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In the 20th century, especially after the second
world war, Financiagl Institutions namely the Development
Banks have been goming up as a catalyst for industrial
development. A Development Bank is a financial institution
engaged in providing medium and long term assistance to
business units, in the from of loans, underwritings,

investment and guarantee operations.1

In nearly every
developing country development banks hsve Leen established.
In the countries like India which are spurred by the
objective of rapid economic development, the banks have

gét a very important place, in the programme of development.
The present work aims at the study of working of one

of these financial incstitutions in Indiaz, The Industrial

Development Bank of India.

IMPORTANCE OF DEVELOPMENT BANKE :
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Following the second world war leaders of many
underdeveloped countries turned their attention to problems
of cconomic growth. The economic development of a country
depends upon many factors, among which the rate of capital
formation is the most important, determinant. It igs sco

because, although capital undepubtedly cannot solve any
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problem of economic development in icolation of other
factors, it certainly helps in acquiring those ingredients,
which, if used in 2 Jjudicious and balanced way, raise

the rate of growth of the economy.2

Financial intermediaries acquire unique importance
in accelerating the process of caiptal formation and
promoting econom}c grecwth. These financial intermedia-
ries can be calked ac development banks when they play

dual role i ) promotional role and ii ) Financial role.

The development bankes are gaining very much
impor tance as an effective instrument of economic develop-
ment. The governments of a large number of underdeveloped
countries, aspiring after a rapid rate of economic develop-
ment, have either directly established such institutions
or promoted thelr organisation. They have all been devised
ﬁo provide at least a few, if not all the fundamental
ingredients of economlc development, the lack or inadequacy
of which may be inhibiting an accelerated pece of progress.
Thus, development bank is intended to provide the
necessary capital, enterprise, managerial and technicsl
know-how where these are clearly inadequate or non avgila-
ble and also assist in <building up the financial and
csocio-econcmic infra-structure favourable to quick

3

economic development.
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The nature of financial arrangement varied from
time to time depending on the stage of industrial develop-
ment. The changes in the financial systems reflect the
need of industrials that were in existence.LF Financisl
or ganisations influence the output through its influence
on saving and irvestment. “After examingng the financial
structure in advanced countries it can be argued that d4iff-
erehces in financial structure have been an important countr-
buting factor, in determining rate of growth of real national
product. However, it is not possible to isolate and measure

the contribution of'financisl factors.!

Apparently, however, no country has moved intothe
t advancéd' category without a banking system of substantial
size. The forms of financing that can channel savings to
the most productive types of investments and thus faster
the maximum economic growth are the most efficient énd
desirable ones. The financial intermediaries are emerging

in these areas successfully.

In old days before the industrial Revolution,
financial inter medirales were almost absent. Barter
system, has played an important role in the earlier stages
of economic development. Most of the.financing was internal.
Agriculture was the predominant activity and pecuniary

institutions had not come to play any important role.
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In those duys internal savings acted as a limitation
to the growth of individual companies, but with the
establishment and expansion of financial intermediaries
and financial markets the share of external finaneing

showed rapid increase in the total cavital formation.

2.6 Financial intermediaries are the institutions
which collect savings from others, issuing in return claims
against themselves, and use the funds thus acquired to
purchase ownership or debt claims, There is a cloce
relationship between the growth of financial intermediaries
and economic development. If an economy lscks financial
assets each spending unit invests 511 its saving in tangible
assets. They can neither invest, more norless than esrlier
savings. They would be forced to balance their budgets
with saving eéual to investment. Naturally this keeps a
relatively low level of savings and investment and hence
the rate of growth of output would be adversely affected.
In the absence of financial assets, relatively inferior
projects would be under taken and there would be inefficient
allocation of resources. Financial intermediaries,
therefore, play a very important role in the savinginvestment
and allocating more efficiently scare savings among most

productive invecstments.
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The whole process can be explained in following
waye Spending units in the economy can be divided into
three parts 1) Spending units with balanced bud get
having saving equal to their investment i.e. they csn not

borrow or cannot lend. Their budget ic always balanced.

ii) Spending units with surplus budgets having their
savings more than thelr investments. Their financial assets
increase more tﬁan their ligbilities and they are the
suppliers of loanable funds. 8o invthe economy the spend-

ing units with surplus budget are ultimate leoenders.

iii) Spending units with deficit budgets having savings
legs than their investments, spending units with deficit
budget spend more than their income, therefore they are
receipients of loanable funds or they are receipients of

loanable funds or they are ultimate borrowers.

