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Preface

The BSE Institute Ltd. is the wholly owned subsidiary of BSE Limited. BSE Institute Ltd.
inherits from BSE the knowledge and insights into the capital markets industry, garnered over

the past 140 years.

BSE Institute Ltd. has the distinct advantage of being at the centre of action — the financial
hub of India, one of the world’s most rapid emerging markets. This has helped us provide
insights into the unique functions of this world. Emerging markets such as the BRIC
countries — Brazil, Russia, India, and China — can entice and intimidate. However, the first-
hand experience of our faculty and subject matter experts in dealing with the realities of this
market enables us to appreciate how organizations, entrepreneurs, and investors identify and

respond to these new challenges and opportunities.

Hence, our programs are designed to help learners develop an actionable framework to delve

into key aspects like:

« Identifying which market institutions are working, and which institutions are missing?
e Which parts of our business model can be adversely affected by these institutional
voids?
e How can we build competitive advantage based on our ability to navigate institutional
voids?
e How can we profit from the structural reality of emerging markets by identifying
opportunities to fill voids, serving as market intermediaries?
Our commitment to being at the forefront of the current and evolving practice of business has

led to programs that reflect the realities of the marketplace.

Case studies replicate actual business situations and are taught so that students must work
together to make difficult decisions under typical management conditions, including a lack of

complete information, complex trade off situations and time pressure.

The Board takes this opportunity to thankfully acknowledge the commendable work of BSE
Institute Ltd in providing support to CBSE for successfully launching and implementing

courses under NSQF.

Comments and suggestions are welcomed for further improvement of the book.
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b. PRIVATE SECTOR BANKS
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UNIT 1

INTRODUCTION TO BANKING & BASICS FUNCTIONS OF BANKER

OBJECTIVES

After reading this unit, you will be able to:

e Describe what is the Bank and functions of the Banker
e Understand the Banking structure in India
e Summarize the functions of the Reserve Bank of India

STRUCTURE

1.1.  Definition of Banking& Basic functions of a Banker
1.2.  Banking System in India

1.3. Reserve Bank of India:

1.4. Summary

1.5.  Practice Questions



1.1. Definition of Banking& Basics functions of a Banker

We use Bank account for the following reasons:

Safety: Storing all of your earnings in a place of residence just isn’t safe in the event of
unforeseen occurrences such as theft, flood, or fire. Banks provide a secure environment in

which to store your money and other moveable assets such as documents and jewels.

Convenience: When you have an account with a bank, you can access your money from
anywhere. A bank account also makes it easier to pay bills and carry out other financial

transactions such as transferring money etc.

Interest earnings: Another main reason for keeping your money in the bank is the payment
that the bank makes to you for placing your money with them. This is called the interest paid

on your deposit.

Bank is an institution that deals in money and its substitutes and provides other financial
services. Banks accept deposits and make loans and derive a profit from the difference in the

interest rates paid and charged, respectively.
Section 5(b) of Banking Regulation Act, 1949 (BR Act):

“Banking means accepting, for the purpose of lending or investment, of deposits of money
from the public, repayable on demand or otherwise, and withdraw able by cheque, draft,

order or otherwise.”
Section 5(d) of BR Act, 1949:

“Banking Company” means any company which transacts the business of banking in India.
Company means any company as defined in of the Companies Act, 2013 and includes a

foreign company within the meaning of that Act.

A banking company is a company, which accepts deposits of money for the purpose of
lending or investment from the public which is payable on demand (Savings Bank and
Current Accounts) or otherwise (after a period like Fixed Deposits) and withdrawable by
cheque (Savings Bank and Current Accounts) or otherwise (by other instruments like fixed

deposits).



Basic Functions of a Banker:

A banker is a banking expert who gives clients financial advice on matters relating to loans,
investments, securities and savings. Their financial advice not only helps clients to solve
financial needs, but also increases their firm’s profits. A number of bankers work in local
financial institutions, while others work for international conglomerates and perform various

duties and tasks.

Keep Records

Bankers record all the daily financial transactions they conduct. This duty involves reviewing
documents, such as bank statements and loan application forms, every day. In doing so,
bankers can alert the necessary authorities if they notice any fraudulent activities taking place
in the bank. The banker is also responsible for properly filing all these documents in the right
place. Proper documentation facilitates smooth management of the bank and makes retrieval
easier. Bankers must also keep these records in a safe place to protect the confidentiality of

the information.

Advise Clients

One of the primary duties of a banker is to help clients fulfil their financial needs. They do so
by answering the financial questions asked by clients either during face-to-face meetings or
phone conversations. A banker will also review a client's financial situation and offer the best
banking services and programs to aide the clients in achieving their monetary goals. The
expertise of a banker is measured by the success of the financial advice he gives to clients.
Good advice helps in building a large client base, which improves the profitability of the

financial institution.

Gather Financial Information

Another integral duty performed by a banker is gathering pertinent financial information from
both new and existing clients. After speaking with clients about their financial needs, a
banker uses the information gathered to prepare accounts and loans. A banker reviews the
financial history of the client to determine their creditworthiness. The banker uses this
information to determine whether the financial institution will be able to meet the client’s
financial needs; this duty of gathering information helps the financial institution to make

informed decisions that improves its profit margin. For example, the bank uses this



information to give loans to creditworthy people who have comparatively lower chances of

defaulting.

Disburse Funds

People visit banks to withdraw and deposit funds, or to apply for loans from the financial
institution. Accepting deposits and disbursing funds requires a lot of attention and accuracy.
Bankers may use money counting machines to carry out this task. This makes work easier,
eliminates human error, improves accuracy and increases the speed of dispensing and

counting bills.

Enforcing Security

Financial institutions can make massive loss through accepting counterfeit bills. Bankers pass
the bills deposited by customers through the counterfeit money detectors to prevent any fake
bills from hitting the cash till. With the rising cases of fraud, bankers are also on the lookout
for counterfeit checks that customers may attempt to cash. The banker's duty is to ask clients
withdrawing money to verify their identity to prevent fraudulent activity. A banker also locks
the bank vault protecting valuables, money, documents and records from unauthorized

access, theft and damage by fire or natural disasters.



1.2. Banking System in India

Indian Banking System

The Central Bank (Reserve Bank of India)

| Commercial Banks | I Regional Rural Banks | | Cooperative Banks I
| l
| l I State Cooperative Bank I
Public Sector Banks Private Sector Banks |
| Central/ district
| | [ | 1 Cooperative Banks
]
Nationalized State Bank . ‘
Banks Group Indian Foreign I Public Credit Societies |
I = Old Banks
SBI
| ] New Banks
Subsidiary
Banks
1 Local Banks

Reserve Bank of India (RBI), the Central Bank of the Country. RBI does not undertake the
conventional banking business of accepting deposits from the public and lending to the
public.

A. Commercial Banks:
Commercial bank is an institution that accepts deposit, makes loans and offer related
services like accepting deposits and lending loans and advances to general customers and

business man.

These institutions run to make profit. They cater to the financial requirements of industries
and various sectors like agriculture, rural development, etc. it is a profit making institution

owned by government or private of both.

Commercial bank includes public sector, private sector, foreign banks and regional rural
banks:

a. Public Sector Banks:



Public Sector Banks (PSBs) are banks where a majority stake (i.e. more than 50%) is held
by a government e.g. State Bank of India, Punjab National Bank, Bank of Baroda etc. The
shares of these banks are listed on stock exchanges. There are a total of 27 PSBs in India
[21 Nationalised banks + 6 State bank group (SBI + 5 associates)].

The presidency Banks of Bengal, Bombay and Madras with their 70 branches were
merged in 1921 to form the Imperial Bank of India. The new bank took on the triple role

of a commercial bank, a banker's bank and a banker to the government.

On 1 July 1955, the Imperial Bank of India became the State Bank of India. In 1959, the
government passed the State Bank of India (Subsidiary Banks) Act. This made SBI
subsidiaries of eight that had belonged to princely states prior to their nationalization and
operational take-over between September 1959 and October 1960, which made eight state
banks associates of SBI. The seven other state banks became the subsidiaries of the new
bank when nationalised on 19 July 1969.In 2008, the Government of India acquired the
Reserve Bank of India's stake in SBI so as to remove any conflict of interest because the

RBI is the country's banking regulatory authority.

The next major nationalisation of banks took place in 1969 when the government of India,
under Prime Minister Indira Gandhi, nationalised an additional 14 major banks. The total
deposits in the banks nationalised in 1969 amounted to 50 crores. This move increased the
presence of nationalised banks in India, with 84% of the total branches coming under

government control.

The next round of nationalisation took place in April 1980. The government nationalised
six banks. The total deposits of these banks amounted to around 200 crores. This move led
to a further increase in the number of branches in the market, increasing to 91% of the
total branch network of the country.

The objectives behind nationalisation were:
» To break the ownership and control of banks by a few business families,
» To prevent the concentration of wealth and economic power,
» To mobilize savings from masses from all parts of the country,

> To cater to the needs of the priority sectors.....



In 1963 SBI merged State Bank of Jaipur (est. 1943) and State Bank of Bikaner (est.1944).
There has been a proposal to merge all the associate banks into SBI to create a "mega
bank™ and streamline the group's operations. The first step towards unification occurred on
13 August 2008 when State Bank of Saurashtra merged with SBI, reducing the number of
associate state banks from seven to six. Then absorption of State Bank of Indore
completed on 26 August 2010

b. Private Sector Banks:

New Private Sector Banks: HDFC Bank, ICICI Bank, Axis Bank, etc... opened after 1991
due to opening up of the economy by the Government of India. Private sector banks are
those whose equity is held by private shareholders. Private sector bank plays a major role

in the development of Indian banking industry.

Old Private Sector Banks: are like J & K Bank, Development Credit Bank, Karnataka

Bank, South India Bank etc., which were all opened prior to 1991.

c. Foreign Banks:
Foreign Banks (43): Citibank, Bank of America etc., which are incorporated abroad but

having branches in India. All types of banking transactions are undertaken.

d. Regional Rural Banks:

These are state sponsored regional rural oriented banks. They provide credit for
agricultural and rural development. The main objective of RRB is to develop rural
economy. Their borrowers include small and marginal farmers, agricultural labourers,
artisans etc. NABARD holds the apex position in the field of agricultural and rural

finance.

RRBs are jointly owned by the Government of India (50%), one of the Public Sector
Banks (35%) and the Government of the State in which the RRB is situated (15%) — meant
to serve rural areas. All the banking services required by customers in the rural areas are

available.

B. Co-operative Banks:



Cooperative banks are so-called because they are organised under the provisions of the
Cooperative Credit Societies Act of the states. The major beneficiary of the Cooperative

Banking is the agricultural sector in particular and the rural sector in general.

The cooperative banks in India play an important role even today in rural co-operative
financing. The enactment of Co-operative Credit Societies Act, 1904, however, gave the
real impetus to the movement. The Cooperative Credit Societies Act, 1904 was amended in
1912, with a view to broad basing it to enable organisation of non-credit societies. They are
organised and managed on the principal of co-operation and mutual help. The main

objective of co-operative bank is to provide rural credit.
Three tier structures exist in the cooperative banking:

» State cooperative bank at the apex level.
» Central cooperative banks at the district level.

» Primary cooperative banks and the base or local level.
New initiatives taken are:

» RBI has given permission to 2 organisations to become a Bank i.e. IDFC Limited
and Bandhan Financial Services Private Limited, to set up banks under the
Guidelines on Licensing of New Banks in the Private Sector issued on February 22,
2013

» Prime Minister of India Shri Narendra Modi started Jan DhanYojnaon the 28th
August 2014 and will last until 14th August 2015; the first phase will be focused on
opening a bank account and providing credit facilities for those who are outside the
banking system in urban and rural India.

» Payment Banks:

On 19 August 2015, the Reserve Bank of India gave "in-principle” licences to eleven
entities to launch payments banks:

* Aditya Birla Nuvo

» Airtel M Commerce Services

» Cholamandalam Distribution Services

» Department of Posts

* FINO PayTech



» National Securities Depository

* Reliance Industries

» Dilip Shanghvi, Sun Pharmaceuticals
* Vijay Shekhar Sharma, Paytm

» Tech Mahindra

* Vodafone M-Pesa

The "in-principle” license is valid for 18 months within which the entities must fulfill
the requirements. They are not allowed to engage in banking activities within the
period. The RBI will consider grant full licenses under Section 22 of the Banking

Regulation Act, 1949, after it is satisfied that the conditions have been fulfilled.

Small Finance Banks:

Small finance banks are a type of niche banks in India. Banks with a small finance
bank license can provide basic banking service of acceptance of deposits and lending.
The aim behind these to provide financial inclusion sections of the economy not being
served by other banks, such as small business units, small and marginal farmers,

micro and small industries and unorganised sector entities

On Sept 16, 2015, The Reserve Bank of India (RBI) has decided to grant “in-
principle” approval to the following 10 applicants to set up small finance banks under
the “Guidelines for Licensing of Small Finance Banks in the private sector”

(Guidelines) issued on November 27, 2014.

Names of selected applicants
* Au Financiers (India) Ltd., Jaipur
» Capital Local Area Bank Ltd., Jalandhar
« Disha Microfin Private Ltd., Ahmedabad
» Equitas Holdings P Limited, Chennai
» ESAF Microfinance and Investments Private Ltd., Chennai
« Janalakshmi Financial Services Private Limited, Bengaluru
* RGVN (North East) Microfinance Limited, Guwahati
» Suryoday Micro Finance Private Ltd., Navi Mumbai
» Ujjivan Financial Services Private Ltd., Bengaluru

» Utkarsh Micro Finance Private Ltd., VVaranasi



The “in-principle” approval granted will be valid for 18 months to enable the
applicants to comply with the requirements under the Guidelines and fulfil other
conditions as may be stipulated by the RBI. On being satisfied that the applicants
have complied with the requisite conditions laid down by it as part of “in-principle”
approval, the RBI would consider granting them a licence for commencement of
banking business under Section 22(1) of the Banking Regulation Act, 1949.

