranging their affairs that interest
incone received by then at any one time did not exceed

Bs 400 by splitting up the depcsits or by receiving
interest at periodical intervals. With a view to plugging
this loophcle, the Finance sict, 1975 provides that tax
will be deducted at source fron such income where the
incone credited or paid ur likely to be credited or paid
to the payee in any financial year exceeds Bs 1000.
Although the possibility of circunvention of this
provision by spreading deposits over a number of conpanies
cannot be ruled out, it may have a disinccuntiwve effect

on the growth of deposits with ccdmpanies.

4.1%5 There is yet ancther aspect which has tc be taken
into account. Although the interest ratcs paid by
companies c¢n deposits are not controlled directly, they
generally vary within a range between the maxinun

rates of interest allowed by banks on deposits and the
Dininun lending rates charged by banks depending on

the financial position, management and reputation of

the company concerned, [_The interest rates on public
deposits offered by NBCs currcently (May 1975) vary fron
9¥2 to 12 per cent for cne year, 10 to 13 per cent for
two years and 11 to 16 per cent for three years and over,
with deposi$floans from shareholders or enployees carning

generally Y2 per cent mcre_7. In fact, the rates
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of interest allowed by banks act as a barometer for the
rates offered by NBCs. Even if we were to suggcst
ceilings on rates of interest to be allowed by NBCs on
their deposits, such ceilings could be circumvented by
companies by offering other incentives such as prizes,
bonus or even cash compensation through brckers or
otherwise, In fact, one of the brokers who tendered
evidence before us stated that out of the commission of
2 per cent received by him from companies, he has been
making over ¥2 to 1 per cent to the depositors in cash

by way of an additional incentive.

4.16 In the Finance Act, 1975, a provision has been
made for the first time to the effect that 15 per cent of
the expenditure by way of interest paid by non-financial
companies on deposits received from the public will be
disallowed in computing thcir taxable income. This will
put up the cost of deposits accepted by non-financial
companies., If, therefore, it is considered that thc
higher rates of intercst offered by non-financial
companies on their deposits adversely affect the structure
of interest rates in the economy or the monctary and
credit policy laid down by the authoritics, the sclution
would appear to lie in similar fiscal measurcs intended
to make borrowings by way of deposits more costly and
less attractive as a source of finance. In any case, one
of the main objects of the suggestion of prescribing
maximum interest rates payable on deposits by non-banking
non-financial companies, viz., to keep the quantum of
such deposits within reasonable limits, will beo

served by our recommendation (see paragraprhs 4.36 and

4.37) for fixing ceilings on such decposits and their
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reduction over & pericd of time. Such cecilings on

deposits would also indirectly hclp in protecting the

dcpositors' interests.

4.17 Taking an overall view of thc nmatter in the
context of the present circunstances, the Group is not
in favour of prescribing any ceiling on the rates of
interest offercd by non-banking non-financial conpanies
on deposits received from the publice

NORMS TO BE PRLUSCRIBID IN RESPECT
OF CAPITAL REQUIREMENTS, BORROWINGS, ETC.

4,18 The requirements of non-financial conpanies by
way of capital, borrcwings, etc.,would vary fron industry
te industry depending on the nature of the industry and
other relevant factors. Morcover, the terms of reference
of the Study Group set up by the Reserve Bank undcr the
chairmanship of Shri P.L. Tandon for exanining the
varicus aspects relating to fcllow-up and supcervision

by banks of the credit cxtended by then, inter alia,
require the Group "to suggest criteria regarding
satisfactory capital structure ond scund finnncial basis
in relation to borrowings" and also "to nake reccomenda-
tions regarding the sources for financing the nininun
wcrking capital requirements's We do not, therefore,
propose to dcal with these aspects so far as the
non-financial companies are concerned; cur recomnendations
in regard tc financial conpanies arc given in Chapter 5.

ASSESSMENT OF CREGDIT REQUIRIMENTS OF
NON-FINANCIAL COMPANILS BY BLNKS

4.19 The present practice in rc:;ard to banks taking
into acccunt the quantun ¢f fincnce raised by companies

by way of deposits while asscssing their overall credit
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requirenents is not uniform. Some bankers cintcended
before us that they did take into account the quantun

of depcsits at the tine of sanctioning the credit linitse.
Others gave us to understand that it was neithcr

feasible nor practicable to cdo this becausec there was
nothing to prevent a company frcnm raising cdeposits after
the credit limits had hecen sancticned by the bank, We

are unable to appreciate the force of the latter

argunent. In our view, a2 lending bank should invariably
take into account the quantun of dcposits rcceived by the
borrowing company while sanctioning/renewing credit
facilities to it and also stipulate that the borrowing
conpany should advise the bank about the quantun of
deposits proposed to be raised by it; when such deposits
are in fact raised, the lending bank should nake necessary
adjustnents in the credit linits sanctioned to the ccmpany.
Such a step would go a long way in enforcing financial
disciplinc on thc borrowing conpany, besides being
conducive to a hetter enforcement of the credit policy

laid down frcn tinme to time by the Reserve Bank.,

4.20 fncther view which was expressed before us in

this connection was that companies may be allowed to
accept depusits only up to the limits to be deternined
and specified by their bankers when they work out
periodically the overall financial requirenents of the
ccnpanies. We are unable to accept this suggesticn

as it would be tantanount to vestini the comnmercial banks
with the indirect authority to reculate the deposit-
acceptance activities of non-financial companies. Further,
acceptance of this suggestion may creatc am inpression
that the bank concerned vouchsafes the financial
soundness of the company and its ability to repay the

deposits cn maturity.



MAINTENANCE OF LIQUID ASSETS

4.24% In cvr view, liquidity of at leas*t a pcrtican of

a co-yany‘s funds for meoting the liabilities to dcpositors
as ond vhen the deposits matire Zor repayment is one of
the inportant factors which a cozpany has o take iato
account; for this purpose, the borrowing compzny should
rlan its depnsit-acceptance ir such a manner that the
naturity patterr of deposits dces not cast an urndue
pressare oun it at any point of time. Waile some of the

reprasentative organicalions agreed that due provision

0]

hould be rade by cownaniec to neet their naturing

=

iabilities in respect of depoegits, there were varying
opinions as to the manner in which thies could be doue.
One view wag that coupanies accepting depositvs nmey be
requirced to naintaia at 2ll tines a margin equivalent to
5 per cent of the t1otal deposit liepnilities in the
drawing linivs available to them from their benkers.
Ancther view was that funde equivaleont %o &t lcast

5 per cant of ite total depositv lianilities should be
recdily evailable with & company in the foxn of liguid
assets to nect any ererzent situation that may ariscz,
On due consideration of the matter, we reconmend that
non-financial ccnpaniec should be required *te naintain
in current acccunts or ia  other depesit accounts

with s&cheduled barls free fror any charge or lien or in

unencunbered sccuriitiesc of the Central or of State

J

0]

Governnentsand nov carmarkcd for any specific purpose

s

or in other unencurbered seccuritics in which a trustee
is authorised to invest trust noney (such socurities
being valued at their nmarket wvalue #£or the time being)

or partly in such accountsor partly in such securities,

b

a sun which shall not be lea- than 10 wver cent of their
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depcsit lisbilities maturing during the course of the
year. In naking the above recomnendation, we have
deliberately onitted "cash in hand" since unlike in the
case of banks, large cash balance in hand nay not be

necessary for non-financiel companics.,

LEGISLATIVE MEASURES

4.22 4s stated in the precedini; chapter, an element of
dichotony has been intrcduced in the natter of regulation
of deposit-acceptance activities of NBCs with the coning
into cperation of tihe Companies (Acceptance of Depcsits)
Rules, 1975, nade under section 58A read with section 642

of the Ccmpanies .ict, 1956, with effect from February 3, 1975.

4.23 We have exanined the aforesaid Rules, since the
terns of reference of the Group require it to cxanine

tke provisions of the Non-Banking Wcn-Financial Conpanies
(Reserve Bank) Directicns, 1966 in the sane nanner as
the cdirections issucd to financial and niscellaneous
ncn-banking companics vis-a-vis the terms of reference.,
Moreover, section 584 of the Companies ict, 1956
cintenplates the naking of rules for the purpose of that
section in ccnsultation with the Reserve Bank. The Group,
therefore, felt that its recomiendations relating to the
varicus aspects of regulation of deposit-acceptance by
non-financial conpanies under the Rules would be useful
to the Bank in discharging its advisory role and also

in the formulation of nonetary a2nd credit policy.

4,24 The provisicns in the Rules broadly follow
the pattern of the directions ocontained 1in

the Non-Banking Non-Financizal Companics (Reserve Bank)
Directions, 1966 which have since been withdrawn by

the Reserve Bank. The nmain points of difference have



been set out in .ppendix VII. The more important aspects
of some of the provisions in the Rules have been examined

in th. following paragraphcs.

EXEMPTION OF THE DEPOSITE RECEIVED FROM
SHARBHOLDERS O PRIVATE COMPANIES LND
DIRECTCRS CF ALL COMPANIES

4,25 Any money received by a non-financial company
from a person who, at trhe time of receipt of the money
was or is a director of the company, or any noney
received vefore April J, 1970 from persons, who, at the
time of *the receint of the money were managing agents

or secretaries and treasurers of the company or any
money received by a privete compeny from its shareholders
was exempt from the term "deposit" as defined in the

/vide

relative directions issued by the Reserve Bank.
paragraph 2(1)(£)(vii)_/. However, such mrneys are no* se
exenpt under the Rules, Morecver; wnile clause (i) cof
snb-r:le (2) of Rule 3 stipulates 2 ceiling restriction

of 15 per cent of the aggregetie of the paid-up share capital
and free reserves in respect of cervain types of deposits
which include, dinter alia, deposits from the shareholders

of the company other than a private company, the use

of the words "any other deposit" in clause (ii) of

the said sub-rule, in the absence of the exemption

clause, would mean that deposits of directors as also

those of sharcholders of a private company would be

subject to a ceiling restriction of 25 per cent of the

net owned funds. In our view, deposits received Iron
directors of all companies as well as from the sharcholders
of a private conpany should continuc to be exempted

as under tne Reserve Bank's dirccticns so that there are

no restrictions on these persons branging in *their own

funds thereby incrcasing their stake in the business of
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the ccapany; in the case ¢f deposits rcceived fronm such
perscns, the questicn of safety of the deposits fron
the point of view o2f the public interest does not also arise.

PUBLIC UND5R SHCTICK 434 OF THD

COMP..NIES ..CT,1956

4 .26 Pursuant tc the provisions contained in section
434 of the Ccmpanies fLict, 1956, os zanended by the
Conpanies (umendment) act, 1974, which came into force
with effect from February 1, 1975, 2 private company,
irrespcctive cof its paid-up share capital, becomes a
public company, if such conpany has an averrge annual
turnover of nct less than rupees vne crore over a period
cfthree consccutive financial years or where nct less
thian 25 per cent of the paid-up share capitzl of a public
cuanany, huving share capital, is held by a privete
cuapany. In view of these provisions, the concession
available to private compenies under the raules in respect
of acceptance of deposits from the shareholders without
any ceiling restrictions, would ve denicd to such of the
private conpanices as are dcened to be public by virtue of
the aforesaid secticn 43A. Private companies are units,
whose shares are usually held by persuns within a limited
periphery, either related to or otherwise known to the
pronoters or directors of the companies concerned.
18 such, thecre is no reason why private companies should
not be 2llowed to acceps depcsits without any linit
from their shareholders, especially when the share-
holders keeping deposits have tc make a declaration
under the Rules that the anounts are not being depousited
cut of the funds secured by them by borrowing or

accepting depcsits fron any other person. In any cvent,
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the number of shareholders in the case of private
ccnpanies cannot exceed fifty. and if it does, the
comnpanies concerned cease to be private companies and the
applicability of the said secticn would not arise.
Moreover, the gquestion of safety of deposits from the
point of view of public interest would not, by and large,
arise in such cases., Scction 434 ibid is in fact a
"deening” provision and the nature of relationship between

a comnany and its shareholders will not, inso facto,

change by virtue of the operation of the section. Ve,
therefore, recommoend that the deposits of shareholders
of private compenies deemcd to be public companies by
virtue cf gsection 434 of the Companies Act, 1956 should
be given the s=zme treatment as those of sharehclders

of other private companies, as recounended in the

previous paragraph.
EXEMPTION IN CASES OF H.iRDSHIP

4,27 Clause (ii) of sub-section (7) of section 584 of

the Conpanies Act, 1956 provides that ncthing contained

in that section shall apply to such other company as the
Central Governnent =2y, arfter consultation with the Reserve
Bank, specify in this behalf. This provision does not
appear to empower Governnent to grant limited exemption

in favour of a non-financial coc»nany when the need for
such exemnpticn arises. Neither is there any other provision
in the Actwor in the Rules, on the lines of paragraph 14

of the Non-Banking Non-Financial Companies (Reserve

Bank) Directicns, 1966,under which the Government could,
for avoiding hardshipn oijggy other just and sufficient
reason, grant extension of time to comply with, or exenpt
any conpany or class of compenies from, all or any of

the provisions of the Rules either generally or for

any specified period and subject to such conditions as
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the Governument may impose., We feel that Government may, by
suitably emending the .ict, assume powers in this behalf,
since unqualified complience with the provisions of the

rules nay not be possible for all companies at 21l tines.

INTER-CCOMP:LNY TEPOSITS

4,28 In terms of sub-clause (iv) of clause (b) of Rule 2,
the term 'deposit'yas defined in the clause, does not
include any anount received by a company from any other
conpany. It was contended before us that if inter-company
deposits are exempted from the purview of the rules, it
would give rise to malpractices, since a company, whose
financial position peraits acceptance of deposits, might
accept deposits and then divert them to another company
which nay be in nesd of funds and whose financial position
does not permit acceptance of deposits either due to the
ceiling limits already having been reached or due to
losses having been incurred in its working, thus putting
the interests of the depositors of the former company

in jeopardy. While there is some force behind this
argunent, we feel that inter-comp~ny deposits nay be
exenpted from the purview of the definition of the tem
"deposits! subject to certain conditions. It may be
pointed cut that when new ventures are started, it is not
unusual for financiel institutions to stipulate that the
pronoters should bring in a specified portion of the

funds of their own for financing the projects. In such
cases, if the capital market is shy and/or the capital
raised by the anew company is in conformity with the usual
norms having regard to the nature of the industry, the
pronoters, in order to comply with the stipulation of

the financial instvitutions, :zay advance nonoys by way

of deposits from their coupanie¢s which are in a position
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to lend from their surplus rescurces to the company which
starts new projects. Since inter-company deposits thus
heave a promoticnal role to play, it would not be desirable
that this exemption should be totally withdrawn. However,
the relative provision in the rules may be suitably
anended to the effect that the exemption in respect
of inter-company deposits would be adnissible only where
the reclpient ccmpany is a new company, i.e., a company
which has not gone into commercial production, and also
does not accept any deposits on its own fron the public.
In other cases, it*ﬁé§”§2521?$d€3¥§éfE%E?fiﬁgﬁiz;ﬁAng Tear%&ik
conpany shculd obtain the prior approwval of the
Central Governmient. bofowe keeping Gepeshte wivth
SAGTROY OURPIYS

DeiLERSHIP DEPOSITS

4.29 Any anount received by a ncn-financial ccnpeny
by way of security or as an advance from any purchasing
agent, selling agent, or cther agents in the course of,
or for the purpcses of, the business of the company or
any advance received against orders for the supply of
goods or properties or for the rcndering of any service
is exempt from the term 'depoait'! under sub-clmise (vi)
of clause (b) cf Rule 2. Of late, the propriety of
exenpting such anounts from the purview of the term
'deposit! has becime a subject matter of controversy.

4 view has been expressed that the provisions of the
rules regarding ceiling restrictions, etc., could be
circunvented by companies by accepting noncys under

the guise of security/dealership deposits.

4.30 The Reserve Bank had recently called for
particulars from certain conpanies holding security/

dealership deposits of Rs 10 lakhs and above with a view
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to examining the matter in depth. TFrom the information
furnished by them, it was observed that companies had
generally received such deposits to cover, in part,
financial risks involved in the due performance and
observance of the terms o%?ggreements entered into with
the agents. The cmount deposited was either a fixed
amount or it varied according to the extent of the
purchasesmade by the dealers. One of the terms of the
deposits usually provided that in the case of default in
payment, the depogits were liable to be adjusted against
overdue bills; on termination of the agency,

these deposits were liable to be refunded after making
necessary adjustments. The rates of interest allowed
on such deposits varied from 3 to 13 per cent per annum.
In the case of certain companies, no interest was
allowed on thesc deposits. Some companies had also
taken money from various customers/stockists, etc.,

as advances/trade deposits against orders placed/goods
supplied to augment the funds for working capital.

By and large, the deposits appeared to have arisen out
of business transactions and no abnormal features were
noticed to conclndec that dcposits, other than
'dealership' depcsits, had been ireluded under that

head with a view to taking advantage of the exemption.

4 .31 In view of the foregoing, we feel that while
circumvention of the provision cannot be altogether
ruled out, cases of this type will be rare.

Further, the aggregate zmount accepted by way of
dealership deposits by companies is also not sizeable.
As against a total amount of deposits of RBs 480.8 crores
with non-banking non-financial companies or Rs 691.8

crores with the non-banking corporate sector as on
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March 31, 1972, the amount raised by ccapanies by way
of sceurity/dealership deposits was o0aly rs 30.5 crores.
Ordinarily, the amount of lecalership deposits is fixed
by the manufacturing companies naving regard 4o the
turnover of their products so0ld throuzh the aealers.
Another agpect is that some dealers may not be
able to offer bank guarantees for the required amount
since Dbanks may not give such guarantcec without
cash deposits being made with them. Since the dealers
keep such deposits cn their owan, having regari to the
profits that they wourld be able to make by saic of
manufactured goods, the question of safeguarding the
depositors' interests is not relevant in this case.
Hence, we do not tnink that there is any justification
for doing away with the exemption in respect cft
security/dealcrship dcposite which are accepted by
manufacturing companies as a ivraditional businees
practice.

L.EUPTION CF CONVAITIBLE DE3LNTURES,

BONDS FROM [HE PUEYIBYW CF THE TERM
'DEPCSIT!

4.32 The cxempted categories of cdeposits specifica
in Rule 2(b) do not include money received D7 issue
of convertible debentures/bonds ar.d such amounts are
subject ¢o the ceiling of 15 per cent of the net
owned funds of a2 company, as spccified in ciause (i)
of sub-rule (2) of Rule 3. It may bec mentioned in
this conncction thet under the directions issuzd by
the Reserve Bank to the non-banking financial as well
as non-financial companies in October 1966, which
came into force with effcct from January 1, *9¢7,
"any loansraised on terms invciving the Issue of
debentures issued by companies, whether they are secured

or not" were outside the purview of the ceiling of
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25 per cent of the paid-up capital and free reserves.
However, with effect from January 1, 1972, unsecured
loans accepted by companies against the guarantees of
directnvs, sharehclders' deposits, etc., were brought
within the purview of a separate aaditional ceiling of
25 per cent (since reduced to 15 per cent) of the net
cwned funds. ©Sinuvltanecusly, with the said amendment,
the Reserve Bank withdrew thc exemption then available
to ccmpenies in respect of moneysraised on unsecured
debentures issued by thew and such moneyswere also brought
within the purview of the same ceiling. It was felt that
the position cf an unsecured debenture holder was in no

that of
way different from[gny other unsecured creditor/depositor
of a company and, therefore, such borrowings through
the issue of dcecbentures hy a company shoulgigg kept within

a reasonable limit as a proportion of its net owned funds.

4:.33 In our view, while the bringing of mon®\ys raised
by issue cf unsecured debentures/tonds within the purview
of a separate ceiling as mentioned above was not unjustified,
the desirabiiity of exempting ncpeys raised by such issues
from the purview of the term 'deposit' merits consideration
particularly in the context of certain recent
developments. Suech debenturce/bondn with an option
to convert the whole or part of the amount into egquity
at a stated price during the spccificd period subject
to the terms and conditions of the issue stand on a
different feoting. The main advantageswhich these
instruments offecr to thc issuing company are:

(a) lower cost of financing since thc rate of

interest offered on such debentures or bonds is
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generally lower than that on conventional debentures;

(b) increased flexibility of capital structure; and

(c) broad-basing of the share holdings.
From the point of view of the investor, the investment
in convertible debentures/bonds besides ensuring a
return on his investment, gives him an option to convert
his holdings into equity shares at a later stage.
The period is usually so fixed as to giwve th2 investor
an idea of the company's future prospects after the new/
expansion project goes into full prcduvction. 4 person
investing in such aebentures/bonds invariably looks to
the general reputation and creditvorthiness of the
company, the character of its managcment ana the
prospects of ite future earnings. It would also be
pertinent to note that only companies with a sound
financial »nosition and reputation and progressively
increasing earning power can resort to this form of
borruwing, Convertible bonds, which in faci are o
deferred issue of share capital, are attractive because
of the inherent strength of the underlying equity of the
undertaking. Besides imparting =n additional strength
to the financial position of the issuing company, they
alsc cinstitute a convenient mode to financial institutions
to participate in the capital structure of companies
prcmoting new ventures. Thc cuestion of exempting
convertible dcbentures/bonds from the term fdeposit!
assunes acdded significance in the context of the
stagnant state of the capital market due to the
restrictions cn dividend payments and other factors,
another aspect vhich canrot be lost sight of is that
while public deposits are generally utilised by companies

for meeting their working capital requirements, borrowings
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by way of convertible debentures/bonds are utilised mainly
for the expansion/diversification of a company's business

in the same way as moneys obtained through secured debentures.

4.34 There are also other reasons for treating convertible
debentures/bonds on a special footing. In the first place,
the mancgement. of a company has to place the proposal for
their issue before the shareholders in a general meeting and
get their approval to the terms and conditions of the issue.
The company has, thereafter, to obtain the sanction of the
Controller of Capital Issues, if the quantum of the issue

is over the limit exempted under the Capital Issues (Exemption)
Crder, 1969. Under proviso (a) to sub-section (3) of
section 81 of the Companies Act, 1956, the company has also
to obtain the approval of the Central Government for issue
of such debentures/bonds and while determining the terms

and condgfigxg Ggsggﬁgént is required to have due regard to
the financial position of the compary, the terms of issue,
the rate of interest payable thereon, the capital of the
company, its loan liabilities, its rescrves, its profits
during the preceding fivec years and the current market

price of its shares, as per the provisions of sub-section (5)
of that section. DMoreover, the inherent strength or
marketability of such issues is generally indicated in the
willingness of financial institutions or brokers to
underwrite them. For these reasonc and also in view of

the fact that this type of financing strengthens the financial
position/equity base of an undertzking, we recomend that
corvertible debentures/bonds may be exempted from the term
'deposit' under the Companies (Acceptance of Depcsits)

Rules, 1975.
CEILINGS ON DEPOSITS

4.35 We mnay now examine the question whether it would

be in order to prescribe the ceiling in respect of the
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deposits which may be held by a company, as a proportion
of its paid-up capital and free reserves (less the balance
of accumulated loss, deferred revenue expenditure and
other intangible assets, if any) as contemplated under
Rule 3(2) of the Compznies (:sicceptance of Deposits) Rules,
1975 or whether any other norm in this regard would be
more appropriate. In this connection, it was urged before
the Group that the linking of the quantum of deposits to
the net owned funds of a company is not a wvery useful
criterion from the point of view of depositors' interests.
According to this view, the safety of deposits depends
not so much on the quantum of deposits that a company can
accept?in good management and prudent employment of the
available resources. Thus, even in a case where the
company is opercting wwith a relatively small amount of
public deposits, the interestsof the depositors may be
jeopardised if it is not properly managed: On the other
hand, it is equally possible that a company, despite

a high component of public deposits, would be in a position
to meet its commitments if its funds are employed
prudently. Hence, il was suggested that the extent

10 whirh n company might be pcrinittod Lo accepl deposits
should not be related to its net wortn but to a norm
indicative of sound financial management, such as
availability of assets which would be realised to meet

the obligations as they mature. While, froa a2 theoretical
point of view, there is some force in the argument put
forvard in support of a criterion for regulating the
quantum of deposits based on the ratio cf currcnt

assets to current liabilities as a substitute for the

.eXisting norm linked with the net owned funds, it will

n0t be practicable to relate the ceiling on deposits
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to a2 fluctuating and variable base. It was also argued
that a company which had borrowed moneys by way of
public deposits according to the ceilings prescribed under
the riles may find at a subsequent stage that due to
adverse working results, the quantum of deposits accepted
by it had exceeded the prescribed ceiling and it would
be required to bring dcwn its deposits in a situation
where it would be actually in need of further deposits.
However, the remedy in such a situation would be not to
encourage the company to raise deposits from the
public but to nurse the company by providing long-
term and working capital finance with the assistance

of banks, term-lending institutions and other expert
bodies, which would also be in a position to impose the
necessary financial discipline and¢ bring about desirable
nanagenent changes. We feel that all nmorms other than
that of net worth are of a fluctuating neture and even
the classification of some of the items which may te
taken into account for the purpose of deciding the
nature of the assets or the liabilities might turn out to
be controversial. On the contrary, the present norm

of fixing tho qguantim of depoaite in relation Lo 2
company's nct owned funds is, by and large, steady

in the course of the accounting year of a company and
also administratively feasible. We are, therefore,

of the view that the present criterion of relating the
quantum of deposits to the net owned funds of a company

is by far the most dependable in the circumstances,

4 .36 We now turn to consider whether the ceiling
linits presently in force are adequate or whether they
require any modification. &S pointed out earlier,

under the directions operative from January 1, 1967,

companies could accept deposits tc the extent of 25 per cezat
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of the paid-up capital and free reserves - subscugently
clarified as 25 per cent of the paid-up capital and

free reserves, as diminished by balance of accumulated
loss, if any. However, deposits in the form of
unsecured loans guaranteed by directors, deposits from
shareholders, etc. were exempt from the purview of the
directions. With effect from January 1, 1972, the

latter category of unsecured loans/deposits was also
brought within the purview of the term 'deposit'and

a separate ceiling of 25 per cent in respect thereof was
prescribed when it was observed that there was a marked
shift from conventional fixed deposits to the category

of unsecured loans/deposits of the type referred to
above, thus, indicating that the companies were abusing
the exenption which wazizzailable in respect of the
latter category of deposits., We understand that the
original intention was to bring this category of
unsecured loans/deposits within the then existing ceiling
of 25 per cent of the net owned funds in rcspect of the
category of conventional fixacd deposits; however, 2 separate
ceiling of 25 per cent was prescrihed because it would have
otherwise caused undue hardship tc companies which had
already accepted sizeable amounts by way of unsecured
loans guaranteed by directors, shareholders' deposits,etc.
Under the directions as amended, companies holding
deposits in this category in excess of 25 per cent were
required to wipe off the excess as on the date of

coming into operation of the ameniment in a phased
manner by April 1, 1975. This ceiling was reduced

to 15 per cent with effect from Januvary 27, 1975 and
non-banking non-financial and finuncial companies

having deposits of this category in cexcess of 15 per

cent of their net owned funds were rcquired to liquidate
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prize chits/lucky draws/savings schemes as also those con-
ducting conventional type of chits which are governed by

the Miscellaneous Non-Banking Companies (Reserve Bank)
Directions, 1973 and which have been allowed time upto the

end of September 1976 to wipe off any excess of the guaranteed
loans, shareholders' deposits, etc., over the then existing
ceiling of 25 per cent are now required to bring down their
outstancings in respect of such unsecured loans within the

reduced ceiling of 15 per cent by December 31, 1976.

4.37 Notwithstanding the recent reduction of the ceiling
in respect of wunsecured 1loans guaranteed by directors,
etc., to 15 per cent of the net owned funds of a company
with effect from January 27, 1975, we feel that even this
reduced ceiling is somewhat on the liberal side. ©So far
as non~-financial companies are concerned, we are of the
view that in the context of the effective inplementation
of the monetary and credit policy as also for rcducing

the reliancc of these companies on this form of borrowing
which unlike other forms of borrowings, is no*t subject to
any financial discipline, the ceilings available to such
companies should be reduced further. With this end in
view, we recommend that the ceiling of 15 per cent in
respect of unsecured loans 5uaranteed by directors, share-
holders' deposits, etc., may be redauced by another 5 per
cent with effect from January 1, 1977 and the balance of
10 per cent may also be completely withdrawn with effect
from January 1, 1978. Thereafter, non-financial companies
nay be allowed to borrow all types of deposits (whether
by way of conventional deposits cr unsecured loans guar-
anteed by directors, shareholders' deposits, etc., con-
templated under the existing two ceilings) within the

overall ceiling of 25 per cent of their net owned funds.
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Companies holding unsecured loans guaranteed by directors,
shareholders' deposits, etc., in excess of the limit con-
sequent on the reduction of the ceiling, way be given one
vear's time from the date of coming into operation of the
respective amendments for regularising the position. Ve
expect that the total withdrawal of the ceiling in respect
of unsecured loans,etc.,with effect from January 1, 1976
would allow sufficient time to the compznies to adjuct
their financial needs by widening their capital btase and/
cr finding alternative sources of finance fcr meeting

their requirenents.

SECURED DEPOSITS

4 .38 In terus of Explanation 1 to Rule 3, 'deposit' fox
the purpose of that rule shall not include any loan secured
by the creation of a mortgage, charge or picdge of any orf
the assets of a company or part thereof, if the amount

of such loan does not exceed 25 per cent of the market
value of the assets whickh constitute the security For the
loan. Such secured loans do not, therefore, come within
the purview of the ceiling restrictions. It vould,
however, be relevant to consider whether it is at all
desirable to create this category of 'sccuxrcd' deposits

so as to take them cut of the purview of the ceiling
restrictions prescribed under the ~ules. It may be noted
that, prior to the amendment of the directiornsissued *o
non-finencial and financial companiecs in August 1973,

poneys raised by such companies. on terms iavolvzing
mortgage, pledge, charge or lien o the assets were
exermpted from the term 'deposit'. It wes cbserved ilhat
companies were soliciting deposits througih advertisemocntis

without giving the particulcrs of their firnaacial
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position, management, etc., on the pretext that such
deposits were exempt from the purview of the directions.
With a view to removing this lacuna, the directions were
suitably amended effective frtm September 1, 1973,
whereunder loans and deposits received from the public
would be exempt only from the ceiling restrictions pro-
vided they are secured in the manner referred to earlier.
Companies accepting such deposits would, however, be
required to comply with the other provisions of the

directions relating to advertisements, returns, etc.

4.39 We are, however, of the view that the special
treatment given to 'secured' deposits is fraught with
dangerous consequences and the exemption granted to
such deposits from the ceiling restrictions should be
withdrawn for the following reasons:

(2) The fixed and other assets of a compauy ore
ordinarily charged by it to banks cor other financial
institutions for cobtaining credit facilities frouw vhew
and the creation of a further charge on such asssts on
the basis of their market value is not desirable from
the point of view of the depositors'! interests. If the

charged a
security/were to be enforced by[distross salc or other
wise, the sale proceeds may not be sufficient *to satisZy
the claims of the lending bank or financial institucsion
having the first charge and also of the depositors.
Thus, the security for the deposits would ultimately
turn out to he illusory.