In a developing economy there are more spending
unites with unbalanced budgets (i.e. elither with deficit

budgets or with surplus budget ) 1In the case of spending

'units with balanced budgets, the expenditure 1s self

financed. Their investments are financed from internal
savings. In developing economy the importance of self
financing gradually declines and eXxternal financing

acquires important place.

SAKK. BALASAHEB
iVl uutvsaKHARBEﬁmlﬁm



2.9

2.10

/] 11 1/

External finance involves two metnods i) Direct
Finance 1i) 1Indirect Finance. Under direct finance
deficit units directly borrow from surplus units. Deficit
units issue the debts of their own and hokd financial
assets in the form of direct securities. Under direct
finance, when capital formation taken place, debt tends
to accumulate with wealth. So under direct finance there
are no intermedi;ries in the economy. Under self-finance
and direct finance rate of economic development is very
slow. But when financial intermediaries come inté exisctan-

ce, they change entire structure of finance in the economy.

Under indirect finance financial intermediaries
purchase primary securities from ultimate borrowers
( deficit units ), they transform primary securities into
indirect securities and they sale indirect securities to
ultimate savers ( surplus units ). under this method
institutionalisation of sgaving and investment takes place.
It quickens the growth rate of debt, relative to the
growth rate of income and wealth. Under indirect finance,
financial intermediaries act as interme diaries between
deficit units and surplus units. Financial intermediariecs
meet requirements of both, borrowers and lenders, Because
borrowers and lenders get benefit. Borrowers get benefit
through lower rate of interest and lenders get benefit

through higher deposit rates. In this way financial
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intermediaries raise the level of saving and invegtment
in the economy. They promote capita? formation and through
capital formationwhey promote economic growth to a great

extent.

Financial'intermediaries mobilise savings of the
community by creating attractive financial assets suitable
to different levels of wealth holders, to different yields.
They can also offer attractive rates of interest to attract
more savings, because unlike the commercizl banks they are
not subject to interest rate- ceilings. When the financial
institutions play the role of %}1ocating these savings effi-
ciently in a degired manner they ascume the role of develop-
ment bankse. In developing countries like India whege
planned edonomic development has been adopted, the develop-
ment banks have been created as " Engines of Economic -

Development".

The grBwth of development banking ie now 2 world
wide phgnomenon. These institutions emerged ig developed
countries to achieve post war ;econstruction a;d in develop-
ing countries fhey were essent;al to zchieve economic
development. The industrial development of a country is
impossible without the specizlised institutions in the
form of development banks. In a rudimentary economy, there

were many obstacles in the wey of industrial develcpment

which can be removed by these development banks.
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2.13 DEFECTS IN A RUDIMBNTARY ECONOMY

In such an economy money is the eonly financial asset,
Therefore its capacity for growth is limited,because money
as such does not contribute to the economic development.
There are restraints on savings and proper allocation of
sazvings to investment, whatever savinges are done, they had
to be kept in the form of gold, landed property ete, due
tc the absence of finsancial assets. In urban areas, comm-
ercial banks attracts these savings to some extent but
because of the short term nature of their resources gene-
rally they do not participate in the long and medium term
lecang needed by the business concerns. Thus an immature
financial system i1s in itself an obstacle to economic
progress. But financial intermediaries ¢ome in to exist-
ance, they change, the entire structure of finance in the
economy. The importance of internal financing gradually
declines and the share of external financing chows rapid
increase in the total capital formation. The activities
of saving and investment become extermely diversified and
complex during the process of economic growth and this
causes the necessity of intermediation between these two
important activities. The form of intermediate finance
has definitely shown an upward trend in develcped economies.
In under developed countries too. This form of capital
formation has acquired great importance in present days.
This indicates a very important change in the whole

- process-atransfer of choice of investment from individual
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saver to insttitutional agent, The nature and scope of
financial intermediaries, their investment policies and
operations affect the process of capital formation

conesiderably.