Until a regular licence is issued, the applicants cannot undertake any banking

business.

1.3. Reserve Bank of India

RBI is the Central Bank of our country. It was established on April 1, 1935 under the RBI
Act, 1934. In India, the RBI supervises operations of all the banks

RBI Structure:



The Central Board of Directors comprises of the Governor, 4 Deputy Governors and 15
Directors nominated by the Union Government. It is headquarters is in Mumbai. RBI has 27
regional offices. It has setup five training establishments e.g. College of Agricultural Banking
and Reserve Bank of India Staff College — Pune, National Institute for Bank Management-
Pune, Indira Gandhi Institute for Development and Research — Mumbai, Institute for

Development and Research in Banking Technology (IDRBT) - Hyderabad.

It subsidiaries are Deposit Insurance and Credit Guarantee Corporation of India (DICGC)
and Bharatiya Reserve Bank Note Mudran Private Limited (BRBNMPL).

RBI Preamble: The Preamble of the Reserve Bank of India describes the basic objectives of

the Reserve Bank as:

“...To regulate the issue of Bank Notes and keeping of reserves with a view to securing
monetary stability in India and generally to operate the currency and credit system of the

country to its advantage.”
Departments for different functions

> RBI's internal management is based on functional specialisation and coordination
amongst about 20 departments
> Departments oversee specific functions such as Currency Management, Banking

Supervision, financial markets, risk monitoring etc.
Functions of RBI

Main Functions
Monetary Authority:
> Formulates, implements and monitors the monetary policy.
> Objective: maintaining price stability and ensuring adequate flow of credit to
productive sectors.
There are various instruments for monetary control:
» Cash Reserve Ratio (CRR): indicates the quantum of cash that banks are required to
be kept with the Reserve Bank.
» Statutory Liquidity Ratio (SLR): prescribes the amount of money that banks must

invest in securities issued by the government.



» Liquidity Adjustment Facility (LAF): is to manage the day-to-day liquidity in the
banking system. Under this facility RBI announces Repo Rate (Repurchase Rate)
which is the rate at which RBI lends short term money to banks. Reverse Repo Rate is
the rate at which banks park their short term excess liquidity with the RBI.

Regulator and supervisor of the financial system:

> Prescribes broad parameters of banking operations within which the country's banking
and financial system functions.

> Objective: maintain public confidence in the system, protect depositors' interest and
provide cost-effective banking services to the public.

Manager of Foreign Exchange

» Manages the Foreign Exchange Management Act, 1999.
» Objective: to facilitate external trade and payment and promote orderly

development and maintenance of foreign exchange market in India.

Issuer of Currency
> Issues and exchanges or destroys currency and coins not fit for circulation.
> Objective: to give the public adequate quantity of supplies of currency notes and coins
and in good quality.
Developmental role
> Performs a wide range of promotional functions to support national objectives.

Related Functions

> Banker to the Government: performs merchant banking function for the central and
the state governments; also acts as their banker.
> Banker to banks: maintains banking accounts of all scheduled banks.

Payment & Settlement Systems:
The regulation and supervision of payment systems is being increasingly recognised as a core
responsibility of central banks. As per the Payment and Settlement Systems Act, 2007 only

payment systems authorised by the Reserve Bank can be operated in the country.

The Reserve Bank, as the regulator of financial systems, has been initiating reforms in the
payment and settlement systems to ensure efficient and faster flow of funds among various

constituents of the financial sector.



Following are the initiatives undertaken by Reserve bank for this function:

>

1.4.

Computerization: Aims at reducing the time taken in clearing, balancing and
settlement, apart from providing accuracy in the final settlement.

Mechanisation: of the clearing operations by introducing the MICR (Magnetic Ink
Character Recognition) code.

High Value Clearing(HVC): introduced by the Reserve Bank was aimed at faster
clearing of large value cheques from select branches of banks for same day settlement.
Cheque Truncation System (CTS): eliminates the physical movement of cheques and
provides a more secure and efficient method for clearing cheques.

Electronic Clearing Service (ECS): uses a series of electronic payment instructions for
transfer of funds instead of paper instruments.

National Electronic Clearing Service (NECS): facilitates credits to bank accounts of
multiple customers against a single debit of remitter’s account.

Electronic Funds Transfer: enable an account holder of a bank to electronically
transfer funds to another account holder with any other participating bank.

The Real Time Gross Settlement (RTGS): system settles all inter-bank payments and
customer transactions above rupees one lakh.

Pre-paid payment instruments: facilitate purchase of goods and services against the
value stored on these instruments.

Mobile Banking: are being used as a medium for providing banking services.

Reserve Bank of India (RBI), Central Bank of the Country. RBI does not undertake the
conventional banking business of accepting deposits from the public and lending to the
public

National Agricultural Bank for Rural Development (NABARD). (This is the Apex Bank
for all Agricultural financing by all other banks in the country-guidance, to the banks,
refinancing their agricultural advances etc.). NABARD borrows from public by floating
bonds for the purpose of financing other banks for agricultural lending.

EXIM Bank (Export-Import Bank of India): This is the apex bank in India in the field of
finance for Exports and Imports, to encourage and assist exporters of Indian products.
EXIM Bank borrows from public by floating bonds and also accepts Fixed Deposits

for the purpose of refinancing other banks and also directly to exporters.

Summary



A banking company is a company, which accepts deposits of money for the purpose of
lending or investment from the public repayable on demand (Savings Bank and Current
Accounts) or otherwise (after a period like Fixed Deposits) and withdrawal by cheque
(Savings Bank and Current Accounts) or otherwise

A Bank links together customers that have surplus money (i.e. savers) and customers with
shortage of money (i.e. borrowers) are known as Intermediation role and manage credit,
liquidity and interest rate risk

Banker is the face of the Bank and has general and specific responsibilities to the customers.

Banking structure in India is broadly categorized into Commercial Banks, Regional Rural

Banks and Co-operatives Banks with Reserve Bank of India (RBI) at the apex.
RBI functions are:

> Regulator and supervisor of the financial system:
» Manager of Foreign Exchange

» Issuer of currency

> Plays a Developmental role and many more.

Keywords:

RRBs — Regional Rural Banks

PSBs — Public Sector Banks

NABARD - National Agricultural Bank for Rural Development

EXIM Bank - Export-Import Bank of India

IIFCL - India Infrastructure Finance Co. Ltd.

IDRBT - Institute for Development and Research in Banking Technology
DICGC - Deposit Insurance and Credit Guarantee Corporation of India
BRBNMPL - Bharatiya Reserve Bank Note Mudran Private Limited
CRR - Cash Reserve Ratio

SLR - Statutory Liquidity Ratio

LAF - Liquidity Adjustment Facility

Repo Rate - Repurchase Rate

DBOD - Department of Banking Operations and Development

NBFC - Non-Banking Financial Companies



CBLO - Collateralised Borrowing and Lending Obligations
FERA - Foreign Exchange Regulation Act

HVC - High Value Clearing (HVC)

CTS - Cheque Truncation System

ECS - Electronic Clearing Service (ECS)

NECS - National Electronic Clearing Service

1.5. Practice Questions

I. Choose the correct answer:

1. Banking is defined in
a) RBIACT
b) Banking Regulation Act
c) Govt. of India Act
d) Companies Act

2. Abank is a financial intermediary because
a) it acts as the broker between depositor and borrower
b) it acts as the link between the savers and the borrowers
c) itis in the finance industry

d) itis in the intermediary industry

3. Banker-Customer relationship starts when
a) A customer opens an account
b) A customer becomes a relative of a banker
c) The banker and banker become friends

4. RBI's function is
a) To give license to banks
b) To act as bankers' bank
c) To act as banker to Government
d) All of the above

5. Bank's services include
a) Net banking



b) Mobile banking
c) Phone banking
d) All the above

6. An Investment Bank is a bank
a) Which invests money in another bank
b) Which collects investments from public

c) An intermediary which performs a variety of financial services to corporate

7. are NOT a part of the Scheduled banking structure in India.

a) Money lenders

b) Public sector banks
c) Private sector banks
d) Regional rural banks

8. RBI isn’t expected to perform the role of
a) Acting as a clearing house
b) Working as a banker to the government
c) Managing Forex

d) Accepting deposits from general public

9. Which of the following is a role typically not performed by the Central Bank?
a) Setting the official short-term interest rate
b) Establish tax policies
c) Controlling Money Supply

d) Acting as banker to the government

10. Which of the following is NOT a function of Commercial Bank?
a) Providing Project FinanceSettling of payments on behalf of the customers
b) Deciding policy rates like CRR, SLR and Repo rate
c) Issuing credit / debit/ ATM cards

11. In commercial banking, who takes the risk while giving the loan?
a) Depositor
b) Borrower
¢) Commercial Bank



d) Central Bank

Answer Keys: 1-b,2-b,3-3,4-d,5-d,6-¢,7-a,8-d,9-b,10-b,11-c¢

1. Fill in the blanks:

Reserve Bank of India is the of India
Banking Services provided to a common man is known as

keeps an eye on the overall payment system.

M w0 e

is the Lender of last resort for the Banks

Answer Keys: 1- Central Bank, 2 — Retailing banking, 3 - Reserve Bank of India
(RBI), 4 — RBI




I1l.  Answer in detail:

What is the definition of a Bank?

What is the role of the Bank in the society?
What are the functions of RBI?

Define who is the Banker?

Explain the functions of the Banker?

o a k~ wnhE

What are the different types of Bank found in India?

IV. Activities:

1. Discuss with the students the need of a Bank?

2. Prepare a chart on the functions of RBI?

Q1.
Q2. List the functions of RRB's in the development of the economy.
Q3. State the objectives of nationalisation of public sector banks.
Q4. State any 3 initiatives taken by RBI in improving the payment machenism.
Q5. What is the role laid by co-operative banks in the society.
Q6. Explain any 3 reasons why an individual need bank.
Q7. Write a short note on:
a) RRB
b) co-operative banks
c) the history of banks in India
Q8. Write the full form of NABARD and what role does it play in the economy.
Q9. Give the full form of axem bank. What function does it perform.
Q10. Write 2 points of diff. between RTG's and NEFT.
Q11. What do you mean by in-principle licence given by RBI and how is it important.
Q12. Name the first two organisations which got licence to do banking business.



Learning Objective — Unit 2

Location | Duration-20 HOURS
Classroom | SESSION -1 RELATIONSHIP BETWEEN BANKER AND CUSTOMER
Or Learning Knowledge Performance Teaching and
Banks Outcome Evaluation Evaluation Training Method
After  studying | Various relationships | Elucidate the various | Classroom teaching,
this topic the | the Bank has with the | relationships the Bank | PPT’s
learners  would | customer depending | has with the customer
be able to|upon the services | depending upon the
identify the | availed viz., services availed viz.,
relationship » Creditor -| » Creditor -
between Banker Debtor Debtor
& Customer » Creditor -| » Creditor -
Debtor Debtor
» Principal - | » Principal -
Agent Agent
» Pledger -| » Pledger -
Pledgee Pledgee
» Licensor- » Licensor-
Licensee Licensee
» Hypothecator - | » Hypothecator -
Hypothecatee Hypothecatee
> Bailee - Bailor > Bailee - Bailor
» Beneficiary- > Beneficiary-
Trustee Trustee
» Lessee- Lessor » Lessee- Lessor
» Others » Other
SESSION -2 SPECIAL TYPES OF CUSTOMERS
After  studying | Understand why | List the extra due | Classroom teaching,
this topic the | certain  types  of | diligence carried out | PPT’s
learners  would | customers are | by the Bank while
be able to | classified as special | opening special
identify the | customers accounts
special type of
Customers and
their requirement
SESSION-3 RETAIL AND WHOLESALE BANKING
After  studying | State the features of | List the differences | Classroom teaching,
this topic the | the Retail & | between Retail & | PPT’s
learners  would | Wholesale Banking Wholesale Banking
be able to
identify the
distinct features
& differentiation
between Retail
and Wholesale
Banking

SESSION-4 DEPOSIT ACCOUNTS - SAVINGS ACCOUNTS, CURRENT

ACCOUNTS, FIXED DEPOSIT ACCOUNTS




Location

Duration-20 HOURS

After studying | 1. Understand Time | 1. Able to describe | Classroom teaching,
this topic the & Demand the  differences | PPT’s
learners  would deposits between Time
be able to know | 2. Types of demand and Demand
the different deposit Deposits
types of deposit | 3. Enumerate  the | 2. Point out the key
accounts and meaning of differences
their salient Saving Account between  Saving
features and Current & Current

Account account

4. State the features

of Saving

Account and

Current Account

SESSION-5 OPENING AND OPERATION OF ACCOUNTS
After studying | List & identify the | Able to explain the | Classroom teaching
this topic the | documents required | need of various types
learners  would | while opening various | of  documents  for
be able to know | categories of accounts | different categories of
the essential | Describe the process | accounts
requirement for | involved in  the | List the steps in
opening & | account opening opening of  the
operations of account
different  types
of deposit
accounts
SESSION-6 NOMINATION

After  studying | List the requirements | Explain the | Classroom teaching
this topic the | & need for | advantages of
learners  would | nomination facility nomination and how

be able to know
the procedure for

to nominate a
nominee

nomination

SESSION-7 KYC REQUIREMENTS
After studying | 1. Understand the | Explain the needs of | Classroom teaching
this  topic  the need of KYC KYC
learners would | 2. List of valid | Elucidate the various
be able to documents KYC documents
acquaint acceptable for | required as per type of
themselves with KYC entity
the norms | 3. Describe the | Appreciate the steps
applicable  for process followed | taken for preventing
KYC by the Banks for | Money Laundering in
requirements. KYC India and across the

4. Understand the | world

Money

Laundering

stages and how it

can be avoided

SESSION-8 PASS BOOKS

After studying | 1. Examine the | Explain in detail the | Classroom teaching
this topic the meaning of Pass | meaning of pass book




Location

Duration-20 HOURS

learners  would Book
be able to]|2. Explain what
acquaint Cash Book is.

themselves with
the significance
& usefulness of

and it usefulness in
Bank Reconciliation

a pass book
SESSION-9 MINORS
After  studying | Identifying & | Describe the | Classroom teaching
this topic the | understanding of the | provision of opening
learners  would | minor account | the Account of minor
be able to know | holders & juniors.
about the | How the minor /
conditions junior accounts can
applicable for a | be opened
minor

SESSION-10 PARTNERSHIP & CO

MPANIES

After  studying
this topic the
learners  would
be able to
acquaint

themselves with
the Acts
applicable for a
Partnership &

needs,

Companies
along with rules
applicable  for
partnership &
companies

Understand
operations of a
partnership firms — it

the

advantages /

disadvantages

Explain the reasons
for forming a
Partnership / Public
firm

Classroom teaching




UNIT 2

BANKER & CUSTOMER

OBJECTIVES

After reading this unit, you will be able to:

Understand the different relationship between Banker and Customer
Describe who are special customers and care to be taken by Banks while
opening accounts for special customer.