(b) If companies are allowed to borrow by way
of deposits by securing them against tneir assets. it
would be tantamount to allowing a further ceiling lirit
to the companies besides the ceciling alrzady eavailablie
in 1cspect of deposits/unsecured loans under the Companica

(Acceptance of Deposits) Rules, 1975.
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(c) The rargin which may be available ia respect of
the assets charged to the lending bank /financial institu-
tion offers a cushion from the view—point of the safetly
of the depositors' funds. If, however, such assets are alco
charged to another category of depositors, the unsecured
depositors will be leftv with virtually no security whetsceves:
in case the company faces a financial crisis or goes into
liquidation.
4 .40 In view of the foregoing, we recommend total wiithdrawal
of the facility available to companies of receivirg 'secured’
deposits by suitably amending the relative provigcions.
Companies which have already raised deposits in this menrecr
may be allowed a period of three years froa the date or *le
coming into operation of the amendment for renaywrent of
such deposits or for regularising the position in any oth:zr

manner,

ADVERTTSEMENTS

4 .41 Sub-rule (2) of Rule 4 which specifies the varti-
culars to bc mentioned in the advertisements, rcguires =
company to furnish, inter alia, information aboul its

profits before and ofter making provision for tcx for the

three financial years immediately preceding the date of the

advertvisement.  Sub-rule (3) of Rule 4 prescribes tha* an
advertisement issued shall be valid onlyup te the end cof
the financial year in which it is issued and a fresh adver-
tisement shall be made in each succeeding Ifinancicl year
for acceptance of deposits during that financial year. I*
appears to us that the aforesaid orovisions would create
certain practical difficulties to companies. TFor exanmplie,
if a company's financial year ends on March %1, thea any

advertisement issued in that year will expire on that Jate
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and a fresh advertisement would be necessary on or after
April 1, for the succeeding year. If the company desires
to give an advertiscement say, on April 1, or soon thereafter,
it would be impossible for it to indicate the profits of

the company for the three financial years immediately

preceding the date of the advertisement as also thg dividends
declared in respect of the said years Liigg.clauégg[ag? of
sub-rule (2) of Rule 4/ since the requisite particulars in
this regard would be available only after some time when

the audit of the accounts is completed. We, therefore,
rccommend that the above provisions may be suitably amended
to allow a company to give the figures of profits for the
preceding three years in respect of which sharceholders have
passed the audited accounts. The period of validity of
advertisement may also be made to expire not at the end of
the financial year but six months after the clouse of that
year or such extended time as may be allowed by the Registrar
of Companies for holding the annual general meeting in terms
of the second proviso to section 1€66(1) of the Companies
Act, 1956.

4.42 Incidentally, it may be pointed out that under sub-
rule (1) of Rule 4, it is obligatory on every company
intending tc accept deposits from the public otaer than
from its directors, to issue an advertisement in 2 leading
English newspaper and in a vernacular newspaper circulating
in the State in which the registered cffice of the company
is situate. Since a number of companies restrict accept-
ance of deposits to their directcrs, shareholders and
employees, we feel that the compulsory issue of advertise-
ments in the case of these companies might cast an undue
financial burden on them. We, therefore, reccmmend that
the issue of advertisements by cocmpanies accepting deposits

only from their sharcholders and employees besides directors
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may not be made obligatcry. However, such companies may be
required to file with the Registrar of Companies concexncd

a statement, in lieu of an advertisement, containing particulais
vhich would have been included in the advertisenent; they
may also be requirsd to fumish the requisite particulars

in the application forms for acceptance or recnewal of such

deposits.

4.473 The nain intention in requiring companies soliciting
deposits from the public to furnish certain particulars in
their advertisements as also in the application forms for
acceptance or renewal of deposits is to enable the prospective
depositors to have a fair knowledge/asscessmeat of the business
cf the company, the character of its management and its fin-
ancial position. While the particulars reguired to be

given pursuant to sub-rule (2) of Rule 4 are fairly compre-
hensive, we fecl that a2 company skoiuld be reguired toc givs
some more particulars in the adveritisements and application
forms so that prospective depositcrs could have o clezrer
picture of its state of affairs cver a period ac alsc the
legal implications arising out of keeping deposits with it.
These are -

(2) a summarised balance sheet position of the
couwpany four the thice proceding accounting ycars [_T[‘-h'i.q may be
itens (i) to {v) of

prescrited in lieu of the particulars mentioned in/clause

(h) of sub-rule (2) of Rule 4, item (vi) of the clause

being given as clause (i) in sub-rule (2)_7;

(b) awmcunt of deposits which the company can
accept under the ccilings and the amounts actually receivec
as on a rccent dasve;

(¢) amount of overdue deposits other than uncliaimec:

deposits; and
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(d) a declaration to the effect that -

(1) the company has complied with th. provisions of
the Companies (Acceptance of Deposits) Rules, 1975;

(ii) compliance with the said Rules does not imply
that the repayment of the deposits is guaranteed by the
Central Government; and

(iii) the deposits accepted by the company are unsecured

ranking pari passu with other unsecured liabilities.

It was observed that the advertisements given by some
companies/their brokers pursuant to the Reserve Bank's
directicns contained legends such as "As per Reserve Bank
Directions", "Complied with the Reserve Bank's Directives",
etc., giving an impression to unwary depositors that the
companies were accepting deposits with the prior approval
of the Reserve Bank. In order tc forestall a similar
impression being given by non=financial comnpanies/their
brokers while advertising pursuant to the aforesaid Ruleeg,
a provision as in item (d)(ii) above has been suggested.

PROVISIONS RELATING TO PREMATURE REPAYMENT
OF DEPOSITS

4.44 In terms of sub-rule (1) of Rule 8, where a company
niakes repayment of a deposit after the expiry of a period
of six months from the date of such depcsit but before

the expiry of the period for which such deposit was
accepted by the company, the rate of interest payable by
the company on such deposit shall be reduced by one per
cent from the contracted rate and the company shall not

pay interest at any rate higher then the rate as so reduced.
With a view to ensuring that the provisions relating to the

evalflq a L na
premature repayment of deposits are mee with the

N
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directives issued by the Reserve Bank to scheduled commercial
banks (vide circular DBOD No.Sch.BC.66/C.347-74 dated July 22,
1974 as modified by DBOD.No.Dir.BC.4/C.347-75 cated January
14, 1975%), we suggest that where a company makes a repayment
of a dcposit after the expiry of six months frow the date of
deposit but before the expiry c¢f the period of deposit agreed
upon a¥ the time of deposit, the rate of interest payable on
such depocit shnll be 2 per cent lower than the relative

for which the deposit has run or is ahout
rate for the period nearcr to the completed year/to run. For
example, if a three-ycar deposit is prcmaturely repaid at
the end of 14 months, the rate of interest payable will
be the rate applicable for one- year deposit less .2 per
cent; if such depcsit is repaid at the end of 18 monthks,
the rate of interest payable will be as for a two-year
deposit less 2 per cent. We also recommend that a
provision may be made in the sub-rule that this compulsory
reduction by two per cent will not be applicable in the
case, of 2 deposit which is repaid before maturity in order
to comply with the Companies (acceptance of Deposits)

Rules, 1975.

4.45 Sub-rule (2) c¢f Rule 8 provides that in respect

of any deposit which ig repaid within periocds ranging
between fourteen days and six months from the date of
receipt, there shall he paid interest not exceeding the
rates specified in the said sub-rule. The proviso to the
rule also satates that nothing in that rule shall appliy
to a deposit, the terms and conditions of which provide
for carlier repayunernt of the deposit at the option of the
company and the depcsit is repaid earlier in pursuance of
such option. We arc not able to appreciate the significanoce
of the provisions Jjust referred. The underlying intention

of sub-rule (1) 1ibid referred to earlier is to ensure that

* See pp. 1265-68 of Reserve Bank of India Bulletin
Jaly 1974 and pp. 32-77 of Reserve Bank of India
Bulletin - January 1975
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ron-banking non-financial companies do not accept depcsits
for a period less than six months (except to a linited
extent - see paragraph 4.11). However, the effect of
stb-rule (2) of Rule 8 would be to allow comparies to

accept deposits for a specified period and then repay such
depceits after the expiry of a shorter pericd thus converting
time deposits into short-term/demand deposi’ts, the
acceptance of which is a legitimate function of banks.

Wc, thzrefore, recomriend that sub-rule {2) of Rule 8 as

also the proviso to that rule be deleted,

RETURN OF DEPOSITS TO BE FILED WITH THE
REGISTRAR

4.46 In terms of Rule 10, every company to which the
rules apply shall, in each year, file with the Registrar
of Oenpanies within thirty days from the last day of its
financial year, a return ccntaining ccertain particulars
specified therein. Since the financial years of ccupanie:s
differ, therec will be no uniformisy in the date with
reference to which the position of all companies in regaid
tc the deposit-acceptance activitlegs could be watched,
especially in respect of compliance with the requircnments
of the provisions relating to ceilings on deposite.s 1t
would rnot also be possible in such circumstanccs to nakoe

a conprehensive study of the quantun of deposits held by
non-financial conpanies at any given proint of time. Ve,

therefore, recommend that the particulars nentioned in

ot
oy
<D

Rule 10 nay be standardised in a prescribed fcrm on
the return in-

lines of/Forr D which had been prescribed under the

Reserve Bank directions issued to non-banking non-

financial conpanies; the particulars to be furnished by

a conpany inthe eaid retuom should be duly certified by

its statutory auditors and nay relate to a specified

aate, viz., March 31, of each year. which was also uvhe
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date specified in the Reserve Bank directions. Further,
the feasibility of auending Part I of Schedule VI to the
Companies Act 1956 requiring conpanies tc disclose the
regulated deposits as a separate iten on the liabilities
side of the balance Sheet may be exanined. This woculd cast
an obligation on the statutory auditcrs to verify compliance
by :canpenies with the ceilings on deposits prescribed under
the raules. With a view to enabling a qualitative study

of the deposits held in the non-banking corporate sector,
non-financial conpanies nay also be required to send
simultaneously a copy of the return to the Reserve Bank by
June 30, as had been provided in its directions. This
would facilitate carrying out of surveys of deposits held

by companies in thc¢ non-banking corporate sector.
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CHLPTER 5

NON-BANKING FINALNCIAL COMPLNIES

INTRODUCTION

5.1 NBFCs incorporated under the Companies Act,

1956 belcng to the species of what are commonly kmown
as NBFIs. In 2 very broad sense, NBFIs would include
even financial institutions like insurance companies,

Life Insurance Corporation of India, Unit Trust of
Indla, Industrial Development Bank of India, Industrial

Credit amd Investment Corporation of India Ltd.,
Industriel Finance Corporation of India eand Industrial
Reoonmtruotion Ooryoration of India Ltd., ae aleo

State Financial Corporations. But for the purpose of

our present study, the scope of the term is confined to
the types of financial companies cnumerated in clause

(p) of paragraph 2(1) of the Non-Banking Financial
Companies (Reserve Bank) Directions, 1966,which mobilise
gsavings of the community by way of deposits or otherwise
and utilise them for tho purpooc¢ uvf lending or inveolmant.
Thus the NBFCs thet we shall discuss in this chapter

are hire-purchase finance, housing finance, investment,
loan, niscellancous financial or mutual benefit financial

conpanies but excluding insurance, stock exchange or

stock~-broking ccopanies.,

MLGRITUDE OF DEPOSITS WITH NBFCe

5.2 The anount ¢f deposits with NBFCs as at the
end of March 1972 (the latest date for which data are
available) was Rs. 211 crores ané constituted about

one-third of total deposits of NBCs ( Table 5.1)
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TABLE 5.1 - GROWTH OF DEPOSITS OF FINANCIAL
COMPANIES DURING 1970-1972

(Amounts in crores of Rupees)

Type or March . 0 March 31,2197 March 31, 19%2

company No. of To%g%“ No. of Totall Ngtﬂgf- Total of
compa= Of de- compa- of de- coOmpa- deposits
nies posits nies posits nies re- and ex-
report- and ex-report- and ex- porting empted
irg de- empted ing de- empted depo- loans

positg* loans posits* loang slts*
Jire-purchase 112 17.5 137 22.7 140 51.5

Finance Com- (16.6) (12.7) (17.8) (15.2) (15.2) (24.4)
panies

Loan Companies ,165 67.1 179 86.2 216 84.6

(24.4) (56.4) (23.4) (57.8 (23.5) (40.D
Investment 179 14.2 205 16.0 208 17.3
Companies (26.5) (12.0) (26.7) (10.7) (224.7) ( 8.2
Companies (0.D (0.4) (0.D (0.3) (0.3 (0.3)

Mutual Benefit 64 13.6 63 15.0 65 15.8
Financial Com= (9.5 (11.4) (8.2) (10.0) (7.1) (7.5
panies

Chit Fund ,100 1.9 117 2,7 189 3.6
Companies {(14.8) (1.60 (15.2) (1.8 (20.5) (1.7)
Miscellaneous 5%5) 4.2 66 6.6 80 37 .6
Financial ( 8.D (3.3 (8.68) (4.4 (8.7) (17.8
Companies

Total 676 119.0 768 149.7 921 211.0

Notest 1. Figurcs in brackets indicate percentages to the
corresponding totals.

2. Loang obtained from foreign sources though treated
as depositsvpto the end of the year 1971, have
been ecxcludc? to fracilitate comparison of data.

* Includecs companies which have submitted returns
bnt do not hold deposits/exempted loans or other
rcceipts.

Source: Reserve Bank of India Bulletin - September
1973 €pp 7) and April 1975 (pp 235-246)
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Among the MBFCs, two types >f companies, viz., loan
companies and hire-purchase finance companies accounted for
about 65 per cent of the total deposits of NBFCs, the
propostion of deposits with the former to the tctal being
40 per cent and that with the latter 25 per cent. Although
figures after March 1972 are not available, it is fairly
certain that the number of MBFCs and the deposits with them,
particularly with loan companies and hire-purchase finance
companies, have continued to grow. While the magnitude of
deposits with NBFCs as compared to the deposits of commercial
banks may appear to be small, considering the absolute amount
and the large nurber of depositors involved as well as the
incidence of malpractices in these companies, effective
regulation of thelr activities merits careful consideration.

DISTINCTION BETWEEN

BANKS AND MBFIs

5.3 The distinction btetween banks and NEFls is mainly in
the nature of the liabilitice of the two and, to some extent,
in the structure of their asseis. While the liabilities
of comnercial banks usualiy consist of demnand and time
deposits, those of NBFIs 4o not ordinarily include demand
deposits, the mutual benefit financial companies, commonly
known as nidhis,belng notable exceptions. Since demand
deposits which are withdrawcble by cheque are considered
to be a component of ‘'money', it is the degree of 'moneyness'
of the ligbilities of the two types of institutions which
constitutes a major diffcerence between the two. From the
point of view of assets held, it may be said that commsrcial
banks hold a wide wvariety ranging from short-term and
medium-term t0 long-term credits and they also use various
credit instrumcnts like overdrafts, cash credits, bills,

etc. On the other hand, the assetic of NBFIs are more
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specialised. For instance, hire-purchase finance companies
confine thelr operations mainly to fﬁgazciﬁinggort operators
and consumer credit while housing finance companies make loans
for housing purpose. It may, however, be stated that the
difference in the nature of assets held by commercial banks
on the one hand znd those held bty NMBFIsg on the othor doces not
clearly demarcate the respective fields of the “wo because
commercial banks are also, of late, making advances in fields

like transport and consumer credlt, which were earlier

considered as out of their purview*.
RULE OF (BW¥Te

5.4 NBFIs like banks and other financial institutions act
as intermediaries between the ultimate savers and the ultimate
borrowers. The raticnale of their existence derives from the
faot that in an economy there are surplus unltc whigh save
and deficlt units which ars 1n need of such savings and a
mechanism is neceded t5 bring the two Yogether. &urplus
units (savers) can lend to the deficit units (borrowers)
directly. This, however, is normally inconvenienc to both
the savers and borrowers and is certainly not the most
efficient means of flow of funds between the units. With
the mediatinn of finaneial inekitntinsne, Lhoevre is a redu-
ction in the degree of risks invulved and therc 1s alsu

a more efficient utilisation >f thc resources in the

economy. Financial intermediaries can provide a more
cconomical service because of the economies of scale,

their professional expertise and thelr ability to spread

the risk over a largs number of units. Thus, their opera-
tions give to the saver the combined benefits of higher

return’ , lower risk und liquidity. The borroweis on the

* See the Report of the Study Group on Non-Banking Financizal
Intermediaries, Banking Commission (Government of India),
197" = paragraphs 2.2 and 2.3
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other hand also get a wider choice on account of intermedia-
tion of financial institutions. It may be of relevance to note
that while the loans granted by commercial banks are, by aud
large, for industrial, commercial and agricultural purposes,
those granted by NBFIs are generally for transvcrt, trading.
acquisition of durable consumer goods, purchase aand repair

of houses or just for plain consumption. Since their acti-

vities are not controlled by monctary authcrities to the same
extent as those of commercial banks, ‘he crcdit extended by

NBFIs may not necessarily be in consonance with national

objectives and prioritics.

5.5 As stated earlier, the major function of financial
intermediaries i1s to transfer the savings o0i surplus units

to deficit units; hence,they can play a useful role in the
economy of the country. To the extent that they help in
monetising the economy and transferring unproductive financizl
assets into productive assets, they contribute to the
country's economic development. In faci, the nature and
diversity of financial institutions therselves have become

nensures Of econormic development of 2 countrye.

APPROACH TO THE PROBLEM

5.6 Most of NBFCs are institutions whose functioning
in the mobilisation of deposits and investment of fundes

by way of advances or otherwise is akin to banking. The
neccssity of determining the nature of controls which
could be imposed on these companies for the purpose of
better enfcrcement of nmonetary and credit policy of the
country as also for affording a degree of protection to the
interests of derositors, has assumed added significance
due to the reported progressive deterioration in the
nmanagenent and financial position c¢f certain financial

companies and their ultimate failure. On the basis of th

information collccted by the Gwoup during the course of
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its discussions with individuals/representatives of
organisations at various centres, the study on the finance
and chit fund companies in the Delhi area conducted by the
Econonic Department of the Reserve Bank and the data nade
available to the Group by the Department of Coupany Affairs
of the Govermment of India, the failure of such finaneial
companies could be nainly attributed to one or more of the
following factors:

(i) non-viability of the companies due to the smallness
of their operations;

(ii) inadequatec capital base, paucity of liquid funds and
heavy reliance on pvorrowed funds;

(iii) dishonesty and lack of integrity of the proaoters
and directors in the managenment of thc conpanies;

(iv) grant of unsecured advances to directors or their
relatives or the firms in which they are intercsted
at noninal rates of interest or even without
interest though funds might have been borrowed by
way of deposits or otherwise at high rates of
interest;

(v) extravagant establishnent expenses on items such as
naintenance of luxurious office praaiscs, publicity,
paynent of high salarics to scnc of the nembers of
the staff out of proportion to the turnover or
ragnitude of the company's business; and

(vi) perpetration of frauds either Ly nisappropriating
the noneys received by way of deposits and not
accounting then in the books of accouvnt or by naking
advances in the names of fictitious parties.

From the foregoing, it would be evidcnt that if such
deficiencies or nalpractices in their working arec to be
pininised,if not elininated, it would be necessary to
devise stricter types of contrcls on the deposit-acceptance
activities of the companies and to regulate other aspccts
of their nmanagement. Also, the nature of controls should
be such that tne weaker units could be weeded out, and
where neccssary, stronger units could be formed by nergers.
Further, the regulatory neasures should cnsure that the
functioning of the conpanies dis broadly in tune with the

national objectives and prioritics and is not detrinental
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to the interests of the depositors. In short,

NBFCs should be subjected, by and large, to
the same typc of controls as banks under the Banking

Regulation Act, 1949.

5.7 In the course of discussions which the Group had
in Bangalorce with certain individuals (including an
association rcpresenting depositcrs), it was represented
that the 'Finance Corporations' operating in Bangalore
and other places (which, being partnership fims with a
capital investnent of less than Bs. 1 lakh or sole
proprietorships, are not presently covered by the regulatory
neasures of the Reserve Bank) accept deposits fren the
public out of all proportion to their owned funds and invest
the funds in the ventures of the choice of the partners
which cover such activities as film production, hotel
business, construction and the usual manufacturing and
trading activities. A najar portion of their funds is
reported to have been invested in the construction of
inposing buildings. Such build ings which also house the
offices of the corporations concerned create a favourable
inpression in the minds of the gullible public and they
are often led to keep deposits with these corporations.
On the other hand, the corporations are tenpted to borrow
to the hilt and TIock up the funds by investing then in
illiquid and risky asscts., If for any reason, the business
cones to a standstill, as recently happened in the case of
one finance corporation, the depcsitors becone the ultinate
losers. It is gathered that the partners in sone corporations
in practice consider the deposits as their share in
proportion to their contribution and use or lend the
forner in any nanner they decen fit. It was, therefore,
sugge sted that regulation of their activities by
inposition of a ceiling on borrowing and also the namer

of utiiisation of funis was nccessary,
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5.8 As regards drirging the activitics of the zbove
vypes c¢f firms within the.ambit of the regulatowry necsures,
it may be nentioned that Governnent has alrcady taken o
decisi~ra to prohibit acceptance of deposits by «all
‘'mincorporated non-banking institutions and legzislative
neasvres to give cffect wo this dceiizicn are on the anvil,
when the accessaiy legislation i3 enacted, the finance
corporations will ecither have to stop acceptence of derosits

cr» convert themselves into corporate vodies.

2.2 Beforc we proceed to meke detailed recommendaations
osn the regulation of NIFCsy, it would ©be useivd 1o point oud
a special aspect of the problem, viz., links betwecen

financial companics and comnerciali banks.

5«10 In advanced countries like U.K. and U.S5.:2.,
existence ¢f a substantial non-banking cecto:r hac not
caveed a major problem tc the monetarsy auvvhorsities partly
beczuse all nor-banking institutions. Including financial
irtermediaries, are dencadent vpon the comlacreiszl banking
systen or have other lirks with comizercial banks with the
result thot monetary and crcdit policy can be effecvively
cnforced ihrough the cort:cl of commercial banks and partly
because independent Legislatiorn for dezling with institutions
like building socicties, house nmortgage corporations,
hire-purchase finance comparies, trustee savings banks

and mutuel benefii societies, l1zs been enacied end is being
enfecrced in accordance with the ro;vlations vhich go into
considerahle Cetail, dowever, excepgt in the case of
certain svecialised institutions like Unit Trust of

India, Izdvstrial Finance Corporation or State fuinancinl
corporations, there is no comprehensive legiclatiorn in
India o0 ccver thac activities of various trypes of Iinauncial

intermediaries®,

*pAr Act {Hire=Purchace Act, iS72) hus beer pacsed by
Parliament but has neot jec¢ becn brought into force
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5.1 As a result of the implenmentation of our recomenda-
tioua and enacwment of comprchensive legislation*, it pay

te exypectcd that financial conpanies would, in Aue course,
energe as streng and viable units. This process will bve
Facilitated if the activities of financial coppunies cauld

be linked with <hose o comworc*a} bankse. Such liaking

could be csteblished by the banmafgffering refir.ence facilibsien
to th e Financial companics on a selective nasis in xecspect

of hirc-purchase, housing and/or other fields which fall

wicnhin the priority or neglected sectors, If these linlke

cre escablished, baanks could iritially subject the borrowing

m

connanies %o Tiazncial disciplire and Might even appoint their

noninees ou the Roerd of Directors. The dovstailing of the

ctivitier of the financial conpanies with those of banks
wowid no¥ only enzure better safety of the depositors' funds
but would alsc rfaciliitate betier direction of the monctaxy
and credit noiisy by the heserve Baank cntoresd vhrough

cormiercial banls,

NATURE OF RBREGULALTION

5.12 In order vo decide upon the acture .of regulation
of NBCs, it would bec desirable to nalke a distiacvion belwocen
financial conpanies which are run purcly on cormercial
considerations such as hire-purchase finance, housing
firance, investnent, loan and niscell ancous firazcial
conpanies on the one hand and conpanies which arc

for the mutual bonefit ¢f their nenters, viz., conpanics
conducting onlv conventional type of chits and ausual
benefit Tinancial companies (nicdhis) actified by th=2
Central Governnent under section 6204 of the Conmanice
Act, 1956, Having regard to the nature of opcratione and
clientcle served by the latter category of companics

wihich function purely ian the nutusl iuterest of tliei:

* Sée paragraph 5.50
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rernbers, the naiturce of controls on then need not be the

cam2 &5 in Thc casce of the former category of conpanies.

5.12% Iv ney be stated ir this comrection that
subecrintions received by companies Gowards conventional
tyne of cbit schemes conducted by them ore ezciuted fron
e purview of the tero 'deposit' in terms of sib-clause
(i} of cleusge (4) oY paragrapia 37%1) of the Miscellaneons
Non~Barking Goupanies (Reserve Baax) Dircecctions, 19733
as such, only deposits accepbted by these companies cone
within She purview of the sbove directicas. Hovever,
we have recomaended in the next chapter¥ thei aczentance
cf depcsits by chit fund institutions other theau depositu
kent with then by subscribers as acvance payincr.t of
subscriptions or by prized subscribers br way of security
Zor paynent of their future insvalnents, siould be prohibitved

under the proposed legislation regulating chit iunds.

i As regerds nidhis, any noney receivel by then rron
trheir .enbters is excluded frorthz purvicw of the tam
'deposit’ in terms of sub-clausc {viii) of clausz (f) of
paragraph 2(1; of +the Non-3enking Financial Conpanics
(Feserve Raank) Direcetinons, 196A. Tn other womds, depnsits
reccived oy such conpanies fron their nmenbcers arc execapt
fron the restrictions contenplated by the directions such
as nerica of devosits, ceilings on the quantun of deposits,
»3%c. Those ccopanies have a restricted clieatele and
thcir Wusiness 15 also run generaily in a ccaservaetive
ranv.er. Sincce toce performance of nidhkis is, by 2ard lorge:

sazisfactory, we reccrmend that the statws guo iw respecy

cf these conpanies as obtaining under tinc proesens dircecticns
nay be raintained. Thus, except as otherwise specifically
ste4ed, the sccpe of our recoanendations in regard to

firancicl conpanies will not extend %o nidhis,

H Spa naracranh $.18(041)
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5.15 In Chapter 4, we have analysed the conflicting view-
points in rcgard to the deposit-acceptance activities of
ncn-financial conpanics presented before us in the course

of th¢ discussions with certain individuals, represcntatives
of Chanmbers of Commerce and Industry, etc. and also in the
written nmemoranda subnitted to us. Much of the evidence
tendered before us related to acceptance of deposits by
non-financial conpanies whose vigorous drive for deposit
nobilisation has attracted considerable public attention.
Our observations and conclusions on the need for effective
regulation of acceptance of deposits by non-financial
conpanies apply with suitable changes to sinilar activities
of financial conpanies; hcnce only the brad distinguishing
features anc further elucidations where required, as also
our recormencations in regard to financial companies have

been given in the succeeding paragraphs,

SAFETY (OF DEPOSITORS' FUNDS

5.16 Unlike in the case of deposits accepted by non-
financial conpanies, which are used generally for their
own business, borrowed funds constitute the 'raw material'
of financial conpanies. Since these funds are utilised by
financial companies for the purposc of lending or investnment,
it beccnes imperative that the lending aspects of these
conpanics are also regulated with a vicw to ensuring the
safety of depositors' funds to the extent possible.
Further, in view of the risks involved in recgard to the
advances nade by financial compenies, the quostion whether
their deposits should be covered by deposit insurance
schene assuncs added significance., It nay, however, be
pertinent to note that insurance cover was extended to
bank deposits after a lepse of nearly twelve years of the

bringing into force of the Banking Regulation Act, 1949.
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As a result of the enforcenent of the provisions of the Act,
the nethods of operation of comercial banks worc considerably
toned up and standardised; the process of weeding out weaker
units by amalgamation of units was also set in motion, which
led to consolidation of the banking system in the country.
It would, therefore, te obvious that bank deposits were
covered under deposit insurance scheme only after the
raticnalisation and consolidation of the banking system had
been achieved to a large extent. Further, the working of
commercial banks is under the close surveillance of the
Reserve Bank through inspections, obtention of the wvarious
statutory returns, prior approval in regard to appointment
of Chief Executive Officer, and nomination of directors

or. observers on the Loards of Directors of banks.

5.17 In the case of NBFCs, none of these factors is
obtaining at present. In the circumstances, before the
guestion of exterding insurance cover to financial
companies could bc considered, it will have to be ensurcd
that their methods of opceration are standardised, weaker
units are weeded out by amalgamation or otherwise and their
working is, by and large, put on sound footing. This can
be achicved only over o period of bLime by keceping a strict
watch over thec activities of firnancial companies through
inspections, etc. 1In any event, if dcposit insurance cover
were to be extendcd to deposits of non-banking financial
companies, it would obviously result in a large scale
diversion of deposits from the banking to thc aon-banking
sector, in view of the neutralisation of the risks involved
and the better retum by way of interest on deposits with
financial companies. This is not a desirable prospect
in the present context since crcdit extended by NBFCs

does not necessarily conform tc accepted social objectives.
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In the circumstances, extension of insurance cover to
deposits with financial conpanies is neither feasible nor

desirahle for the present but can be a long-term objective.

PERIOD OF DEPOSITS

5.18 The nininmum period for acceptance of deposits by
financial companies may remain at six nonths as at present
for the reasons given in paragraph 4.10. As regards the
Laxinun period, we arec of the view that it should be fixed

at three years as reccommended in paragraph 4.12, in the

case of hire-purchase finance, investment, loan and
niscellaneous finanab/companios. As rcgards housing finance
companies, it may be pointed out that their investments are
generally in long-term assets such as mortgages of house
properties. Therefore, the maximum period of deposits in
the case of housing finance companies which are exclusively
doing the business of financing the acquisition or
construction of houses, including acquisition or development
of plots of land in connection therewith, may be five years.
In the case of nidhis which accept deposits only from their
members, we have already pointed out in paragraphsb5.12 and
5.14 thet since they are mutual bencefit institutions and
their working has been found, by and large, to be satisfactory,

we have recommended that the status quo in respecl vf thesce

companies as obtaining under the present directions may be
maintained. Hence, the question of prescription of a
maximum period on deposit-acceptance by them does not arise.

RATES OF INTEREST ON DEPOSITS AND
ADVANCES

Py 1€
5.19 In paragraphs4.[3Lwe have explained why we are not

in favour of prescribing ceilings on interest rates payable
on deposits by non-financial companies. We arc of the

view that most of the reasons advanced in that context
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apply with cgual force in regzrd to NBFCs. Considering the
fact that creéit extended by NBFCsis, in a significent
mecasure to sectors which are low in the scale of social
interecst
prisrities, the prescription of 2 ceiling on/rates on advances
would not be desirable. In any case, these ratcs
are subject tc the ceiling prescribed in most of the States
under the reletive provisions of thc money-lending Acts
in force. In the cese of hire-purchase finance companies,
section 7 of the Hire-Purchaese Act, 1972 places a limita-
tion on the hire-purchase charges (which include interest)
which the owner may charge. When this Act is brought into
force, the interest chargeable by the companies will also
be regulated in terms of the above provision. IHence we
are of the view that interestg rates payable by NBFCs on
deposits and also those chargcable on advances need not
be rcgulated at least under the present conditions.
CEILINGS OF DEROSITS/TORROWINGS
LY ¥5Y OO UindSioCURED LOANS
5.20 Before we discuss the question of prescribing
ceilings on deposit{s accepted by NBrCs it would be
useful to take a look at the experience of commercial
banks in this regard. 4As will bc secn frooa paragraph
12.66 of the Report of the Benking Commission, the ratio
of paid-up capital and free reserves to aggregatec deposits
of 10 per cent was considered ideal in the case of banks
in the early stages. 3But it was modified as 6 per cent
subsequently. In other words, commercial banks could
accept deposits up to zbout 17 times their net owned
funds, The rapid increase in deposits in recent years
has brought down the ratio of owned funds to deposits
to 1.3 per cent as at the end of March 1974 in spite
of the fact that banks are required to transfer 20 per

cent of their declared profits to rescrves every yecar.
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5.21 Owned funds of financial institutions strengthen
their financial position and viebility by providing a
cushion against unforeseen eventualities; they are also
a source of funds for fixed assets like buildings. The
guestion is whether the ratio between owned funds and
deposits considered ideal or normal for commercial banks
should be equally aprlicable to N2FCs. As has been
pointed out ezrlier, the commercial banking system is
at present well integrated whercas the NBFCs vary greatly
in their operations. Moreover, the nature of operations
of different kinds of NB"Cs also calls for a differentia-
tion in the ratio that may be appropriate for detemining
the ceilings on deposits which they may accept. It
would, therefore, be useful to disqueas these questiona
in the context of the activities of various kinds of

NBFCs.