Development Banking - Phagses of Evolution g
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Though the development banks are some times
considered as of relatively recent origin, the origin of
the develcpment banks can be traced to as far back as 1822.
When " The societe General Pour Fevoriser ' Industrie
Nationale ' was founded in Belgium, with the specific
object of financing and promoting industfy. Another similar
institution was established in 1852 in France with the
name 'Credit Mobilier' whiéh had aroused much greater
interest throughout the world as a picneering effort towasrds
building up an institutional structure of industrial finance.
On this model Japan also founded in 1902, The 'Industrial
Bank of {apan," for the purpose of financing her incdustrial
develcpment. Although the Japanse Bank played a significant
part in financing the economic development of the countrles.
it has to be distinguished from the modern concept of
development bank in relation to under developed countries.
It was not a specialist institution designed to provide
finance and enterprise for industrial development but a
hybvrid ! inséitution combining in itself the functions of
an issue house, a commercial bank and a mortgage institution.
In Germany also the so called ' Industrial banks were

established for industrial development.
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After the world war I, the enormous task of

recenstruction, modernisation and development called for

an adequate provision of long term industrial finance.

They were pure mortagage banks.

Then in the post-depression period, in several
countries attempts were made to form suitable organisaﬁbns
for the provisidn of medium and long term finance, some of
the institutional developments in the post depression
period, however showed an unmistakable, though not pronoun-

ced trend towards combidgﬂlong term lending business

- with that of issue and underwriting and even of holding.

An entirely different phase in the institutional
developments is to be observed in the years after world
warJJe In sharp contrast to the pure industrial,
mortgage banks of the period after world war I, and the
hesitant policy of the post depression industrial
credit companies there could now be witnessed a remarkable
trend in favour of a combination of the business of mortgage
lending with that of under writing and inseveral important
cases, participation in the equity capital of industriel
companies as well. In Great Britain and several other
countries in the common wealth, such machineries were
established. The Canadian Institution used for the first
time the designation of a development bank not familiar
in these daysi But it had hardly any entrepreneurial and

promotional functions which characterise most of the
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L
development banks in under developed countries today.

These institutlions established in the countries 1like
British, Canada and Australia cannot be characterised as
true development banks in the strictest sense of the word

as understbod in relation to underdeveloped economies.

They were specialist machineries, set up in coun-
tries already in an advanced stagegof economic development
with the objective of broadening the existing sources of
finance for the development mainly of small and medium
sized industrieg during the procecs of transition from a
war time to pea;;, time econonmy.

These institutional devices in the advanced
countries provided the model for some underdeveloped
countries which were in search of a suitable machinery

for the financing of industrial development as an integral

part of their overall economic development.

The modern concept of a ' development bank ' is
closely related to the urge on the part of a Back ward
and underdeveloped country to achieve a quick rate of
all round economic development and its search for an
appropriate instrument through which such development
can be promoted and financed. The countries 1like India,
Pakistan, Burma, Chile, Mexico, Thailand etc have all

established development banks of their own.5
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2.20 THE_ROLE_OF DEVELOPMENT BANKS-
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The functions of the development banks differ
from country to country as per the soclo-economic back-
grounds in each country. In developed economy the main
objéctive of development bank is to increase the rate of
growth of economy. They have no problem of ' take off !
in to the phase of self sustained growth'. In an advanced
economy, Save.in some exceptional cases, the development

banks are not required ' to fill up the gaps in the

industrial structure of the economy.