Understand what is Retail and Wholesale Banking

Summarise what are Deposit accounts and their features

Describe the process of opening and operations of accounts

Understand what is nomination and what are its uses?

Describe the need of KYC and how is it is implemented by the Banks
Explain the need of Pass Book and it uses

Outline Partnership and Companies form of organization and their features

STRUCTURE
2.1.  Relationship between Banker and Customer
2.2.  Special Types of Customers
2.3.  Retail and Wholesale Banking
2.4.  Deposit Accounts
2.5.  Opening and Operations of Accounts
2.6.  Nomination
2.7.  KYC Requirements
2.8.  Pass Books
2.9. Minors
2.10. Partnerships & Companies
2.11. Summary
2.12. Practice Questions

2.1.

Relationship between Banker and Customer



#Bank s the Debtor and the Customer is the Creditor ‘
eExample: A customer depositing money in the savings account £

Debtor - Creditor

*Bank is the creditor and the customer is the debtor
sExample: Customer taking a loan from the bank

*Bankis bailee, Customer is bailor
EOExampIe: A Customer depositing bonds in the bank

*Bank s the Agent, Customer is the principal

Agent- Principal *Example: A customer requesting the bank to pay the electricity

~ #Bankis the Lessor, Customer is the Lessee

sExample: A customer keeping his valuables in the bank locker
rBank is the Trustee and Customer is the Beneficiary
‘-Example: Customer appoints the bank as a trustee.

Trustee and Beneficiary

The relationship between a banker and a customer depends on the activities; products or
services provided by bank to its customers or availed by the customer. Thus the relationship
between a banker and customer is the transactional relationship. Bank’s business depends
much on the strong bondage with the customer. “Trust” plays an important role in building

healthy relationship between a banker and customer.

Relationships between the Bank and Customer: The relationship between the banker and

customer is very important. It is generally studied under the following two heads:

» General Relationship
» Special Relationship

General Relationship: Debtor and Creditor:

» The basic relationship between banker and customer is primarily that of a debtor and
creditor. When customer deposits money with a bank, Bank becomes the debtor and
Customer is the creditor. The customer expects from the bank that his money will be
kept safe by the bank and it will be returned to him on demand within business hours
along with the interest. The position is reversed as soon as the banker is advance loan

to the Customer, Banker becomes creditor and Customer is debtor



Special Relationships:

Principal and Agent: Special relationship between the customer and the banker is that of
principal and agent. Customer (principal) deposits cheques, drafts, dividends warrants for
collection with the bank. He also gives written instructions to the bank to purchase securities,
pay insurance premium, instalments of loans etc on his behalf. When the bank performs such

agency services, he becomes an agent of his customer.

Pledge and Pledgee: When the customer pledges (promises) certain assets or securities with
the bank in order to get a loan, customer becomes the Pledger, and Bank becomes the
Pledgee. Under this agreement, the assets or security will remain with the bank until the
customer repays the loan.

Lessor and Lessee: When the banker hires a safe deposit locker to the customer, Banker

becomes the Lessor and Customer the Lessee.

Bailer and Bailment relationship: Bailment is a contract for delivering goods by one party
to another to be held in trust for a specific period and returned to him when the purpose is
over. Bailor is the party that delivers the goods to another. Bailee is the party to whom the

goods are delivered.

So, when a customer gives a sealed box to the bank for safe keeping, the customer becomes
the Bailor, and the bank the Bailee. A bank may accept the valuables of his customer such as

jewellery, documents, securities etc for safe custody.

The bank (Bailee) charges a small amount as service charges for safe custody of the valuables

from his customer (bailer).

Hypothecator and Hypothecatee: When the customer hypothecates certain movable
property or assets with the banker in order to get a loan. The customer becomes the
Hypothecator, and Banker the Hypothecatee.

Trustee and Beneficiary: A trustee holds property for the beneficiary. The profit earned
from this property belongs to the beneficiary. If the customer deposits securities or valuables
with the banker for safe custody, banker becomes a trustee of his customer. The customer

remains the beneficiary, ownership remains with the customer.



Advisor and Client: When a customer invests in securities, the banker acts as an advisor.
The advice can be given officially or unofficially. While giving advice the banker has to take

maximum care and caution. Here, Banker is an Advisor, and Customer is a Client.
Miscellaneous Relationships:

As a Custodian: A custodian is a person who acts as a caretaker of something. Banks take
legal responsibility for a customer’s securities. While opening a demat account bank becomes

a custodian.

As a Guarantor: Banks give guarantee on behalf of their customers. Guarantee is a
contingent contract. As per sec 31, of Indian Contract Act guarantee is a contingent contract

to discharge the liability of the principal debtor if the later fails to do so.

Termination of relationship between a banker and a customer: The relationship between
a bank and a customer ceases on
» The death, insolvency, lunacy of the customer
The customer closing the account i.e. Voluntary termination
Liquidation of the company

The closing of the account by the bank after giving due notice

YV V VYV V

The completion of the contract or the specific transaction

2.2. Special Types of Customers:

Opening of an account binds the banker and customer into a contractual relationship. Every
person who is competent to contract can open an account with a bank. The capacity of certain

classes of person, to make valid agreement is subject to certain legal restrictions.

Special types of customers for a Banks are:

Minors
Lunatics
Drunkards

Married women

YV V. V V V

Illiterate Person



» Partnership Firm
» Trustees

» Executors

» Administrators etc.

Minor: A person under the age of 18 years is a minor. If a court appoints a guardian and the

minor is below 18 years the minority extends up to 21 years.

As per section 11 of the Contract Act a minor is not competent to contract but section 26 of
the Negotiable Instrument Act allows a minor to draw, endorse, deliver and negotiate a
negotiable instrument. So, a banker can open an account in a minor’s name. The banker will
be safe if the account runs with credit balance. The minor can be a partner but he cannot be

held liable for the liabilities of the partnership firm.

The minor’s savings bank account may be opened in any of the following ways:

i. In the name of minor himself: This account will be operated by the minor alone. In his
personal presence (in the bank) he can withdraw the money from his account.
ii. In the joint names of the minor and his/her guardian: This account will be operated
jointly by minor and his/her guardian.
iii. In the name of guardian: This account will be operated by the guardian on behalf of the

minor.

In case of (i) and (ii) stated above the minor must have at least attained the age of 10 years

and able to sign his name uniformly.

Lunatic: Under Indian Contract Act, a contract with a lunatic is void. The reason being that
the lunatic being of unsound mind is not competent to comprehend the meaning of a contract.
If the banker without knowing that the person is lunatic opens an account and enters into a
contract acting in good faith he is protected. But when once he gets a notice of lunacy of a

person, he should not enter into any contract.

Drunkard: Under section 12 of Indian Contract Act 1872, a man who is drunk cannot

understand the contract, or form rational judgment. He cannot enter into contract while such



delirium or drunkenness lasts. When a customer who is drunk presents a cheque across a

counter the payment must be witnessed.

Married Woman: A married woman can enter into a contract and bind her personal
(separate) assets. Bank should observe extra precautions regarding sanction of overdraft /
loan to a married woman because it will have no remedy against her if she does not have any
personal assets. Her husband will not be liable for any debt of his wife except in the
following cases:
» Where the loan is taken with his consent or where she acts as the agent of her husband.
» Where the loan has been taken for the purchase of necessities which the husband has
failed to provide.

Illiterate persons: An illiterate person means a person who can’t sign his name. While
opening of an account of such a person is unavoidable, the banker should obtain:
> Left thumb impression on the account opening form and specimen signature card in
the presence of an authorized bank official
» Details of identification marks should be noted on the account opening form and
specimen signature card
> At least two copies of photograph duly attested by any account holder/authorized bank

official.

Except his physical presence (in the bank), any withdrawals from the account of an illiterate

person will not be allowed.

START HERE
Partnership Firm: Section 4 of the Indian Partnership Act 1932, defines partnership as a

relationship subsisting between persons who have agreed to share the profits of a business
carried on by all or any of them acting for all. While opening an account the partnership letter
should be signed by all the partners. The purpose of the business, address, names of the
partners and other details should be clearly obtained. The partnership letter and the deed

should contain instructions pertaining to opening a bank account and its operation.

In case of any internal dispute among partners, if any of them gives notice of stoppage of
operations, then the account would only be operative by all partners jointly. Death of the
partner dissolves the partnership. In order to determine the liability of deceased partner the
banker should close the account. Hence, bank should ensure a copy of the partnership deed is



taken while opening the bank account and stop operations of the account when one of the

partner gives notice of stoppage of operations or any partner dies.

Company Account: Company is a legal entity. The formation of a company is governed by
Companies Act 2013. While opening an account in a company’s name the banker has to ask
for:
» Certified copies of Memorandum and Articles of Association and Certificate of
Incorporation.
> Names of the directors
» Certificate of commencement of business.
» Copy of resolution appointing the bank as Company’s Bank. And the names of the
persons who are authorized to operate the account along with their signatures.
» Death of authorized signatories does not require the stopping of payments since the

company is in existence.

Bank should ensure that company’s account is opened after a proper KYC documents are
obtained and should allow operations of the accounts as per the authorised signatory list
provided along with the drawing powers of each person.

Trust Account’s: According to Indian Trust Act 1882, trust is an obligation annexed to the
ownership of a property, arising out of confidence reposed in and accepted by the person for
the benefit of another person. The person who reposes and declares confidence is called the
author of the trust. The person who accepts the confidence is the trustee. The person for
whose benefit the confidence is accepted is a beneficiary. The instrument by which the trust
is created is the trust deed. Bank has to study the trust deed as regards to the opening and
operations of the account. Bank should ensure that money is receive and used as per the Trust
Deed.

Hindu Undivided Family (HUF): Where a Hindu dies leaving a business, the business is
passed onto the hands of his legal heirs. It becomes HUF property. The members of the
family are called Coparceners and eldest member becomes the manager or the Karta of the
HUF. The Karta has the implied authority to avail loan and execute necessary documents. It
binds all the members. The other members of the family are also required to sign the
documents as a precautionary measure even though legally they are bound by the actions of

the Karta. If there is no male member, the daughter can also become a Karta.



Joint Account Holders: Joint account means account of two or more persons who are not

partners. A banker should keep in view the following provisions while opening and operating

joint accounts:

>

The account should be opened only on receiving an application signed by all the
persons interested in opening the account.

A mandate signed by all the parties containing clear instructions as to how the account
is to be operated should be obtained.

Specimen signature card should be signed by all the account holders.

In absence of “either or survivor” instruction the balance will be payable to all the joint
account holders including legal representative/heirs of the deceased but in case of
“either or survivor” instruction the balance will be payable to the survivor (s).

It is wise to stop the operation of a joint account after the death of anyone of the joint
account holders and a new account be opened in the name of surviving account
holder(s).

Executors and Administrators: Executors and Administrators are allowed to open bank

accounts. Following formalities are to be observed while opening the account in the name of

executor / administrator:

>

An executor should submit a probate, and an administrator should submit the “letter of
administration” to the bank as a proof of his authority to operate the account of a
deceased person.

The banker should thoroughly examine the probate/letter of administration to acquaint
himself with the powers and functions of executors/ administrators.

An account may be opened in the name of executor/administrator in the following
style: ABC executors (or Administrators) of the estate of X, the deceased.

In case of joint executor/administrator a mandate signed by all of them should be
obtained regarding the operation of the account.

The insolvency or lunacy of the executor/administrator will terminate his authority to

operate the account (unless it has been overdrawn).

Societies and other non- trading institutions: The society, be it a club, school, hospital or

any institution must be registered as a corporate body. Following procedures be followed by a

banker:



» Copies of Memorandum, Articles of Association of the society must be obtained to
acquaint with its broad objectives, rules & by-laws.

» The banker should call for a duly certified copy of the resolution passed by the
managing committee of the society authorizing the bank to open the society’s account.
The resolution should also state the name (s) of persons authorized to operate the
account.

» If the person authorized to operate the account of the society has his personal account
in the bank the banker should exercise precaution that the society’s money does not

find its way into the personal account of the office bearer.

Customer’s attorneys: A person may by a written and stamped document appoint a person
as his attorney to deal on his behalf with third parties. This power may be general (to act in
more than one transaction) or special (to act in a single transaction). The power of attorney
authorizes a person to sign cheques (i.e. operate the account) on behalf of the customer. The
banker, while dealing with customer’s attorney should carefully examine the document
regarding power of attorney. It should be properly stamped and still in force. The customer
may revoke the authority of the attorney and the authority of the attorney shall stand

terminate in the event of death, insolvency and insanity of the principal.