5.22 As for hire-purchase finance companies, the
present directions issued to financial companies do not
lay down any ceilings on the guantum of deposits which
they may accept. These companies are, however, required
to maintain by way of liquid assets a minimum ocf 10

per cent of the deposits outstanding in their books

on any day. Further, these companies have %o ensure that
hire-purchase debts are collected within a rcasocnable

period in the marner stipulated in the directions.

5.23 Three major points have to be teken into
account in considering the question of prescribing
ceilings on deposits accepted by hire-purchase finance
companies. First, thcre is a continuing need for
encouraging the operations of well-managed hire-
purchase finance companies because they satisfy the

credit requirerents of transport operators who belong
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to the priority sector of borrowers. According to the
earlier studies as well as the one undertaken for the Group
by the tficonomic Department of the Reserve Bank into the
workinz of hire-purchase anc ovther finance companies in
Delhi, many transport operators preferred hire-purchase
finance companies tc commerciel banks on account of the
informality of errangements and the reluctance of comercial
banks to extend finance on se¢cond-hand vehicles. Secondly,
there is a wide variation in the operations of different
hire-purchase companies working in the country. While
the southern region is relatively well-served by hire-
purchase rinance companies, other »regions, in particular
the eastern region, are relatively ncglected in this
regard. In the north, although the number of hire-
purchase finance companics has tended to increasc, there
are a number of weak units among them. The study referred
to above shows clearly that many of the hire-purchase
finance companies in Delhi failed because of the
dishonesty of management as vell as low stake of the
owners in the concerns. This leads us to the third point,
viz., the reliance of hire-purchase finance companies
on deposits and borrowings. Since their major business
is to finance the purchasc of vehicles, they have to
borrow from the public as well as other finaneial insbi-
tuticns. Here also, there is a wide variation between
different companics. By and largc, the majority of
well -mansged hire-purchase finance companics has been
able to work with a total amount of deposits which wvas
less than 5 times their owned Tesources; in the case

of the weak and small companies, the figurc cane,
in most cases, to 10-15 timcs and in onc case to as nuch

as 32 tinmes.



5.24 The above discussion points out the necessity of
protecting the depositors' interest by increasing the stake
of the owners of hire-purchase finance companies in their
business. It has been observed that several of these
companies neither maintained the stipulated percentage

of liquid assets nor effected recovery of Lire-purchase
debts in the manner prescribed in the directions. The
Hire-Purchase Act, 1972, (which has not been brought into
force so far) mkes provisions for protecting the interests
of the parties to hire-purchase transactions but it does
not provide for effective regulation of the different
aspects of working of these companies, such as cepital
requirements and extent of borrowings which would ensure

protection of the interests of the depositors-

5.25 In view of the above considerations, we feel

that a ceiling should be prescribed on the total amount

of deposits of hire-purchase finance companies in relation
to their net owned fundssi.e., paic-up capital and free
reserves less all intangible assets., Ac¢ the same time,
the ceiling should be such as to leave scope for expansion
of business of well-managed existing companies and provide
scope for new companies. Taking into account the data
relating to individual hire-purchase finance companies,

we suggest that deposits Of hire-purchase finance
companies should not exceed 10 times their net owned
funds. While imparting a measure of protzcvion to
depositors, the prescription of the ceiling would also
mean that weaker units wili have to increase their

owned funds or merge with stronger units. This will

tend to make the hire-purchase finance systemr stronger.

5.26 Housing finance companies are,like hire-

purchase finance companies, presently exempt from the
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ceiling restrictions on deposits placed on other NBFCs.
These companies resort to borrowings by way of deposits or
otherwise in order to lend to clients for the purchase or
construction of houses and development of plots. Therefore,
their assets are generally secured by mortgages of immovable
proverties. Considering the fact that the value of real
estate has been going up, there would be an elenent of
in-built cushion for the depositors! funds. In addition,
housing finance companies serve a major priority need of
the community because there is an acute shortage of housing
in the country. In view of these considecraticns, the
present exemption in the case of housing finance companies
in so far as the ceilings on deposits is concerned, may

continue.

5.27 Other types of financial companies comprise loan
companies, investment companies, and what arc called
miscellaneous financial companies, i.e., those carrying

on two or more classes of financial business. ALl these
types of companies arc at present permitted to borrow up
to 25 per cent «of their paid-up capital and free reserves
as diminished by the balance of accumulated loss, if any,
by way of conventional deposits and up to anotker 1% per
cent, as unsecured loans guaranteed by directors;
shareholders' deposits, etc. The Group has considcred the
types of business done by each of the ebove categorics and

makes fhe following rcecommendations in regard to then.

5.28 As for loan companies, as already pointed out,
their operations are analogous to thcse of banks. In
other words, they depend basically on the margins between
their deposit and advance rates for their profits and
their viability. The Group fcels that since these
companies are similar to banks, thc ratio of net worth

to dcrosits should be 1 ¢ 10 which would give them a
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reasonable chance of profitable working. The ratio suggested
is the same as the one recommended in the case of hire-~

purchase companies.

8.29 So far as investment companies are concerned, mess
of them are already working within the ceilings on deposits
which are currently in force. While this may be due

partly to their observance of law, they do not need depoeits
in the same menner as loan companies because their assets

consiet mostly of shered and debentures whioh can easily

be pledged with benks to raise funds as and vhen required.
Bes1des, it would not be easy for them to meet maturi

¥ 45 fecanre  AAe  ThROY 9u§9
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easily be realised, it would mean a loss of income annually
produced by these assets. Many of these investment
companies are holding companies associated with large

industrial houses. For these reasons, we do not consider

any special concession to be justified in their case and
we, therefore, recommend that the existing ceilings on
their deposits should continue for the time being.
However, as recommended by us in the case of non-financial
companies (see peragraph 4.37), the ceiling of 15 per cent

in respect of unsecured loans guaranteed by directors,
shareh a4 ers | denood b, atr., nay he 2edunerd YW 8 pee cemt

with affeuvk from Jamnary 1. 1977 aml 4ihe halance ol 10
per cent may also be completely withdrawn with effect
from January 1, 1978, Thereafter, investment companies
may be allowed to borrow all types of deposits (whether
by way of conventional deposits or unsecured loans
guaranteed by directors, shareholders' deposits, etc.,
contemplated in the existing two ceilings) within the
overall ceiling of 25 per cent of their net owned funds.
Qompariss kolding wrs-ectredoioans Musranteet—by-—-directors
dhareh rlderstdepoRiss oo, sHacPreestoP=theum{lt
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Companies holding unsecured loans guaranteed by directors,
sharcholders' depcsits, etc.s in excess of the limit
consequent on the reduction of the ceiling, may be given

one year's time from the date of cciing into operation of
the respective anendments, for regularising the position.

We expect that the total withdrawal of the aforesaid ceiling
of 15 per cent with effect from Januvary 1, 1978 will allow
sufficient time to investment companies tc adjust their
financial requirements and that they will be in a position
to work within the overall ceciling of 25 per cent without

any difficulty after that date.

5430 With respect to miscellaneous financial companies,
since they would be of a mixed type, we would sugges%?i%ey be
identified as falling in any one or other categories of
hire-purchase finance companies, loan companies and investment

companies and the ceilings applicable to them should be

determined accordingly.

5431 As regards nidhis, moneys received from their mcmbers
are excluded from the ternm 'deposit' as defined in the
directions; as such, the ceilings on deposits are not

applicable to them. We recommend that the gtatus guo may

be maintained.

5.32 Our rccommendationa roelating Lu the ratio belwuen
net worth and deposits should be taken in conjunction with
those relating to increcase in paid-up capital and reserves
(sec paragraph 5.36). The two taken together will

strengthen the financial position of NBFCs.

DEPOSITS RECEIVED FROM SHAREHOLDERS OF PRIVLTE
COMP.NIRS DEEMED TO BE PUBLIC COMPANIES UNDER
SECTION 434 OF THE COMPLNIES ACT, 1956

5.33 In paragraph 4.26, we have explained why private
companiecs

companies dcecemed tc be public[by virtue of section 434 of

the Cocmpanies &4ct, 1956 should ﬁct be so deened in so far
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as the exemption from ceiling restrictions in respect of
the quantum of deposits which private companies can accept
from their shareholders is concerned. The same reasons
hold good in the case of private financial companies as
well. We, therefore, recommend that the deposits of
shareholders of private financial companies deemed to be
public companies by virtue of the 2bove section should be
given the same treatment as those of other private companies.
This would, however, be subject to our recommendation in
paragraph 5.43to the effect that if a private company
issues any advertisement soliciting deposits, it shall be
deemed to be a public company for the purpose of certain
sections of the Companies Act, 1956, specified in the said

paragraph.

NORMS REGARDING CAPITAL. REQUIREMENTS

5.34 As stated earlier, a significant characteristic
of several financial companies is their low capital base.
A study of the capital structure of 89 companies in the
Delhi area revealed the fcllowing position of the sigze

of thelr paid-up capital :

Paid-up capital No. of companies
Upto B. 5,000 7
Between B. 5,001 and k. 10,000 %)
Between B.10,001 and B, 25,000 12
Between R,.25,001 and ks, 50,000 12
Between B.50,001 2nd #.1,00,000 15
Between B.1,00,001 and Bs. 5,00,000 29
Between Bs.5,00,001 and k.10,00,000 6
Over k. 10 lakhs 2

_89

It will be observed from the foregoing that the capital
funds of the bulk of these bompanies were below Rs.5 lakhs.
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Further, the free reserves of these companies were either
negligible or very low. ©Some of them also carried forward
balances of accumulated loss. The proportion of paid-up
capital to total liabilities varied between 5 to 10 per

cent in the case of most of these companies. We were given to

und erstond that financial companies are hesitant to raise

,their capital resources mainly because the promoters or

dire etors of these companies prefer to borrow by way of

~deposits rather than increase their capital, since it is

. easier and 1less costly to service deposits than equity

capital. However, as stated earlier, capital resources
provide a cushion to the depositors and other creditors
besides affording viability to a company and as such the
necessity of a sound capital base for companies cannot be
und er~estim ted. Moreover, it is desirable that mushroom
growth of financial companies should be discouraged by
ensuring that the promoters or directors bring in a
reasonable amount by way of capital funds and do not
trade mainly on public funds by Sfloating:or-coftimctimg

companies with nominal paid-up capital-

5.35 It may be pointed out that in the case of
commercial banks, the criteriz of minimum paid-up capital
and reserves differ between banking companies which
commenced business for the first time after the Banking
Companies (Amendment ) Act, 1962 came into force* and
those which were functioning prior to the date of the
commencement of that Act. Section 11(3) of the Banking
Regulation Act, 1949 lays down different criteria in.
regard to the aggregate value (i.e., real or exchangeable
value and not the. nominal value which may be shown in
the books of the banking company) of the paid-up capital
and reserves, depending upon whether a bank is a unit

bank or a bank having branches in a single State or more

¥ This Act came into force on Scptember 16, 1962



than one State, etc. Thus, the aggregate value of the
paid-up capital and reserves of a bank if it has only one
place of business which is not situated either in Bombay

or Calcutta is B. 50,000, If it has places of business

in more than one State, the minimum required is k., 5 lakhs
and if sueh place Or places of business is or are situated
in the city of Bombay or Calcutta or both, R.10 lakhs; if
it has all its places of business in one State none of
which is situated in the city of Bombay or Caleaita, R.1
lakh in respect of its principal place of businhess plus
RB5.10,000 in respect of each of its other piaces of business
situated in the same district in which it has its principal
place of business plus . 25,000 in respect of each place
of business situated elsewhere in the State otherwise than
in the same district subject to an overall ceiling of

Bs.5 lakhs. Further, if it has all its places of business
in one State, one or more of which is or are situated in

the city of Bombay or Calcutta, B.5 lakhs plus B.25,000

in respect of each place of business situated outside the
city of Bombay or Calcutta as the case mey be and subject
to an overazll ceiling of R.10 lakhs. In the case of
banking companies which commence banking business for the
first time after the coming into operation of the Banking
Companies (Amendment) Act, 1962, the value of the paid-up
capital is required to be not less than R.5 lakhs.
Moreover, section 17 of the Banking Regulation Act, 1949
requires every banking company to transfer every year
to a reserve fund a sum not less than 20 per cent of

its net profit. As 2 result of consolidation of the
banking system by amalgamation or otherwise, there are,
at present, very few banks in the country whose aggregate
value of the paid-up capital ard reserves is less than

RBse & lakhs.
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5.36 As regards financial companies, we may adopt similar
criteria with suitable changes. Taking into account the
factors mentioned earlier including their viability, we
recommend that every financial company other than a nidhi,
which commences business after the regulatory measures
proposed by us come into force, shall have a paid-up capital
of not less than BR.5 lakhs; if such company conducts business
only at one place with a population of less than five lakhs,
the paid-up capital shall not be less than B. 2 lakhs. As
regards an existing company other than a nidhi, its net
worth (i.e. paid-up capital plus free reserves less the
balance of accumulated loss and other intangible assets, if
any, as appearing in its latest audited balance sheet)

shall not be less than k.2 lakhs, if it conducts its business
at only one place with a2 population of less than five lakhs;
in any other case, its net worth shall not be less than

Bse5 lakhs. Such of the companies as do not comply with

the above requiremenﬁsmay be 2llowed time up to three years
for regularising the position; the Reserve Bank may also be
authorised to grant further extension of time not exceeding
two years for complying with the above regquirements.

CREATION OF RESERVE FUND AND RESTRICTIONS
ON PAYMENT OF DIVIDENDS

5.37 In view of the risks involved in respect of their
loans and advances, we are of the view that financial
companies siiould build up adequate reserves to provide feor
contingencies such as bad debts, etc. We, therefore,
recommernd that all types of financial companies,(including
nidhis) should be required to transfer to the reserve fund
a sum equivalent to not less than 20 per cent of their
annual net profit before declaring any dividend till such
time as the amount in the reserve fund is less than

the paid-up capital of the company.
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5.38  Further, a financial company (including a nidhi)
should be prohibited from paying any dividend on its shares
until all capitalised expenses (including preliminary
expenses, organisational expenses, share-selling commission,
brokerage, amounts of losses incurred and any other item of
expenditure not represented by tangible assets) have been
completely written off. Bxception may, however, be made in
regard to:

(a) depreciation, if any, in the value of its investments
in approved securities (i.e., securities in which a trustee
may invest money under clauses (a), (b), (bb), (c) or (4) of
section 20 of the Indian Trusts Act, 1882) in any case where
such depreciation has not actually been capitalised or
otherwise accounted for as a loss;

(b) depreciation, if any, in the value of its investments
in shares, debentures or bonds (other than approved securities)
in any case where adequate provision for such depreciation
has been made to the satisfaction of ithe auditor of the
company; and

(c) bad debts, if any, in any case where adequate
provision for such debts has been made to the satisfaction
of the auditer of tr= company.

MAINTENANCE OF LIQUID ASSEIS/
CASH RESERVES

5.39 In order to ensure that financial companies are
in a position to meet their liabilities as and when they
accrue, it is desirable that they should maintain

at all times a percentage of their deposit liabilities
in the form of ligquid assets. With this end in view,

we recommend that all financial companies (including
nidhis) may be required to maintain in a current account
or in any other deposit account with a scheduled bank

free from any charge or lien, or in unencumbered
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securities of the Central Government or of a State Government
or in other unencumbered securities in which a trustee is
authorised to invest trust money (such :securities being
valued at their market value for the time being) or partly
in such account or partly in such securities, a sum which
shall not, at the close of business on any day be less than
10 per cent of the deposits received by the company and
outstanding in its books on that day. In making the above
recommendation, we have deliberately omitted 'cash in hand'
as one of the items constituting liquid assets for the
purpose because unlike in the case of banks which accept
demand deposits and hence find it necessary to keep cash
balances in hand, large amounts of cash in hand will not
be necessary for financial companies. In view of our above
recommendation, we do not think that there is any necessity

of prescribing maintenance of cash reserves by such companies.

5.40 We also recommend that the Reserve Bank may be
authorised to vary the liquid assets ratio of NBFCs in
accordance with its monetary and credit policy. This will
facilitate co-ordination of the direction of credit
policies of commercial banks and NBFCs.

PARTICULARS TO BE PRESCRIBED IN
ADVERTISEMENTS

5.41 The main intention in requiring a company

soliciting deposits from the public to disclose certain
particulars in the advertisements issued by it as also in
the application forms for acceptance or renewal of deposits
is to enable the prospective depositors to have a fair
knowledge and assessment of the business of the company,
its management and financial position. Having regard to

the particulars required to be given in the advertiscecments
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5(1)
as specified in paragraph / of the Non-Benking Financial

Companies (Reserve Bank) Directions, 1966, we are of

the view +that every H2FC should disclosce sone more
rarticulars in the z2dvertisements as a2lso in the upplication
forms for acceptance, renewal or conversion of deposits,

as detailed below:

(a) In lieu of the particulars prescntly referred tc
in clause (f) of sub-paragraph (1) of paragraph 5, iBFC
may be required to give its summerised balance shect
position for the three preceding accounting yesrs.

(b) It may also be required to disclose the amount
which it can borrow under the proposed ceiling and the
aggregate amount which it has actually borrcwed as on o
recent date.

(c) Statement to the effect that zs on the date of
the advertisement, it has no overdue depcsits other than
unclaimed deposits nay be published; if there ~re any.,
overdue Jeposits, the anount of such deposits mny boe given.

(d) Bvery advertisement shall contain a declaration
to the effect that -

(1) the company has complied with the provisions of
the Non-Banking Financial Compmnies (Reserve Benk)
Directions, 1266;

(ii) compliance with the said directions does not
imply that repayment of deposits is guaranteed
by the Reserve Bank; and

(iii) the deposits accepted by ths compeny are unsecured
ranking pari passu with other unsecured liabilities.

It was obscrved from the advertisements given by
some companies/thei r brokers that they contzined legends such
as 'As per Reserve Bank's Direcctions', 'Complied with the
Reserve Bank's Directives', etc. giving an impression to tae
unwary depositors that the companies were accepting deposits
with the prior approcval of the Reserve Bank. In order to

obviate such misleading impression being crcated in the
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minds of the public by financial companies and/or their
brokers in the advertisements issued by them, the provisicn

as in item. (d)(ii) above has been suggested.

5.42 With a2 view tc bringing the provisions of the
directionson=2 par with some of the provisions in the
Companies (Acceptance of Deposits) Rules 1975, we reccmmend
that the directions may be suitably amended to provide that -
(i) every NBFC intending to solicit
deposits from the public (other than deposits from its
dire ctors, shareholders or employees) shall issue 2n
advertisement for the purpose in a leading English news-
paper and in one vernacular newspaper circulating in the
State in which the registered office of the company is
situate;

(ii) an advertisement so issued shall be valid for a
period not exceeding six months after the close cf the
financial year of the company or such extended time as
nay be allowed by the Registrar of Compan{ég'fgpégolding
the annual general meeting in terms of the second proviso
to section 166(1) of the Companies Act, 1956

(iii) no advertisement shall be issued by or cn behalf
of a company unless on or before the date of its issue,
there has been delivered to the Reserve Bank a ccpy thereof
signed by the Chief Executive Officer of the company under
the authority of its Board &f Directors; and

(iv) every change in the particulars contained in the
advertisement of which a copy has been filed with the
Reserve Bank, shall also be notified to the 3ank
within thirty days from the date on which such change

occurs.

5.43 In terms of section 4 of the Protection of
Depositors Act, 1963 of the United Kingdom, private

limited companies issuing advertisements for soliciting
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deposits are deemed tc be public limited companies for the
purpose of certain provisions of the Companics Act of
U.K. Since, in the case of a private limited company, 1t¢s
articles of associnticn (a) restrict the right to transfer
its shares, (b) limit the number of its riembers to fifty
excluding its employees and (c¢) prchibit =2ny invitation %o
the public to subscribe for any shares or debentures of the
company, its sphere of operations is naturally restricted.
Further, the copies of its balance sheet and profit and loss
account are filed scparatcly with the Registrar of Companies
and no person other than a member can inspect the profit ~nd
loss account of the company. In the circumstances, it is
but reasonable that if a private limited company is to
solicit deposits through advertisements, it shculd be deemed
to be a public limited company for the purposc of certain
sections of the Companies Act, 1955. We, therefore, recommend

Wi lhoy Rt ol oy "er-fo s, A .
that if a private company issues any advertisement soliciting
deposits, it shall be deeged to bc 2 public company for the
purposes of scctions 198, 220(1), 372 and 373 of the

Companies Act, 1956.

5.44 In terms of clause (b) of sub-secction (7) of
section 58A of the Companies Act, 1956, except the provisions
relating to advertisement contsnined in clause (b) of
sub-section (2), nothing in thet scction shall apply to
such classes of financinl companies as the Central
Government may, aftcr consultaticn with the Reserve Bank,
specify in this ©behalf; Clause (b) of sub-section (2) of
that section provides that no company shall invite, or
alliow any other person to invite or cnuse to be invited

on its behalf, any deposit unless an advertisement,
including therein a statcement showing the financial
position of the company, has been issued by the company

in such form and in such nmanner as ney bce prescribed.



112

The cumulative effect of these provisions is that advertise-
ments issued by NBFCs will be regulated by the rules made by
the Central Government under section 58A and not under the
directions issued bv the Reserve Bank. It will, therefore,
be necessary to withdraw paragraph 5 of the Non-Banking
Financial Companies (Reserve Bank) Direcctions, 1966 and
extend Rule 4 of the Companies (Acceptance of Deposits)
Rules, 1975 to NBFCs. Since, however, our recommendations
in regard to advertisements by NBFCs contain certain minor
variations from the provisions in Rule 4 jibid, the question
of prescribing a separate Tule under section 58A(2)(b) of
the Companies Act for regulating the issue of advertisements

by NBFCs may be considered.

5.45 It is not, however, célear to us why in the case

of NBFCs, the power to regulate advertisements issued by them
s been reserved by the Central Government, while in other
respects, the Reserve Bank is the competent authority for
regulating the deposit-acceptance activities of such
companies. If the intention is to ensure uniformity in the
matter of regulation of advertisements soliciting deposits
issued by 211 types of NBCs, this could have been achieved
by making identical provisions in the Companies (Acceptance
of Deposits) Rules, 1975 and the relative directions by
mutual consultations. In fact, we have stressed elsewhere
the need to ensure close co-ordination between the Department
of Company Affeirs and the Reserve Barnk in regulating the
deposit-acceptance activities of non-banking non~financial
and non-banking finaneial companies respectively. We,
therefore, recommend that the words "except the provisions
relating to advertisement contained in clause (b) of sub-
section (2)" .ceurringin cleuse (b) of section 58A(7) of
the Companies Act, 1956 may be deleted so that the Reserve
Bank shall have nowers to regulonte the activities of NBFCs
infcluding the issue of advertiscments by them under the

relative provisions of the Reserve Bank of India 4Act, 1934.
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SECURED DEPGSITS

5046 For the reasons given in paragraph 4.3%, we
recomnend that, by suitably amcnding the direcctions, the
facility prescntly available to NBFCs of receiving 'secured'
dcposits without any restriction should w2 totftally

withdrawn. Companies which have already raised such
deposits may be allowed o period of threc years from the
date of coming into operation of the amendment, for repayment
of such deposits and/or resularisation of the position in

any other manner,

RISK ASSETS TO BE HELD BY NBFCs

547 We do not feel that it is necessary to lay down 2
norm prescribing the extent to which risk assets may be
held by NBFCs. The 1iquidity ratio as also the linit on
borrowings by way of deposits recommended by us would act
as an automatic constraint on the extent to which risk

assets may be held by then.

LOANS AND ADVANCES TO DIRECTORS, ETC.

5.48 As mentioned earlier, one of the features observed
in the case of several NBFCs,especially private linited
companies, was that loans and advances hed boen granted
to directors and firms in which they were intcrested as
partners, managers, etc. This is not a desirable feature.
We, therefore, recommend that no NBFC shall -
(a) enter into any commitment for granting any loan
or advance to or on behalf of -
(i) any of its directors; or
({i) any firm in which any of its directors is

interested as partner, manager, employee or
guarantor; or
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(iii) eny CoLp-ny (0t bein, o subsidtlery o o
company ré¢gigtered Univ- ~.eotion 25 of the
Companies Act, o976 ur a Govermrent Conpary)
of which any of the directors or uue .
financial company is a director, manager,
emplcyee or guarantor or in which he halds
a ‘substantial interest; or

(iv) any individual in respe¢t of whem =2ny of
its directers is a partner or gucranter; or

(b) grent any loans cor advances on the seccurity of its
own shares.

NBFCs which have allcwed any of the cbove types of
facilities may, however, be allowed 2 period of onc yeor
for recovery of such outstanding loans or for regularising
the position in any other manner.

DISTINCTION TO BE lADE DETWEEN PUBLIC AND

PRIVATE COMPANIES FOR THE PURPOSE OF PERIOD
OF DEPOSITS AND CEILINGS

5.49 One of the terms of reference rcquires us to
exanine and recommend whether any distinction shauld Le
made between a public and privatc limited company for the
purpose of determining the extent to which and the pericds
fcr which NBCs rmny herrew by way of deposits. We are not
in favour of making any distinctior between private and
public limited companies, whether non-finaneial or finaneial,
in regard to the period of deposits. Under the existing
directions, any money rececived by a private company from
its shareholders is cxempt from thc¢ purvicw of the tcrm
'deposit!' provided that the person from whom the nmoncy is
received furnishes to the company a declaration in writing
that the noncy has not becn given by such person out of
funds acquircd by hinm by borrowing or accepting dcposits
from another person. Wc have already rcccmmended (sec
paragraph 5.33) that deposits of shareholders of private
financisl ccmpanies deemcd to be public by virtue of
section 434 of thc Companies Act, 1956 shculd be given

the same treatment as those of other privoatce companics,
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ACTZVITIES CARRIED ON THROUGH SUBSIDIARIES

5.50 Another term of reference requires us to make
rccommendations regarding the extent to which any of the
activities carried oan by NBCs through their subsidiaries

can or should te contrclled. If a finar ial company has a
subsidiary carrving on business different from that of the
parent company, this may mean locking up of funds of the
financial company oend .nay prove to be harmful to the interests
of the depositors of the perent company. Also, financizl .
business by its very nature is of a specialised type. For
these reasons and following the principle laid down in
section 19 of the Banking Regulation Act, 1949, we are of

the view that no NBFC other than an dinvestment r. _t- :t
company but including a nidhi should be allowed to form a
subsidiary company except for the purpose of carrying on

the same line of business as that of the holding

compony. TMurther, no WBFC should ke allewed to denl,
directl: or indirectly, in bu; ng or selling of good:s except
in connection vith the recalisation of security given to or

held by it. 4An exception may, however, be made in the case
finance

ot Ao allowe
of hire-purchase/ companies which& 29 ZQ Hadenbtagag ot

trade in goods in which they also aeal on hire-purchase basis.

5.51 We have excluded investment compnnies (arholdiing
ccmpany is also classified as an investment company for the
purpose of the directions) frcm the restrictions contomplitod
ahove, in view of the provisions contained in secticn 372 of
the Companies Act, 1956. This section provides that the

Board cf Directors of a company shall be entitled to invest

in any shares or debentures of another bggg corporate up to

10 per cent of the subscribed capital of/latter, provided

that -
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(5) the aggregate of such investments made in all other
bodies corporate shall not exceed 30 per cent of the
subscribed capital of the investing company; and

(ii) +the aggregate of such investments made in all other
bodics corporate in the same group as the investing
comrany shall not exceed 20 per cent of the subscribed
caplial ol the investing company.

The limit of 30 per cent referred %g[g%ove is not, however,
applicable to an investment company. Also, the restrictions
laid down in section 372 ibid are not applicable to invest-
ments by a hclding company in its subsidiary. The present

position may continue.
DEALERSHIP DEPOSITS

5.52. Among the NBFCs, dealership deposits are taken only
by hireepurchase finance companies. In paragraphs 4.29 to
4.31, we have explained in detail why,in our view the
exemption granted in respect of security/dealership deposits
urd cr the Compe=iies (‘cceptance of Deposits) Rules, .J75 may
continue. The same reasons hold good in regard to security/
dealership deposits accepted by hire-purchase finance
companies., We, therefore, recommend that the exemption
in respect of such deposits available to NBFCs under the
directions may alsc continue.

EXEMPTION OF CONVERTIBLE DEBENTURES/

BONDS FROM THE PURVIEW OF THE TERM
'DEPOSIT

5.53 The exempted categories of deposits specified

in clause (f) of paragraph 2(1) of the Nen-Banking
Financial Companies (Reserve Bank) Directions, 1966 do not
include moneys raised by issue of convertible debentures/
bords and such moneys come within the purview of the

ceiling of 15 per cent of the nct owned funds of a company
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referred to in sub-clause (i) of clause (d) of paragraph
3(1) ibid as amended cn January 27, 1975. For the reasons
dctailed in paragraphs4.32 to 4.34. which also hold good in
the ca~. of NB¥Cs, we recomme i that noneys raised b issue of
convertible debertures /bonds may be exempted from the purview
of the tcrm 'depr.it ' under the above directions.

IRACTMENT OF PROVISIONS ON THE LINES OF

CuRTAIN SECTIONS OF THE BANKING REGULATION
ACT, 1949

.54 As statcd eaflier, most of the financial companies
are para banking institutions which accept deposits for the
purposec of lending and for investment. Ag such, the activities
of these companies in regard to deposits, loons and
aivanceéigk&uld be regulated broadly on the lines of the
provisions contained in the Banking Regulation Act, 1949.
VWhile making cur recommendations in regard to capital funds,
maintenonce of liquid assets, advances to directors,
declaration of dividends, etc., we have kept the relevant
provisions of the ahove Act il view. W2 are further Uf the
opinion that fgg?foective regulation of the activities of
finencial companies, the Reserve Bank should be vested with
powers on the lines of the following sections of the Banking
Regulgion Act:
(i) Section 21: Powers of the Reserve Bank to control

advances by banking companies

(4i) Section 23: Restrictions on the opening of new
offices and trans fer of existing places of businesS

(4i1) Section 27(2): Power to call for returns and other
informtion

(iv) Section 28: Power to publish information

(v) Section 35A: Power of the Reserve Bank to give

dire ctions urder certain circumstances such as preventing

bonking
the affairs of e%@ompany being conducted in a manner
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detrimental to the interests of the depositours or in a
nanner prejuticizl to the interests of the company, or to
secure the propcr management of any banking company
generc’ly.
(vi) Section 35B: Powers regaraing appointment and
remuneration ¢f the Chief Executive Ofi.cer;

(vil) Sab-seotion (1) of section 36 excluding clause (c)
thercof anl sub-scction (3) ibid: Further powcrs and
functions of the. Rescrve Bank. Thesce include, inter alia,
Power to -

a) caution or prohibit banking companies generally
or any banking company in particular against
entering into any particular transaction or
class of transactions and generally give any
edvice to any banking company;

(b) zssist the companies concurned as LULCa.. .14 A
or otherwise in proposals for amalgamation of
snuch companics;

(¢) »eavi~= ~ bankin_ company to c2ll o mee..ng of
its directors for the purpose of considering any
natter or require an officer of the company to
Aiscuss any such matter with an officer of the

Rescerve Bank;

—~
[oN)
~~

depute one or more officers to watch the

proccedings at any meeting of the Board of

Direotsrs of the banking company or ofmany

comnittce constituted by it;

(e) appoint one or more of its of ficers tu Observe
the manner in which the affairs of the company
or of its officcs are being conducted; and

(f) require the company to make, within such time

as m.y be spceified in the crder, such changes

hc nenagement as the Reserve Bank may

cr

in

cousilor necessarye.
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(viii) Secticn 38: Powers to esvproach tne Hign Court for
conmpulsory winding up of & banking comuany.
Ta2 grounds for svproaching the High Court
for ithe compuisory w' nding uap of » NBFC r -~
we 21l oxr any. one of the following,‘viz. -

(

) that the company is urn.cle to pay the sums

)

pLysioC GO0 Lis depcsitors or istable *to

pay such sums only br obteining additional .deposits
or by defaulting in its oblignticns to ite other
crediters; or
(b) that the valuc ;f’thé company!s assets .
(excluding intangible assets) is l1s35s than he
amount of its liabilities; or
(¢) that the company has persistcently defaulted
in complying with any provision of the Rgserve
Bark of India Act, 1934 and /for the directions
Issvued thereunder relating tc thre sutsissiov nof
annual accounts, filing of statutory returns or has
cormit®ed ~entraven.:ion of gf; ctter rrovi ton of
the directions; or
(d) that the compary has beea prohibited from
accepting further depceits in terms cf sub-section
(4) of section 45K of the Recerve Baﬂk of India
Act; 19343 «cr
(2) that, in the opinion of the Reserve Bank, the
continuancce of the company is detrimental to the-
interests of its. depositors:
(ix) Section 44A: Procedure for amalgamation of banking
companies. Sincgiif the objectives of having better
dontrol .ovir NBFCs i s %o. strengthen their financial
position, viabllity, etc., it may bhcccme necessary to bring
about amlgamstion of companies on a voluntary basis in

sultahle cases. For this purposc, a self-contained procedure
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for amalgamation of NBFCs on the lines of sceccticn 444 may

be provide¢ fcr.