2.21 On the other hand, the pesition of a development
bank in an}underdeveloped economy is much different.
Because of the pecaliar structural drawbacks from which
an underdeveloped economy suffers, the responsibility of
a development bank increases mamifold. The pregress has
been impeded in most countries by lack or inadequancy of

various ingredients of industrial development.

1) The first impediment is a shortage of capital for
industrial investment. Some capital usually does exist
in the form of private savings but not enough, and only
a small part of those szvings is in any event readily
available for investment in industry. Wealth is

traditionally invested in land or commercial enterprises.
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The second bottle neck in the way of economic

development is the lack of effective mechanism for channel-

ing into productive investment a sufficiently large propor-

tion of such savings as exists.

Finally many countries suffer’from a limited
initiative on the part of the industrial community.
There is a di.s-inclination to seek out and to ventrure
into new areas of activity and from limited or no oppor-
tunity to become acquainted with and to prefit by tech-

nological advances achieved abrcad.6

In such a situation the function of the development
banks in these countries is to help in over coming there

obstactes and In supplying the missing ingredients.

Financial functions which development bank generally
performs can be devided into two categories Financial

and Developmental.

As a financial institution it provides loan assis-
tance to industrial concerns. Loans are provided by
certain development banks in both the currencies, Local
ac well ag foreign. The foreign currency loans play a
very significant part in the economic growth of the
relatively underdeveloped countries, for importing the
necessary capital goodes and know-how. They generally
confine their lending operations to medium and long term
loans only. As a finanecial institution a development

bank undertzkes the function of underwriting.
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They also subscribe to the shares, stocks, bonds,
debentures etc. of industrial concerns and of other
development banks. Development banks assist industrial
concerns alsd by providing guérantees of various types
e.g. guarantees on behalf of the industrial concerns in
respect of i) the loans raised by them in the open

market or from the local/foreign financial institutions.

ii) The defered payments due from such cencerns arising
out of the domestic purchaser or import of capital goods
iii) The issue of client's securities etc. Not only
this, certain development banks are zuthorised to guarantee
the obligations of various other financial institutions as
well. This encourages other financigl institutione as
well. This encourages other financial ingtitutions to

came forward and participate in industrial finance.

223 DEVELOPMENTAL FUNCTIONS
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The other type of functions of a development bank
are called the developmental or foment functions.
These functions include the promdtion of new industrieds
to fill up the gaps in the industrial structure, assist-
ing in the formation of other development banks, provision
of technical, Managerial and administrative advice,

conduct techno economic surveys and market and investment
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research, arrangemerits of suitable capital structure,
improving the investment opportunities/climate to

induce foreign capital participation, laying out of
industrial estates, creation and stimulation of

security market, acting on the management of industrial
concerns, arranging the supply, import of capital goods
and industrial raw muterials, provision of disaster
loans for human welfare etc. These developmental
functions are more important for a development bank to
perform thgn the financial functions. To be uceful as

a potential instrument of economic growth, it is neceésary
that the development banks should be very dynamic in the

sphere of their operatioral techniques referred to above.7

OWNERSHIP :

X e g

Development bankes as operating in the underdevelop-
ed centries may be classified from the point of ownership
as 1) government'owned ii) Central bank owned
iii) Privately owned, iv) mixed, being owned partly
by government and or nationalised central bank and

partly by private interests.

" The role of government in the economic development
has considergbly increased during these days. Develop-
ment and efficient working of Public financing in stitu-
tions has been able to mobilise effectively savings and
including forced savings and channel them into most

productive types of investment..



2.25

/021 /]

- But banks under private ownership and control have

some distinct advantages over the public banks.

They are likely to be freevfrom political pressure and
intervention by the countries parliament. Their invest-
ment decisions will be purely objective their methods

flexible and their procedures businesslike.8

It must however be observed that the ownership

factor is no criterion of efficiency.