In the all above special types of customers account, the Bank needs to ensure that the account

is opened and operated as per the customer’s mandate.
2.3. Retail and Wholesale Banking

Retail Bank may be defined as a variety of Financial Products / Services directly offered by a
Bank to the general public. Retail Banking is also known by another popular name
‘Consumer Banking’. It is ‘Mass Banking’ since this segment caters to a large number of
customers. Volume wise the number of transactions are very large but the per transaction
amounts are small. The cost of funds raised from the retail products is low and at the same
time, the interest rates charged on loans in the retail segment are higher. Hence the margin of

profit is more from this segment.

Benefit of Diversification of Risk: Due to the amounts being small per account, bank gets
the benefits of ‘diversification’ — variety of products to too many customers — if loss arises
on account of a few accounts, the bank does not lose much since the amounts involved are

also small.



Standardised Products: Due to the simple nature of the products in this segment, they are
‘standardized’ and easily adapted for computerization — easy for operations for the customers

as well as the bank staff

Retail Banking Services: Retail Banking provides liability products to the customer
represent liabilities of the bank. Bank liability products are useful to consumers since they

provide a safe place to keep their funds. Opportunity to earn interest on idle cash
List of the products on liability and asset sides provided by the Bank are:

Deposit accounts:
> Savings Banks Accounts,
Current Accounts,
Fixed Deposit Accounts,
Recurring Deposit Accounts etc.
Foreign Currency Accounts (FCNR)
NRE accounts for Indian citizens settled abroad
Non Resident External (NRE) accounts for Indian citizens settled abroad
Zero Balance account for salaried class people
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Basic Saving Bank Deposit account (erstwhile No frill accounts for the common
man)

> Senior Citizen Deposit accounts

Features and types of Asset based products provided by Retail Bank: Asset products
represent assets of the bank. Allow consumers to purchase, homes, cars and merchandise
which they otherwise could not immediately afford. Asset products earn interest for the bank

which is paid by the borrower. Various types of Loans offered to retail customers:

> Auto loans for purchase of new / used four and two wheelers
> Home Loans for Purchase of land and construction of residential house / purchase
of ready built house / for repairs and renovation of an existing house
Education Loans: Loan for further education
Consumer Loans for purchasing household goods like Air conditioner, Fridge etc.
Personal loans for miscellaneous purposes like holiday, medical treatments etc.
Credit Cards

YV V V V



Fees based products: List of Fee Based Products provided are:

>

>
>
>

Insurance
Mutual Fund
Investment Advisory Services

Wealth Management

Values Added services: List of Value added services provided:

>
>
>

Safe Deposit lockers
Depository services

Banc assurance Products

Miscellaneous services: Other Miscellaneous services provided are:

>
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>

>

Issue of Drafts

Offering electronic remittances facilities to customers (NEFT and RTGS)

Collecting Cheques (local and outstation) of customers from other banks

Renting out Lockers

Safe Custody Services

Collection of Taxes from customers on behalf of the Central Bank

Purchasing / selling of shares/bonds in the Stock Market on behalf of its
customers

Offering Net banking / Mobile banking / Phone banking facilities to customers

Offering ‘Standing Instructions’ facilities to customers for periodical payment of
Insurance premier etc. on behalf of its customers

Purchasing / selling of foreign currencies from/to customer when they return
from/go abroad;

Offering Third Party Products (TPPs) like Insurance and Mutual Funds to

customers.

Wholesale Banking Services: Wholesale Banking services are offered to government

agencies, pension funds, and other institutional customers and to corporations with strong

balance sheets and sound income statements. These services include cash management,

Equipment leasing, large-sum loans, loan participation, merchant banking, and trust services.

It is different from retail banking, in that the former focuses more on corporate entities (large



corporate, midsized companies and small businesses) and high value transactions, while the

latter is focused on providing financial services to individual consumers.

>

Cash Management services: Banks offer a special product called “Cash
Management Service” (CMS) to handle the work of collecting monies with the least
delay. This leads to efficient management of finances of corporates. The quicker the
monies are realised, the better it is for the functioning of the company.

Immediate Payments Products:

% NEFT (National Electronic Funds Transfer) and
% RTGS (Real Time Gross Settlement)

Short term (Working Capital Finance repayable within a year): Loan given for
managing the smooth running day to day operations of a corporate

Long Term (Term Loans repayable after a year, may be in 5-7 years): These loans
for buying assets which will be used for a long time (greater than one year)

Project Finance / Leveraged Lending / Syndicated lending:

% Project Finance refers to finance given to corporates to start new Projects.
Finances repaid from cash flows from the Project in future.
% Leveraged Lending means giving finance to buy assets, treating those
assets as security for the loans;

% Syndicated Lending means many banks joining together to give huge
amounts of loans to corporates. (No single bank can/should give too much
loan to a single co.)

% Banks can give loans in the local currency viz. Indian Rupee or in foreign
currencies (required for imports)

Issuing Letters of Credits / Guarantees

Extending Foreign Currency Transactions

Trade Finance

Differences between Retail Banking and Wholesale Banking:

Retail Banking Wholesale Banking

Banks Accept Deposits and Lend them to | Banks also accept deposits and also
the needy lend money

No of Customers : Very Large No. of Customers : Very small




Volume of Transactions : large Volume of Transactions : Very

small
Amounts in Individual Transactions : | Amounts in Individual Transactions :
Small large
Services offered to the General Public | Services offered to Corporates and
Directly Government Bodies and Universities
Service to the General Public through a | Through a number of
number of branches scattered throughout | offices/branches (even across many
the country countries)

2.4. Deposit Accounts

Traditionally banks in India have four types of deposit accounts, namely

Current Accounts
Saving Banking Accounts

YV V V

Recurring Deposits and

> Fixed Deposits.
However, in recent years, due to ever increasing competition, some banks have introduced

new products, which combine the features of above two or more deposit accounts. These are

known by different names in different banks:

2-in-1 deposits,
Smart Deposits,

Power Saving Deposits,

YV V VYV V

Automatic Sweep Deposits etc

Demand Deposits accounts are Current accounts and Savings accounts whereas Recurring

Deposits accounts and Fixed Deposit accounts are Time Deposit account.

Demand Deposits accounts: The main products of the retail banking in India are as follows:

> Saving Accounts
> Fixed Deposit Account
> Recurring Deposit Account

These deposits accounts are one of the most popular deposits accounts for individuals. These
accounts not only provide cheque facility but also have lot of flexibility for deposits and



withdrawal of funds from the account. Most of the banks have rules for the maximum
number of withdrawals in a period and the maximum amount of withdrawals, but hardly any
bank enforces these. However, banks have every right to enforce such restrictions if it is felt
that the account is being misused as a current account. Till 24/10/2011, interest on Saving
Bank Accounts was regulated by RBI and it was fixed at 4.00% on daily balance basis.
However, w.e.f. 25th October, 2011, RBI has deregulated saving accounts interest rates. Now

banks are free to decide the same within certain conditions imposed by RBI.

Under directions of RBI, now banks are also required to open no frill accounts (this term is
used for accounts which do not have any minimum balance requirement). Although Public
Sector Banks still pay only 4% rate of interest, some private banks like Kodak Bank and Yes
Bank pay between 6% and 7% on such deposits. From the FY 2012-13, interest earned up to

Rs 10,000 in a financial year on Saving Bank accounts is exempted from income tax.

Banks as a rule do not give overdraft facility in a saving account, but allow occasional over
drawings to meet contingencies.

Nomination facility is available to the depositors. They can make a declaration to that effect,
in the appropriate form.

Savings Account can be opened by the following:

> By a person in his / her name;
> By two or more persons in their joint names.
> Certain non-profit welfare organizations are also permitted to open Savings bank

accounts with banks.

Interest Calculation: Effective from April 1, 2010, following RBI's mandate to rework
interest rate calculation methods, banks calculate interest on a daily balance method which is

as follows:

Principal or amount in the account * Number of days * Daily Interest Rate
Daily Interest Rate = Interest rate per annum /365 days
At 4% Daily Interest Rate is: 4%/365 = 0.010958%

Interest earned on savings account balance is credited to savings account on a quarterly / half

yearly basis depending upon the bank.



Other Saving Bank services:
> Internet Banking
> Anywhere Banking - This facility entitles the account holder to withdraw or
deposit cash up to a limit of Rs.50,000 across all Bank branches.
> Provide various types of standing instructions like transferring to fixed deposit

accounts at regular intervals.
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State Bank of India 9 9 8.25 8.50
IciciBank | 89] 875 8759.0| 875
HDFC Bank 9-8.75 8.715 9-8.75 8.75
PunjabNationalBank, 9| 9] 9| 875
Bank of Baroda 9.05 9.05 8.75 8.50
Axis Bank | 9] 9.05] 9| 905
Canara Bank 905 9.05 8.75 8.75
Bank of India | 9.059.20, 9.05| 8759.05 725
Source: Bank websites

Bank Fixed Deposits are also known as Term Deposits. In a Fixed Deposit Account, a certain
sum of money is deposited in the bank for a specified time period with a fixed rate of interest.
The rate of interest for Bank Fixed Deposits depends on the maturity period. It is higher in
case of longer maturity period. There is great flexibility in maturity period and it ranges from
15 days to 5 years. The interest can be compounded quarterly, half-yearly or annually and
varies from bank to bank.



Minimum deposit amount is Rs 1000/- and there is no upper limit. Loan / overdraft facility is
available against bank fixed deposits. Premature withdrawal is permissible but it involves

loss of interest.

There are two types of deposits:

Demand deposits: The money we keep in our saving accounts is like a medium of exchange
and this is called Demand deposits. This is because ownership of this deposit may be
transferred from one person to another via cheques or electronic transfers. There is no fixed

term to maturity for Demand Deposits.

Time / Term Deposits: If we deposit our money has a Fixed Deposit in the bank it becomes
a Time Deposit on which NO cheque is drawn. They are paid on maturity at a particular time.

There are three types of Term Deposits available:
Fixed deposits: A fixed rate of interest is paid at fixed, regular intervals

Re-investment deposits: Interest is compounded quarterly and paid on maturity, along with
the principal amount of the deposit. In the Flexi Deposits amount in savings deposit accounts

beyond a fixed limit is automatically converted into term-deposits.

Recurring deposits: Fixed amount is deposited at regular intervals for a fixed term and the

repayment of principal and accumulated interest is made at the end of the term.

A customer can prematurely withdraw his Term Deposit. However, Bank will charge a penal

interest of 1% on the interest.

Some banks introduced variable interest fixed deposits. The rate of interest on such deposits
keeps on varying with the prevalent market rates i.e. it will go up if market interest rates go
and it will come down if the market rates fall. However, such types of fixed deposits have

not been popular till date.

The rate of interest for Fixed Deposits differs from bank to bank (unlike earlier when the

same were regulated by RBI) and all banks used to have the same interest rate structure.



Before investing in a FD it is important to consider the rate of interest and the inflation rate.
A high inflation rate can eat into your real returns. So, it is vital to have a look at the inflation

rate before arriving at the real rate of interest.

Advantages of Fixed Deposit: Fixed deposits with the banks are nearly 100% safe as all the
banks operating in the country, irrespective of whether they are nationalised, private, or
foreign, are governed by the RBI's rules and regulations, and give due weightage to the
interest of the investor. Till recently, all bank deposits were insured under the Deposit
Insurance & Credit Guarantee Scheme of India, which has now been made optional.
Nonetheless, bank deposits are among the safest modes of investment. One can get loans up
to 75- 90% of the deposit amount from banks against fixed deposit receipts. Though the
interest charged will be slightly more than the interest earned by the deposit.

The amount invested in fixed deposits with a maturity period of 5 years in a Scheduled bank
is eligible for tax deduction under section 80C. However, the interest earned on the deposit is
taxable. Tax will be deducted at the source, if the interest income on a fixed deposit per
annum exceeds Rs.10,000. Form 15H / 15 G needs to be submitted if the deposit holder does

not want tax to be deducted at source (TDS)

Recurring Deposit: Recurring deposit are Fixed amount is deposited at regular intervals for
a fixed term and the repayment of principal and accumulated interest is made at the end of the
term. These deposits are usually targeted at persons who are salaried or receive other regular
income. A Recurring Deposit can usually be opened for any period from 6 months to 120

months. Any default in payment within the month attracts a small penalty.

Advantages of Recurring Deposits: Recurring Bank Account provides:

> Compulsion to save

> High rates of interest applicable to Term Deposits

> Liquidity to access those savings any time

> Helps to create a fund for your child's education or marriage of your daughter or

buy a car without loans or save for the future

Since a recurring deposit offers a fixed rate of return, it does not provide protection against
inflation. These are best if you wish to create a fund for your child's education or marriage of

your daughter or buy a car without loans or save for the future.



Under these types of deposits, the person has to usually deposit a fixed amount of money
every month (usually a minimum of Rs 100/- p.m.) using Standing instruction facility of the
Bank to avoid any delays in payment. Any default in payment within the month attracts a
small penalty. Fixed deposit interests have always been liable to deduction of tax at source. If
the total FD interest in an individual / joint / HUF / minor account exceeds Rs. 10,000, then
the interest amount is liable to TDS. In budget 2015, it has been announced that RDs are

liable to TDS if interest in a financial year exceeds Rs. 10,000

Customers can apply for NIL deduction of TDS on FDs and RDs by filling forms 15G and
15H, which are self-declaration forms. These forms are issued by each bank for deposits held
by customers in those banks. Form 15G applicable for all customers. Form 15H applicable

for senior citizens (customers above 60 years of age)
Other Deposit accounts:

Special Bank Term Deposit Scheme - Bank Deposit Scheme under section
80C: Accounts opened under this scheme are eligible for relief under Section 80C of the

Income Tax, Act.