CUBMISSION OF' RETURKS AND THEIR
PERI DJICITY

5.55 For the purpose of verifying h- far
KBFCs comply with <he various provisions of +he new
regulatory messures that would be forrulatad in the light
cf our recommcndatiions, it might be necessary te prescribe
suitable forms of returns t» be submitted by Thems
Further, the peripdicity “fod' she gubnissiom of -- £
some cf the returns will also have to be :made more frsquent.
Lepending upon which of the recommendations made by us are
acceplable tc the Reserve Bank, it may prescribe the necessary
forms for submission of the requisite statistical data and
other information at specified intervals for watching

compliance with the various provisions.
ENACTMENT OF SEPARALTE IEGISIATION

5.56 It will be seen from the foregoing that we have
made a number of recoumendations for ti._-tening up of the
cordrels ovor e doposit-accecptance aetivities as.nlse other
operational aspcecis of the working of NBFC3. Tn view of the
substantive nc ture of the recommendations and also tne fact
that the deposit-acceptance activities of non-financial
companies are no longer under the control of the Reserve
Bank, we feel that it would be desirable to enact separate
comprehens ive legislation in the place of Chapter IIIB of
the Reserve Bank of India Act, 1934 for giving effect to the
recommendations., Pending enactmentv of such legislation, the
existing provisions of Chapter IIIB ibid may be invoked for
issuing directions in respect of such of the recommendations

as could be implemcnted without waiting for the enactment of
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scparate lagislation, In view of the for vrevinae . tha ARnny
Group does not conslder it necessary o make any
recomnencations at this stage for amending the provistons

cf Chapter IIIB of the Reserve Bank of India Act, 1934.

ALMENDMENTS TO TH. DIRECTICNS TSSUED TQ . _FCs

557 Apert from the amendments which may have to be made
to the Non-Barking Binancial Companies (Reserwd Bank)
Difections, 1666 in the light of our recomnendaztions, we
feel that certain further amendments would also be
necessary. Thesc¢ are detailed below:

(i) The intention in making the provisicn as in the
Bxplanaticn to paragraph 4 of the directions for deducting
the balance of carried forward loss, if any, as appearing
in the balznce sheet of a company from its paid-up capital
and free reserves is to¢ ensure that only ite net owned funds
arc taken intc account for the purpose of working out the
ceilings evailable to NBFC in regard tc the quantum of
depcsits which it may accept. It is observed that
companies sometimes carry in their books other intangible
assets such as gocdwill andtdefbrred rceveade espenditure,
It would bec uvnrealistic not[%ake these “ictiticus assets
also into account for the purpose of arriving at the net
owned funds cof 2 company..Hence, the words 'go.dwill
deferred revenuc expenditure and other intangible assets!
may be irscrted after the words 'accumulated balance of
loss' occurring in thc Explanaticn to paragraph 4 of the
dire;tions. This zamendment would 21so bring the provision
in the directions on par with Explanaticn 2 to Rule 3 of
the Componies (Acceptance of Deposits) hules, 1975;

(ii)(a) With a view to ensuring that the provisions
relating to thce premature repayment of deposits gﬁ:z;:ﬁﬁ:zc
cewadunapoe with the directives* issued by the Reserve Bank

to commercial banks, clausc (a) of paragraph 9 of the

*¥ Sce parasraph 4.44.



directions may be amended to provide that in Yesfia¢¥. of any
depasit which is repaid before the date on whith i¥ 18 due.
for repaymert bhut on ér ;féer-the explry of six mornFhsg-from
the da'e of rece’pt df such l:posit, the rate of i - pedts
payablf bv- NBF. on svch d9p081t shell . be 12 

per. c#Lt lower than the ;elatlve rate tor the’perhud/ﬁhgtqg
to the 99 *Le,vd year for whlch the deposit;haé(*najer ie
about 3o ru,. For example, 1f a tpree-year'd5polly id
nromlturely JQPald at the end of 14 months, ﬁhe rdte'éi

! Ik .
1nberest nuyubJe will” be the rate appl;cable for one ﬁf&r\
deposit iegs 2 ner cent;\lf such depOSltxlS reppid at‘thel
end of 18 month the rate of interest payable WJl& be]as

for a two-yedr deposit less B per cent.

(b) Clause (b) of pakagraph 9 of the directiohs
provides that in. respect o1 any deposit which is jrepaid
within periodS'r;nging betwden fourteen days” and siix months
from the date-of receipt, there shall be paid interkgt; not
exceeding the rates specified therein. In /terms: of'ithe

thereto,

proviso /nothing contalned in pe-agicp.. b pnati apply where
the terms and conditions governing the ‘ecpbsit ‘provifle for
earlier repayment of the deposit at the' ogtidn of thé
financial company and the deposit is paidj earlier pursuant
to such option. Since the intention underlying’ clause (a)
paragraph 9
of /ibid of ensuring that financial compenies do not
accept depositsfor periods less than dix mepnths would be
negatived by the provision in clause (b): and enable
companies to convert time deposits into short~term/demand
deposits (the acceptance of, which isthe legitimate
function of banks), it is suggested that clause (b) of

naragraph as also the proviso thereto may be

deleted.



123

CONVERSION OF CERTAIN TYBES OF
FINANCIAL COMPANIES INTO BLNKS

5.58 Loan companies and nidhis are ‘'incipient' banks

and therc is hardly any distincticn in their methods of
operation and those of connercial banks, In fact, mapy of
the loan companies were functiocning as Lonks till a couple
of decadcs ago. However, with the enactment of the Danking
Regulation Act in 1949, these ccopanies found it difficult
to comply with the restrictions imposed upon them and/or
were refused licence to carry on banking busincess and
consequently converted themselves into NBCs. With the
proposed enactment of comprehensive legislation tc regulate
the working of NBFCs, their functioning would, in duc course,;
come on par with that of banks. In that eventuality, such
of the ccmpanies as are in a position to comply with the
requirements laid dcwn by the Rescrve Bank should ke enabled
to convert themseclves intc full-fledged commcrcial banks.
Such a step would ensurc strcngthening of the financial
system of the ccuntry. We, ther:sfore, suggsest that suitable
prcvisions should be made in the prceposed legislation to
enable the above types of companies to convert themselves
into commercial or co-operativec banks subject to such
conditions as the Reserve Bank mey impose.

AUTHORITY FOR ADMINISTERING THE
DIRECTIONS/PROPOSED LEGISLATION

5.59 Another question which necds to be considered is
whether the various provisions of the directions or of the
comprehensive lecgislaticn rcgulating the working of NBFCs,
when enacted, shcoculd be adninistered by the Reserve Dank or
whether a separate authority should be constituted for the
purpose. According to our recommendations, the werking of

NBFCs is prcposed tc be requlated by making suitable
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provisions on the lines of those contzined in the
Banking Regulation Act, 1949 which is being administered

by the Reserve Bank. During the course of the enforcement
of that Act, the Rescrve Bank has built up considerable
expertise in the matter of regulation of the activities

of banking companies. Moreover, NBFCs accepting deposits
are, by and large, counterparts of banks in thc non-banking
sector and their activities will, in the ligh: of ocur
recommendations, have to be regulated broadly in the

same manner as those of banking companies. The main
objectives of regulating the working of NBFCs are to ensure
that their activities are in tune with the monetary and
credit policy laid down by the Reserve Bank and also to
afford a degree of protection to the depositors' funds. Since
the Reserve Bank is already discharging these functions in
regard to commercial and co-operative banks, we are of the
view that the appropriate authority for regulating the
activities of NBFCs should also be the Reserve Bank. The
administrative arrangements which will have tu be —de for
implementing our recommendations have been outlined in

Oha pter 7.
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CEAPTER 6

MISCELLANEOUS NON-BANKING
COMEANIES

INTRODUCTION

6.1 Miscellaneous non-banking companies covered by the
Miscellaneous Non-Banking Companies (Reserve Bank)
Directions, 1973 are of two types,viz., -

(a) those conducting prize chits, benefit/savings

schemes, lucky draws,etc; the modus operandi of the types

of schemes conducted by thcse companies has been set out
in a subsequent paragraph; and

(b) those conducting conventional or customary chit funds
whereunder the foremen companies enter into agreecments with
4 specified number of supscribers that every one of thenm
shall subscribe a ccertain sum in instalments over a definite
period and that every one of such subscriber shall in his
turm, as determined by lot o;2guction or by tender or in
such other manner as may be provided for in the agreements,
be entitled to the "prize amount". This prize amount is
arrived at by deduction from out of the total =amount
subscribed at each instalment by all subscribers, (i) the
commission charged by the company or service charges as a
promoterara foreman or an agent and (ii) discounty i.e., any
sum which a subscriber agrees to forgo, from out of the total
subscriptions of each instalment in consideration of thc
balance being paid to him. The saving and credit aspects
of chit funds have been discussed later.

GENESIS OF THE MISCELLANEOUS NON-

BANKING COMPANIES (RESERVE B4NK)
DIRECTIONS, 1973

a2 Prior to the amendment of the Non-Banking Financial
Companies (Reserve Bank) Directions, 1966 in November 1972

and August 1973 respectively, companiecs conducting prize
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chits/benefit schemes as also those conducting conventional
chits used to be classified for the purpose of the said
directions either as chit fund or loan or mutual benefit
financial or miscellaneous financial companies as the case
may be, having regard to the pattern of their assets and
the nature of income derived by them. Subscriptions
received by conventional chit fund companies under the
schemes conducted by them as also deposits accepted by
mutual benefit financial companies did not come within the
purview of the directions and were thus not subjcct to any
ceiling restrictions. It was observed that several
companies ceonducting prize chits, benefit or savings
schemes or lucky draws claimed themselves to be either
mutual benefit financial companies (by enrolling subscribers
as ‘'associate' members under the directions as they stood
prior to January 1, 1973) or as chit fund companies and thus
contended that the subscriptions collected by them werc not
'deposits' as defined in the dircctions and hence not
subject to any ceiling restrictions. With a view to putting
the matter beyond doubt ard since it was obscerved that this
type of companices had not been adequately covered by the
directions issued %o financial companies, thc Reserve Bank
issued on August 23, 1973 a new sc¢t of directions known as
the Miscellaneous Non-Banking Companies (Reserve Bank)
Directions, 1973 which came into force from September 1,
1973. These directions, as stated earlier, are applicable
to companies conducting what are commonly known as prize
chit schemcs/benefit or savings schemes or lucky draws and
also to those conducting conventional type of chits or
those conducting any other form of chits/kuris which are
different from those referred to above or engaged in or
executing any other business similar to the types of

business mentioned above.
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MODUS QPERANDI OF PRIZE CHITS/
“BENEFIT OR SAVINGS SCHEMES OR
LUCKY DRAWS

6.3 Companies conducting the acbove types of scheies are
conparatively of a recent origin and of late, thcre has becn
a nushroon growth of such companies which are doing brisk
business in several parts of the country, especially in big
cities like Ahnedabad, Bangalore, Bombay, Calcutta and Delhi.
They have also established branches in varicus States.

These companies float schemes for collecting noney fronm the

public and the modus operandi of such schenes is generally

as described telow:

instalments spread over a specified pericd from the

subscribers to the schemes. Periodically, the numbers
allotted to members holding the tickets or units are put to
a draw and the member holding the lucky ticket gets the
prize either in cash or in the form of an article of utility,
such as a noivor car, scooter, etc. Oncc a person gets the
prize, he is very often not required to pay further
instalments and his name is deleted from further draws.

The schemes usually provide for the return of subscriptions
paid by the members with or withcut an additional sun by
way of bonus or jpremium =zt the end of the stipulated
period in case they do not get any prizec. The principal
items of income of these companies are interest earned on
loans given to the subscribers ageinst the security of the
subscriptions paid or on an unsecured basds as also loars
to other parties, service charges and membership fees
collected from the subscribers at the time of admission to
the membership of the schemes. The major heads of
expenditure are prizes given in accordance with the rules

and regulations of the schemes, advertisenments and publicity
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expenses and renuneration and other perquisites to the

directors.

6.4 It nay,at this stage,be useful to examine the
financial implications of the¢ schemes conducted by prize

chit companies. One typical schenc* is as follows:

There are 10,000 members each contributing RBs 15 per
mensem for a period of 25 momths. The scheme is of a
duration of 70 months during which period the company will
disburse prizes totalling Bs 3.80 lakhs to the lucky prize
winners at the periodical draws. Aftcr 70 months, all the
menbers will get back their subscriptions of R 375 each
cunulatively anounting to B 37.5 lakhs. The table given
below shows the dctails regarding the generation of interest

on the monthly collections:

TABLE 6.1 - GENERATION OF INTEREST
IN .4 BENEFIT SCHEME
LASTING FOR 70 MONTHS

Instalment Period for Collection Sirple Curulative

No. calculation from 10000 intcrest balance with
of interest nembers earned the pronoter
(nonths) (Bs lakhs) during the excluding

the scheme intcercst
@ 12% p.a. (B lakhs)

(Rs lakhs)

(1) (2) (3) (4) (5)
1 69 1.5 1.04 1.5
2 68 1.5 1.02 3.0
3 67 1.5 1.01 4.5
4 66 1.5 0.99 6.0
5 65 1.5 0.98 7.5
6 64 1.5 0.96 9.0
7 63 1.5 0.94 10.5
8 62 1.5 0.93 12.0
9 61 1.5 0.92 13.5

* Source: Paper entitled 'Chit Funds and Lottery Chit
Schemes: Relevance and Scope' prescented by
Dr. C.P.S. Nayar at thc seninar on Chit TFunds and
Finance Companics/Corporations held in Madras in
Ociober 1974 under the auspices of +the Institute
for Financial Management and Rcscarch,



(1) (2) (3) (4) (5)

10 60 1.5 0.90 15.0
11 59 1.5 0.88 16.5
12 25 1.5 0.87 18.0
13 57 1.5 0.36 19.5
14 =6 1.5 0.84 21.0
15 55 1,5 0.82 22.5
16 54 1.5 0.81 24.0
17 53 1.5 0.80 25.5
18 52 1.5 0.78 27.0
19 51 1.5 0.76 28.5
20 50 1.5 0.75 30.0
21 49 1.5 0.74 31.5
22 48 1.5 0.72 33.0
23 47 1.5 0.70 34.5
24 46 1.5 0.69 36.0
25 45 1.5 0.68 37.5

_2_3.39

During the course of the schome, “he proroter company is
thus ablec to coilect R 21.39 lakhs by way of interest &t an
assurnied sinple rate of 12 per cent per annum Ol the monthly
balances left with it. After disbursing prizes worth

Bs 3.80 lakhs, it will be left with a surplus of

Bs 17.59 lakhs.

6.5 The above example is based on the assumption that the
scheme is fully subscribed and all nembers continue to pay
their subscriptions for the entire period of 25 months.

Even if the company offers some anount by way of bonus or
preniun to the subscribers at the time of refund of their
subscriptions-and allowing for reazsonable expcnditure on

publicity, connission to agents, etc., a sizeable
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balance will still be 1left with the company. This is
exclusive of the amounts which the company might be
collecting by way of membership fees and service charges
fron the subscribers and also of the amounts which it
might be appropriating in respect of the subscriptions on
forfeited tickets xmxk on which there will bec no future
liability for refund to the members at the end of the
schene. It will thus be obvicus fron the foregeing that
such schemes confer monetary benefit only on a few nmembers

and on the promoter companies.

WEAKNESSES OF PRIZE CHIT COMPANIES

6.6 Most of these institutions are private limited
companies with a very low capital bese anmounting to a few
thousand rupees, contributed by the promoters/directors or
their close relatives. A study conducted by the Reserve
Bank of 71 prize chit companies whose balance sheets (though
of different dates) were available, revealed that as against
their aggregate paid-up capital and reserves amounting to

Bs 41.9 lakhs, the balance of the carried forward loss
amounted to B 90.8 lakhs. The¢ subscriptions collected by
these companies for the various schemes conducted by then
aggregated Rs 1647.2 lakhs. It would thus be seen that not
only the paid-up capital and reserves had becn ccmpletely
wiped off but also the subscripticns ageregating Bs 48.9
lakhs had been eroded. The conpanies thus had absclutely
nc stake of their cwn in thc business and were solely
dependent cn public funds. This was mainly due tc the

high expenditure. incurred by the companies on advertisements
and comnission paid to the agents. The inspecticn of a

few companies ccnducting prize chit/benefit schemes, carried
out by the Rescerve Bank revealed,inter alia, the

following features:

(a) *he cimpaxizc ... advanced sizeable amounts.ts
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to the directors or their relatives or firms in which they
were interested as partners, directors or as commission
agents and there were practically no repayments of
the loans;

(b) the books of account had not been maintained
satisfactorily;

(c) close relatives of the directors had Lcen cnployed
in the companies as members of the stoff or 2s agents on
high salaries;

(d) in one case, it was observed that a schene announced
by a comnpany in which collections had been made was withdrawn
subsequently without notice to the subscribers and no refunds
of the subscriptions already received had been made to the
subscribers. Prize mondys. had not been paid to all the
subscribers who had won the prizes; and

(e) subscripticns were shown to have been refunded in
the books of account of 2 company but doubts have been
expressed by the Inspecting Officer about the genuineness

of the payments in view of ccrtain attendant circumstances.

There have also been allegations that some companies
had resorted to certain nalpractices in drawing the names
of prize winners.

NATURE OF THE SUBSCRIPTIONS RECEIVED

IN PRIZE CHIT/BENEFIT SCHEMES AND
FUTURE OF SUCH SCHEMES

6.7 Subscriptions accepted in the various types of prize
chit schemes are 'deposits! under the Miscellaneous
Non-Banking Companies (Reserve Bank) Directions, 1973 and
are consequently subject tc the ceilin;; restrictions
prescribed in paragraph 4 of the directions. Since nost

of the companies have exceeded the ceiling on account cof
carried forward balances of accunulatcd lcss, they arce not

in a position to accept further subscripticns. Scne of
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the conpanies are stated to have contended that.subsériptions
received in their schemes are not 'deposits' as defined in
the directions. Apart from the question whether or noct

thig contention is tcnable, it may be pointed out that a

new definition of the term 'deposit! has been inserted as
clause (bb) in section 451 of the Reserve Bank of India

Act, 1934 by the Reserve Bank of India (Amendment) ict,

1974. The tern 'deposit' as now defined includes "and shall
be deemed to have always included, any noney received by a
non-banking institution by way of deposit, or loan or in any
other form,but shall not include amounts raised by way of
share capital or contributecd as capital by partners

of a firm".

6.8 It may be mentioned that the Banking Commission
hascpointed out (see paragrapk*t?.44) that the running of
prize chits amounts to commission of an offecnce of running

a lottery under section 2944 of the Indian Penal Code;
however, the police regard this as a civil transaction and
the offence remains - non-cognizable cne. The Ccumission
has further:observed that as the law prohibits running of
prize chits, what could be considered is only the adequacy
of the machinery for effective enforcement of the legal bar
against prize chits and that this is necessary in the public
interest and in the interest of those who participate in the
prize chit schemes. 4is prize chits are conducted on a
fairly large scale, the Commission has recomnrended that
appropriate legislative measures should be taken in

respect of them and also that the offence under section 294A

ibid should bhe made a cognizable one.

6.9 Besides section 2944 of the Indian Penal Code, sone
States have enacted or are contemplating to enact
legislations of their own for dealing with lotteries and
schemes of the type under consideration. For example, the

Bombay Lotteries (Control and Tax) and Prize Conpetition
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(Tax) Act, 1958 enacted in the erstwhile Bombay State,

which inter alia, repeals section 294A of the Indian Penal

Codey{in its application to Maharashtra and Gujarat States) is
presently in force in the States of Maharashtra and

Gujarat. Hence, the problenm seems tc be one of vigorous
enforcement of the existing provisicns of the law. We,
however, understand that some criminal courts have taken

the view that prize chit/benefit schemes are not in the
nature of lotteries. But in the absence of zny
authoritative judicial pronouncement on the subject, we are
not sure whether the activities of companies conducting
prize chits, etc., are clearly prohibited by the existing

legislaticns.

6.10 It has been remorted that the resources of prize
chits are used for wasteful spending and hoarding
connodities and that these schemes "enablec certain persons
to convert tax-evaded income into accounted money. The
persons concerned pay a premium to the promoters in return
for the facility". It has also been stated that "there are
a nunber of agents who go about contacting persons who are
likely to face the problem of saving their income from the
tax authorities. The prize chit pass books issuedl to then
under different names become their passports for travelling
from black money territory to the white money area - the
eagiest and surest way of using illgotten wealth. Besides,
by their misleading names and campaigns the prize chit
companies divert private savings into their pérsonal drains,

thus disrupting the national cconony"*.

6.11 From the foregsoing discussion, it would be obvious
that prize chits or benefit schemes benefit primarily the
pronoters anl do not serve any social purpose. On the

contrary, they are prejudicial to the public interest and

the
also adversely af{fgt efficacy of fiscal and nmonetary policy.

* Source: K.Balakrishna - "Prize Chit Racket",
Economic Times dated June 30, 1974.
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There has also been a public clanour for banning of such
schenes; this stens largely fron the nalpractices indulged
in by the promoters and also the possible exploitation of
such schenes by unscrupulous elenents to their own
advantage. We are, therefore, of the view that the conduct
of prize chits or Dbenefit schemes by whatever nane
called should be totally banned in the larger interests

of the public and that suitable legislative measures should
be taken for the purpose if the provisions of the existing
enactments are considered inadequats. Conpanies
‘conducting prize chits, benefit scheres, etc., nay be
allowed a period of three years which nay be extended by
one nore year to wind up their business in respect of such
schenes and/or switch over to any other type of business

pernissible under the law.

CONVENTIONAL CHIT FUNDS

6.12 We nay now turn our attention to what are commonly
known as conventional chit funds or kuris. These can be
broadly classified into two categories,viz., (1) Sinple
chits and (ii) Auction chits. Inva simple chit, the total
contribution made by the members at each draw is given as a
prize to one of the participating menbers drawn by lot.

On the other hand, in an auction chit, the total anmount
collected at each draw is put to auction and the nember
who is prepared to forgo the highest anount of discount
(which is usually subject to a ceiling) is entitled to the
prize anount. The amount thus forgone, which represents
the difference between the total subscriptions of each
instalnent and the amount of the bid, is distributed
anong the prized and/or non-prized subscribers (depending

on the relative provision, if any, in the chit legislation
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or in the chit agreenment) after deducting the foreman's
comnission and expenses of conducting the chit. Chit funds
are indigenous institutions, which are popular in the
Southern States of Kerala, Tamil Nadu and findhra Pradesh;
they pre-date the spread of nodern banking and are now
spreading to other parts of the country alsc. Their
popularity does ndt seen to have in any way dininished

despite the spread of banking.

6.13 Chit funds constitute convenient instrunments
combining saving and borrowing. The mechanism of chit fund
schenes involves (a) the pooling of resources of a group of
individuals (savers), (b) the loaning out of the amounts
thus collected either by drawing of lots or by auction to ome
of the nembers (borrower) of the group, and (c) the
continuance of this process of collection and distributiocn
t1ll the termination of the stipulated period of the schenes.
The rationale of chit funds is that they bring the borrowing
class directly in contact with the lending class. The
borrowcrs onl the investcrs neet to fix the rate of interest
(which is represented hy the anount .of discount agrecd to
be forgone bty the bidder in consideration of his rcceiving
the prize anount) and since there could be nore than one
bidder at each draw, a conpetitive rate of intercst (i.e.,
discount offered subject @o the maxinun, if am;? ?? the
law or under the chit agreeégléﬁf e%%%.competition is,
however, confined to the membcrs of a group and the
benefits of the scnerme are shared only by such nenbers.

In other words, in the case of chit funds, the savers

as well as the borrowers are put together and they are
allowed to save or borrow for a pre-deternined ternm, the
rates of intcrest being fixed on the principle of denand

for and supply of funds in the sane group. Chit fund

schenes are of a self-liquidating nature and partake the
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character of nmutual benefit schenes.

6.14 On the question of end-use of funds disburscd as
prize anounts, there are conflicting views. The Banking
Commission has come to the conclusion that the likelihood
of the prize nonies being put to produetive use is snall,
since a "prospective producer would not dcpend on the
uncertainties involved in a chit fund"*, Whatever be the
position, the fact remains that the savings mobilised by
chit funds and disbursed by them by way of prize anounts
80 satisfy the felt needs of a section of the comrmnity.
Since chit funds as institutions have come to stay and
have shown increasing popularity, ways and mcans have

to be found to regulate their working so as to cnsure
that they function on sound lines and thec malpractices,
usually observed in the conduct of chits are obvinted

to the extent possible.

NEED FOR REGULATORY MEASURES AND THE
PRESENT POSITION OF CHIT LEGISLATION

6.15 Chit funds are open to abuse by the foreman who nay
resort to unfair methods for securing illegal goains. Such
unfair ncthods include enrolment of fictitious menbers to
conplete the required number of menbers in a chit series.
Sinilarly, a needy non-prized member nay be exploited so
that he gets the prize only at the maxinum discount.
Delaying tactics nmay be adopted by the foreman in
disbursing the prize anount to prized subscriber on the
ground that the security offered by him is not acceptable
or adequate. Meanwhile, the foreman nay use the prize
noney interest-free. If he succceds in dclaying payment
till the succeeding draw, the ecarlier prize winner can be
given the prize out of the collections of the succeeding
draw. Thus, one instalment can always remain in the hands

of the foreman to be utilised in any way he likes. The

* Governnent of India, Report of the Banking
Conmission (1972); Paragraph 17.41.



137
above malpractices are only of an illustrative naturc o=nd
while franming the rezulatory neasures, such rielpractices will

have to be kept in view so as to nininisc their occurrence.

6.16 Regulation of chit funds is generally considerel as
a State subject and pursuent to this position, States like
Tanil Nadu and indhra Pradesh have enacte! the necessary
le;islaticn. The Tanil Nalu Chit Funds uct, 1561 has been
adopted in the Union Territory of Delhi with certain
nodificaticns with effect froir July 5, 1364. In Kerala, the
Pravancorc Chittis ict, 1945 and the Ccchin Kuris ide_.ulations,
1932 are in force in the erstwhile Travancore and Cochin
States arcas respectively, but the Malabar erca heas no chit
lezislaticn. The Kerala Chittis uLill, 1972, a consolidating
neasure, which will extend to the whole of Kc¢rala has
recently bcen passed by the State Le.islature. Chit fund
legislation has 21so been enacted by the Union Territory

of Goa, Damen & Diu. In Mzharashtra, a 3ill to re ulate

chit funds has bcen passed by the State Lesgislature znd
eertain Stotes like Lernataka, Gujarat, Punja2b an. Uttar

Pradesh have drafted the necesscry 3ills.

NEED FOr UNIFOiM CHIT LEGISLLTION

6.17 It will be seen from the foregoing. that chit fund
legislation has been enacted cnly in a few States/Unicn
Territcries. There is also a diversity of the rc.ulatory
provisions neade in the various cnactuents. It is not,
therefore, unlikely thaet unscrupulous pronoters or chit
conpanies night explceit the situation by conducting chits
in such of the States as have no chit legislation or in
States where the procvisicns of such legislztion are less
risorous. In fact, it was brocucht tc the notice of the

Group cdurin. the course of its discussicns in New De¢lhi
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ghat a nunber of chit fund companies had shifted their
registered offices fron the Delhi area to the nearby places
in Haryana (where there is no chit legislation) with a
view to avoiding conpliance with the provisicns of the
Tanil Nadu Chit Funds Act, 1961 as extended to the Union
Territory of Delhi. In the circumstances, the necd for

enactnent of a uniizrn legislation applicable to chit
voughe ud
fund institutionsz@hmolght the country czmmat

be underestimated.

6.18 In the context of the recomnendations of the
Banking Commission in regard to regulating the activities
of non-banking financiel intermediaries, the Central

Government has, inter alia, decided that a nodel law to

regulate ohit business nay be formulated for adoption by
all the States which have no such 1legislation. It has
also. decided that the question of nzaking it a requirement
of law that only public linited companies should run

chit funds should be exanined., Pursuant to the above
decisions, the Reserve ank has, at the instance of the
Central Governnment, drafted a Modcl Bill which was referred
to the Group for its comments in October 1974. The draft
Bill is generally on the lines of the Andhra Pradesh Chit
Funds Act, 1971 (which itself fcllows the pattern of the
Tanil Nadu Chit Funds Act, 1961) and the Kerala Chittis
Bill, 1972 as reported by the Select Comnittee. Besides the
usual provisions found in the existing State enactuents,
certain additional provisions havc been ncde therein.