SOURCES OF FUNDS :

O - D AR WD m e - R -

The development bank ought to have sufficient
capital to enable it to make an impact on industrial
develcpment, and to earn enough for expenses, the
accumulation of adequate reserves and, in the case of
private institution, payment of satisfactory dividend.9
Sources of funds of development banks may be either
domestig or foreign or partly domestic and partly
foreign and may be derived from both equity and loans.
Fquity capital may be taken up by the national govern-
ment, central bank and, or demestic private lnvestors,
institutional or individual. A part from equity Parti-
cipation government have sometimes provided long term

interest free loans. Some times there are foreign
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institutional investors. Resources are also largely
raised through bond issues either in the domestic or
in the foreign éapital market. A part from thesge ex-
ternal sources of finance consists of the repayment
of principals and the reserve fund which they have
build up. Some development banks have been authorised

to receive term deposits from the public.10

THE BOARD OF DIRECTORS :
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Managerial pattern of the development banks
normally depends upon the role of different agencies
in its formation, financing and operation. In case
of public Banks the board of directors generally
consists of bureaucrafts, obviously nominated by

the government, central bank of the country concerned.

In case of private banksg, since most of the
development banks have come into existance with govern-
ment representation on the Boards, till the government
loan to the institution is repaid in full. In case of
development banks partly state owned and partly private
owned, the government recerves the right to nominate

a certain number of directors.
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Every development bank has to operate within
the economic framework of its country, it becomes almost
essential for it collaborate with the central bank in

same firm or other.

Besides the board, these institutions form
Fxecutive committees, advisory committees Adhoc committees
etec. and recruit officers and staff members for day to

day work".

PROCEDURE ¢
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Broadly the prccedure adopted by the development
banks with regard to the provision of financial assist-
ance may be devided into three parts. Fstablishment of

priorities, project Appraisal, and follow up.

ESTABLISHMFENT OF PRIORITIES :

- - " - ——— . - o m w ow W . -

Fach development bank has to evolve its priorities
in the frame work of government policies. The criterizl
for selecting a projéct may very between more improve-
ment in productivity or eligible borrowers and the
consideration of a large number of factors viz. marginal
capital co-efficient reinvestment co-efficient, capital

labour ratio, balance of pay implications, employment
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potential, use of local human material recsources, puch

to the growth of other industries, vertical intergration
and diversification, development of local talent, existance
of any natural advantage and effective local, foreign

demand etce.

PROJECT APPRAISAL :

- R I . . -

After the priorities are established and the
banks operational area defined in specific terms, there
comes up the queéstion of project appraisal which has two
aspects, consideration of the application and techniques
of appraisal. Generally the consideration of the appli-
cation has this course : a preliminary discussion with
the party, an informal application, its consideration by
a small team of officers of the bank, communication of
the decision on eligibility, formal application, collection
of information/copies of documents from the party, visit
to the project preparation of a summary for the Adhoc
committee, consgideration by the Adhoc committee, preparation
of a ' Memorandum ' its consideration by the ' central !
or ' Executive ' committee, assent of the Board of Directors
and communication of the decision to the party, Techniques

of appraisal usually comprise consideration of economic,
financiasl, technical and managerial feasibilities of the

projecte
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in brief its viability in tke long run. Project appraised
is a very speclalised work and requires specialised know-
ledge. The bank should have, therefore a team of technical,

financial experts to discharge this function.

FOLLOW-UP :

Almost all the development banks possess a section
to look after tlle project after the canction and disbursal
ascistance. This besides, keeping a close watch on the
proper utilisation of the assistance, also helps the igdus-
trial concern which derives benefit from the expertise of
the bank! s representatives in the solution of problems
coming up after the ascistance is provided. 1In practice,
however, much attention is not paid to follow up. But
it is undesirable. Every development bank chould posses

trained follow up specialists.

Thus, the development banks are the financial
institutions, which help in accelerating therate of
economic development, by removing abstacies in the way
of industrial development. The activities of these

institutions are controlled by the government.

Thus these are the effective instruments in the
hands of the government to give proper direction and

acceleration to the economic development.
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