Current Accounts: Current Account is primarily meant for businessmen, firms, companies,
and public enterprises etc. that have numerous daily banking transactions. Current Accounts
are cheque operated accounts which are meant neither for the purpose of earning interest nor
for the purpose of savings but only for convenience of business. Hence they are non-interest
bearing accounts. In a Current Account, a customer can deposit any amount of money any
number of times. He can also withdraw any amount as many times as he wants, as long as he
has funds to his credit. Generally, a higher minimum balance as compared to Savings

Account is required to be maintained in Current account.

As per RBI directive banks are not allowed to pay any interest on the balances maintained in
Current accounts. However, in case of death of the account holder his legal heirs are paid
interest at the rates applicable to Savings bank deposit from the date of death till the date of
settlement. Because of the large number of transactions in the account and volatile nature of
balances maintained, banks usually levy certain service charges for operating a Current
account.

Features of the current account are:



>

>

The main objective of Current Account holders in opening these accounts is to
enable them (mostly businessmen) to conduct their business transactions smoothly.

There are no restrictions on the number of times deposit in cash / cheque can be
made or the amount of such deposits;

Usually banks do not pay any interest on current accounts. However, in recent
times some banks have introduced special current accounts where interest (as per
banks' own guidelines) is paid

The current accounts do not have any fixed maturity as these are on running

accounts

Overdrafts Facility: Loan arrangement under which a bank extends credit up to a maximum

amount (called overdraft limit) against which a current (checking) account customer can

write checks or make withdrawals.

The most common form of business borrowing, an overdraft is a type of revolving loan where

deposits (credits) are available for re-borrowing, and interest is charged only on the daily

overdraft (debit) balance.

It is, however, also a demand loan. The facility can be cancelled (and entire outstanding

amount 'called’) at any time by the lender at its discretion, without any warning notice or

explanation. If the overdraft is secured by an asset or property, the lender has the right to

foreclose on the collateral in case the account holder does not pay.

>

>
>
>

Calls happen usually where the

borrower's credit rating falls

lender has reason to believe the borrower may go into default, or

Borrower has not 'revolved' the overdraft in a satisfactory manner and has turned

it into a hardcore debt.

An overdraft is approved only for a fixed period (usually one year) after which it is must be

renegotiated.

Differences between Saving account and Current account:

Current account Savings Account

Numbers of transactions » Opened for meeting day | » Opened for

to day requirements. maintaining savings




» No limitation on the
number of transactions
that can be done in a
particular month.

» No charge on the amount
being transacted.

from regular
income. Limitation
on number of
transactions in a
month.

Limitation on the
amount that can be

deposited or
withdrawn from a
savings bank
account.

Interest paid by Bank:

» Bank does not give any
interest on these accounts

Savings Bank offers
interest (currently 4
%)

Facilities offered:

Overdraft facility is available

No overdraft facility

Minimum
Requirement

Balance

Higher minimum balance
required

Minimum balance is
mandatory

2.5.  Opening and Operations of Accounts

The Bank needs no introduction from an existing Bank account holder if you are submitting

proof of identity and address documents, as prescribed. However if you do not posses any of

the address proof document then an introduction from an Bank account holder, having

satisfactory relationship of more than six months, is required.

As per the KYC norms laid down by RBI, each Bank should follow the guidelines and ensure

that real account holder is identified before opening of account.

Standard list of documents required for different category of customers is provided below:

Documents that may be Documents
obtained from customers
Accounts of individuals Passport
- Proof of Identity PAN card
Voter’s Identity Card

Driving License

V V VYV V V

Job Card issued by NREGA duly signed by an

officer of the State Government

» The letter issued by the Unique Identification




Documents that may be
obtained from customers

Documents

- Proof of Address

>
>

Authority of India ( UIDAI) containing details of
name, address and Aadhar number

Identity card (subject to the bank’s satisfaction)
Letter from a recognized public authority or public
servant verifying the identity and residence of the

customer to the satisfaction of bank

Any one of the documents from the above submitted as

proof of identity which contains an address or any of the

following:

>

vV V V V V

Telephone bill

Bank account statement

Letter from any recognized public authority
Electricity bill

Ration card

Letter from employer (subject to satisfaction of the
bank)

» A rent agreement indicating the address of the
customer duly registered with State Government or
similar registration authority.

Accounts of companies » Certificate of incorporation and Memorandum &

- Name of the company Articles of Association

- Principal place of business » Resolution of the Board of Directors to open an

-Mailing  address of the account and identification of those who have

company authority to operate the account

- Telephone/Fax Number » Power of Attorney granted to its managers, officers
or employees to transact business on its behalf

» Copy of PAN allotment letter

» Copy of the telephone bill




Documents that may be
obtained from customers

Documents

Accounts of partnership firms
- Legal name

- Address

- Names of all partners and their
addresses

- Telephone numbers of the firm
and partners

Y

Registration certificate, if registered

Partnership deed

Power of Attorney granted to a partner or an
employee of the firm to transact business on its
behalf

Any officially valid document identifying the
partners and the persons holding the Power of
Attorney and their addresses

Telephone bill in the name of firm / partners

Accounts of trusts &
foundations
- Names of trustees, settlors,

beneficiaries and signatories

- Names and addresses of the
founder, the managers /

directors and the beneficiaries

Certificate of registration, if registered

Power of Attorney granted to transact business on
its behalf

Any officially valid document to identify the
trustees, settlors, beneficiaries and those holding
Power of Attorney, founders / managers / directors

and their addresses

» Resolution of the managing body of the foundation
- Telephone / fax numbers / association

» Telephone bill
Accounts of Proprietorship
Concerns » Registration certificate (in the case of a registered

- Proof of the name,
- Address and
- Activity of the concern

concern)

Certificate / license issued by the Municipal
authorities under Shop & Establishment Act,

Sales and Income tax returns

CST / VAT certificate

Certificate / registration document issued by Sales
Tax /Service Tax / Professional Tax authorities
License issued by the Registering authority like

Certificate of Practice issued by Institute of




Documents that may be Documents
obtained from customers

Chartered Accountants of India, Institute of Cost
Accountants of India, Institute of Company
Secretaries of India, Indian Medical Council, Food
and Drug Control Authorities, registration /
licensing document issued in the name of the
proprietary concern by the Central Government or
State Government Authority / Department, etc.
Banks may also accept IEC (Importer Exporter
Code) issued to the proprietary concern by the
office of DGFT as an identity document for
opening of the bank account etc.

» The complete Income Tax return (not just the
acknowledgement) in the name of the sole
proprietor where the firm's income is reflected
duly authenticated / acknowledged by the Income
Tax Authorities.

» Utility bills such as electricity, water, and landline
telephone bills in the name of the proprietary

concern.

Any two of the above documents would suffice. These
documents should be in the name of the proprietary

concern.

> If the address on the document submitted for identity proof by the prospective
customer is same as that declared by him / her in the account opening form, then the
document may be accepted as a valid proof of both identity and address.

> A rent agreement indicating the address of the customer duly registered with State
Government or similar registration authority may also be accepted as a proof of

address.

Opening of accounts and Form filling: In the Account Opening Form the residential

address, office address and alternative addresses (if the customer is employed / businessman)




with phone numbers (residence /office /mobile /fax and alternative telephone numbers, if

any) and e-mail id must be furnished.

The customer also has to record nomination of the account at the relevant portion in the

account opening application forms.

The particulars furnished by the prospective customer, after due verification and satisfaction
must be entered in the relevant fields of the customer Id form and Account opening form in

the system and duly authorized.

The customer identification number (CID Number) and the account number which are
automatically generated by the system for the Current Accounts, S.B. Accounts and R.D.
Accounts, must be written in the Passbook, Specimen Signature Card, Account Opening
Forms and also the Account Opening Register which is specially maintained for the purpose

to record the details of the accounts opened.

In view of the importance of credit discipline for reduction in Non-Performing Assets (NPAS)
level of banks, banks should insist on a declaration from the account-holder about the credit
facilities if any enjoyed with any other bank. The account-opening bank should ascertain all
the details and should also inform the concerned lending bank(s).

Photographs: Branches should obtain recent passport size photographs of the customers at
the time of opening of new accounts and compared with the prospective customer / account

holder to satisfy about the resemblance and then only accepted.

In respect of Current and Savings Bank Accounts, one copy of the photograph each is to be

affixed to the application form, the Passbook and the Specimen Signature Card.

In respect +of accounts opened by illiterate persons and blind persons, three copies of recent
passport size photographs have to be obtained. Further, passport size photograph of the
depositor must be affixed on the specimen signature / thumb impression card, the pass book
and the account opening form duly authenticated by the authorized officer. The signature of
the Attesting Officer should be partly on the photos and partly on the account opening form /

specimen signature / thumb impression card.

2.6. Nomination



The Banking Companies (Nomination) Rules, 1985 framed under Banking Regulation Act,
1949 facilitates bank depositors to ‘nominate’ somebody to take care of the deposit when the

depositor dies.

Nomination is an Authority / Authorization given to the banker in writing to pay the credit
balances in the account of the individual / sole proprietor of the sole proprietorship account,
to the person specified in the Nomination form, in the case of the death of the account holder.

If the depositor does not leave a valid will when he dies, then in most of the cases, the legal
heirs raise disputes in sharing the assets left by the depositor. If the depositor nominates a
person, the bank is discharged from its responsibilities to the legal heirs by paying the deposit
amount to the nominee. Then it becomes the responsibility of the nominee to pass on the

deposit amount to the legal heirs amicably.

Nomination can be made by the depositor/s, (singly or jointly as the case may be), in respect
of his / their deposits maintained in a bank in India. Nomination can be made in favour only

one individual.

If the depositor/s wishes / wish that the deposit amount should go to a minor as the nominee
(on the date of nomination) the depositor/s should also appoint another person who is not a

minor, to take care of the deposit on behalf of the nominee, till the nominee attains majority.

The nomination made holds good till it is modified or cancelled by the account holder. The
application forms to be used for nominating somebody or making modifications or

cancellations to the nominations have all been prescribed in the Act itself which are as

follows:
> Form DA 1 for nomination,
> Form DA 2 for cancellation and
> Form DA 3 for variation.

2.7. KYC Requirements

KYC is an acronym for “Know your Customer”, a term used for customer identification
process. It involves making reasonable efforts to determine true identity and beneficial

ownership of accounts, source of funds, the nature of customer’s business, reasonableness of



operations in the account in relation to the customer’s business, etc which in turn helps the
banks to manage their risks prudently. The objective of the KYC guidelines is to prevent
banks being used, intentionally or unintentionally by criminal elements for money

laundering.

KYC has two components - Identity and Address. Customer identification means identifying
the customer and verifying his/her identity by using reliable, independent source documents,
data or information. While identity remains the same, the address may change and hence the

banks are required to periodically update their records.

Reserve Bank of India has issued guidelines to banks under Section 35A of the Banking
Regulation Act, 1949 and Rule 7 of Prevention of Money-Laundering (Maintenance of
Records of the Nature and Value of Transactions, the Procedure and Manner of Maintaining
and Time for Furnishing Information and Verification and Maintenance of Records of the
Identity of the Clients of the Banking Companies, Financial Institutions and Intermediaries)
Rules, 2005. Any contravention thereof or non-compliance shall attract penalties under

Banking Regulation Act.

Money Laundering: Money laundering is the process whereby the proceeds of crimes (like
drug trafficking, child pornography etc.) are transformed into legitimate money or other

assets.

Money obtained from certain crimes, such as extortion, insider trading, prostitution, drug
trafficking, illegal gambling or tax evasion is "dirty". It needs to be cleaned to appear to have
derived from non-criminal activities so that banks and other financial institutions will deal

with it without suspicion.

Stages in Money Laundering: Money laundering is commonly defined as occurring in
three steps:
> The first step involves introducing cash into the financial system by some means
("placement™);
> The second involves carrying out complex financial transactions to camouflage
the illegal source ("layering"); and
> The final step entails acquiring wealth generated from the transactions of the illicit

funds ("integration™).



Some of these steps may be omitted, depending on the circumstances; for example, non-cash

proceeds that are already in the financial system would have no need for placement.

Objectives of Prevention of Money Laundering are:

> To prevent criminal elements from using the banking system for Money
laundering activities

> To enable the bank to know / understand the customers and their financial
dealings better. This in turn would help the bank to manage the risk prudently.

> To put in place, appropriate controls doe detection and reporting of suspicious
activities in accordance with applicable laws/laid down procedures

> To comply with applicable laws and regulatory guidelines

> To take necessary steps to ensure that the concerned staffs are adequately trained
in Know Your Customer (KYC) / Anti Money Laundering (AML) procedures

Money Laundering Enforcement: Formed in 1989 by the G7 countries, the FATF is an
intergovernmental body whose purpose is to develop and promote an international response
to combat money laundering. FATF’s three primary functions with regard to money

laundering are:

> Monitoring members’ progress in implementing anti-money laundering measures.
> Reviewing and reporting on laundering trends, techniques, and countermeasures.
> Promoting the adoption and implementation of FATF anti-money laundering

standards globally.
ML steps in India: In 2002, the Parliament of India passed an act called the Prevention of
Money Laundering Act, 2002. The main objectives of this act are to prevent money-
laundering as well as to provide for confiscation of property either derived from or involved

in, money-laundering.

Section 12 (1) describes the obligations that banks, other financial institutions, and
intermediaries have to
> Maintain records that detail the nature and value of transactions, whether such
transactions comprise a single transaction or a series of connected transactions, and
where these transactions take place within a month.
> Furnish information on transactions referred to in clause (a) to the Director within

the time prescribed, including records of the identity of all its clients.