We have exanined the provisions of the Model Bill and
after taking into account the opinions expressed by the
representatives of som¢ of the State Governments which
have enacted legislation regulating chit funds in their
respective States as also certain individuals having

intinate knowledge of the running of chits, cur views in
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this regard have already been conveyed to the Reserve Bank
by a letter dated June 30, 1975% addressed by the Chairman
of the Group to Shri S.S. Shiralkar, Deputy Governcr of

the Reserve Bank of India, It will be seen therefrcenm that

the nain reconmendations of the Study Group are as under:

(a) Since the legal opinion is that Parlianent is
oonpetent to enact the chit legislation in view of the
provisior contained in Entry 7 of List III (Concurrent List)
of Schedule VII to the Constitution of India, the proposed
Bill should be enacted as a Central legislation, Such a
step would, besides ensuring unifornity in the provisions
applicable to chit fund institutions throughout the
country, also prevent such institutions from taking undue
advantage either of the abscnce of any law gcverning chit
funds in any State or exploit benefits of any lacuma or
relaxation in any State law by extending their activities
to such States;

(b) while the Bill should be enacted as a Central Aict,
its administratica elic.id be left to the State Governnments
concerned which, in turn, nay seck the advice of the
Reserve Bank on policy natters. [For the purpese of tendering
advice to the Central or State Governnents,the ieserve Bank
nay heve to inspect chit fund instituticns on =2 selective
basis to have an idea of their working including their
nethods of operation. Chit funds are "financial institutions"
as defined in clause (c¢) of section 451 of the Reserve Bank
of India Act, 1934. Hence, it would be open to the Reservc
Bank to undertake inspections of chit fund institutions
whenever deemed necessary in excrcise of the powers vestod
in it under section 45N ibid/;

(c) as regards the questicn whether only public linited

conpanies should be allowed tc cocnduct chit funds, the

* See Appendix VIII
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Group is of the view that there should be no objection, in
principle, to chits being ccnducted by private linmited
conpanies also, and on a limited scale, even by
unincorporated bodies such as individuals/sole
proprietorshimefpartnership firms. It night be of relcvance
to note in this connection that the enactnents regulating
chit funds in force in certain States do not prchibit chit
funds being conducted by unincorporated bcdies; and

(d) having regard to the naturc of their busincss, thetrc
is no necessity for chit fund institutions to borrow from the
public by way of deposits and as such they may be prohitited
fron accepting deposits except as advance payment of
subscriptions or depositsfrom prized subscribers by way of

gocurity towards payment of their future ihstalments.

6.19 The views of the Group on certain other issuecs which
arose for consideration are given in the Annexure tc the above
letter dated June 30, 1975*. These are surmarised below -
(i) Conduct of other business by chit fund ‘instituticns:

Chit tund instituticns nay be prohibited from conducting any
other type of business except ohit busincss or granting
of loans to subscribers against their paid-up subscripticns.

(ii) Utilisation of funds: Chit fund institutions should
utilise their surplus funds cnly for giving lcans or
advances to non-prized subscribers against the security of
the subscriptions paid by then or investing in trustee
securities or in deposits with the approved banks.

(iii) Restriction on the opening of new places of business:
Chit fund companies should obtain the prior zpproval of
the Director of Chits within whose jurisdiction their
registered cffices are situated. The Director of Chits
should take certain criteria into account before granting
pernission for the opening of offices. Unincorporated
bodies should not be allowed to conduct business at more

than one piace.

¥ See Appendix VIIL
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(iv) Maxinun duration of chits: The duration of chits
should not ordinarily exceed five years; but chits of a
longer duration up to ten years may be started in very
special cases only by chit fund conmpanies/banks with the prior
approval of the State Government concerned which should
take into account factors such as thce financial position
and methods of operaticn of the company in question,
interests of the prospective subseribers, requircnents as
to security,etc. (The security deposit to be kept by the
foreman conmpany in the case of chits of longer duration nay
be proportionately higher).

(v) Mode of settlement of disputes: The machinery for
.settlenent of disputes arising between the foreman and the
subscribers relating to the adequacy of security offered
by prized subscribers to the forenan for payment of future
instalnents, substitution of subscribers in case of default,
etc., should be self-contained, cheap and expeditious on
the lines 6f the machinery prescribed under the State
co-operative laws for scttlement of disputes by arbitration.

(vi) Ceilings in respect of the agsrcgate amaunt of
chits that may be conducted at any point of time:

The aggregate amount of chits conducted by 2 chit

fund conpany at any point of time may not exceed 50 per cent
of the net worth of company i.e. the paid-up capital plus
free reserves less the balance of accunulated lcss and other
intangible assets such as deferred revenue expenditureka«dl
goodwill, if any. In the case of commercial banks conducting
chit funds, no ceciling on the aggregatec amount of ochits

that nay be conducted at any point of time need 'be prescribed
since these chits are subject to the close scrutiny of the
Reserve Bank, As regards chit funds conducted by
unincorporated bodies such as individuals, sole

proprietorships and partnerships, the aggregate amount
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of chits shculd not,at any point of tine,excced s 10,000,
(vii) Mininun capital requirenents and the creation of a
reserve fund: The nininus: paid-up capital cf chit fund
conpanies incorporated undcr the Coupnnics ict, 15556,
whether private or public, shculd te Bs 1 lakh. Ccupenies
having paid-up capital of loese than s 1 1akh nay e allowed
tine up to three yecars tc increase their poid-up capital
to thc ninimun referredl tc above. The State Geoeverri:ent
concerned :xay be authorise” to grant cxtcensicn cf tine
for a pericd not exceeldin;; twe years in appropriaztc cases.
These conpanies should =2lso be required to credit 20 per

cent of their annual net profits to a reserve fund.

6.20 With the enactnent of suitable legislation
incorporatin, thec necessary provisions in the light of

the views expressed by the Group, it may te expecte? that
the nmalpractices indulged in by foremen would, by and large,

Le obviated.

CONCLUSION

6.21 It will be seen ‘freo the forcegoing that the Group

has reccocrimendes that the ccnduct of prize chits by whatever

nane called should be totally bannel in the larger intcercsts
cf the public and that suitable le islative memsures should

be taken for the purpcse if the provisions of the existing

enactnents are considered inalequate.

6.22 Under the present directions, subscriptions rececived
by conpanies conducting conventiinzal chits are exenpt and
only depcsits accepted by such conmponies are subject to
the ceiling restrictions. We have, however, recormende?
that institutions conducting conventional chit funds
should be prohibited fron accoepting deposits except as
advance paynent of subscriptions or deposits

by way c¢f security
fron prized subscribers/towards paynent of their future

instalmentvs. If thic vecoimiendation is accepted, chit
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funds will go out of the purview of the directions issued
by the Reserve Bank. In view thereof and since the
Miscellaneous Non-Banking Companies (Reserve Bank)
Directicns, 1973 seek to regulate the deposit-acceptance
activities of coapanies conducting prize chit, bcnefit or
savings schemes and also conventional chits, we have not
examined the provisions of thc said directions. It nay,
however, be pointecd out that since these directions
gencrally follow the pattern of the Non-Banking Financial
Conpanies (Heserve Bank) Directions, 1966, our suggestions
for naking further amendments to the directions issued

to financial companies would, with ninor changes, hold

good in the case of the directions issued to miscellaneous
non-banking comnpanies. Pendirg decision on the
recomnendations and enactoment of legislation in regard

to prize chits and conventional chit funds, the desirability
of suitably amending the iMiscellaneous Non-Banking
Companies (Reserve Bank) Directions, 1973 nay be considered

by the Reserve Bank.
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CHAPTER 17

ADMIRISTRATIVE ARRANGEMENTS

INTRODUCTION

Ta1 In this chapter we propose to deal with the
measures that may have to be taken to strengthen the
administrative arrangements for implementing the
recomnendations made by us. In the context of the
bifurcation of responsibility between the hescrve Bank and
Central Government in regard to the exercise of control
over deposit-acceptance activities of NBCs, it would also
be necessary to have a close liaison between the two
authorities. We propose to consider in the first instancc
the administrative arrangements that would have to be made
by the Reserve Bank for the excrcise of efiectivc supervision
over the working of the financial companies so that they
operate as an integral part of the credit system. In regard
to non-financial companies, the Reserve Bank is expected to
play a consultative rolc in the making of rulcs under
section 58A of the Companies Act, 1956; it would, therefore,
have to keep itself apprised of the trend of dcposits

with non-financial companies and its impact on the monetary
and credit policy. Before considering the question of the
administrative measures to be tzken by it for effectivcly
discharging the functions that would continue to vest with
it and those additionally devolving on it, it would be
relevant to review the existing arrangements in the
Department of Non-Banking Comparlies (DNBC) of the Reserve

Bank in this regard.

SETTING UP OF DNBC

Te2 DNBC was created in March 1966 with its Central
Office in Calcutta as a nucleus for the development of =z

full-flecdged department for administering the provisions of
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Chapter IIIB of the Reserve Bank of India act, 1974 and the
directions issued thereunder. It had till recently no
regional office. However, a Cell was opcened in Bombzy since

October 1974, for attending to certain sclected items of

work,
FUNCTIONS ASSIGNED TO DNBC
T3 When the Department was initially sct up, the rain

functions assigned to it wcre:-

(i) to study and analyse balance shcets as well as the
returns filed by individual compunies in the
non-banking sector and to locate companies revealing
a2 generally unsatisfactory position;

(ii) to establish an inspection wing to carry cut
inspections of the financial affairs of companies
whenever found necessary and to initiate appropriate
measures from time to time vis-a-vis the individual
ccmpanies;

(iii) to conduct every half-year surveys of dupesits with
NBCs, scrutinise thc¢ returns rcceived in this
connection, carry on ccrrecspondcnce in respect of
inadequately filledZEnaccurate returns and secure
a tabulation of the data;

(iv) to makc a study of the trends revcaled by the
working of NBCs on the basis of balancc shccets
received from them and, in the light of thesc,
modify the existing controls or introduce¢ new oncs;

(v) to have a gencral liaison with the Department of
Company Affairs to achieve co-ordinaticn;

(vi) to study opcrations of NBFIs in other countries and
also the measurcs for their rcgulation to provide
an adequate backgrcund; and

(vii) to consider the feasibility of extending control
over registcered firms (with capital of Bs 1 lakh and

over) after the present control over the non-banking

corporate sector is made effcctive.
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7.4 DNBC also tenders advice in regard to leglslation or
amendments to the existing legislation regulating chit funds
and money-lending activities and obtairnz informeticn freom

the various State Governments on the administration of their

local money-lending enactnents.

ADMINISTRALTIVE SET-UP OF DNXBC AKD
THE FUNCTIONS PRESENTLY PERFORINED BY IT

Te5 The Central Office of DNBC is dividcd into six
sections as under:-
(i) Non-Financial Institutions Scction
(ii) Financial Instituticns Secction
(iii) Co-ordination, Legislation and Statistics Section
(iv) Inspection Section
(v) Prosecution Section

(vi) Administration Section

7.6 The first two sections are concerned with the scrutiny
of returns received from non-financial and financial companies
respectively,and dc:l with the correspondencc emanating from
such scrutiny. Besides, they attend to queri:s from

companies seeking clarificetion in recgard tc the directions
and process the applicaticns received from companies for
exemption/extension of time for complying with the directions.
Advertisements/application forms issued by companies

soliciting deposits are also scrutinised by these scctions.

T.7 The Co-crdination Section attends to the work
relating to consolidation of the returns and publication
of the results of the survey with reference to the position
of deposits held by companies as on March 31, every year.
In addition, the section deals with matters relating to the
interpretation of the provisions of the directicns
administered by the Department and study of the chit fund

and money-lending enactments of varicus States.



147

7.8 The Inspection Bection processes the repcrts on the
inspections of NBFCs carried out by the Bank and takes
necessary follow-up action. Weo understand that it has,
however, not been able to undertake inspections on a regular
and continuing basis and that the inspcctions ocnducted so
far have generally been done by c¢fficers decputed by the
Department of Banking Operations and Dcvclepment of the
Bank and occasiocnally by deploying officers from DNBC «n an
ad hoc basis. The section also deals with conplaints
received from depositors allcging non-payment of thecir
deposits/interest due thereon. However, the scopc of the
control administered by the Reserve Bank is cocnfined to
protecting the interests of depositcers only in an indirect
manner by restricting the acceptance of deposits within the
prescribed ceilings and by ensuring that information
regarding managecment and financial position is nade available
by the companies to the intending cepositors. The Reserve Bank
has taken the view that the acccptance of deposits by a
company and their repayment ore matters of contract between
the depositor and the depositee company and in case of any
breach of contract the remedy open to the depositor is to
enforce his rights through a court of law; hencc it

cannot compel repayment of the dues but can cmploy only
persuasive methods by taking up the non-payment with the

company concerned.

7.9 We were told that since many companies were not aware
of their statutcry obligations about filing the returns and
balance sheets with Rescrve Benk, the Department's efforts
were initially directed towards educating the companies in
this regard. Since, even after six years of the coming
into force of the scheme of control, the response was not

to the desired extent, the nucleus of a Prosecution Section
was set up in December 1972 with 2 view to prosccuting such

of those companies as nad not submitted thce rcturns/balonce
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sheets or had contravened the provisicns relating tc

ceiling restrictions, tenure of deposits, advertiscments, etc.

T7.10 The Administration Sectiun deals with routine
matters relating tec the administration of the¢ Department

and its staff.

7.11 The Derartment is under the ovcerall charge of a
Chief Officcr who is assisted by two Assistant Chief Officers
at the Central Office and another Assistant Chief Officcr

in charge of the regicnal Cell in Bombay. The particulars

of the staff position of the Department arc given in

Appendix IX.

ASSESSMENT OF ITS PERFORMANCE

Te12 When DNBC started functioning in March 1966, it
had only about 3,000 companies (both financial. and non-
financial) on its mailing list. The number has since
increased to 4,090 non-financial and 1,576 financial
companies of which 2,376 and 797 rcspectively, have
subnitted the prescribed returns as on March 31, 1974.

As the number of non-financi2l and financianl companies
(excluding banking and insurance ccmpanies) according to
the classification adcpted by the Department cf Conpany
Affairs was 34,367 ~nd 3,711 respcctively, as on March 31,
1974, therc was a wide gap between the number of
companies on the mailing list c¢f the Bank and those
registered with the Department of Company Affairs. This
gap, in so far as non-financial companies are ccnecrned,
could, in a large measure, be attributed to the following
factor. Since, in terms of the directions, only such of
those non-financial companies as were holding deposits
were required to submit the returns/balance sheets to the
Reserve Bank, its control could be extended only to

those conpanies which wecre either voluntarily subnitting

the returns/balance sheets or those which
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otherwise came to its nctice as recciving deposits. It was
stated that except for the information given by the
Department of Company Affairs on the basis of the inspections
carried out by it or complaints reccivecd from th: public,
DNBC had, till rccently, nc ready mcthod of finling out
whether a non-financial company had failed tco ccuply with
its statutory obligations. Howecver, section 45Mi of +the
Reserve Bank of India Act, 1934, as inscrted by thc
Anendment Act, 1974 which came into forcce with ¢ £fect from
December 13, 1974 now casts an obligation on the statutory
auditors to make an enquiry during their audit and rcport
to the Reserve Bank non-compliance in the subtmissicn ¢f the
returns. The provisions of scction 45MA of the Rescrve
Bank of India Act, 1934 in so far as non-financial companics
are concerned, have become in-operative with the withdrawal
on June 3, 1975, of the Reserve Bank's directions issucd
to these companies consequent upon the coming into force of
the Companies (Acceptance of Deposits) Rules, 1975 with
effect from February 2, 1975. In view of the fact that
these companies, irrespective of whether they accept
deposits or not, are required to file with the Registrar
of Companies their balance sheets, it may be expected
that the Department of Ccmpany Affairs, with thc cther data
available with it, will be able to ensure that the non-
financial companies comply with the statutory obligations

in thc matter of acceptence of dcposits.

T.13 As regards financial companies, the numbcr cn the
neiling list of the Rescrve Bank is stated to be, only (S )é
2, as against 3,711 classified as such by the Department
of Company Affairs and even out of those identified by the
Reserve Bank, only about 800 are submitting the prescribed
returns to it. It may be noted that unlike non-financial

conpanies which were required to submit retums only if
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they held deposits as on March 31 of any yeesr, it is
mandatory on the part of financial companies to subnmit
their annual returns and balancec sheets to the Reserve
Bank irrespective of whether they hold decposits or nct.
Further, the miscellaneous non-banking companies falling
within the purview of the directions issuved in August 1973
are required to submit their returns half-yearly. In the
circumstances, the variation could be due to either the
difference in the mode of classification adcpied by the
Department of Company Affairsliggz that by the Reserve
Bank or the fact that some of the financial companies,
despite their being functioning one¢s, have failed to
submit the prescribed returns. As the gap is sizcable,
vigcrous steps would have to be taken by the Department
to bring all functioning financial companies within the
purview of the scheme of contrcl adminis:;red by the

e

Reserve Bank by close co-ordination with/Company Law

authorities.

T.14 The Department, which was set up in 1966, has so
far been in a process of evolution. During its formative
stages, certain  factors appecarcd to have operated as
constraints on its working. Thus, apart from thc
limitations in extending the coverage, thc directions
themselves had to be modified from time to time in the
light of the¢ experience gained with a view to plugging
the loopholes in the scheme of control. Further, in
view of the impending transfcr of control over non-financial
companies to the Dcpartment of Company Affairs, as dccidcd
upon a few years back, it could not perhaps make long-
term administrative arrangemconts for fully discherging

its functions.

T.15 Certain other factors which impeded the effective

enforcement of the directions were also mentioned in
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this coentixta It was cioted $hat since tus wory wos
rraatitedlly centralised in Calcutta, it was difficult for
the Department to keep a watch over the deposit-acceptance
activities of the steadily growing number of NBCs spread
over the entire country. Another factor was stated to be
the absence of an inspection wing for carrying out
ingpections on a regular and continuous basis. In terms
of the working arrangement with the Department of Company
Affairs, the inspection of non-financial companies was to
be carried out by the Directorate of Inspection and
Investigation of the Department of Company Affairs while
that of financial companies was to be undertaken by the
Reserve Bank. We understand that DNBC could, however, so
far carry out the inspection of only 35 financial companies
mainly with the assistance of officers from another
department of the Bank. It was also pointed out in this
context that until the recent amendments to the Rescrve
Bank ¢f India Act, 1934, the Bank had lirited powers for
taking un inspectio: it cculd carry cut inspections only
for the purpose of verifying the correctness or completeness
of any statement, information or particulars furnished to
it or for the purpose of obtaining any infortiation which
the companies failed to furnish on being called upon to
#do so. The Bank has, now been empowered to take up the
inspection of any financial company if it is eonsidered

necessary or expedient to inspect that company.

7.16 We were also given to understand that some of the
functions assigned to DNBC when it was initially set up
could not, in its formative stages, either be taken up

or pursued on a continuous basis. Thus, the Dcpartment
could not take up a study and analysis of balance sheects

of individual companies even on a selective basis for
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identifying such of the companies as were revealing an
unsatisfactory position. Further, in view of the magnitude
of the problem involved in scrutinising thc returns
received from a large number of companies, it could not
effectively follow up the non-ccmpliance withk the dircctions
by many of these companies nor could it ensure regular
subnission of returns by the other companiecs on its mailing
list. The delay an scrutinyin turn held up pronpt
conpilation of the data and publication of the annual
survey of deposits in the non-banking corporate sector
which could also not be made as comprehensive in covcerage
and scope as originally envisaged. The survey, while
presenting informative data, is limited at precsent tc a
study of distribution of deposits (including cxempted loans)
of the reporting companies according to the r status
(private or public), category (non-financial or diffcrent
classes of financial companies), the Btates in which they
are located and sources of deposits. It would be useful if
the survey could be extcnled to cover some more aspects such
as classification of companies according to their net owned
funds and size of deposits, interest-wise breck up of deposits
and certain facets of the advances portfolio in the case

of financial ccmpanies.

T.17 In view of the fact that regulaticn of the acceptance
of deposits by non-financial companies has since becn
transferred to the Department of Company Affairs, the time

ig now opportune to review the working of DNBC and evolve
measures to strengthen the administrative arrangements %o
that it could effectively concentrate on the areas retained
with it for supervision.

ASEESSMENT OF THE EUTURE
FUNCTIONS OF DNBC

T.18 The primary function of the Department will

hereafter relate to the administration of the scheme 0f
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control over the working of the financial companies as
envisaged by us. The task sct before it will be to achieve
the ultimate objectives of the new regulatory nmeasurcs, viz.,
to bring these companicecs within thc crbit of ~ well-
integrated and sound financial system so that the intercsts
of the depositors are prctected and their sevings, as far
as possible, are channelled intoc productive investment in
tune with national priorities. The scope of control,
therefore, will not be restricted as hithertc but will be
appreciably widecned and, to a lergc extent, akin to that
now exercised by thc Bank over the banking system. When
financial companies not presently on its list are brought
within the scheme of control, thc number of existing
companies (excluding those in liquidation, the conventional
chit fund companies and mutual benefit financial companics)
nay be expected to be about 1,500 tc 2,000, Howevecr, in the
course of administration of the new provisions, many of the
companies whose working is not viable or is detrimental to
the intercsts of the depositors or which fail to conform
to the new requircments may have to be weeded out. It may
be expected that by this prcccess the number of companies
would apprecinbly comc down. In the meantimc, the Bank may
have to prescribe rcturns to be submitted by thc companies
at appropriate intervals and make necessnary arrangcencents
for scrutinising the returns with 2 view to watching
compliance with the new regulations. It will also have to
carry out inspecticns but it will be sufficicnt if such
inspections are initially conducted on a selective basis,
priority being given in respcct of the companies with
sizeable deposits or ageinst whose working complaints have
been rececived. In the light of the experiencce gained,
the Department may build up an adequate machinery
for widcning the coverage of inspections of the financial
companies in ordcr to ensure that their working

is satisfactory and continues to be in conformity
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with the regulations in force. Considering the scale
of operations of such companies as cowparcd with hanks
having a large number of branchcs, the task may not be

administratively onerous.

T.19 It may be added that since it is proposed to
prohibit the acceptance of deposits by unincerporated

bodies, it is not unlikely that many individuals/

partnership firms ncw carrying on para banking activities

might convert themsclvesl}-
thus come within the ambit of the new recgulations. 1In
such an eventuality, the administrative arrangcments wculd

have to be further strengthened suitably.

7.20 Apart from its primary functicn, thc Department will
be requircd to perform certein other functions which
will be statistical or zdviscry in naturc. Thus, it will
have to work in close 1liaison with the Departiont
of Company Affairs for reviewing the adcgquacy cr
otherwise ¢f the r.suteoticns governing the activitie%oggiiges
#he non-banking sector to ensurc that thc twin cbjcectives
of serving as an adjunct to the mcnetary ~nd credit
policy and safeguarding the intercsts of the depositors
are achieved. It will alsoc De rceguired to ccllect
and consolidate the data relating tc bocth financial
and non-financial companies althcugh it will no longer
be directly concermed in the administration of the
scheme of <«ontrol over the latter. Besides, the
Department would have to keep itself in close touch with
the State Governments in regard to the administration of
the chit fund and money-lending legislaticn. 4 liaison
with the State Governments would enable the Rescrve
Bank to tender advice on policy matters as also amendmemnt s

to be made as and when deemed neccessary.
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FUTURE SET-UP OF THE DEPARTMENT

T.21 It appears to us that for an effective implementation

of the proposed regulatory measures, it will be necessary to
decentralise the functions of the Department so that the
impediments now faced under a centralised sev-up are removed
and in the process, augment the staff at varicus levels
consistent with the workload that may devolve on the central
and regional offices. The distribution of finarcial companies
presently on its mailing list would suggest that besides the
Regional Cell in Bodmbay, which may have to be converted into

a full-fledged Regional Office, it would be necessary to set

up regional offices in Calcutta and Delhi as also one in the
Southern Region either in Madras or Bangalore. We understand
that a decision in this regard has already been taken by the
Bank sometime ago. While the regional offices may be delegated
with the functions of supervision over the working of financial
companies operating in the area of their jurisdiction and
vested with sufficiently wide powers and appropriate status,
the overall policy in theé matter of administration of the
regulatory measures and inspection may be laid down by the

Central Office.

T7.22 The regional offices may be provided with an
inspection wing so that the inspections, at least on a
selective basis in the first instance, could be carried

out and necessary follow-up action taken expeditiously.
Since the nature and scope of such inspections would be
different fgggiiﬂ%finspections of banks presently carried

out by the Department of Banking Operations and Development
of the Bank, it would be necessary to compile a self-contained
manual prescribing the guidelines for such inspections.

Apart from such regular inspections covering various

aspects of the working of financial companies, it would

be desirable for the Nonartment to undertake quick
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inspections covering specific aspects such as verification
of the correctneass of dhe informubien Purmmishad by a finaneial
company, compliance with the provisions regarding maintcnance
of liquid azsets cor scritiny of the complaints allcging
irregularities in the working of companics.

ADMINISTRATIVE ARRANGEMENTS IN KESTECT OF
NCN-FINANCIAL COMPANIES

T.23 In so far as non-financial companies are concerned,
the Department of Company Affeirs heg alrcady a decentralised
set=up with Regional Directors in Bombay, Calcutta, Madras
and Kanpur and also Rcgistrars of Companies in cach State
with necessary statutory powers. It has also a Dircctorate
of Inspection and Investigation with regional wings/units

to carry out inspection of books of account and records of
companies under section 2094 of the Companies Act, 1956.

We are, therefore, of the view that thc additional
responsibilities devolving on the Department of Company
Affairs may be discharged within thc existing administrative
framework with such augmentation of staff as may be nccessary
at the regional levels to cope up with the increased work-
load involved in the implementation of +the pro-risions of
section 58A of the Act and the Rules made thereunder,
particularly in the processing offeturns and scrutiry of
advertisements and in taking follow-up action in

respect of defaulting companies.

CO-ORDINATION BETWEEN THE DEPARTIENT
OF COMPANY AFFAIRS «ND RESERVE BANK

T.24 As statced earlier, the Department of Company Affairs
and DNBC would have to work in close liaison for the
effective implementation of the cobjectives. Certain aspects
in respect of which consultation and co-ordination would

be necessary arc indicated in the following paragraphs.
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REVIEW OF PROVISIONS RELATING TO LCCEPT.LNCE
OF DEPOSITS, uDVERTIS=MENT, EIC.

T.25 Section 584 of the Companies Act provides that the
Central Government may, in consultation with the Reserve
Bank, make Rules regarding thc acceptance of deposits and
issue of advertisement by compawnies. Apart from making such
amendments to the Rules applicable to non-financial companics
and directions issued by the Reserve Bank tc¢ financial
companies in the light of our reccmmendations, it will be
desirable that the position is reviewed periodically by the
two authorities to ensure evolution of a uniform policy and
settlement by mutual consultation of any issues that might

crop up.

CLASSIFICLTION OF COMPANIES

7.26 We have: stated elsewhere that there is a wide gap
between the number of financial companies registercd with
the Company Law authorities and that on the mailing list of
the Reserve Bank. While the variation is, to some extent,
due to the differing modes of classification, it is apparent
that many functioning companies have not been brought within
the fold of the existing scheme of control of the Reserve
Bank., We understand that in the past, officials of DNBC
had been deputed to the offices of some of the Registrars

of Companies for bringing the list up to date in an
expeditious manner, and that attempts are also being made
by it to extend its control by obtaining a complete list

of financial companies from the Company Law authorities.
Under the existing arrangements, the periodical additions
and deletions to the list are also advised to the Bank.

On the basis of the scrutiny of the list, the Bank calls
for the Memorandum and Articles of ALissociation and the
latest audited balaznce sheet and, on rcceipt of the

documents, it categorises the financial companies into
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different classes. For the purpose of keeping its list up
to datg¢ it will be necessary for DNBC to evolve a suitable
working arrangement in this regard and pericdically review
the position in consultation with the Department of Company

Affairs.

T7.27 Another aspect that requires mention is that the
adopted
norns/¥or classificotion of financial companies by the two
authorities are somewhat different. While the Department of
Company. Affairs classifies such companics into loan, investment
and trust and other financial companics, they are classified
by the Reserve Bank into six broad categories depending on
the type of business, the returns prescribed varying according
to the category in . which they are placed., Such detailed
?lassification may cecase to be of importancewhen the exemption
a??%%agigc-purchaée finance companies from ceilirg restrictions
i withdrawn and uniform regulatory measures are introduced
for financial companies other than chit funds and mutual
benefit financial companies. However, for purposes of
analysis and interpretation of data, and as the Bank, in
the absence of other means, has to depend on the lists
furnished by the Department of Company ALffairs, it would
be useful if the classification is made on a unifcrm basis.
Further, it is observed that a few companies treated by the
Company Law authorities as non-financi2l or financial at
the time of their registration on the basis of the principzol
objects clauses as specified in the Memorandun of hLssociation
have been categorised differently by the Reserve Bank on
the basis of the pattern of assets and principal sources of
income., &as this might give rise to confliect of jurisdiction,
suitable norms may have to be evolved by the two authorities

for classifying companies.
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SULVEY OF DEPOSITS IN THE
NON-BuNKING SECTOR

7.28 iAs it may be necessary to review from time to tine
the trend of deposits in the non-banking sceter, it would
be useful if the two authorities exchange information and
also periodically consult each cther with a view to
reviewing the efficacy of the controls in force and
nodifications that nay be required in the light of the
experience gained. Apart from the compilation of the
statistical data relating to non-financial companies, it
would also be useful if the annual surveys could cover the
progress nade in enforcing the regulatory neasures. Aas
regards financial companies in particular, the surveys ﬂﬂcu7
cover the various aspects of thcir working and
inplenentation of the regulatory measures.

NEED FOR UNDERTAKING RESE/RCH
ON THE WORKING OF NBFIs

7.29 Finally, we would like to stress the need for
research in the inportant field of NBFIs. In foreign
countries, in-depth studies have been nade to assess the
place of such institutions in the econony, their role
in the savings-investment process, the inplications of
their operations for monetary and credit policy and the
relationship between these institutions and the banking
systen. In India, only ad hoc studies relating to NBFIs
in general or to particular types of NBFIs have been
made, It is necessary to undertake studics on the
operations of NBFIs on a continuous basis to provide

a solid base for policy formulation. We, therecfore,
reconnend that the Reserve Bank nay consider making
arrangenments for undertaking research on the working

of NBFIs and related aspects in the Economic

Department of the Banlk,
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CHAPTER 8

SUMMARY OF MAJOR CONCLUSIONS
AND RECOMMENTATIONS

8.1 While giving a summary of our conclusiors and
recommendations, it is not proposed to restate the
full context in which they are made as thz analysis
and the arguments on which they are based have been
fully explained in the preceding chapters. The numbers
of the relevant paragraphs of the chapters relating to
the conclusions/recommendations have been indicated
within brackets to facilitate ready reference.

APPROACH TO THE PROBLEM -

QUANTITATIVE AND QUALITATIVE
ASPECTS

8.2 There is evidence to show that the dependence of
non-financial companies on deposits has tended to
increase, and at the same time, the liquidity of these
companies in relation to the amount of deposits accepted

by them has tended to decline. (2.5)

8.3 Deposits witk NBCs have grown in spite of the

fact that there are certain advantages attached to
commercial bank deposits which are not available in the
other case. The basic reason for the growth of deposits
of NBCs is that these companies pay interest ratcs

higher than those paid by commercial banks. (2.8)

8.4 The more recent spurt in deposits with NBCs is

due to a combination of factors such as the very

rapid rise in prices and the consequent decline in the
purchasing power of money, aggressive advertising
campaign,both by companies and brokers, anti-inflationary
measures undertaken by the Government and the Reserve
Bank, particularly since the middle of 1974 and

the restrictions placed on the declaration of dividends.
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Although the magnitude of deposits with NBCs in relation
to the total bank deposits and other savings media is
still limited, there is enough evidence of the accelecra-

tion in the growth cf these deposits. (2.10 and 2.11)

8.5 While the total level of savings is unlikely to
increase on account of the deposits flowing to NBCs,

the pattern of savings would undergc a change. There
will also be a shift in the ownership of bank deposits
from the household sector to the corporate sector.