Banks needs to maintain transactions records for ten years after the transactions finished. Any
suspicious transactions reporting (STR) have to be reported to Financial Intelligence Unit by
the Bank through RBI. Banks also must make cash transaction reports (CTRs) and
suspicious transaction reports over Rs 10 Lakhs within 7 days of doubt. Each Bank has to
appoint PMLA officer responsible for overseeing the implementation of RBI policies &
procedures in the Bank. They must submit the report to the enforcement directorate and

income tax department.

RBI has issued guidelines to banks to prevent money laundering through:
> KYC policies and procedures specifying the objective of KYC framework, i.e.
appropriate customer identification. The KYC policies should incorporate the
following four key elements:
% Customer Acceptance Policy
%+ Customer identification procedures
% Monitoring of transactions
% Risk Management
> Monitoring transactions of a suspicious nature;
> Risk management and monitoring procedures, i.e. staff awareness, identification

and reporting of suspicious transactions, record keeping of transactions;

Customer Due Diligence: Customer Due Diligence (CDD) has been defined as any measure
undertaken by a financial institution to collect and verify information and positively establish

the identity of a customer. A bank should apply Customer Due Diligence measures when it:

> establishes a business relationship;

> cdearries out an occasional transaction;

> suspects money laundering or terrorist financing; or

> doubts the veracity of documents, data or information previously obtained for the

purpose of identification or verification

When a bank is unable to apply CDD, it
> must not establish a business relationship or carry out an occasional transaction
with the customer;
> should not carry out a transaction with or for the customer through a bank

account;



> should terminate all existing business relationship with the customer;
> Should consider whether it ought to report to FIU-IND/ Regulators, in accordance

with extent guidelines.

Operations of the Bank Account:

After an account is opened by a bank, customer is provided with three documents viz.
> Pass Book
» A cheque book
» A Pay in slip book

to operate the account



2.8. Pass Book

Bank statement or account statement is a summary of financial transactions which have
occurred over a given period of time on a bank account held by a person or business with a
financial institution. In recent years there has been a shift towards paperless, electronic

statements.

Electronic statements: With the introduction of online banking, bank statements (also
known as electronic statements or e-statements) can be viewed online. Due to identity theft
concerns, an electronic statement may not be seen as a dangerous alternative against physical
theft as it does not contain tangible personal information, and does not require extra safety
measures of disposal such as shredding. However, an electronic statement can be easier to
obtain than a physical through computer fraud, data interception and/or theft of storage

media.

) Mini Statement - Mozilla Firefo:

File Edit View History Bookm:

¥ C e s/ icicibank.co.in/BANKAWAYTI 4awn8Jsq9Dpltb1 OLKDCfaz:! 6spFdlqDaPKGNAEG 77 - | ¥~ Google P

£ Most Visited L abhishek sark:

| I Gmail - SPEAKASIAONLINE: ASIA'S ... % | | | Speak Asia . x| [[F) Welcome to Rediffmail x|

Welcome, ASHUTOSH BHAKTA. You Last Visited the site on 17/08/2010 2:34:09 PM IST Linkmy accounts | o0 ct Detais

Viewichange l Register for
in

Account St o o
R T Mini Account Statement

Funds Tronsfer | secic | cio. [ priniproview |

Recaive Funds Account D © 049501502249

Bank@Home [mi
Account to Card Transfer Available Balance : INR 47,877.27
Prepaid Mobile Recharge Cheques in Clearing : INR0.00
Fixed/Recurring Deposits Linked FD Balance : INR0.00
‘Smart Money Order Total Available Balance : INR 47,877.27
[=
Account Statement By Emdil Available Balance as on 1810812010  : INR 47,877.27
Donate Online a
eTaxChallan Latest 10 Transactions amount transfered from speakasiaonline Detailed Statement [ Refresh Balances
Service Requests ™ =
Apply Now 1 1710812010 ATMICASH WDL/17-08-10/22:32:55/0 / DR INR 500.00
2 117/08/2010 USD713@45.85FCST25 - CR INR 32,666.05)
3 [1/0872010 ATW/CASH WDL/11-08-10/20:55:26/0 DR INR 1,000.00
4 09/08/2010 NFS/CASH WDL/09-08-10/12:38:28/0 DR INR 1,500.00
Link your accounts. 5 (0970872010 ABHAY A SIRDESHPANDE/013844/UT CR INR 11,000.00
Right Here! Right Now! 6 (0770872010 ATW/CASH WDL/07-08-10/21:58:55/0 DR INR 500.00)
~ Click here. 7 [02/08/2010 NFSICASH WDL/02-08-10/14:34:28/0 DR INR 10,000.00)
8 [2970772010 IPSWESTSIDE /20100729180012/0 DR INR 699.00]
9 710712010 ATM/ICASH WDL/27-07-10/20:32:26/0 DR INR 200.00|
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Passbook
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Please refer to the back cover for the Please verify your account activity regularly.
\ list of common transaction codes. If there is an error, notify the bank within 45 days. /

A pass book is a book used to record bank transactions undertaken on a deposit account.
Entries showing amounts of deposits and withdrawals, and the balance in the account are

shown in the Pass Book.

Issuance of Passbooks to Savings Bank Account holders (Individuals): A passbook is a
ready reckoner of transactions and is handy and compact and as such, is far more convenient
to the small customer than a statement of account. Use of statements has some inherent
difficulties viz.
> these need to be filed regularly
> the opening balance needs to be tallied with closing balance of last statement
> loss of statements in postal transit is not uncommon and obtaining duplicates
thereof involves expense and inconvenience
> ATM slips during the interregnum between two statements does not provide a
satisfactory solution as full record of transactions is not available and
> There are a large number of small customers who do not have access to computers

[ internet, etc.

Passbook Updation: Customers may be made conscious of the need on their part to get the

passbooks updated regularly. Wherever pass-books are held back for updating, because of



large number of entries, paper tokens indicating the date of its receipt and also the date when

it is to be collected should be issued.

It is sometimes observed that customers submit their passbooks for Updation after a very long
time. In addition to the instructions printed in the passbook, whenever a passbook is tendered
for posting after a long interval of time or after very large number of transactions, a printed

slip requesting the depositor to tender it periodically should be given.

Entries in passbooks / statement of accounts: Banks should give constant attention to
ensure entry of correct and legible particulars in the pass books and statement of accounts.

Cash Book: A financial journal that contains all cash receipts and payments including bank
deposits and withdrawals. Entries in the cash book are then posted into the general ledger.
The cash book is periodically reconciled with the bank statements as an internal method of

auditing.

Cash book is written by depositor and pass book is written by the bank. Following are the

main points of difference between cash book and pass book:

Depositor Personal Record (Cash Book) Pass Book

It is written by the depositor.

It is written by the bank but remains in the

depositor's possession

Money deposited is recorded on the debit

side and money withdrawn on credit side.

Money deposited is entered on the credit side

and withdrawn on the debit side.

A check deposited for collection is recorded

on the date of deposit.

It is recorded on the date when it is actually

collected from the debtor's bank.

A check when issued to a creditor is recorded

on the date of issue.

It is recorded when it is paid by the bank to

the creditor.

Its debit balance shows cash at bank and

credit balance shows bank overdraft.

Its debit balance shows bank overdraft and

credit balance shows cash at bank.




Deposit (Pay in) Slip:

Specimen of Deposit Slip:
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Details of the Deposit slip:

Branch Name

Date of Deposit of cash or cheque
Nature of account: saving or current
Account holder name

Amount in Words

Account number

Amount in figures
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Signature of the depositor

A deposit slip is a form supplied by a bank for a depositor to fill out, designed to document in
categories the items included in the deposit transaction. The categories include type of item,
and if it is a cheque, where it is from such as a local bank or a state if the bank is not local.
The teller keeps the deposit slip along with the deposit (cash and checks), and provides the
depositor with a receipt. Pay-in slips encourage the sorting of cash and coins, are filled in and
signed by the person who deposited the money, and some tear off from a record that is also

filled in by the depositor. Deposit slips are also called deposit tickets and come in a variety of
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designs. They are signed by the depositor if the depositor is cashing some of the

accompanying check and depositing the rest.
2.9. Minors

Definition of a minor and how he can open an account is already covered in the earlier part.

Fixed Deposit in the name of Minor: A fixed deposit account or a recurring deposit account
in the name of a minor (along with a guardian) may also be opened. While opening a minor’s
account the banker should record the date of birth of the minor as disclosed by his/her

guardian.

Minors above the age of 10 years and who can sign uniformly. This account will be opened in
the sole name of the minor. There is no minimum balance requirement but a cap on the Rs 5
lakhs of balance. The account can be singly operated by the minor and also has access to
internet Banking with enquiry rights and limited transactions like - Bill payment, Opening e-
TDR/e-STDR/e-RD, Inter-Bank funds transfer (NEFT only), and Issue Demand Draft with a
per day transaction limit of Rs. 5,000/-

KYC Requirements are Date of Birth proof of the Minor + KYC of the Parent. A Specially
designed Personalised cheque book (with 10 cheque leaves) will be issued if the minor can
sign uniformly. Photo embossed ATM-cum-Debit with withdrawal / POS limit of Rs. 5,000/-
will be issued in the name of the minor. No overdraft facility under this product. Facility of

setting up of one Standing Instruction for Recurring Deposit is provided free of charge.

Other Features of minors account are;

> Interest at 4.00% p.a. calculated on a daily balance

> Transferability of accounts to any Branch without changing the account number.
> Nomination facility is available and recommended.

> Specially designed branded Passbook issued free of charge.

> Inter Core charges NIL for transfer transactions.

Juniors Accounts: Minor of any age can open the account jointly with the parent /guardian.
There is no Minimum Balance requirement and a cap of Rs 5 lakhs is there on the balance in
the account. The account can be operated jointly with the Parent/ Guardian or Singly by

Parent / Guardian. Internet Banking with Enquiry rights and limited transactions like - Bill



payment, Opening e-TDR/e-STDR/e-RD, Inter-Bank funds transfer (NEFT only), and Issue
Demand Draft with a per day transaction limit of Rs. 5,000/-

2.10. Partnerships & Companies

A business can be organised in the form of a sole proprietorship, a partnership firm or a joint
stock company.

The Indian Partnership Act, 1932 is an act enacted by the Parliament of India to regulate
partnership firms in India. The act is not applicable to Limited Liability Partnerships, since
they are governed by the Limited Liability Partnership Act, 2008.

Partnership Definition: Partnership refers to a relationship between two or more persons to
share the profits or losses arising out of business carried by all or one of them acting on
behalf of all. The persons who have entered such an agreement are called partners and give

their business a name, which is necessarily their firm-name.

The sole proprietorship has its limitations such as limited capital, limited managerial ability
and limited risk-bearing capacity. Hence, when a business expands or when it is to be set up
on a scale, which needs more capital and involves more risk, two or more persons join hands
to run it. They agree to share the capital, the management, the risk and profits of the business.
Such relationship based between persons on a written or an oral agreement amongst them is

termed as 'partnership’.

Essential features of partnership: Based on the above definition, the essential features of a
partnership are as follows:

Two or more persons: To form a partnership, there must be at least two persons. There is,
however, a limit on the maximum number of persons who constitute a partnership firm. It
should not exceed 10 if the firm is carrying on a banking business and 20 if it is engaged in

any other business.

Agreement between the partners: A partnership is created by an agreement. It is neither
created by operation of law as in the case of Hindu Undivided Family nor by status. The
agreement forms the basis of relationship amongst the partners. The agreement can be written

or oral.



Business: The agreement should be for carrying on some legal business. A joint ownership of
some property by itself does not constitute partnership. However, the joint ownership of the
property may be used for forming the partnership in order to pursue the business objectives
for which the partnership is formed.

Sharing of profits: The agreement should be to share the profits of the business. If some
persons join hands to carry on some charitable activity, it will not be termed as partnership.
Of course, the ratio in which the partners will share the profits is determined by the

agreement or in the absence of the agreement; it is shared equally amongst the partners.

Business carried on by all or any of them acting for all: The firm's business may be
carried on by all the partners or any one of them acting for all. This means that partnership is
based on the concept of mutual agency relationship. A partner is both an agent (he can, by his
acts, bind the other partners) and a principal (he is bound by the acts of other partners). The
implication of this is that partner binds others and others bind him in the same way. Further
implication of this is that each partner is entitled to participate in the conduct of business

affairs and act for and on behalf of the firm.

Partnership Deed: A partnership is formed by an agreement. This agreement may be written
or oral. Though the law does not expressly require that there should be an agreement in
writing but the absence of a written agreement may be a source of trouble in managing the
affairs of the partnership firm. Therefore, a partnership deed should be written, assented to
and signed by all the partners. The partnership deed usually contains the following

particulars:

Name of the firm

Names and addresses of all partners

Nature and place of the business

Date of commencement of partnership

Duration of partnership, if any

Amount of capital contributed or to be contributed by each partner
Rules regarding operation of bank accounts

Ratio in which profits are to be shared

Interest, if any, on partners' capital and drawings
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Interest on loan by the partners(s) to the firm



Salaries, commissions, etc. if payable to any partner(s)

The safe custody of the books of accounts and other documents of the firm
Mode of auditor's appointment, if any

Rules to be followed in case of admission, retirement, death, of a partner

Settlement of accounts on dissolution of the firm and

YV V V V V V

Mode of settlement of disputes among the partners.

Joint Stock Company: A public limited company is a voluntary association of members
which is incorporated and, therefore has a separate legal existence and the liability of whose
members is limited to the extent of their contribution to Share Capital of the company. In
companies, the capital is contributed by a large number of persons called shareholders who
are the real owners of the company. It is not possible for all of them to participate in the
management of the company. Therefore, they elect a Board of Directors as their
representative body to manage the affairs of the company. Board of Directors appoints
Managing Director and the management team who is responsible for the day to day
management and is governed by the Memorandum & Articles of Association. In fact, all the

affairs of the company are governed by the provisions of the Companies Act 2013.