It is likely that over a period the level of deposits of
the banking system may remain almost unchanged or may be
reduced negligihly by the amount of cash in hand that
these companies might wish to keep. The growing volume
of deposits with these companies affects the operation
of monetary and credit policy to the extent that it
involves loss of direct control on the use of these funds,
The current situation,therefore,calls for a regulation
but not prohibition of thc acceptance of deposits by
NBCs. Nevertheless, the long run objective should be

t o bring about a progressive reduction in the quantum

of deposits with non-banking non-financial

companies. (2.14 to 2.17)

8.6 £ selective approach will have to be taken in
regard to the regulation of the activities of NBFCs
since these institutions vary greatly in the nature of
their operations. In making recomaendations on
regulating the acceptance of deposits by NBCs,

a distinction has to be made between non-banking non-
financial companies and NBFCs. The reason is that the
latter are para banks whose activities consist of
accepting deposits for the purpose of making loans and
advances, unlike the manufacturing and trading companies
which normally accept deposits for use in their own

business. (2.18 and 2.22)
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8.7 In regulating deposits with NBCs, it should be
ensured that while their magnitude is kept within
reasonable limits, they subserve the objectives of
monetary and credit policy and that a larger dcgree
of protection is afforded to the depositors!
interests. (2.23)

NON-BANKING NON-FINANCIAL
COMPANIES

8.8 While arguments advanced for and against the
necessity and justification for acceptance of deposits
by non-financial companies have merits of their cwn,

the consensus of opinion as put forward before the Group
was that the present situation in which there has been
a spurt in the soliciting of deposits from the public is
an abnormal one brought about by a combination cf

temporary factors. (4.6)

8.9 The broad approach to the problems posed by public
deposits with non-financial companics should be such
that measures must be designed to ensure the effilcacy

of monetary and credit policy and to avoid disruption
of the productive process, consistent with the need to
safeguard, to the extent possible, the depositors!
interests. At the same time, the ultimate objective
should be to discourage the further growth cf these
deposits and to roll them back gradually so that

they cease %o beasignificant source of finance for

industry and trade. (4.7)

8.10 The Group is not in favour of giving insurance cover to
deposlte with NBCe on the lines of the cover offered by the

Deposit Insurance Corporation in the case of deposits

accepted by banks because the risks to be insured would

differ widely as between companies and partly becausc
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it would be conceptually wrong to confer on unsecured
company depcsits the same protected status as has

been conferred on bank deposits. A degree of risk is an
inevitable cconcauitant of higher interest rat-s

offered on company depositse (4.9)

8.11 The status guo in respect of the minimum period

of deposits (i.e. six months) may be maintained while
the maximum duration of deposits should not exceed

three years. (4.11 and 4.12)

B.12 The Group is neither in favour of prescribing
any ceiling on the rates of interest offered by non-
banking non-financial and financial companies on
deposits received from the public nor on interest
rates chargeable on advances by financial companies.

(413 to 4.17 and 5.19)

8.13 A lending bank should invariably take into
account the quantumn of deposits received by the
borrowing ccnpany while sanctioning/renewing credit
facilities to it and also stipulate that the borrowing
company should advise the bank about the quantun of

deposits proposed to be raised by it. (4.19)

8.14 Non-banking non-financial companies should be
required to maintain in the form c¢f liquid assets
(excluding cash in hand), a2 sun vhich shall not be
less than 10 per cent of their deposit liabilities

maturing during the course of the year. (4.21)

8.15 The deposits received from direcctors of all
companies ag well as from the sharceholders of a
private company should continue to be exempted

so that there are no restrictions on these persons
bringing in their own funds and increasing their

stake in the business of the company. (4.25)
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8.16 The deposits of shareholders of private ccmpanies,
both non-financial and financial, deemed to be public
companies by virtue of secticn 43A of the Companies
Act, 1956, should bLe given the same treatment as these

of shareholders of other private companies, (4.26 and 5.33)

8.17 The Central Government nay, by suitably amending
the Companies Act, 1956,assune powers to grant

extensiocn of time to comply with or exempt any conpany
or class of companies from, all or any of the provisions
of the Companies (Acceptance of Deposits) Rules, 1975.
(4.27)

8.18 It would not be desirable tc withdraw entirely
the exempticn of inter-company deposits currently
available under the Rules. However, the relative
provisions in the Rules may be cmended to provide
that the exemption would be adnissible only where the
recipient ccmpany is a new company,ise.,a company
which has not gono 1ntc commercisl production and it

does nct also accept any depcsits on its cwn from the
t The beme by G extemmptron The Hedd pre~t

public’. In cther cases,/®he lending compary nay be

required to cbtain the prior approval of the Central

Governnent, befove kespinm depuwiie with anakhor

sanpeyW (4 .28)

8.19 There is nc justification for doing away with
the exemption in respect of security/dealership
deposits which are accepted by manufacturing

companies as a traditicnal business practice.(4.31)

8.20 Cunvertible debentures/bonds may be exenpted
fron the term 'deposit' under the Rules and %he
Directions. (4.%32 tc 4.34 =znd 5.53)

8.21 The present critericn of relating the quentun
of deveogits t2 *r:. ot owncd funds of a conpany is

by far the nmost dependable since it is relctively
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stable in the course of the accounting year of a

company and is also administratively feasible. (4.35)

8.22 Notwithstanding the recent reduction of the
ceiling in respect of unsecured loans guaranteed by
directors, sharcholders' deposits, ctc.,frcm 25 to

15 per cent ¢of the net owned funds of a coapany,

the Group feels that even the reduced ceiling is some-
what on the liberal side., Hence, the afcresaid ceiling
of 15 per cent may be reduced by another 5 per cent with
effect from January 1, 1977 and the balance of 10 per
cent may also be completely withdrawn with effect from

January 1, 1978. (4.37)

8.23 The exenption from the ceiling restrictions available
to companies - both non-financial and financial -

in respect of deposits secured by the crcation of

nortgage, charge or pledge of any of their assets is
fraqught with dangerous consequences and hence, the

exenption sheuld oo withdrawn. (4.38 to 4.40 and 5.46)

8+:24 Besides suggesting certain amendments to the
provisions relating to advertisements issued by non-
banking non-financial and financial companies, the Group
has also reccmmended furnishing of certain additional
particulars in the advertisements/application forns

so that the prospective depositors could have a

clearer picture of the state of affairs of a company
over a period as also the legal implicaticns arising
out of keeping deposits with the conmpany.

If a priééighﬁ%ﬁggﬁgliggLéZ ZK;’JH;EZEEQéaent soliciting
deposits, it shall be decmed to be a public company

for the purpose cof sections 198, 220(1), 372 and 373

of the Companies Act, 1956. (4.41 tc 4.43 and 5.41

to 5.43)
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NON-BANKING FINANCI AL COMPANIES

8.25 While the nagnitude of deposits with NBFCs as
cinpared to the depcsgits with commercial banks may
appear to be small, considering the absclute amount and
the large nunber of depositors involved as well as the
incidence ¢f nalpractices in these companies, effective
rezulatisn of their activities merits careful considera-
tion., NBPCs should be subjected, by and large, to the
same tyrs of cuntrcls as banks under the Banking

Regulation fct, 1949. (5.2 and 5.6)

8.26 1In order to decide upcn the nature of regulatic
¢f NBFCs, the Group has nade a distincticn between
financial companies which are run purely cn commercial
ccnsideratisns such 2s hire-purchase finance, hcusing
finance, investizent, loan and miscellanecus financial
ccanpanies on the one hand and companies which are run
for the mutual benefit of the members, viz., compenies
conducting only conventional types of chits and mutual

benefit finoncial companies (nidhis), on the cther. (5.12)

8.27 The extensi.n of insurance cover to deposits
with NBFCs is ncither feasible nor desirable for the
present but can bc a long-term objective. Before

the questicn cf extéendimg insurance cover to NBFCs

is considered, it will have to be ensured that their
nethods ¢f operatisn are standardised, weaker units
are wceded out by amalgamation or ctherwise and their

working is generally put on scund focting. (5.17)

8.28 The nininum period for acceptance of deposits
by NBFCs tay rc¢nain at six n:nths as at present.
As regorcs the nmaxinun period, it should be fixed at

3 years in the case of hire-ourchase finance, investnent,
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loan,and niscellanecus financial conpanies and 5 years
in the case of housing finance conpanies. In the

case of nidhis, the present positicn under the
divecticar wrich I not lay down sny nininun or
nexiran Herisd for acceptance of depesits may be

raintained. (5.1¢€)

8.29 Dercsits ¢f hire-purchase finance and loan
companies should nct exceed 10 tines their net owned
funds. £As vregcrds investment conpanies, the existing
ceilings on. their deposits should continue for the
tine being but the ceiling of 15 per cent of the net
owned funds in resvect of unsecured loans guaranteed
by directors, shareholders' deposits, etc., may be
reduced by 5 per cent with effect from January 1, 1977
end the balance of 10.per cent may also be completely
withdrawn with effect from January 1, 1978.
Miscellaneous financial companies may be identified as
faliing in one or the othex of the above categori:s
and the ceilings applicable to them should be
deternined accordingly. (5.25, 5.28 to 5.30)

B8.30 The yrcsent excnption in the case of housing
finance cinranics in so far as the ceilings on

depesits are ¢ ncerned may continue. As regards
nidhis, ixneys received frocom their menbers are

excluded from the term 'deposit'; as such,the ceilings
cn deoncsites are nct applicable to them and the

status quo may be nmaintained. (5.26 and 5.31)

8.31 The Group has suggested that every NBFC other

than a nidhi which connmences business after the
proposed regulatory measures are brcught into force
shall have & paid-up capital of net less than

Bs 5 lakhs; if such conmpany  conducts business only at
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sne place wivh a po»ulaticn ¢f less than five lakhs,
the paid-up capital shall not be less than Rs 2 lakhs,

A3 regards an existing conpany other than a nidhi, its
net worth (i.z.. »aid-up c .pital p1us free reserves

leses balance ¢f accuwmlated 1lcss and cther intangible
assets, if any, os appearing in its latest audited
balance shect) shall not be less than Bs 2 lakhs if it
conducts its business at only one place with a popula-
tion of less than five lakhs)y in any other case, its
net worth shall nct be less than Bs 5 lakhs. NBFCs
(including nidhis) should be required to transfer to the
Reserve Fund a sum equivalent to not less than 20 per
cent c¢f their annual profits before declaring any
dividend $ill such time as the ancunt in the Reserve

Fund is less than the paid-up capital of the

cenpany. (5.36 md 5.37)

8.32 NBFCs (including nidhis) shallsat all times,
maintain liquid assets which shall not be less then

10 per cent of the depcsits received by them and
cutstanding in tleir books. The Res. 've Bank may

be authorisz¢ to vary the liquid assets ratio of NBFCs
in acccrdénce with its monetary and credit policy.

(5.39 and 5.40)

8.33 Lcans and advances by NBFCs to their directors
and firms in which they are interested as partners,

nanagers, etc., should be prohibited. (5.48).

8.34  No NBFC ,other than an investment company, but
including a nidhi, shculd be allowed to fcrm any
subsidiary, except for the purpose of carrying on the
sane line of business as that of the holding company.
An excepticrn nmay be nmade in the case of hire-purchase

financo companics «(5.50 and 5.51)-
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8.35 For the effective regulaticn of NBFCs, the Reserve
B2nk should be vested with powers on the lines of
certain provisisns of the Banking Regulation Act,

1949.(5.54)

8.36 It would te desirable to enact a separate
conprehensive legislation in the place of Chapter II1IB
of the Reserve 3ank of India Act, 1934 for giving effect
to the recomnendaticns. Pending cnactment of such
legislatiorn, ke existing provisicns of Chapter IIIB
ibid nay be imvoked for issuing directions in respect

of such of the recommendations as cculd be impléemented.

(5.56)

8.37 The Group is of the view that the Reserve Bank of
India is the appropriate autncrity for regulating the

activities of NBFCs. (5.59)

MISCELLANEOUS NON-BANKING COMPANIES

8.38 Prize chit /benefit/saving schemes, etc., benefit
primarily the proizovers and do not scrwve any soclal
purpose. On the contrary, they are prejudicial to the
public interest and also adversely affect the
efficacy of fiscal and mconetary policy. Such schenes,
by whatever name called, should be totally banned in the
larger intcrests of the public and suitable legislative
neasures shculd be taken for the purpose if the
provisions ¢f the existing enactments are considered

inadequate +(6.,11)

8.39 Ad .regards conventional chit funds, the Group,
vhile forwarding its comments to the Reserve Bank on
the Model Bill drafted by the latter at the instance of

the Central Government, has made certain recommendations,
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the more inpcrtant of which are the fcllowings

(1) the Bill should be enacted as a Central Act
by Parlianent &8s -this step, besides ensuring uniformity
in tae privisi us npplicable to chit fund institutions
thrcughout the ecuntry, would also prevent such
ingtitutirns “rom taking undue advantage either of the
abuzince c¢f any law.zoverning chit funds in any State
cr 2xpleit th. benefit of any lacuna or relaxation in
any Stete Low by extending their activities to such
States;

(2) the cdninistration of the prcposed legislatiocn
sh2uld be left to the State Gcvernments concerned which,
in turn. nsy seeck the advice of the Reserve Bank on
D licy nmatters;

(3) private limited companies as 2lsc unincorporated
bcedies, the lotter un a restricted scale, may continue
to be allowed to run chits; and

(4) chit fund institutions may be prchibited from
accepting deposits except as advance payuaent of
subscripticns cr depcsits from the prized subscribers

by way % sccurity towards payment of their future

¢}

instalnonta. (6.18)

ADMINISTRATIVE ARRANGEMENTS

8.40 The Department cf Non-Banking Ccmpanies of the
Reserve finkk will have tc werk in close liaison with
the Departuent of Ccmpany Affairs. For an effective
implenentaticn cof the proposed regulatory neasures,
DNBC will require to be strengthened and reorganiscd.
Focr this purnosc, it will be necessary to decentralise
its functions sc that the impediments ncw faced under

a centralised ¢:t-up are renoved. (7.20 and 7.21)
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8.41 'The additional responsibilities devolving on the
Department of Company Affairs may be discharged within
the existing administrative framework with such
aug.entation of staff as may be necessary at the
regional levels to cope up with the increased work-
load invulved in the implementation of the provisions
of secuion 384 of the Companies Act, 1956 and the

Rules maie thoreunder. (7.23)

8.42 The Rescrve Bank may consider making arrangements
for undertaking rescarch on a continuous basis on
the working of WBFIs and related aspects in the

Economic Department of the Bank. (7.29)

J.S. Raj
Chairman

K.B. Chore.
V.G. Hegde

A, Hasib

D.M. Sukthankar
R.N. Bansal

V. Subramanian

BOMBAY .
July 14, 1975 B.N. Chikarmane

Member-Secretary



APPENDIX I

ORDERS ISSUED BY THE RESERVE BANK OF INDIA
CONSTITUTING THE STUDY GROUP, MODIFICATION
OF THE TERMS OF REFERENCE:-, ETC.

RESERVE BANK OF INDIA
DEPARTMENT OF. NON-BANKING COMPANIES
CENTRAL OFFICE
15, NETAJI SUBHAS ROAD
POST BOX NO. 571
CALCUTTA-700 001

Ref.No.DNBC.29/DG(S)-74 June 12, 1974
Jyaistha 22, 1896(S)

The Banking Commission constituted by the Government
of India to review, inter alia, "the role of various classes
of non-banking financial intermediaries, to enquire into
their structure and methods of operations and recommend
measures for their orderly growth" made certain recommenda-
tions in this regard in its report submitted to Government
in January 1972. These recommendations were examined by
the Reserve Bank of India and its views thereon were con-
veyed to Government. The Government have broadly concurred
with the views expressed by the Reserve Bank and have,
inter alia, decided that the relative provisions of the
Reserve Bank of India Act, 1934 and the directions issued
to non-banking companies thereunder may be tightened to plug
loop-holes, ‘if any, which are being taken advantage of,
particularly by private limited companies. With a view to
examining this matter in depth, it has been decided to set
up a Study Group consisting of the following persons:-

1. Shri James S. Raj, Chairman
Chzirm~n,
Unit Trust of India,
Bombay.

2. Shri K.B. Chore, Member

Joint Chief Officer,
Department of Banking

Operations & Development,
Reserve Bank of India,
Bombay.

3. Shri V.G. Hegde, Member
Joint Legal Adviser,
Reserve Bank of India,
Bombay.

4, Shri A, Hasib, Member
Director,
Division of Fiscal Analysis,
Econonic Department,
Reserve Bank of Indisa,
Bombay.

5. Shri D.M. Sukthankar, Member
Director,
Department of Banking,
Ministry of Finance,
Government of India,
New Delhi.



6. ShriR.N. Bansal, Member

Additienal Director of

Inspection & Investigation,
Department f Company Affairs,
Ministry of » Justice and

Company Affairs.,

Government of India,
Yew Dellii.

7. Shri B.N. Chikarmane, Member-Secretary
Assistant Chief Officer,
Department of Non-Banking
Companies,
Reserve Bank of India,

Calcutta.
2. The terms of reference of the Study Group will be as
f:-follo@s i-
'§<T}/ 1) To examine the relative provisions of the Reserve
\%// Bank of India Act, 1934, the Non-Banking Financial Companies

‘(Reserve Bank) Directions, 1966 and the Miscellaneous Non-
Banking Companies (Reserve Bank) Directions, 1973, with a
view to assessing their adequacy in regulating the conduct
of business by non-banking companies covered. by the said
directions in the context of the monetary and credit policies
laid down by the Reserve Bank from time to time; to suggest
measures for further tightening up the provisions so as to
ensure that the activities of such companies, in so far as
they pertain to the acceptance of deposits, investments,
lending operations etc. subserve the national interest and
serve more effectively as an adjunct to the regulation of
the monetary and credit policies of the country besides
affording a degree of protection to the depositors' monies.
In this connection, the Study Group may examine and make
recommendations for regulating the conduct of the business
of non-banking companies governed by the above sets of
directions generally, and in particular, in regard to -

(a) the norms which may bec adopted in respect of the
capital structure and debt-equity ratio that may be maintained
by the various classes of non-banking conpanies covered by the
said directions;

(b) the extent to which and the periods for which
such companies may borrow by way of deposits/unsccured loans
and the distinctions, if -any, to be made between public and
private limited companies for this purpose;

(¢c) the maintenance of cash reserves and/or a
percentage of their deposit liabilities in the form of
liquid assets by such companies;

(d) the norms which may be adopted in respect of the
rates of interest payable by such companies on their borrow-
ings by way of deposits/unsecured loans and also those which
may be charged on loans and advances made by them;

(e) the extent to which any of the activities carried
on by these companies through their subsidiaries can or
should be controlled;

(f) the need for the imposition of a ceiling on risk
assets to be acquired or loans to be granted by the companies;

(g) the restrictions, if any, on the grant of loans
to directcrs .nd ‘heir iiilends and relations and companies
in which they &re interested;
cont'd ...



(n) the manner in which the loop-holes, if any, in
the existing directions taken advantage of by private limited
companies in the context of certzin concessions enjoyed by
such companies under the provisions of the Companies Act,
1956 could be plugged; and

(i) need to empower the Bank to apply for compulsory
winding up of n-p horking financial companies under certain
circumstances.

II, To make recommendations on any other related topic
which the Study Group may consider germane to the subject
matter of the enguiry.

Sd/-
(S.S.SHIRALKAR)
DEPUTY GOVERNOR

RESERVE BANK OF INDIA
DEPARTMENT OF NON-BANKING COMPANIES
CENTRAL OFFICE
15, NETAJI SUBHAS ROAD
POST BOX NO.5Tt
CALCUTTA-T700 001

Ref.No.DNBC.30/DG(S)-74 June 17, 1974
Jyaistha 27, 1896(S)

In partial modification of the order No.DNBC.29/
DG(S)-74 dated the 12th June 1974, it has been decided that
Shri D.D. Bhargava, Chief Officer, Department of Non-Banking
Companies, Reserve Bank of India, Calcutta, should also be
a ncrber of the Lousy, aroup.

Sa/-
(S.8.SHIRALKAR)
DEPUTY GOVELRNOR

RESERVE BANK OF INDIA
DEPARTMENT OF NON-BANKING COMPANIES
CENTRAL OFFICE
15, NETAJI SUBHAS ROAD
POST BOX NO. 571
CALCUTTA-700 001

Ref.No.DNBC.31/DG(S)-74 September 4, 1974
Bhadra 13, 1896(Saka)

In partial modification of the order No.DNBC.29/
DG(S)-74 dated the 12th June 1974, it has been decided that
the Study Group shall also exanine the relative provisions
of the Non-Banking Non-Financial Companies (Reserve Bank)
Directions, 1966; all refercnces to non-banking companies
covered by the Non-Banking Financial Companies (Reserve
Bank) Directions, 1966 and the Miscellaneous Non-Banking

cont'd ...



Companies (Reserve Bank) Directions, 1973 referred to
in paragraph 2 of the said order shall also be deemed

to refer to Companies covered by the Non-Banking Non-

Financial Companies (Reserve Bank) Directions, 1966.

sd/-
(S.S.SHIRALKAR)
DEPUTY GOVERNOR

RESERVE BANK OF INDIA
DEPARTMENT OF NON-BANKING -COMPANIES
CENTRAL OFFICE
15, NETAJI SUBHAS ROAD
POST BOX NO. 571
CALCUTTA-700 0OO1

Ref.No.DNBC.35/DG(S)-75 January 30, 1975
Magha 10, 1896(Saka)

In partial modification of the order No.DNBC.30/
DG(S)-74 dated the 17th June 1974 and consequent on his
appointment as the Chief Officer, Department of Non-Banking
Companies, Reserve Bank of India, Calcutta, Shri V.Subramanian
is hereby appointed as a member of the Study Group on Non-
Banking Companies vice Shri D.D. Bhargava, transferred to
the Department of Banking Operations & Development, Calcutta.

Sa/-
(S.S. SHIRALKAR)
DEPUTY GOVERNOR



APPENDIX - II

SPECIFIC POINTS OF THE TERMS OF REFERENCE OF THE
STUDY GROUP, ON WHICH THE DETAILED MEMORANDA WERE
CALLED FOR FROM CERTLZIN BANKERS, REPKESENTATIVES

OF TRADE, INDUSTRY AND COMMERCIAL ORGANISATIONS, ETC.

Effect of acceptance of deposits by non-banking companies on
savings, patteim oi vavings, investments and pattern of
investme ts.

Whether the provisions of Chapter IIIB of the Reserve Bank of
India Act, 1934 read with the provisions of the fimending Bill

are adequate for the purpose of reguleting the deposit-acceptance

activities of non-banking companies from the point of view of
effectively serving as an adjunct to monetary and credit policy
of the country besides affording a degree of protection to the
depositors' funds. ©Specific respects in which the provisions

of the ict could be further amended for fulfilling the objec-

tives in view.

Whether theé Non-Banking Financial Companies (Reserve Bank)
Directions, 1966, the Non-Banking Non-Financial Companies
(Reserve Bank) Directions, 1966 and the Miscellaneous Non-
Banking Companies (Reserve Bank) Directions, 1973 issued by
the Bank fulfil the objectives referred to in the preceding
item. Specific respects in which these may be further amended.

Specific suggestions for regulating the conduct of business of
non-banking financial and miscellaneous non-banking companies
covered by the relative sets of directions.

Suggestions regarding the norms which may be prescribed in
respect of the capital structure and debt-equity ratio for
the various classes of non-banking companies covered by the
three sets of directions.

Paragzraph 2(1)(f) of the Non-Banking Financial Companies
(Reserve Bank) Directions, 1966 and the Non-Banking Non-
Financial Companics (Reserve Bank) Dirccticns, 1966 and para-

raph 3(1)(d) of the Miscellancous Non-Banking Conpaniecs
%Reserve Bank) Directions, 1973 excludec certain, categories of
nonies accepted by the types of companies concerned from the
purview of the term 'deposit' as defined in the said dire-
ctions. Suggestions for adding to or deleting from, the
categcories of exempted deposits referred tc in the said
paragraphs.

Loans secured in the manner spccified in the first proviso
to paragraph 3(1)(d) of the Non-Banking Financial Companics
(Lescrve Bank) Directions, 1966, paragraph 3(2) of the Non-
Banking Non-Financial Companies (Reserve Bank) Directions,
1966 and paragraph 4 of the Miscellancous Non-Banking Con-
panies (Reserve Bank) Directions, 1973 are not considered
as 'deposits' for the purpose of the ceiling restrictions
prescribed under the said paragraphs. Is this exenption
necessary or desirable from the point of view of the obje-
ctives referred to in item 2 above?

Suggestions regarding the extent to which and the periods
for which non-banking companics may borrow by way of deposits
and/or unsecured loans /viz., those recceived from members
(not being deposits received by a private limited conmpany
from its members undcr a specified type of declaration),
unsecured debentures, depcsits guaranteed by directors in
their individual capacity and unsecured loans guarantéed by



10.

1.

12.

13.

14.

15.

16.

17.

the former managing agents or secretaries and treasuren§7
and the distinctions which may be mede between public and
private limited companies for this purpose. Would it be
desirable to combine the ceilings prescribed in respect: of
the two categories of deposits refcecrred to above into one?

Norms which may be prescribed in respect of maintcnance of
cash rces.rves and/or oi a percentasze of deposit liabilities
in the form of liquid assets by such companies.

Norms which may be prescribed in respect of the rates of
interest payable by non-banking companies on their borrowings
by way of deposits and/or unsecured loans and also those which
may be charged on loans and advances made by non-baznking fin-
ancial and miscellaneous non-banking companics.

Suggestions regarding the extent te which any of the activities
carried on by non-banking companies through thecir subsidia-
ries can or should be controlled.

Suggestions for regulating the utilisation of funds borrowed
by non-banking companies by way of deposits.

Suggestions, if any, for improving the quality of advances
made by non-banking financial and miscellaneous non-banking
companies and recovery-performance of the advances.

The need, if any, for imposition of a ceiling on the risk
assets to be held or on the lcans granted by non-banking
financial and miscellaneous non-banking companies.

In the context of certain concessions enjoyed by private
limited companies under the provisions of the Companies ict,
1956, do you feel that there are any loopholes in the Reserve
Bank of India Act or in the three sets of directions referred
to in item 3 above which are being taken advantage of by

the companies coverel by the said directions and which require
to be plugged?

Whether there is any need for empcwering the Reserve DBank
of India to apply to an appropriate Court for the compulsory
winding up of a ncn-banking financial conmpany or a misce-
llaneous non-banking company. If so, the circumstalttcs in
which the Dank may be empowered to approach the Court for
the purpose.

Suggestion(s) on any other relevant topic which is con-
sidered germane to the subject-matter of the enquiry
presently being conducted by the Study Group.



APPENDIX III

LIST OF INDIVIDUALS/COMPANIES/ASSOCIATIONS/

INSTITUTIONS ETC. WHO SUBMITTED MEMORANDA .

ON THE VARIOUS ASPECTS REEATING TO THE WORK
OF THE STUDY GROUP

I. BANKS

1. Bank of Baroda, Bombay

2. Canara Bank, Bangalore

3. Federal Bank Ltd., Alwaye

4, Indian Bank, Madras

5. Indian Overseas Bank, Madras

6. State Bank of Mysore, Bangalore
T. United Commercial Bank, Calcutta

IT. INDIAN BANKS ASSOCIATION, BOMBAY

ITI. INSTITUTE OF CHARTERED ACCOUNTANTS OF INDIA,
NEW DELHI

IV, CHIT FUNDS/FINANCE CORPORATIOQNS

. Coimbatore South Indian Chit TFunds Ltd., Coimbatore
. Jupiter Chit Fund Pvt. Ltd., Kanpur

. Karnataka Finance Corporation, Bangalore

. Margadarsi Chit Fund Pvt. Ltd., Hyderabad

. Mayavaram Financial Corporation. Ltd., Mayavaram

. Triplicane Permanent Fund Ltd., Madras

< ovunpVINn—

. ASSOCIATIONS OF CHIT FUNDS/NIDHIS

Associated Body of Nidhis, Madras
Incorporated Chit Fund Companies Association,
Mayavaram

Kuri Foreman's Associaticn, Trichur

Tamilnad Chit Fund Companies issociation,
Tirunelveli

£ =
" o

VI. COMPANIES

Associated Traders & Engineers Pvt. Ltd., New Delhi
Bajaj Capital Investment Centre (P) Ltd., New Delhi
Dalal Engineering Pvt. Ltd., Bombay

Hind Finance, Industries and Investment Ltd., Nagpur

PNy~
e o o ®

VII. CHAMBER OF COMMERCE AND INDUSTRY, ASSOCIATIONS ETC.

Ahmedabad Mill Owners' Association, fAhmedabad
Association of Investors in Non-Banking Companies,
Bangalore

Cochin Chamber of Commerce & Industry, Cochin
Federation of indhra Pradesh Chambers of Commerce

& Industry , Hyderabad

Federation of Indian Chamber of Commerce & Industry,
New Delhi

Federation of Karnataka Chamber of Commerce &
Industry, Bangalore

Indian Merchants' Chamber, Bombay

Mahratta Chambcer of Commerce & Industries, Poona
Market Research & Development Council, Bombay

Mill Owners' iAssociaticn, Bombay

Native Residents' Association of Madras City, Madras
Punjab & Haryana Finance Companies Lsscociation,
Jullundur City

Southern India Chamber of Commerce & Industry, Madras
Southern India Mill Owners Association, Coimbatore

—_— = 0~ AN o W N —
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VIII. INDIVIDUALS

1. Shri Bipin S. Acharya, hAhmedabad

2. Shri K.M. Balavenkataraman, Manager, Salem Sree
Baneviles Company Private Ltd., Salem

3 Shri A.R. Bhat, Poona

4. Shri R.S. Bhatt, Chzirman, India Investment Centre,
New Delhi

5. Shri M.R. Bhide, Executive Chairman, Voltas Ltd.,
Bombay

6. Shri S. Bhoothalingam, Director, National Council
of Applied Economic Research, New Delhi

7. Shri A.B. Bilimoria, Director-in-charge, Tata
Consultancy Services, Bombay

8. Shri K.S. Chakrapani, Chief Officer, Department of

Banking Operations & Develcpment, Reserve Bank
of India, Bombay
. Shri Damodarlal Daga, Calcutta
0. Dr. L.C. Gupta, c¢/o Xavier Labour Relations
Institute, Jamshedpur
1. Shri D.R. Joshi, Executive Director, M. Visvesvaraya
Industrial Research and Development Centre, Bombay

12. Shri i.R. Khare, Joint Regional Director, Company
Law Board, Bombay _

135. Shri R. Satyanarayan Kulur, Calicut

14. Shri T7.V. Narayana Marar, Bangalore

5. Dr. C,P.S. Nayar, Bombay

6. Dr. T.M.A. Pai, Manipal

Te v .api V., K.R.V., Rao, Director, Institute for Social

and Economic Change, Bangalore

18. Shri R.G. Saraiya, Bombay

19. dvAhri M. Saravane, Research Officer, Division of
Fiscal Analysis, Economic Department, Rcserve Bank
of India, Bombay

20, Shri Narottam Shah, Commerce Research Bureau, Bombay

21. Shri N.K. Thingalaya, Economist, Syndicate Bank,
Manipal

22. Shri Parmanand Uttanchand, c¢/o. Ochiram Parmanand,

Shroffs, Madras
23, Shri M.G. Varughese, Member, L.I.C.C., Gujarat



LEPENDIX IV

LIST OF INDIVIDUALS/COMPANIES/ASSCCIATICNS/
INSTITUTICNS ETC. WITH WHCM THE MEM3ERS OF
THE STUDY GrOUr HAD DISCUSSICNS ON THE VARICUS
4SrECTS RELATING TC THE WCiK OF THE STUDY GRCUP

(arranged in the chronological corder of meeting them)

12.
13,
14.
15.
16,

17.
18.

19.
194A.

ITI.
20.
21.
22.

23.
240
25.
26.
27.
28.

29 .
30.

ABMED (54D

Shri Pannalal Jhaveri, Hon. Secretary, Gujarat
Sadachar Samiti, Ahmedabad,

oShri K.D. Budha, Rczistrar of Co-operative
Societies, Gujarat.

Shri S.R. Bastikar, Sccrctory rmd Financial
Controller, Ahmedabad Manufacturing & Calico
Printing Co. Ltd., Ahmedabad,

Shri Niranjan Vyas, Assistant Secretary, Gujarat
State Congress (R) Committec.

fihmedabad Mill Cwners' Association.