Features of A Company: It is an artificial person having or separate legal entity distinct
from its members (shareholders) and has a common seal used for its signature. Thus, it has

the following special features which distinguish it from the other forms of organization.

Body Corporate: A company is formed according to the provisions of Law enforced from
time to time. At present, in India, the companies are formed and registered under Companies
Act 2013

Separate Legal Entity: A company has a separate legal entity which indistinct and separate
from its members. It can hold and deal with any type of property. It can enter into contracts

and even open bank accounts in its own name.

Limited Liability: The liability of the members of the company is limited to the unpaid
amount of the shares held by them. In the case of the companies limited by guarantee, the
liability of its members is limited to the extent of the guarantee given by them in the event of

the company being wound up.



Perpetual Succession: The Company, being an artificial person created by law, continues to
exist irrespective of the changes in its membership. A company can be terminated only
through law. The death, insanity or insolvency of any member of the company in no way
affects the existence of the company. Members may come and go but the company continues.

Common Seal: The Company, being an artificial person, cannot sign its name by itself.
Therefore, every company is required to have its own seal which acts as official signatures of
the company. Any document which does not carry the common seal of the company is not

binding on the company.

Transferability of Shares: The shares of a public limited company are freely transferable.
The permission of the company or the consent of any member of the company is not
necessary for the transfer of shares. But Articles of the company can prescribe the manner in
which the transfer of shares will be made.

May Sue or be Sued: A company, being a legal person can enter into contracts and can
enforce the contractual rights against others. It can sue and be sued in its name if there is a
breach of contract by the company.

Different kinds of a Company: Companies can be classified either on the basis of the
liability of its members or on the basis of the number of members. On the basis of liability of

its members the companies can be classified into the following three categories:

Q) Companies Limited by Shares: In this case, the liability of its members is
limited to the extent of the nominal value of shares held by them. If a member has
paid the full amount of the shares, there is no further liability on his part
whatsoever may be the debts of the company. He need not pay single paisa from

his private property.

(i)  Companies Limited by Guarantee: In this case, the liability of its members is
limited to the amount they undertake to contribute in the event of the company
being wound up. Thus, the liability of the members will arise only in the event of

its winding up.



(iii))  Unlimited Companies: When there is no limit on the liability of its members, the
company is called an unlimited company. When the company’s property is not
sufficient to pay off its debts, the private property of its members can be used for
the purpose. In other words, the creditors can claim their dues from its members’

personal assets also.

2.11. Summary:

A person becomes the customer of the Bank after opening an account with the Bank.

Due to the various services provided by the Bank, there are different relationship developed
by the customer with the Bank which are
> Creditor- Debtor Relationship
Debtor - Creditor Relationship
Principal- Agent Relationship
Pledger and Pledgee
Licensor and Licensee

Hypothecator and Hypothecatee
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Bailee and Bailor

Banks opens accounts for all types of customers. However, in case of the special types of
accounts, Bank needs to exercise proper due diligence to avoid any risk to the bank.
> Minors
Lunatics
Drunkards
Married women
Illiterate Person
Partnership Firm
Trust account

Executors
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Administrators

Retail banking services is for the common man which covers Deposit / Loan based, Fee

based, value added and miscellaneous services



Wholesale Banking is that part of the Bank which provides services to the Businesses /
Corporate and provides loans for short / medium / long term

Persons who wants to open the account with the Bank needs to comply with the Know Your
customer (KYC) guidelines of the Bank and need to submit the following documents

> Photo

> Proof of Identity

> Proof of Address

Nominee is the person who will get the balance in the account in case of death of the single
account holder or all account holders and it is his responsibility to pass on the deposit amount
to the legal heirs

Know your customer guideline has been issued by the RBI to prevent banking system being
used for Money Laundering activities and consists of 4 steps:

> Customer Acceptance Policy

> Customer Identification Procedures
> Monitoring transactions

> Risk management

Money Laundering is converting the Black money (money received from illegal sources) into
white money (legalised money) and have 3 stages: Placement, Layering and Integration

Bank statement / Passbook provide an audit trail of your transactions and act as a ready

reckoner of transactions. It is used for reconciliation purpose

Minor / Junior cannot open account in own name but can open the account under the
guardianship of their persons. The accounts are opened for them to develop the habit of

saving from the tender age.

Partnership firm is an agreement governed by Partnership deed between two or more persons

for carrying out a business activity for sharing of profit and is governed by Partnership deed

Company account has advantages of separation of owners from the managers of the business

and large number of people can invest in the Capital of the company.
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2.12.

Practice Questions

Choose the correct answer:

What is the relationship of the Bank hires out with the safe deposit locker?
a) Debtor

b) Creditor

c) Agent

d) Lesser

What is the minimum number of partners required to commence a partnership
business?

a) 20

b) 10

c) 2

d) 4

Partnership type of business is formed by the mutual agreement of partners. What
kind of agreement is it?

a) Oral agreement

b) Written agreement

c) Oral or written agreement

d) None of them

In the general form of partnership, liabilities of partners are:
a) Limited
b) Unlimited

c) Limited to the business capital

The written agreement of partnership is most commonly referred to as:
a) Agreement

b) Partnership deed

c) Partnership contract

d) Partnership Act
"KYC" consists of



a) Customer Identification
b) Customer Due Diligence
c) Customer Acceptance
d) All the three

7. Bullion Dealers come under the category of
a) Low Risk
b) Medium Risk
c) High Risk
d) Any of them as per the judgment of the Bank

8. In a partnership company, a person who simply invests the money is knownas
partner.
a) Working Partner
b) Sleeping Partner

c) Normal Partner

9. When a joint account is operated by any one of the holder independently, mode of
operation of the account is
a) Jointly
b) Either or Survivor
c) Former or Survivor

d) Latter or Survivor

10. Reconciliation process is initiated
a) When there is an Exception
b) When there is Mismatch in Accounts (cash & Securities Assets
c) As a matter of routine to ensure both books (Cash & Pass Book) match

Answer Keys:1-d,2-¢,3-¢,4-b,5-b,6-d,7-¢,8-b,9-b,10-c

I1.  Fill in the blanks:

1. Interest on savings bank accounts is calculated on closing balance
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Penalty for breaking a fixed deposit is normally %
Full form of NRI is
STR stands for

Minor's account can be opened in the guardianship of

Minor attain majority on completion of ___years

A deposit where a fixed amount is deposited on monthly installment is known as

Answer Keys: 1- daily, 2 — 1, 3 - Non Resident Indian, 4 — Suspicious Transaction

Report, 5 — natural parents, 6 — 18, 7 — Recurring deposit

w
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Answer in detail:

What are special types of customers of the Bank and how does Bank address their
needs?

What are the different types of loans required by the corporate?

Explain the advantages / disadvantages of the Savings accounts, Current account,
recurring account and Fixed Deposit accounts from the customer point of view?

What is nomination and advantages to the customers?

Explain the steps recommended by RBI in the KYC guideline?

What is the need for Pass Book?

What is minor account and what are the requirements for opening a minor account?
Explain the differences between Partnership and Corporate accounts?

What is the content of Partnership deed?

Activities:

Request students to get Bank account opening form for savings, current account and
fixed deposit and discuss the various details / documents required for opening the
accounts?

Do role play on the various relationships the Bank play for various customers?



Learning Objective — Unit 3

Location | Duration-20 HOURS
Classroom SESSION -1 LIQUID ASSETS- CASH IN HAND, CASH WITH RBI &
Or CASH WITH OTHER BANKS
Banks Learning Knowledge Performance Teaching and
Outcome Evaluation Evaluation Training Method

After studying this
topic the learners
would be able to
understand the
concept of liquid
assets & their
features

Meaning of liquid
assets

Importance
liquid assets

of

Elucidate need of
Liquid assets for
the Bank

Classroom teaching,
PPT’s

SESSION -2 INVESTMENT IN SECURIT

IES

After studying this
topic the learners
would be able to

understand the
factors relevant for
Investment in

different types of
securities

1.

2.

Basic principle of
investment
Instruments
available for
investing

Explain why
Banks need to
invest and care
taken while
investing

Classroom teaching

SESSION-3 ADVANCES- SECURED AND UNSECURED

After studying this
topic the learners
would be able to
differentiate

1.

2.

Meaning of
Lending of funds
Classification

Advances

of

1. Explain the
advantages /
disadvantage
of secured /

Classroom teaching

between Secured | 3. Distinction between unsecured
and Unsecured Secured & loans
Unsecured loan 2. Distinguish
between
secured and
unsecured
loans
SESSION-4 LOANS
After studying this | 1. Understand the role | 1. Explain  the | Classroom teaching

topic the learners
would be able to
understand the

& advantages of
CIBIL in loan
process

advantages of
CIBIL in
reducing NPA

concept of loans 2. Listthe Unsecured / | 2. Elucidate the
Secured loans needs &
offered by the Bank features of
3. Features of the various types
various types of of loans
loans
SESSION-5 TERM LOANS
After studying this | Classify the  Time | 1. Describe the | Classroom teaching
topic the learners | Deposits on the basis of need of Time
would be able to | period into loans by
understand the » Short Term individuals /
concept of Term » Medium Term corporate.
Loans » Long Term 2. Study the




Location

Duration-20 HOURS

Various aspect of the
above loans

characteristics
of the
different loans

SESSION-6 CASH CREDIT

After studying this | 1. Understanding of | 1. Explain  the | Classroom teaching
topic the learners cash credit key features
would be able to | 2. Suitability of cash of Cash
understand the credit in present Credit
concept of cash scenario 2. Describe the
credit advantages

and

disadvantages

SESSION-7 OVERDRAFT

After studying this | 1. Concept of | 1. Describe in | Classroom teaching
topic the learners Overdraft detail the role
would be able to | 2. Features of of Overdraft
understand the Overdraft as advancing
concept of loan.
overdraft and 2. Enumerate the
essential features of

conditions to be
fulfilled for
availing overdraft
facility

Overdraft

SESSION-8 DISCOUNTING OF BILLS OF EXCHANGE

After studying this
topic the learners
would be able to
learn the pre-
requisites for
Discounting of
Bills of Exchange

1.

Fundamentals of
Bill Discounted and
Purchased

Importance of Bill
Discounted and
Purchased

1.

Detail
understanding
of concept of
Bill
Discounted
and Purchased
Explain  its
advantages to
bank

How is Bill
Discounted
and Purchased
different from
other  credit
facilities?

Classroom teaching

SESSION-9

MODES OF CREATING CHARGE OF SECURITIES

After studying this
topic the learners
would be able to
learn the different
Modes of creating
charge of
Securities

1.

2.

3.

Why charge
creation is required
Modes of creating
charges

Comparison of
various modes of
charges

1.

Elucidate the
benefits of
charge
creation to
Bank

How different
charge
creation
differs from
each other

Classroom teaching,
PPTs

SESSION-10 TYPES OF SECURITIES ACCEPTED

After studying this | 1. Understand

the | List the different | Classroom teaching,




Location

Duration-20 HOURS

topic the learners
would be able to
learn the different
types of Security
and merits &
demerits
associated
them

with

different types of
security taken as
collateral by the
Bank while
advancing loans

security accepted

by the Banks
while advancing
loans

PPTs




UNIT 3

EMPLOYMENT OF BANK FUNDS

OBJECTIVES

After reading this unit, you will be able to:

Understand what are liquid assets and their uses for liquidity management
Summarise the factors to be considered while investing in securities
Describe what are secured / unsecured loans and differentiate between them
Outline the various loans available and it uses

Explain Term deposit and their advantages

Understand what is Cash credit

Describe the overdraft facility and compare it with Cash credit

Summarise discounting of Bill of Exchange and its need to the business
Explain the various ways to create charge on securities

Understand what are the various securities which Banks accepts while
advancing loans

STRUCTURE
3.1.  Liquid Assets-Cash in Hand, Cash with RBI & Cash with other Banks
3.2.  Investment in Securities
3.3.  Advances - Secured and Unsecured
3.4. Loans
3.5.  Term Deposit
3.6.  Cash Credit
3.7.  Overdrafts
3.8.  Bills Discounting & Purchase
3.9.  Modes of creating charge on securities
3.10. Types of Security
3.11.  Summary
3.12. Practice Questions



3.1. Liquid Assets-Cash in Hand, Cash with RBI & Cash with other
Banks

Liquid Assets: Bank balance sheet has two sides namely Assets and Liabilities. The
investments / loans given by the Bank are the assets of the Bank. As a prudent risk
management technique, Banks do not put all their eggs in one basket and hence invest in

different types of securities to minimise risk.

To meet the liquidity requirements, Bank invest in securities which are liquid. Liquid assets
are the securities that can be easily converted into money and with minimal impact to the

price received.

Features of liquid asset: An asset is called liquid when there is an established market with
enough participants to absorb the selling pressure without materially impacting the price of
the asset and there is relative ease in the transfer of ownership. A market may be considered

both deep and liquid if there are ready and willing buyers and sellers in large numbers.

Liquid assets: Liquid assets of a bank consist of:
> Cash in Hand

Money at call and short notice

Balances with RBI

Balances in current accounts with other banks

YV V V V

Inter-bank deposits due within 30 days

Money at call and short notice

The money market is a market for short-term financial assets that are close substitutes of
money. The most important feature of a money market instrument is that it is liquid and can
be turned into money quickly at low cost and provides an avenue for equilibrating the short-
term surplus funds of lenders and the requirements of borrowers. The call/notice money

market forms an important segment of the Indian Money Market.

> “Call Money” means deals in overnight funds.
> “Notice Money” means deals in funds for 2 — 14 days.

> “Term Money” means deals in funds for 15 days-1 year.



Call money is short-term finance repayable on demand, with a maturity period of one to
fifteen days, used for inter-bank transactions. The money that is lent for one day in this

market is known as "call money" and, if it exceeds one day, is referred to as "notice money."