Shri Bipin S. Acharya.

Shri M.G. Varughese, Member, A.I.C.C., Gujarat.
Shri J.G. Gatha, RKegistrar of Companies, Gujarat.
Shri J.M. Thakkar, Chartered ..ccountant, ihmedabad.
Shri S.83. Szhani, Chief General Manager, State
Bank of India, L,H.0., fihmedabad.

Shri H.S. Majumdar, Managinzg Director, State Bank
of Baurashtra, Bhavnagar.

NEW DELHI

Shri ?P.L. Tandon, Chairmen & Manasing LDirector,
Punjzb Naticnal Bank, New uvelhi.

Shri S. ratnam, Ccntroller, Dclhi.Cloth & General
Mills Ltd., New Dclhi.

Shri S, Ihcothalingam, lirector, Kational Council
of Applied Economic Research, New Delhi.

Shri A.K. Scn Gupta, Dean, Institute of Chartered
Accountantes of India, New Delhi.

Shri S. humar, Registrar of Companies, Delhi

& Haryana.

Bhdrat Bhushan & Co,, Share-brokers, New Delhi.
Shri T.C, Mitla, Criental DBank of Commerce Ltd.,
New velhi,

Shri K.K. Dajaj, Managing virector, Bajaj Capital
Investment Centre (r) Ltd., New Delhi.

Shri D.N. Ghosh, Joint Secretary, Department of
Banking, Ministry of Finance, Government o¢of India,
New Delhi.

CiLCUTTA

Prof. Kshitimohan Mukherji, vean, Faculty of
Commerce, Celcutta University, Calcutta.

Shri ¥.K. Sen, General Manager, United DBank of
India, Calcutta.

Shri B.K. Puri, Group Chief iccountant, Macneill
Barry & Co. Ltd.,, Calcutta.

Dr. .ilok Ghosh, Calcutta University, Calcutta.

Dr. Bhabatosh Datta, Jirector, Reserve Lank of India.
Shri Damodarlal bvaza, Calcutta.

Shri R.C. Maheshwari, Gecneral Manager, Texmaco,Calcutta.
Shri i.K. Ganguly, Bditor, The Capital, Ceolcutta.
rrof. J.K. Sen Gupta, Director, Indian Institute of
Management, Calcutte,

Bengal Chamber of Commerce & Industry, Calcutta.
Denzal National Chamber of Commerce & Industry,
Calcutta.



31.
32.
33.

340

IvV.

35.
36.

37.
38.

39.
40,
41.
42.
43.

V.

44,
45.
46.
47.

48.
49.

50.
VI.

51.
52.

53.
54.
554
56.
57.
58.
59.
60.
61.
62.

63.
64.

65..

-2 -

Indian Chamber of Commerce, Calcutta.

Jupiter Chit Fund (P) Ltd., Kanpur.

Shri H.K. Mohta, Director, Gem Savings Unit
Pvt., Ltd.,Calcutta.

Shri V.R. Desai, Chairman & Managing Director,
United Commercial Bank, Calcutta.

BANGATDRR

Feaeration of Finance Corporations, Bangalore.
Federation of Karnataka Chamber cof Commerce &
Industry.

Shri H.N. Rao, General Manager, Syndicate Bank,
Manipal.

Shri C.S, Hubli, Deputy Secretary, Develnpment,
Housing, Panchayat Raj & Co-operation Department,
Gowernpent of Karnataka, Bangalore.

Shri C.E. Kamath, Chairman & Managing Director,
Canara Bank, Bangalore.

Shri K.N, Subramaniam, Editor, Southern Economist,

Bangalore.

Shri N.D. Ramanan, Planning Manager, State Baznk of
Mysore, Bangalore.

Shri M.P. Prabhu,MManaging Partner, Karnataka
Finance Corporation, Bangalore.

Shri V. Srinivasan, President, Association of
Investors in Non-Banking Companies, Bangalore.

COCHIN

Cochin Chamber of Commerce & Industry, Cochin.
Kuri Foremen's Association, Trichur.

Shri R.S. Kalur, Calicut.

Shri P.V. Unnikrishnan, Secretary, Kerala State
Financial Enterprises Ltd., Trichur.

Shri K.P. Cherian,

The Southern India Mill Owners Association,
Coimvatore.

Shri Anwar, Registrar of Companies, Kerala.

MADRAS

southern India Chamber of Commerce, Madras.

Shri L. Krishman, Chairman, Bank of Madura Ltd.,
Madurai.

Shri S.V.Sundaran,General Manager, Indian Overseas
Bank, Madras.

Shri K.P. Hormis, Chairman, Federal Bank Ltd.,
Alwaye.

Shri R.R. Dalavai, Secretary, Native Residents'
Association of Madras City, Madras.

Shri A.G. Sirsi, Registrar of Companies, Tamil Nadu.
Shri D.PF. Kantharaj, Deputy Secretary to the State
Government of Tamil Nadu, Revenue Department, Madras.
Shri T.S. Santhanam, Chairman, Sundaram Finance Ltd.,
Madras.

Shri K. Venkatrama Iyer, General Manager, Indian
Bank, Madras.

Associated Body of Nidhis, Madras.

Bgmore Benefit Society Ltd., Madras.

Triplicane Permanent Fund Ltd., Madras.

Mylapore Hindu Permanent Fund Ltd., Madras.
TamilnaduChit Fund  Companies Association,
Tirunelveli.

Incorporated Chit Fund Companies Association,
Mayavaram. ¢



VII.

66.

67.
68.
69.
70.
7.

T2,
3.

T4.
5.
76.
77.
78.
79.
80.

81.
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BOMBAY

Shri M.R. Bhide, Executive Chai rman, Voltas Ltd.,
Bombay.

Bombay Chamber of Commerce and Industry.

Shri M.P. Chitale, Director, Reserve Bank of India,
The Mill Owners'Association, Bombay.

Maharashtra Chamber of Commerce.

Shri i.R. Khare, Joint Rewgdonazr Director, Company
Law Board, Bombay.

Institute of Chartcred fAccountants cof India.

Shri V.M. Bhide, Chairman and Managing Director,
Bank of Maharashtra, Pocna.

Indian Merchants' Chamber, Bonmbay.

Indian Danks Association, Bombay.

All India Manufacturers Organisation, Bombay.
Shri S. Jagannathan, Governor, Reserve Bank

of Tndia, Bombay.

Dr. R.K. Hazari, Deputy Governor, Reservc Bank
of India, Bombay.

Shri S.S. Shiralkar, Deputy Governor, Rescrve
Bank of India, Bombay.

Shri R.X. Scshadri, Deputy Govcrnor, Reserve
Bank of India, Bombay.

Dri:- K.S. Krishnaswamy, Exccutive Directcr,
Reserve Bank of India, Bombay.



APPENDIX V

REGULATION OF THE ACTIVITIES OF NON-
BANKING FIN.NCIaL INTBRMEDIARIES (NBFIs)
IN SELECTED COUNTIRIES

A summary of the important statutory provisions
regulating the activities of Non-Banking Financial
Intermediaries in twelve foreign countries is given belows

AUSTRALIA

The Australian Financial system includes a wide range
of financial intermediaries. The non-banking financial
intermediaries include building societies, unit trusts, life
apsurance offices, pastoral finance companies, instalment
credit companies, development finance institutions (including
merchant banking-type companies) and credit unions.

The Financial Corporations Act, 1974 requires a wide
range of financial corporations whose assets exceed
$ 1 Million to register with the Reserve Bank and to provide
certain information about their activities. These Non-
Banking Financial Institutions whose assets exceed $ 5 Million
are subject to regulation of assets ratios, lending, and
interest rates. The collection of information from NBFIs
is a policy objective in Australia so that the regulations
can be tailored to suit the requirements of particular types
of financial institutions. Stress is alsp given to the
need for consulting NBFIs and seeking their co-operation
for voluntary restraint.

_ There is also, at the State level, money=lending
legislation which imposes conditions on the activities of
money -lenders including the form in which they may advertise
for public deposits.

CANADA

In Canada, there are institutions other than banks
which accept deposits from and make loans to the public.
Some of these institutions such as trust companies, loan
companies, money-lenders and credit unions operate under
certain special federal or provincial government laws.
Others, such as finance and investment companies are
incorporated under the general federal or provincial
company legislation. The deposits with all the provincial
trust and loan companies are insured with the Canada
Deposit Insurance Corporation -~ a federal institution
with regulatory powers.

A loan company in Canada may accept deposits
but the amount so held should not exceed the aggregate
amount of its paid-up and unimpaired capital stock
and of its cash actually in hand or deposited in any
Chartered Bank in Canada. The auditor of a loan company
has to submit annual reports to the Superintendent,
Department of Insurance. The investments of a loan
company (receiving deposit or borrowing money) in common
shares of capital stock shall not exceed 25 per cent
of the company's total funds. Granting of loans to a
director cr officer of Lthe company or to a spouse or



child of a director or to a2 Corporation in which a director
is interested is prohibited. & loan company has to main-
tain 20 per cent of the deposits in liquid assets or in
fully secured loans repayable on demand. The value of
real estate required for its actual use ~nd reasonably
required for natural expansion of its business should not
exceed 35 per cent of the company's unimpaired capital,
surplus and resecrves,

Small loan companies are covered dy the Small Loans
Act. They are authorised to lend money on promissory notes
or other personal security aad on chattel mortgages but
are not allcwed to accept money on deposit.

A trust company may receive noney on deposit and
allow interest thereon at such rate as agreed upon and
also advance moneys to protect any estate, trust or property
entrusted to it; it has to maintain at all times, reserves
at an aggregate of at least 25 per cent of the amount of
funds received for guaranteed investment repayable on
demand or becoming due in less than one hundred days. It
can borrow upon the credit of the company or against the
hynothecation, pledge or mortgage of its property on the
authority of its General Body meeting by a resolution
passed by shareholders holding 2/3rds of its share capital,
but only up to 12Y2 times the excess of the assets of the
company over its liabilities. 4 trust company cannot,
however, borrow by issue of bonds or debentures.

FRANCE

The jurisdiction of the National Credit Council
which is entrusted with the enforcement of the regulation
of banking has been extended to two categories, viz., banks
and financial instituticns. Institutions other than banks
cannot accept public deposits repayable on demand or on
notice for less than two years. Financizal institutions
have been defined as enterprises which, without receiving
public funds, carry out one or several cf the following
operations:-

(i) Effect short or medium-term credit operations
and exchange operations;

(ii) Discount, take as security or collect bills
of exchange, cheques and public securities;

(iii) Serve as commission agents, brokers or
intermediaries in the operations concerning
securities and funds of the State, bills
of exchange and public securities.

is in the case of banks, these institutions are also
required to be registered with the National Credit

Council and to maintain a minimum amount of paid-up

capital as prescribed by the law., The financial insti-
tutions are not classified into legal catcgories.

However, the National Credit Council imposes upon them

a de facto specialisation in strictly limiting their
activitys to specific types of operations which the
institutions declare in their application for registration.
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This specialisation permits categorisation of financial
institutions under the following heads:

(ig Group finance companies,
(ii) Houses of securities,

(iii) Houses for -financing hire purchaSc,

(ivg Loan societies or real estate scecieties

(v) Sccicties fer lcase(movable or 1mmovable property),
(vi) Miller Unions, and

(vii) Miscellaneous.

The Commission of Control of Banks in France may
strike out the name of a company from the list for non-
adherance to the advices issued by the Commission.

JAPAN

In a brcader sense, NBFIs in Japan include financial
institutions i.e. mutual loan and savings banks, credit
associations, credit co-operatives and financial
institutions for agriculture, in addition to the insurance
companies and government institutions including financial
agencies and the postal savings system. Monetary policy
in Japan was traditionally centred on commercial banks,
especially city banks. However, certain monetary mecasures
have recently been extended to NBFIs. The reserve dcposit
requirements which were limited only to banks have since
1963 been extended to mutual loan and savings banks and
credit associations holding deposits of over # 20 billion.
In 1969, the Central Co-operative Bank for Agriculture and
Forestery was also brought under control. Later, with a
revision of the law in 1972, the reserve requirement was
made applicable also to llfe insurance companles, where
necessary. Thus, the scope of the monetary policy of the
Bank of Japan has been cxtended from time to time to cover
various categories of financial institutions as changing
conditions and the monetary environment demanded. So far
as the supervision of NBFIs is concerned, it is the
responsibility of the Ministry of Finance. In practice,
however, NBFIs and specialised financial institutions,
are placed under the guidancec and supervision of different
Government agencies and the Bank of Japan carries out the
supervisory examination of these institutions on its own.

MALAYSIA

The provisions of the Borrowing Companies Act, 1969
regulate the activities of non-banking financial
intermediaries in Malaysia. The term 'borrowing business'
has been defined to mean acceptance of any money on
deposit or loan by a person from more than ten persons
wherein the borrower is under a liability to repay the
money to those persons and is subjected to restriction
on the lendlng or investment of such funds. Subject to
the prov1s1ons of . the above Act and nctwithstanding the
provisions of the Companies Act, 1965, no person shall
‘carry on borrowing business unle3q it is (a) a public
company (b) a licensed borrowing company; a licensed
borrowing company shall not carry on any kind of business
other than borrowing business. Only public companies



with a paid-up capital of Malaysian $ 10,00,000 (about

Bs 34 lakhs) can get a licence from the Central Bank of
Malaysia. The licensed borrowing companies may &accept
deposits or loans for such ninimum period as may be
prescribed by the Central Bank from time to time and such
deposits shculd not we repayable on demand by cheque.

The Central Bank is empowered to make rules prescribing the
rates of interest to be allowed by Non-Banking Companies on
public deposits. The borrowing companies are required to
maintain a2 reserve fund. Restrictions on payment of dividend
are also provided for in the Act. Besides maintenance of a
minimum amount of liquid assets, as prescribed by the Central
Bank from time to time, no licensed borrowing company shall
hold risk assets (i.:. assets other than liquid assets and
the reserve held with the Central Bank) in excess of ten
times of its paid-up capital and reserves. Unsecured loans
in excess of Malaysian $ 5,000 (about ks 17,000) to any person
and granting of loans to directors have been prohibited.
Hire-purchase loans are required to be granted in accordance
with the provisions of the Hire Purchase ict, 1967, a law
mainly designed to protect the rights of consumers. Certain
restrictions on the types of investments which could be

made by a licensed borrowing company have also been laid
down. No licensed borrowing company in Malaysia may

acquire (1) shares in any corporation,(2) immovable property,
or (3) any beneficial interest in any firm except with the
consent of the Central Bank. Monthly returns in respect

of loans/other credit facilities have to be submitted to

the Central Bank and if it appears to that Bank that any
advances are being granted to the detriment of the interests
of the depositors, the bank may prohibit the company from
making further advances/impose restrictions on grant of
advances/secure repayment of the advances within such time
and to such extent as may be directed. ILicensed borrowing
companies are insnected by the Central Bank from time to
time. "The Central Bank may file a petition in the High
Court for winding up of a berrowing company if the company
is likely to fail to meet its obligations-or is carrying on
its business in a manner detrimental to the intverests of its
depositors. Under certain circumstances, it may assume
contrcl of and carry on the business of a licensed borrowing
company or appoint a person to advise the licensed borrowing
company in the proper conduct of its business.

NEW ZEALAND

The powers of the Reserve Zenk of New Zealand tc
exercise control over non-banking financial intermediaries
have been considerably strengthened with the passing of
the Reserve Bank (Amendment) iAct, 1973. One of the main
objectives of this legislation was to bring all financial
institutions within the sphere of monetary policy and thus
enable the Bank to exercise uniform supervision over both
banking and non-banking financial institutions. Since the
coming into force of this legislaticn, it is stated that
there has been a better co-ordination of policy; closer
contact has been made with the various sections of the
financial market and working relations with the various
groups of institutions have been improved.

Under the 'voluntary' investment arrangement, every
finance company has to hold Government stock tc the extent
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of 10 per cent of its borrowings.

The Interest on Deposit Regulations specify naximum
deposit rates for various terms for deposit-taking
institutions. The Government may also require financial
institutions to hold specified assets. The Bank has the
authority to require information from any financiel insti-
tutions as to the assets and liabilities of its business.
The power of the Reserve Bank to inspect the books of
account and other records of trading banks has been
extended to apply to other financial institutions.

The Reserve Bank may meke recommendations or give directives
to any class of financial institutions in respect of their
business; it may also give directions as to the policy to

be followed in relation to lending and investments.

] Under the Moneylenders Act, 1908, every money<lender
1s required to be registered with the concerned authority
and- obtain annual licence. Moneylending advertisements and
payment of compound interest by the moneylenders are
prohibited.

NETHERLANDS

The problem of regulating the activities of 'near-
banking' institutions functioning in the country has
necessitated. the Government to draft a Bill for amending
the Supervision of theé Credit System ict, 1952. When the
Bill is enacted, it is expected to bring the near-banking
institutions under 'social-economic', i.e monetary
supervigsion. Each credit institution shall have to
maintain a minimum amount of capital as provided for in the
proposed law. Companies not being credit institutions will
be prohibited from accepting monies withdrawable on demand
or at a notice of two years or less, unless certain require-
ments pertaining to resources, control and publication of
the annual statement of accounts have been fulfilled.

The regulations will provide for issue of directions
regarding the maximum amount cf all or any lending and
investment. The proposed amendments will also empower
the Netherlands Bank to file a petition with the court
for a 'receiying order' if the institution is unable to
pay its debtse.

PHILIPPINES

‘The investment houses, i.e., enterprises which are
engaged in underwriting of securifies of other corpora-
tions are subject to the provisions of the Investment
Houses Law. These Houses cannot engage in banking
operations.

The Central Bank iAct provides that the financial
institutions should maintain reserves against their
deposit liabilities. The Monetary Board may also fix
the maximum rates of interest which other financial
institutions may pay on depositse.



SWITZERLAND

The problems arising out of acceptance of deposits
by non-banking companies necessitated a revision of the
Swiss Banking Law in 1971. The controlled activity now
covers all industrial, commercial and finance companies
which appear on the public capital market with a view to
accepting deposits from other companies or persons. With
the exception of Investment Funds which-are regulated by
the Federal Law on Investment Funds of 1966, all other
financial institutions (including banks) are being
controlled by the Federal Law on Banks and Savings Banks
of 1934, the provisions of which extend to financial
institutions and individual firms of 'banking nature'.
Non-Banking institutions cannot accept savings deposits.
advertisements soliciting/inviting deposits may be
issued only in accordance with the rules prescribed by
the concerned authorities in this behalf. The ceiling
and margin on loans are fixed by law. Deposits cannot
be invested except in Government. securities and in
immovable properties. More than 7Y2 per cent of the
investible funds cannot 2lso be invested in one firm.
There should be a proportion between owned funds and total
liabilities. THe ninimum paid-up capital has been fixed
for each institution at 2m. francs (about R 37.91 lakhs).
The Commission of Banks which is the main authority of
supervision can depute an expert in the capacity of
an observer to a financial institution (including a benk)
whose creditors seem to bé seriously threatened by grave
and persistent irregularities. This observer watches
the activities of the institution and, in particular,
the execution of the measures imposed by the Commission
of Banks. The. authorities can dissclve an investment
company, -if necessary. 4an improvement of the relationship
between the institution of audit and the authority of
supervision has contributed to a quicker communication of
the irregularities to the lattér; this enzbles the
authorities to intervene sufficiently in advance. If the
auditors discover, during the course of their audit,
contraventions of the legal provisions or other
irregularities, the financial institutions are asked
to take corrective action within certain stipulated time.
In case of failure to do so, the matter is referred to
the Commission of Banks. Grave irregularities observed
during the course of audit are, however, immediately
brought to the notice of the Commission.

UNITED STATES OF AMERICA

There are two major federal regulatory agencies, ¥iz.,
The Federal Home Loan Bank Board and the Federal Deposit
Insurance Corporation which supervise many of the
nation's savings and loan associations and nmutual
savings banks. The menbers of the Federal Home Loan
Bank Board are Building and Lean -Associations, Savings
and Loan Associations, Co-operative Banks, Homestead
Associations, Insurance Companies or Savings Banks,

The main business of mutual savings banks is
collecting and channelling savings of small investors
into mortgages and other types of loans, Government Bonds,
etec, They do not generally accept demand deposits and
hence, cannot conduct many ordinary commercial banking
operavicis. Most CZ.u.ucS permit nutual savings banks bo



invest only in an approved list of securities prepared by
the State legislature or the State agency supervising the
banks.

Sales finance companies are active in the field of
direct consunier lending and many consumer finance
companies are expanding into consumer durables and commercial
financing. In a number of States, sales finance companies
are regulated by State laws governing instalment selling.
State laws usually regulate insurance coverage, terms of
rebate, finance charges, and the like and provide that the
written contract must set forth the terms cf agreemen=.
Consumer finance companies operate under State small loan
laws which set minimum capitalisation Ifor companies and
specify the necessary records, essential foums, permissible
rates, loan linits, etc.

Rates of interest, commission, etc. to be charged
are subject to certain restrictions under the Home Loan
Bank Act. PEach member is required to maintain liquid
assets which may not be less than 4 per cent cr more than
10 per cent of its obligationson withdrawable accounts and
borrowings repayable on demand. The payment ard advertise-~
nent of interest or dividend on deposits, shares, etc. is
also subject to the rules prescribed by the authority.

The ninimum capital of each Federal Home Loan Bank shall
not be less than the amount prescribed and they have to
carry to a 'Reserve'account every half-year an amount

equal to 20 per cent of its net earnings until the 'Reserve’
account is equal to paid-up capital and thereafter 5 per
cent. The Federal Home Loan Bank Board supervises the
activities of the Federal Home Loan Banks.

Investnent companies which are governed by the
Investnent Company {ict of 1940 are required to be registered
with the 'Securities and Exchange Commission'. They are
prohibited from making any transactions in the nature of
trading in securities and the fict prescribes the maxinun
amount which can be invested in a particular company
or in a company in the same group. Substitution of the
holdings is subject to the prior approval of the Commission.
Payment of dividend from any source other than from the
company's undistribyted income is prohibited.

UNITED KINGDOM

The Protection of Depositors! ict, 1963 regulates
the issue of advertisements soliciting deposits, nakes
special provision with respect to the accounts to be
delivered by and the supervision of companies which issue
such advertisements, Fraudulent induccments of persons
by false promises or forecast or by dishonest conceal-
ment of material facts or by reckless making of any
misleading, false or deceptive statements are liable
on conviction, to imprisonment or fine or both. The Board
of Trade may make regulations prescribing the matters
which must or must not be included in any such advertise-
ment. Before issuing any advertiscecment for deposits,

a company has to deliver to the Registrar of Companies

and the Board of Trade 2 balance-sheet and profit and

loss account in regard to the accounting period as
prescribed in the Lct. The authorities may require

finance companies tc¢ produce their books etec. If a private



company issues advertisement soliciting dcposits, the
conpany shall not be deemed to be a private company for
certain provisions of the Companies ict, 1948 (of the
U.K.), the nmost inportant of which is the prohibition

of granting loans to directors. The Court may, on a petition
presenved by the Board of Trade, wind up any company under
the Companies Act, 1948, if it is unable to pay its:
depositors or if the value of the company's assets is less
than the amount of its liabilities or it has defaulted in
conplying with any requirement of the Act in so far as it
relates to the delivery of accounts.

WEST GERMANY

The nain concern of the authorities in the Federal
Republic of Germany as to money transactions of non-
banking companies is to prevent abuses in the money narket
and especially to save the decpositors from loss. With this
end in view, certain transactions are subject to State
supervision essentially with regerd to the acceptance of
deposits and taking of money from third parties as loans
and granting of advances. Acceptance of deposits by a
non-banking company amounts to conducting banking
transactions which, in principle, are generally permissible.
If, however, its volume requires a commercially organised
business enterprise, the deposit receiving company is
considered a credit institution and as such it is subject
to bank supervision under the regulations applicable to
banking business. Deposits can be accepted in this case
only with the permission of the Federal Supcrvisory
Office. Credit institutions are required :to observe
certain requirements of equity capital and maintenance
of liquidity as prescribed by the Authority. They are to
invest their funds in such a way so as to safeguard
‘adequate solvency' at all times. Credits granted to
any one borrower in excess of 15 per cent of the crcdit
institution's 'liable funds' are to be rcported to the
Central Bank. Further, large credits should not exceed
in the aggregate 50 per cent of the total lendings and
a single credit should not exceed the total liable funds;
hire-purchase companies are, howcver, exempted from these
restrictions. There are also certain restrictions on
the grant of loans to directors. Investigation of non-
banking companies may be carried out by the concerned
authorities,



APPENDIX VI

STATEMENT SHOWING THE SALIENT FEATURES OF THE THREE SETS OF
DIRECTIONS ISSUEL BY THE RESERVE BANK OF INDIA TO NON-BANKING
CUMPANIES (POSITION AS ON JANUARY 27, 1975)
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IT.

i)

ii)

Date of cormencement of the directions
January 1, 1967 January 1, 1967 September 1, 1973
Types of non-banking companies covered
(Banking, insurance and stock exchange or stock-broking companies are excluded from the purview of all
the three sets of directions)
Hire-Furchase Finance Companies - A1l industrial, tr3ding 411 non-banking companies which carry on

and other companies wnich any of the following types of business:

gigcggiaitgigc;g%-ggnkin, (1) collecting whether as a promoter, foreman,
& agent or in any other capacity, monies 1n

,Companies carrying on as their
principal business hire-~purchase
transactions or the financing of

such transactions. conpanies. lupp sum or in instalments by wa% of ion--f
i i i - tributions, or subscriptions or by sale o
Housing Finance Companies units, certificates or other instrumeits or
.Companies tpe pr@ncipal business_of in any other manner or as.membership fees
which is the financing of the acqusi- or admission fees or service charges 0 OT
@ion or constructiqn.of houses, in respect of any savings, mutual ben3:fit,
including the acquisition or develop- thrift, or any other scheme or arrangement
ment of plots of land in connection by whatever name called, and utilising the
therewith monies so collected or any part thereof or

the income accruing from investment or
other use of such monies for all or any of
the following purposes: '
* Withdrawn with effect (a) giving or awarding periodically or
from June 3, 1975. otherwise to a specified number of




iv)

V)

vi)

Investment Companies - Companies

carrying on as their principal business
the acquisition of securities, viz., shares,
stock, bonds, decbentures, debenture stock
or securities issued by Government or by
a local authority or other marketable
securities of a like naturec.

Loan Companies - Companies carrying on

as their principal business the provid-
ing of finance whether by making loans or
advances or otherwise but excluding hire-
purchase, housing finance , industrial
and trading companies.

Mutual Benefit ¥inancial Companies -
Companies the principal business of which
is the acceptance of deposits from their
members and which are notified by the
Central Government under Section 620A

of the Companies Act, 1956.

Miscellaneous -Financial Companies -
Companies carrying on as a part of their
business but not as their principal busi-
ness, two aor more classes of financial
business as referred to at items (i) to
(v) above.

b)

(2)

subscribers as determined by lot, draw
or in any other manner, prizes or gifts
in cash or in kind, whether or not the
recipient of the prize or gift is urder
a liability.  to make any further pay-
ment in respect of such schemes or
arrangement ;

refunding to the subscribers or suop of
them as have not won any prize 6t gift,
the whole or part of the subscriptions,
contributions or other monies collected s

ith or without any_ bonus remium,
gﬁtgrggtwér other g&vantaée? howsoever

called, on the termination of the scleme
or arrangement, or on or after the
expiry of the period stipulated
therein ;

managing, conducting or supervising &s
a promoter, foreman or agent of any
transaction or arrangement by which
the company enters into an agreemgnt
with a specified number of subscrlbgrs
that every one of them shall subscribe
a certain sum in instalments over a
definite period and that every one of
such subscriber shall in his turn, as
determined by lot or by auction or by
tender or in such other manner as may
be provided for in the agreement be
entitled to the prize amount;



Explanation:

For the purposesof this sub-paragraph, the
expression 'prize amount' shall mean the
amount, by whatever name it be called, arrived
at by deduction from out of the total anount
subscribed at each instalment by all subscri-
bers, (a) the commission charged by the
company or service charges as a promoter or
a foreman or an agent and (b) any sum which
a subscriber agrees to fomgo, from out of
the total subscriptions of each instalments,
in consideration of the balance being paid
to him.

(3) conducting any other form of chit or kuri
which is different from the type of busi-
ness referred to in sub-paragraph (2)
above; '

(4) undertaking or carrying on or engaging
in or executing any other business similar
to the business referred to in sub-paragraphs

(1) to (3).

ITI. Definition o1 the term 'deposit'

For the purpose of the directions Same as in column (1) Same as in column 1 except that any money
the term 'deposit' means any deposit except that any money received or collected under a chit transa-
of money with, and includes any received by a non- ction or arrangement referred to in sub-
amount borrow.ed by a non-banking banking non-financial paragraph (2) of paragraph 2 of_ the Noti-
financial company but does not company from the Unit fication /vide item II(2) above/ is not
include certain types of borrowings Trust of India by way treated as deposit; dealership deposits
such as, money received from or of bridging accomnoda- etc. or monies received in trust or monies
guaranteed by Central or State tion is also not trea- in transit are also not exempt (vide para-

Governments, local authorities ted as 'deposit’'. graph 3(1)(d) of the Notification).



Notie:

or from foreign sources, borrow-

ings from commercial banks or

specified financial institutions,
inter-company borrowings, money
received frorm directors or by
private companies from their
sharcholders under 2 declaration
that money lent to the company has
not been acquired by them by borrowing
or accepting deposits from another
person, security deposits from
employecs, dcalership deposits/
advarnces received against orders

for goods, propertics or services,
subscriptions to any shares,etc.,
calls in advance (subject to certain
conditions) and money received in
trust or money in transit (vide
praragraph 2(1)(f) of the Notifica-
tion?.

(1) Monies 1:ceived by a mutual
benefit Jinancial company vide
item II(s) above from its mem-
bers (shireholders) are not
treated :s deposits.

(ii) By the R:serve Bank of India

(Amendment) Act 51 of 1974 which

came int: force with effect from

December 13, 1974, the term 'deposit'

has been defined in clause (bb) in

scction 45-I of the principal Act,

as under:

“(bb) 'deposit' shall include, and shall
be deewuied always to have included,
any money received by a non-banking*
institution by way of deposit.



or loanyin any other form, but
shall not include amounts raised,
hy way of share capital, or
contributed as capital by
partncrs of a firm".

TV, Period of dcpesits

Minimum pcriod prescribed under the
dircctions for the acceptance of
deposit is six months. Acceptance of
deposit repayable on demand or on
notice is prohibited.

Note: Mutual Binefit financial companies
are, however, permitted to accept
deposits from their members for any
pericds.

V. Ceiling on cdcposits

‘Prior tc January 27, 1975, non-
banking finsmncial companies were
permitted to accept deposits upto
the ceiling limits of 25 per cent of
the paid-up capital and. free reserves
(as reduced by accumulated balance
of loss, if any), hereinafter referred
to as net owned funds in respect of
each of the following two categories
of deposits, namely -

Sanc as in column 1 Same as in column 1.
except that non-banking non-
financial companies can accept
certain types of deposits

(i.e. deposits from members,
deposits guarantced by directors
and unsecured decbentures) for a
period of three months upto

10% of their net owned funds
within the overall ceiling linmit
mentioned at item V(A) below for
neeting their seasonal requirements

of funds.

Same as in coclunn 1 except
that for the purpose of computing
category - I, loans guaranteed
by the former managing agents or
secretaries and treasurers are
not to be included.

Sane as in the case of non-
banking financial ccmpanies -
vide column 1.



Category = 1

(4) (i) deposits including unsecured loans
from members (shareholders) (not
being deposits received by a private
company from its members);

(ii) unsecured debentures;

(iii) deposits incdluding unsecured loans
guaranteed by directors in their
individual capacity; and

(iv) unsecured loans guaranteed by the
former managing agents or secretaries
and treasurers.

Category - 11

(B) - All other deposits:

With effcct from January 27, 1975,
ceiling in respect of deposits in the form
of unsecured loans guaranteed by directors,
deposits from shareholders etc. /vide item
(Ag above/ has been reduced from 25 per cent
to 15 per cent of the net owned funds.

Note: The ceiling restrictions do not apply to
hire-purchase finance and housing finance
companies,

Any loan secured by the creation of a
mortgage or pledge of the assets of the company
or any part thereof shall not be taken into
account for the purpose of the ceilings mentioned
above provided:
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a) there is a margin of . at least
25 per cent of the market value
of the asse¢ts charged as security
for the loan; and

b) in case more than twenty persons are
given the same assets as security
for the loan, rortgage or pledge, as the
case may be, is also ecreated in favour
of a trustee, which should be either
a scheduled commercial bank or an
executor and trustee company which is a
subsidiary of such scheduled commercial
bank and the company has executed a
trust deed in favour of shch. sbkéduiéd
commercial bank or its subsidiary.

If the Reserve Bank is satisfied
that a mortgage or a pledge created by
a company is not in the public interest,
it may declare that the deposit sought
to be secured by such mortgage or pledge
shall still be deemed to be deposits and
shall not be entitled to the above benefit.

VI. Regularisation of deposits held
in excess of ceiling limits

(i) Excess deposits of the kinds mentioned Same as in column 1, (i) Deposits held in excess of the tvo
at item V(A) above, as at the except that item (iv) is ceiling limits as at the commenccment
commencenent of business on January 1, not applicable to non- of business on September 1, 1973 have
1972 were to be reduced in a phased banking non-financial to be adjusted in a phased manner
manner before April 1, 1975 -~ at companies. before October 1, 1976 i.e. at least

least one third of the excess, before one-third before October 1, 1974, at

April 1, 1973, at least another one least another one-third before
third before April 1, 1974 and the October 1, 1975 and the balance
balance before April 1, 1975. before October 1, 1976.



(ii) Companies holding deposits of the (ii) Companies holding deposits. of the
kinds mentioned at item V(A) above kind mentioned at item V(A) of
in excess of 15 per cent of their column 1 in excess of 15 per cant
owned funds as on January 27, 1975 of their owned funds as on Januawry 27,
are required, to wipe off such excess 1975 are required to wipe off such
before Dccember 31, 1975. This is excess before December 31, 1976.
without prejudice to the regquirement This is without prejudicc to the
nentioned in item (i) above. requirement mentionéd in item

(i? above.

(iii) Excess deposits of the type mentioned
at item V(B) sbove solely as a result
of deduction of balance of loss fron
the owned funds were to be regularised
before April 1, 1973.

(iv) Consequent upon the withdrawal of the
exenption relating to deposits received
by mutual benefit financial companies
from their associate menbers with
effect from January 1, 1973, 'such deposits
in excess of 25 per cent of the net owned
funds of the company were required to be
regulariscd-before January 1, 1974.

VII. Regularisation of deposits for periods of
less than the minimum period prescribed

{1) BEvery non-banking financial company Same as in column 1 Every miscellaneous non-banking
which,as at the commencement of except that as stated conpany which as at the commencement o f
business ca January 1, 1972 held earlier, non-banking non- business on September 1, 1973 heldg
any deposits of one or more of the financial companies are also any deposits of one or more of the kinds
four kinds referred to at item V(A) permitted to accept deposits referred to at items V(A) & (B) of
ahove and repayable on demand or for three months, upto a column 1, and repayable on demand or on
on notice or after a period of less certain limit prescribed in notice or after a period of less than
than six months from the date of the directions six months from the date of receipt of
receipt of such deposits iS Trequired such deposits 8 required to regularise

to regularise such deposits (i) such irregular deposits; (i) before



before April 1, 1973 if total amount October 1, 1974 if the tctal arount
cf irrezular deposits,&#’hot in of the deposits‘ié“not in excess
excess of 25 per cent of the of 25 per cent of the company's net
company's net ownel funds; ii) if ownedl funds; (ii) if the total amount
the tctal amount of irrejular of irregular deposits W&?in excess
deposits W¥7in excess of 25 per ‘ of 25 per cent of the company's net
cent of the company's net owne? funds; owned funds, it should be rezularise’

in the following manner:
(a) at least such deposits equal to 25 .
per cent of the net owneld funds (a) at least such deposits equa% to
before April 1, 1973; 25 per cent of the net owned fund
before the October 1, 1974;
(b) at least one-half of the balance
before ipril 1, 1974; and (b) at least one half of the balance
before Octcber 1, 1975; and
(c) the remaining portion before o .
April 1, 1975. (¢) the remaining portion before
October 1, 1976.

VIII. Advertisements soliciting deposits

(a) Advertisenients issued by non- (a) and (b) sarc as in (a) Same as in column 1.
banking financial companies column 1.
soliciting deposits from the
public should contain certain
prescribe particulars regarding ,
their management, business, financial
position, etc.

(b) Every non-banking financial conmpany (b) Same as in column 1, except that
is required, with effect from April {1, the relevant provision is effective
1973, to accept, renew or convert from January 1, 1974.

any deposit on a written application by

the depositor on the form to be supplied

by the company, which form-ashould contain
all particulars referred to in item (a) abovwe.



IX. Furnishing of receipts to depositors

BEvery non-banking financial company Same as in column 1. Same as in column 1.
is required to furnish to every depositor,
a.reccipt containing certain particulars
prescribed in the relative direction.

X. Register of deposits

Every non<banking financial company

is required to maintain one or more
registers for recording certain specified
particulars in the case. of each depositor.
The registers are required to be kept at
the registered office of the company and
preserved in good order for eight calender
years following, the financial year in which
the latest entry is made of the repayment
or renewal o1 any deposit of which -

articulars are contained in the register.

The relativ: direction also requires the
company to d-liver a copy of the notice
filed with ti = Registrar under the proviso t«
section 209(1) of the Companies Act, 1956
to the Reseive Bank within seven days of
such filing, in case the company keeps its
books at any »nlace other than its
registered oifice).

XI. Information t3 bhe included in the
Board's repor;

Certain particulars of unclaimed/ “Same as in column 1. Same as in column 1.
unpaid deposits are required to be
included in every Teport of the Board
of Directors laid before a company in
its general meeting under section 217(1)



of the Companies Act, 1956 and,

in case such deposits exceed

RBs 5 lakhs, the company should

also indicate the steps taken

or proposed to be taken by the
Board fcr payment of the amounts
due to the depositors and
renaining unclaired or undisbursed.

XII. Repayment of dcposits before maturity

In respect of any deposit which Same as in Cclumn 1. No such provision.

is repaid before the date on which it
is due for repayment but on or after
the expiry of six mnonths from the
date of receipt of such deposit, no
non-banking financial company shall pay
interest at the rate exceceding the
contracted rate per annun less one
per ccnt and. in the case of repayment
of depcsits pefore the expiry of six
nonths, at the rates prescribed in the
directions. rhe provision is, however,
not applicalle where the terms and
conditions ¢overning the deposits
provide for earlier repayment of -the
deposit by such company at its option.

XIII. Maintenance of aminimum per-
Gentage of liquid assets

Hire-purchase and housing finance No such provision, No such provision.

conmpanies are required to maintain

liquid assets in the form of cash,

bank deposits or unencumbered Government

securities which should not be less

than 10 per cent of the deposits received by the company
‘and’ outstanding on the books of the:'gompany on any day.
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XIV. Reccverics of hirc-purchasc dehts

Hire-purchase companies and other Non-financial ccrpanies Ho such provision
financial conpanies carrying on hire- engaged in hirc-purchnse
purchase tr:asactions are required to business are nlcc required
rccover during each of the two half- to adherc tc the stipulation
years of thc financial year, their nenticned in columm 1.

hirc-purchase debts which. should not

be less thon 25 per cent of such debts
outstanding at the close of the previous
year. '

XV. Subnission of balancec sheet

Every non-banking financial ccnpany i) The provision as nentioned Sarie as in column 1.
whether it holds deposits or not is in coluzn 1 is applicable
requircd toc furnish tc the Reserve Bank to non-financial conpany
a copy each uvf its balance sheet and only when it retains
profits and loss accocunt within 15 days deposit during any period
of the genercl meeting in which the in any financial year;

annua2l accounts are passed.

ii) Befcre any non-financial
company issues any adver-
tiscment soliciting deposits
fron thc public, it is
required to deliver to the
Reserve Bank a copy of the
balance sheet dated not
nore than 15 months before
the date on which the
advertiserent is issued.



ii)

XVII

Submission of returns

Non-banking financial conpanics
irrespective of whether they hold
dcposits or not arc requircd to
subnit to the Rescerve Bank a return
before June 30, with reference to
their position as on March 31 c¢f
every ycar in the schedule applicable
to them furnishing information speci-
fied in such schedule.

Particulars of principal officers and
directors #~d specimen signatures of
the officer: authorised to sign on
behalf of t..e company, returns speci-
fied in itens (i) above are required

to be furnished to the Bank within

one month oix the coming into operation

‘'0of the relative direction, viz.,

January.1, i973 or within one month
of the occurrcence of the change.

Bxemptions

The Reserve Bank of Indiamayf, 1f it
considers it necessary for avoiding
any hardship or for any other just
and sufficient reason, grant exten-
sions of time to comply with, or

a) Nen-banking ncn-financial
conpanies have to submit the
prcscribed return before June
30, of any year provided they
hold deposits as on March 31,
of that yecar.

b) Non-banking non-finarcial
conpanies carrying on hire-
purchase business are also
required to subnit return in
the Second Schedule tc the
directions furnishing parti-
culars of hire-purchase tran-
sactions in addition to the
return at item (a) above.

Same as in colurn 1.

Same as in column 1.

i) Miscellanecus non-banking com-

panies irrespective of whether
they hold deposits or not are
required to subnit to the Reserve
Bank a return twice a ycar tefore
June 30, and December 31, with
reference to their position as

on March 31, and September 30,
respectively.

Same as in column 1 except that
the particulars are to be fur-
nished to the Reserve Bank with:a
one nenth of the coring into
operation of the dircctions viz.
September 1, 1973 or within one
nonth of the occurrence of the
change.

Same as in column 1.



exenpt any non-banking financial
company or class of such conpanies
from, 211 or any of the provisions
of the direcctions cither generally
or for any specified period subject
to such conditions as the Bank may
impose.

XVIII. Non-applicability of certain other

yk.

directions

No such provision No such provision

The provisions ¢of the Non-banking
Financial Companies (Reserve Bank)
Direccticns, 1966 or the Non-Banking
Non-Financial Companies (Reserve
Bank) Directions, 1966 are not
applicable to miscellaneous non-
banking companies covered by the
Miscellaneous Non-Banking Companies
(Reserve Bank) Directions, 1973,



APPENDIX VII

MAIN POINTS OF DIFFERENCE BETWEEN THE DIRECTIONS
CONTAINED IN THE NON-BANKING NON-FINANCIAL COMPANIES
ERESERVE'BANK) DIRECTIONS, 1966 AND THE COMPANIES
ACCEPTANCE OF DEPOSITS) RULES, 1975

The Non-Banking Non-Financial

Companies

(Reserye Bank) Directions,
1966 X

(1)

(a)

(v)

()

(a)

Applicability to foreign companies
vide paragraph 2(1)(e

Foreign companies within the
meaning of section 591 of the
Companies Act, 1956 are also
covered by the directions.

Declaration to be furnished by
depositors

/vide paragréph 2(1)(£)(vii)/

A declaration by a depositor to
the effect that the money has not
been given by him out of funds acquired
by him by borrowing or accepting depo-
sits from another person is necessary
only in the case of money received
from a person, who at the time of the
receipt of the money was or is a
director of the company or any mohey
received before April 3, 1970 from
persons, who at the time of receipt
of the money were managing agents or
secretaries and treasurers of the
company or in respect of any money
received by a private company from
its shareholders.

Deposits received from the directors
/vide paragraph 2(1)(f)(vii)/

Deposits received from the dire-
ctors are exempted from the provisions
of the directions subject to the mak-
ing of a declaration referred to in
item (b) above.

Acceptance of deposits by private
companies from their shareholders

/vide paragraph 2(1)(f)(vii)/

Deposits received by private
companies from their shareholders
are exempt from the purview of the
directions, provided a declaration
of the type referred to in item (b)
above is made by the shareholders
concerned.

The Companies (Acceptance
of Deposits) Rules, 1975

L2)

The Rules do not cover
foreign companies.

A declaration to the effect
that the amount is not being
deposited out of the funds
acquired by the depositor
by borrowing or accepting
deposits from any other pcr-
son has to be made by cvery
erson making the deposit

%Vide Rule 5).

No such provision has been
made in the Rules.

Though clause (i) of Rule
3(2) seeks to exclude depo-
sits accepted by private
companies from their share-
holders, a doubt has been
raised whether such deposits
would fall within the ceil-
ing of 25 per cent prescri-
bed in clause (ii) of the
sane Rule.
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(1)

(e) Loan secured by the creation of

(f)

(8)

a nortgage or pledge of assets
of the company (which is exemn
from the ceiling. restrlctlonsg

[Vlde flrst proviso to paragraph

3(2) (i1

(1) A margin of at least 25 per
cent_of the market value of the
assets charged as security for
the loan is required to be main-
tained;

(ii) In case more than 20 persons
are given the same assets as secu-~
rity for the loan, the mortgage or
pledge as the case may be has to
be created in favour of a trustee

(2)

(1) In the case of a loan
seeured by the creation of a
mortgage, charge or pledge of
any-0of the assets of the con-
pany, the amount of such loan
should not excecd 25 per cent
of the market value of the
security /vide Explanation

1 to Rule 3/.

(ii) No such provision has
been made in the Rules.

which should be either /commercial /a scheduled

bank or ‘its subsidiary and a trust
deed:-has to be executed in favour
of such scheduled bank or its
subsidiary as the case may be.

Aggregate of the paid-up capital
and free reserves for the purpose
of ceilings etc.

(vide Explanation to paragraph 4)

In arriving at the net owned
funds for the purpose of working
out ceilings, etc., only the accu-
nulated balance of loss, if any,
as appearing in the balance sheet
of the company, 1s required to be
deducted from the aggregate of its
paid-up capital and free rescrves.

Particulars tc be specified in
advertisement soliciting deposits
(vide paragraph 5)

Certain requirenments, as pres-
cribed in the Rules, have not been

provided for in the directions. The
directions provide for the informa-

tion to be published in the adver-
tisement soliciting deposits but
the issue of advertisement is not
compulsory. Paragraph 11 of the
directions also provides that
before making any such advertise-
ment, a non-banking non-financial

company shall deliver to the Reserve
Bank an audited balance shecet dated
not rmore than fifteen months before
the date on which the advertisement

is issuv:l.

.conpanyy

Apart from the balance of
accunulated loss, the balance
of deferred revenue expendi-
ture and other intangible
assats, if any, as disclosed
in the balance sheet of a
are required to be
deducted from the aggregate
of its paid-up capital and
free reservcs (vide Explana~
tion 2 to Rule 3).

It is compulsory on the part

of the coripanies intending to
invite or accept deposits to
advertise in a leading Englisih
newspaper and in one verna-
cular newspaper circulating

in the State in which the
reglstored office of the cou-
pany is situate except in the
case of acceptance of deposits
from directors. Certain parti-
culars (in addition to those
prcscribed in the directions)
such as an account of the pro-
posed utilisation of the depo-
sits have tc be given in the

cont'd ...



(1)

(h)

(1)

(3)

(k)

yk.

Submission of returns
(vide paragraph 12)

The return to be submitted
to the Reserve Bank should relate
to the period ending March 31
of each year irrespective of
the financial year of the con-
pany concerned.

Penalties

The penalties for contraven-
tion of the provisions of the
directions have been provided
for in sections58B and 58C of
the Reserve Bank of India Act,
1934 itself.

Special provisions relating to
non-financial companics accepting
deposits and financing hire-
purchase transactions in addition
to any other business

(vide paragraph 10)

Non-financial companies which
accept deposits and which are
also engaged in hire-purchase
business are required to recover,
during each of the two half-years
of the financial year their hire-
purchase debts which should not
be less than 25 per cent of such
debts outstanding at the close of
business of the previous year.

Granting exemption from or exten-
gion of time for complying with
all or any of the provisions
(vide Rule 14)

For avoiding hardship or for
any other just and sufficient
reason, the Reserve Bank is en-
powcred to grant exemption
or extension of time in deserv-
ing cases.

(2)

advertisement and a copy thereof
to be filed with the Registrar
of Coupanies concerned on or
before the date of its issue;
furthernmore, the validity period
of the advertisement is restri-
cted to the financial year in
which it is issued (vide Rule 4).

A return is to be filed with
the Registrar of Companies in
each year, within thirty days
from the last day of its
financial year containing
certain particulars specified
in Rule 10.

The penalties for contraven-
tion of the Rules for which
no provision has been made

in the Companies Act, 1956
havebeen specified in Rulc 1i.

No such provision in the
hules.

Similar provision has not becn
made in the Rules. However,
nothing contained in section
584 of the Companies ict, 195€,
shall apply to any company as
nay be specified by the Central
Government after consultation
with the Reserve Bank.



APPENDIX VITI

COPY OF LETTER DATED JUNE 30, 1975 FROM SHRI J.S.RAJ,
CHAIRMaN OF THZ STUDY GROUP TO SHRI S.S. SHIRALKAR,
DEPUTY GOVERNOR, RESERVE BANK
OF INDIA

Study Group on Non-Banking Companies - Model
Legislation for regulating chit funds

As you are aware, the draft Bill on Chit Funds
prepared by the Reserve Bank in its Department of Non-
Banking Companies had been referred to the Study Group
for its comments, more particularly in regard tc the policy
aspects of certain new provisions incorporated in the Bill.
The Group has had discussions in this regard at two of its
meetings. Before finalising its views, the Group took into
account the opinions expressed by the representatives of
some of the State Governments which have enacted legislation
regulating chit funds in their respective States as also
certain individuals having an intimate knowledge of the
running of chits. The Group's views on the various aspects
have been given in the Amnexure. The more important aspects
are dealt with in the following paragraphs.

2. Before considering the provisions of the Bill, the
main question which arose for the Group's consideration was
whether the Bill should be eracted as a Central act by
Parliament or whether it should be forwarded by the Central
Government to all State Governments which have no such
legislation, to be adopted by them; further, if it is to be
enacted as Central legislation, who should be the administer-
ing authority. In this connection, the Group was unanimously
of the view that the Bill should be enacted as Central
legislation as such a step, besides ensuring uniformity in
the prcvisions appliccble to chit fund institutions throughout
the country, would also prevent such institutions from taking
undue advantage either of the absence of any law governing
chit funds in any State or exploit benefits of any lacuna or
relaxation in any State law by extending their activities to
such States. The Group was given to understand that
Parliament is competent to enact the nccessary law in view
of the provisions contained in Entry 7 of List TIII
(Concurrent List) of Schedule VII to the Comstitution of
India., #is regards the appropriate authority for administer-
ing the proposed legislation, the consensus was that, while
logically, policy formulation as also control of chit funds
should vest in the Reserve Bank as in the case of other
financial companies, since chit fund institutions are quite
numerouss and spread all over the country, it would not be
administratively feasible for the Reserve Bank t0 eXercise
effective control over the functioning of these companies

by means of regular inspectiocns or otherwise. Furthermore,
under the enactments in force in States such as Tamil Nadu
and Kerala, provision has already been made for inspection

of such institutions by their own officers and it nay not

be necessary or desirable for the Reserve Bank tc¢ duplicate
these functions. The Group was, therefore, of the view

that the administration of the proposed legislation should
be left to the State Governments concerned which, in tumm,
could seck the advice and assistance of:the Reserve Bank

on policy matters.

b Another aspect which engaged the attenticn of the
Group relates to the ruestion whether it should be made a
requirement of law wuat only public limited cempanies



should be allowed to conduct chit funds. Since the
subscriptions accepted by conventional chit funds stand on
a different foocting and chit schcmes are of a sclf-
liquidating nature which partake the character of mutual
benefit schenes, the Group felt that there shculd be no
objection, in principle, to chits being conductcd by
private limited companies and on a limited scale, even by
unincorporated bodies such as individuals/sole proprietor-
ships/partnership firms. 1t.is observed that private
linited conpanies and unincorporated bodies which have
played a traditional role in mopping up savings of the
compmunity, are-doing a sizeable anount of chit business
and serving as a .source of livelihood/employment to-a good
number of rural populaticn. The information collected
from some of the State Governments does not alsc indicate
that malpractices indulged in/offences committed by these
institutions are on a larger scale than those by public
limited companies. The Group was, thercfore, of the view
that private limited companies and unincorporated bodies
nay also be allowed to run chits, the latter on a restricted
scale as indicated against items 3 and 9 of the annexure.
The Group felt that the question, in the ultimate analysis,
was one of making adequate provisions in the legislation
to safeguard the interests of the subscribers and thus
reducing, to the extent possible, the scope for the
commission of malpractices.

4. Heving regard to the nature of business transacted
by chit fund institutions, the Group was of the view that
there was no necessity for these ianstitutions to borrow
funds from the public by way of deposits and as such they
may be prohibited from accepting deposits except as advance
payment of subscriptioné”deposits from prized subscribers

by way of security towards payment of future instalments.

5. In the light «f the fcregoing observations, the
Reserve Bank may like to give its further cunsideraticn
to the matter and recast the relative provisicns of the
Bill, if deemed necessary.

With kind regards,



ANNEXIJRE

Issues for consideration
(1D

Views of the Study Group

(2)

1. Whether institutions conduct- Companies as also unincorporated
ing chit funds should be pro- bodies such as individuals/sole

hibited from doing any other
type of business? 1If so, the

proprietorships/partnership
firms conducting chits may be

period that may be allowed to prohiblted from doing any other

such companies to divaSt
themselves of non-chit busi-
Ness.

2. Utilisation of funds

3. Opening of offices/branches

type of buslness except chit
business or granting of loans
to subscribers against their
paidenp subgeriptiongs. If

they are currently oonducting
non~cnlt business, they may bde

allowed time not exceeding three
years or such extended period
not exceeding three years as

may be allowed by the State
Government for divesting
themselves of non-chit business.
During smsuch period, they may

be allowed to carry on non-chit

WAlkReoos Pue YhN NaRue o
winding up of such bus gggs as

proposed in clause 5§ of the
Billi. Further, if the insti-
tution conducting chits is an
incorporated body, it shall use
as part of its name any of the’
words 'chit', fchit fund'' or
'kuri' and no ccmpany shall
carry on the business of chit
funds unless it uses as part
of its name at least one of
such words.

Institutions conducting chits
may be permitted to utilise
their funds snly in the manner
contemplated in clause 6 of
the Bill. Those holding
investinents of the type other
than those mentioned in the
said clause may be rzquired
to regularise them within a
period of thrce years from
the date of coming into
operation of thc Act or such
extended period not exceeding
three years as the State
Government may allow.

The Group is in agreement

with the proposal that chit
fund companies may be prohi-
bited from opening new places
of business without obtaining
the prior approval of the
Director of Chits within whose
jurisdiction the registered
offices of the companies are
situated. Before granting
such approval, the Director

of Chits may take 1nto account
the criteria laid down in
clsa 7i



(D

4. Pariiculars to be given by
chit fund companies in the
advertisements t0 be 1ssued
by them inviting/soliciting
subscriptions from the
public to their schemes.

5. Maximum duration of chits

/ Dbe

6. Period of preservation of
chit records.

7. Mode of settlement of
disputes

(2)

clause 7(2) of the Bill.
Unincorporated bodies should
not be allowed to conduct
business at more than one
place.

It does not appear necessary
that the particulars speci-
fied in clause 2, should be
given in the advertisements
issved on each occasion when
new schemes are started sincel
it would prove to be very
expensive to the companies.
Instead, such particulars

may be given in the application
forms for enlisting members
for each chit.

The duration of chits should.
not ordinarily exceed five
years, but chits of- longer
duration up to ten years may
be started in very special
cases only by chit fund com=

panies/banks with the prior appro-

val of the State Government
concerned which should take
into account factors such as
the financial position of the
company in question and 1ts
methods of operation, interests
of the prospective subscribers,
requirements as to securily
etc. (The security deposit to
be kept by foreman in the case -
of chits of longer duration
should/proportionately higher) .

This may be six years from the
date of the terminatiorn of
chits, as proposed in clause
40 of the Bill.

The machinery for settlement
of disputes arising between
the foreman and the subscri-
bers relating to adequacy of
security offered by prized
subscribers to the foreman
for peyment:of future instal-
ments, substitution of sub-
cribers in case of default,
etc. should be self-contained,
cheap and expeditious on the
lines of the machinery pres-
cribed under the State 00=
operative laws for settlement
of dlsputes by arbitration.
For this purpose, the provi-
sions in Chapters IX and XIII
of the Maharashtra State CO-
operative Socleties Act, 1960
may be considered.



(1) (2)

8. Uniformity in the presen- The i1l may prescribe a
tation of annual accounts proforria of the balance sheet
by chit fund institutions. and profit and lcss account in

which chit fund institutions nay
be required” to-present thoir
cnnual accounts.,

9, Ceiling in resypect of the The aggregate amount of chits
aggregate amount of chits conducted by a chit fund com-
that may be conducted at pany at any point of time may
any point of time. not exceed 50 per cent of the

net worth of tlie conpany i.c.
the paid-up capital plus free
reserves less balance of
accumulated loss, and othcr
intangible assets such as
deferred revenue expenditure,
goodwill, etc., if any / vide
ciause 8(6)_/. In the case of
commercial banks conducting
chit funds, no ceiling on the
aggregate anount of chits that
may be conducted at any point
of tine need be prescribed, sinee
chits conducted by commercial
banks are subject to the close
scrutiny of the Rcserve Iank.

As regards the chit funds
conducted by uwnincorporated
bodies such as individuals, sole
proprietorships and partnerships,
the aggregate amount of chits
should not at any point of time
exceced ks 10,000/~. They are
prohibited froi: opening branches
(vide item 3 above).

10, Mininum capital require- The minimum paid-up copital of
ments and creation of a chit fund companies incorporated
reserve fund. under the Cormponics Act - whether

private or public - shkould beo

RBs 1 lakh. Compenics having

paid-up capital of lcss than

Bs 1 lakh may bte allowced time

up to threc years to increase their
paid-up capital to the minimum
referreda to above. The State
Government concerned may bce .
authorised to grant extension of
time for a period not exceeding
two years in appropriate cases.
Such companics may also be reguired
to credit 20 per cent of their
annual net profits to a reserve
fund.

11..Cognizability of offences Certain offences of a serious
nature undcr the proposed
legislation may be made
cognizable.



APPERDIX IX

STATEMENT SHOWING STAFF POSITION OF DNBC

AS ON 318T MAY 1975

I. Central Office, Calcutta

Chief Officer

Assistant Chief Officer

Staff Officers Gr. I

Staff Officers Gr.II

Clerks Gr. I

Clerks Gr.II

Stenographer Gr. I
-do- Gr.II

Typist

Subedar Gr.II

Duftry

Peon

Total

II. Regional Cell, Bombay

Assistant Chief Officer
Staff Officer Gr. I
Staff Officer Gr.II
Clerk Gr, I

Clerk Gr.II
Stenographer Gr.II
Typist

Duftry

Peon

Staff strength

Sanctioned Actual

Permanent Temporary Total
1 - 1 1
1 1 2 2
7 2 9 9
7 2 9 9
9 3 12 14
29 8 37 35
1 - 1 1
1 - 1 1
5 - 5 5
1 - 1 1
2 - 2 2
5 2 U 1
69 18 87 87

teff 8tr th

Sanctioned Actual

1 1

2 2

2 2

2 -

1 1

1 1

1 1

1 -

2 1

Total 13 —_;——



	35683_0001
	35683_0002
	35683_0003
	35683_0004
	35683_0005
	35683_0006
	35683_0007
	35683_0008
	35683_0009
	35683_0010
	35683_0011
	35683_0012
	35683_0013
	35683_0014
	35683_0015
	35683_0016
	35683_0017
	35683_0018
	35683_0019
	35683_0020
	35683_0021
	35683_0022
	35683_0023
	35683_0024
	35683_0025
	35683_0026
	35683_0027
	35683_0028
	35683_0029
	35683_0030
	35683_0031
	35683_0032
	35683_0033
	35683_0034
	35683_0035
	35683_0036
	35683_0037
	35683_0038
	35683_0039
	35683_0040
	35683_0041
	35683_0042
	35683_0043
	35683_0044
	35683_0045
	35683_0046
	35683_0047
	35683_0048
	35683_0049
	35683_0050
	35683_0051
	35683_0052
	35683_0053
	35683_0054
	35683_0055
	35683_0056
	35683_0057
	35683_0058
	35683_0059
	35683_0060
	35683_0061
	35683_0062
	35683_0063
	35683_0064
	35683_0065
	35683_0066
	35683_0067
	35683_0068
	35683_0069
	35683_0070
	35683_0071
	35683_0072
	35683_0073
	35683_0074
	35683_0075
	35683_0076
	35683_0077
	35683_0078
	35683_0079
	35683_0080
	35683_0081
	35683_0082
	35683_0083
	35683_0084
	35683_0085
	35683_0086
	35683_0087
	35683_0088
	35683_0089
	35683_0090
	35683_0091
	35683_0092
	35683_0093
	35683_0094
	35683_0095
	35683_0096
	35683_0097
	35683_0098
	35683_0099
	35683_0100
	35683_0101
	35683_0102
	35683_0103
	35683_0104
	35683_0105
	35683_0106
	35683_0107
	35683_0108
	35683_0109
	35683_0110
	35683_0111
	35683_0112
	35683_0113
	35683_0114
	35683_0115
	35683_0116
	35683_0117
	35683_0118
	35683_0119
	35683_0120
	35683_0121
	35683_0122
	35683_0123
	35683_0124
	35683_0125
	35683_0126
	35683_0127
	35683_0128
	35683_0129
	35683_0130
	35683_0131
	35683_0132
	35683_0133
	35683_0134
	35683_0135
	35683_0136
	35683_0137
	35683_0138
	35683_0139
	35683_0140
	35683_0141
	35683_0142
	35683_0143
	35683_0144
	35683_0145
	35683_0146
	35683_0147
	35683_0148
	35683_0149
	35683_0150
	35683_0151
	35683_0152
	35683_0153
	35683_0154
	35683_0155
	35683_0156
	35683_0157
	35683_0158
	35683_0159
	35683_0160
	35683_0161
	35683_0162
	35683_0163
	35683_0164
	35683_0165
	35683_0166
	35683_0167
	35683_0168
	35683_0169
	35683_0170
	35683_0171
	35683_0172
	35683_0173
	35683_0174
	35683_0175
	35683_0176
	35683_0177
	35683_0178
	35683_0179
	35683_0180
	35683_0181
	35683_0182
	35683_0183
	35683_0184
	35683_0185
	35683_0186
	35683_0187
	35683_0188
	35683_0189
	35683_0190
	35683_0191
	35683_0192
	35683_0193
	35683_0194
	35683_0195
	35683_0196
	35683_0197
	35683_0198
	35683_0199
	35683_0200
	35683_0201
	35683_0202
	35683_0203
	35683_0204
	35683_0205
	35683_0206
	35683_0207
	35683_0208
	35683_0209
	35683_0210
	35683_0211
	35683_0212
	35683_0213
	35683_0214
	35683_0215
	35683_0216
	35683_0217
	35683_0218
	35683_0219
	35683_0220
	35683_0221
	35683_0222
	35683_0223
	35683_0224
	35683_0225
	35683_0226