Commercial banks have to maintain a minimum cash balance known as the cash reserve
ratio. Call money is a method by which banks lend to each other to be able to maintain the
cash reserve ratio. The interest rate paid on call money is known as the call rate. It is a highly
volatile rate that varies from day to day and sometimes even from hour to hour. There is an
inverse relationship between call rates and other short-term money market instruments such

as certificates of deposit and commercial paper.

Cash Reserve Ratio:

Scheduled Commercial Banks are required to maintain with RBI, an average cash balance,
the amount of which shall not be less than a specific percentage of the total Net Demand and
Time Liabilities (NDTL) in India.

Demand Liabilities include all liabilities which are payable on demand and they include
current deposits, demand liabilities portion of savings bank deposits, margins held against
letters of credit / guarantees, balances in overdue fixed deposits, cash certificates and
cumulative / recurring deposits, outstanding Telegraphic Transfers (TTs), Mail Transfer
(MTs), Demand Drafts (DDs), unclaimed deposits, credit balances in the Cash Credit account

and deposits held as security for advances which are payable on demand.

Time Liabilities are those which are payable otherwise than on demand and they include
fixed deposits, cash certificates, cumulative and recurring deposits, time liabilities portion of
savings bank deposits, staff security deposits, margin held against letters of credit if not
payable on demand, deposits held as securities for advances which are not payable on

demand, India Millennium Deposits and Gold Deposits.

CRR helps Banks to manage their cash liquidity. Cash Reserve Ratio (CRR) is 4% (15 Jan
2015).

Liquidity Management: Banks collect money from saving deposits / fixed deposits,
recurring deposits from their customers which constitutes the liability for the Bank. Bank

lends this money to his customers which represent its assets. Any idle cash represent



opportunity loss to the Bank whereas in case of shortage of cash, Bank needs to borrow at
higher rate which represent higher cost to the Bank. Bank borrow short and lend long which
inherently makes the Bank vulnerable to liquidity risk and can even conduct to the so-call
risk of “BANK RUN” as depositors can withdraw their funds / seek cash in their financial
claims and thus impacting current and future cash-flow and collateral needs of the bank This
management of money is known as Asset Liability Management / Liquidity Management.

Asset Liability management is proactively managed on a day to day basis by the Bank.

Asset Liability Management (ALM): Asset-Liability Management Committee (ALCO) is a
strategic decision making body, formulating and overseeing the function of asset liability
management (ALM) of a bank. It is concerned with strategic balance sheet management
involving all market risks. It also deals with liquidity management, funds management,
trading and capital planning. ALCO manages various kinds of risks like credit risk, interest

risk, and liquidity risk.

An effective Asset Liability Management Technique aims to manage the volume, mix,
maturity, rate sensitivity, quality and liquidity of assets and liabilities as a whole so as to
attain a predetermined acceptable risk/reward ratio. Asset-liability management models
enable institutions to measure and monitor risk, and provide suitable strategies for their

management.
3.2. Investment in Securities

As mentioned above, idle cash does not earn any income to the Bank. But the Banks have the
liability to pay interest on the deposit amount. Hence, Banks ensures all idle cash is deployed
and is investment in liquid assets mentioned in the earlier section to earn a reasonable

income.

Banks also invest funds in securities for short term, medium term and long term purpose. As
a prudent risk management, Banks also do not put all their eggs in one basket. They diversify
their risk by investing in different securities.



Factors affecting the decision for investment are:

> Safety
> Liquidity
> Return

Safety: Whatever money has been invested in securities, at least the principal amount should

remain safe

Liquidity: The securities should be liquid in nature so that there should be sufficient liquidity
available for the Bank to sell the securities when there is need for money by the Bank.

Return: They should earn reasonable return on the investment done. In case of debt
investment, the return is in the form of Interest and in case of equity, the return is in form of
dividend.

Bank invests in following types of securities:
> Treasury Bills
Central and State Government Securities
Commercial Paper
Corporate Debentures and shares
Tax free Infrastructure funds
Mutual Funds
Stocks

YV V. V V V V

Statutory liquidity ratio (SLR):

SLR is reserve requirement that the commercial banks in India require to maintain in the
form of gold, government approved securities before providing credit to the customers.
Statutory Liquidity Ratio is determined and maintained by Reserve Bank of India in order to

control the expansion of bank credit.

The SLR is determined by a percentage of total demand and time liabilities. Time Liabilities
refer to the liabilities which the commercial banks are liable to pay to the customers after a
certain period mutually agreed upon, and demand liabilities are such deposits of the
customers which are payable on demand. An example of time liability is a six month fixed

deposit which is not payable on demand but only after six months. An example of demand



liability is a deposit maintained in saving account or current account that is payable on

demand through a withdrawal form such as a cheque.

The main objectives for maintaining the SLR ratio are the following:
> To control the expansion of bank credit. By changing the level of SLR, the Reserve
Bank of India can increase or decrease bank credit expansion.
> To ensure the solvency of commercial banks.
> To compel the commercial banks to invest in government securities like government

bonds.

3.3. Advances - Secured and Unsecured

Loans and Advances constitute the largest and most popular assets of banks.
> Money that banks advances to an individual or group of individuals or a company
with the understanding that it will be paid off at some (usually specified in advance)
future date is the most important source of income for banks.
> Most loans involve multiple payments, in the form of monthly instalments.

> Interest is received on the money lent by banks, at varying rates.

Unsecured loan: Unsecured loan is a loan that is granted on the basis the borrower's
creditworthiness, rather than by any collateral security. An unsecured loan is one that is
obtained without taking any property as collateral for the loan. Borrowers must have high

credit ratings to be getting an unsecured loan. This type of loan is also called personal loans.

Secured Loan: Loans backed or secured by collateral security to reduce the risk associated
with lending. An example a mortgage of house is considered collateral for a loan. Assets
backing debt or a debt instrument are also considered as security, which means they can be
claimed by the lender if default occurs. Obviously unsecured debt carries higher risk, and as

such lenders of unsecured money charges higher rate of interest.

The typical loan products offered by the bank are as follows:

> Unsecured loans:
% Credit Cards
% Personal Loans for purchase of jewels, meeting domestic consumption needs etc

%+ Educational Loans for pursuing higher education both in India and abroad



%+ Consumer Durables loans- purchase of white goods and durables

> Secured loans:
% Auto loans- purchase of new / used four and two wheelers
% Home Loans - Purchase of land and construction of residential house / purchase of

ready built house / for repairs and renovation of an existing house

Difference between Secured & Unsecured loan:

Secured Loan Unsecured Loan

Loan against collateral / Security Loan against individual credit rating

Interest rate are lower than unsecured loan | Interest rate are higher than secured loan

Loan are available for a long tenure Loan are available for a fixed period

Borrowing limits are higher than | Borrowing limits are lower than unsecured

unsecured loan loan

Loan approval process is longer due to | Loan approval process is shorter due to

paper work involved paper work involved

3.4. Loans

There are 5 basic principles for lending known as the 5 C’s. They are:

> Character: The borrower’s willingness to repay, his honesty and integrity;

> Capacity: Ability to successfully run the business and repay the borrowing out of
the earnings;

> Capital: How much money he has put in business and how much he has saved
from his earnings so far, net worth;

> Collateral: The security offered to the bank as cover for the advance, so that if the
borrower does not pay the dues, the bank can always recover it by selling the security;
the security should have stable value and should be easily marketable;

> Conditions: The changes that are constantly occurring in the economy which may

affect the borrower’s business.

The other points are:



> Whether the loan to the borrower will be profitable to the bank?

> Whether the loan is as per the bank’s policies and is useful to the borrower?

> Whether the venture of the borrower is economically, technologically, and
financially feasible?

> Whether the borrower has adequate managerial competence to run the business?

We discussed earlier that the banks usually take ‘securities’. There are different types of
‘charges’ created on the securitics. The ‘charge’ created over the securities confers some

legal rights to the bank to recover the dues from the borrower.

Credit Rating: In the late 1990s, to arrest growth of fresh non-performing assets (NPAS) in
the banking system through an efficient system of credit information on borrowers as a first
step in credit risk management. Banks needs to gain a complete picture of the payment
history of a credit applicant; they must be able to gain access to the applicant's complete
credit record that may be spread over different institutions. To resolve the issue, Credit
Information Bureau (CIB) was set up to provide an adequate, comprehensive and reliable

information system on the borrowers through an efficient database system.

Credit Information Bureau (India) Limited (CIBIL) was founded in August 2000. CIBIL
collects commercial and consumer credit-related data and collates such data to create and
distribute credit reports to its Members which are credit institutions and banks in India.
CIBIL’s over 900 strong member base includes all leading public & private sector banks,

financial institutions, non-banking financial companies and housing finance companies.

CIBIL’s products, especially the Credit Information Report (CIR) and CIBIL Trans-Union
Score are very important in the loan approval process. Once the loan provider has decided
which set of loan applicants to evaluate, it analyzes the CIR / Score in order to determine the
applicant’s eligibility. Eligibility basically means the applicants ability to take additional debt
and repay additional outflows given their current commitments. Post completion of these first
2 steps the loan provider will request for the applicants income proof and other relevant

documents in order to finally sanction the loan.

Along with Trans-Union, CIBIL issues a 3-digit credit score and Credit Information Report
(CIR) which is used extensively by banks and lending institutions in India. CIBIL score

ranges from 300 to 900 and indicates credit worthiness of the individual. A person with good



credit background would have a higher score. Often lenders prefer those with CIBIL score
more than 700. CIR is also used by lenders in their loan approval decision when a borrower

approaches them.

The CIR and Credit Score not only help loan providers identify consumers who are likely to
be able to pay back their loans, but also help them to do this more quickly and economically.
This translates into faster loan approvals for consumers. An individual with a higher credit
score can bargain with the credit institution for better lending terms, since he is perceived as a
responsible borrower. Since consumers can now access their Credit Scores and CIRs directly
from CIBIL, they can see for themselves how they are perceived by loan providers before
taking a loan. Hence, CIBIL empowers both loan providers and individuals to see their

financial and credit history more clearly and hence, take better and more informed decisions.

Credit Card: A card issued by a financial company giving the holder an option to borrow
funds, usually at point of sale. Credit cards charge interest and are primarily used for short-
term financing. Interest usually begins one month after a purchase is made and borrowing
limits are pre-set according to the individual's credit rating.

Credit cards have higher interest rates (around 34-36 % per year) than most consumer loans
or lines of credit. Almost every store allows for payment of goods and services through credit
cards. Because of their wide spread acceptance, credit cards are one of the most popular

forms of payment for consumer goods and services in the World.

A credit card is a payment card issued to users as a system of payment. It allows the
cardholder to pay for goods and services based on the holder's promise to pay for them. The
issuer of the card creates a revolving account and grants a line of credit to the consumer (or
the user) from which the user can borrow money for payment to a merchant or as a cash

advance to the user.

Benefits to the credit card holders: The main benefit to each customer is convenience.
Compared to debit cards and checks, a credit card allows small short-term loans to be quickly
made to a customer who need not calculate a balance remaining before every transaction,

provided the total charges do not exceed the maximum credit line for the card.

Many credit cards offer rewards and benefits packages, such as enhanced product warranties

at no cost, free loss/damage coverage on new purchases, various insurance protections, for



example, rental car insurance, common carrier accident protection, and travel medical
insurance. Credit cards can also offer reward points which may be redeemed for cash,

products, or airline tickets.
Detriments of credit card to the card holder: Following are detriments to the card holder:

High interest cost: Low introductory credit card rates are limited to a fixed term, usually
between 6 and 12 months, after which a higher rate is charged. As all credit cards charge fees
and interest, some customers become so indebted to their credit card provider that they are
driven to bankruptcy. Some credit cards often levy a rate of 30 to 36 percent after a payment
is missed. In other cases a fixed charge is levied without change to the interest rate. Complex
fee structures in the credit card industry limit customers' ability to comparison shop, help

ensure that the industry is not price-competitive and help maximize industry profits.

Inflated pricing for all consumers: Merchants that accept credit cards must pay interchange
fees and discount fees on all credit-card transactions. The result is that merchants may charge
all customers (including those who do not use credit cards) higher prices to cover the fees on

credit card transactions.

Weakens self regulation: Several studies have shown that consumers are likely to spend
more money when they pay by credit card. Researchers suggest that when people pay using
credit cards, they do not experience the abstract pain of payment. Furthermore, researchers

have found that using credit cards can increase consumption of unhealthy food.

Grace period: A credit card's grace period is the time the customer has to pay the balance
before interest is assessed on the outstanding balance. Grace periods may vary, but usually
range from 20 to 55 days depending on the type of credit card and the issuing bank. Some

policies allow for reinstatement after certain conditions are met.

Usually, if a customer is late paying the balance, finance charges will be calculated and the
grace period does not apply. Finance charges incurred depend on the grace period and
balance; with most credit cards there is no grace period if there is any outstanding balance
from the previous billing cycle or statement (i.e. interest is applied on both the previous

balance and new transactions).



Personal Loan: Personal loan is an amount given to an individual to use for personal benefit
that must be paid off at a specified time. In order to obtain a personal bank loan, one has to
provide the bank with the necessary underwriting information. How much information to
provide and how it's judged is a function of the current economic state. For example, in times
of a recession, it's more difficult to obtain a personal bank loan than it is in times of a stable
growing economy. Therefore, anyone looking to secure a personal loan must understand that

the economy is a factor in determining whether or not the loan is approved.

Personal bank loan underwriting information may vary from bank to bank, but one common
factor is that the applicant must have a steady source of income, a relatively good credit
report and an acceptable CIBIL score. There is an inverse relationship between the CIBIL
score and interest rate. A higher the CIBIL garners a lower interest rate while a low CIBIL

score is penalized with a high interest rate.

Personal bank loan repayment can span from 12 months to 30 years depending on the size
and type of loan. Whatever the repayment terms, the applicant must take special care to read
the fine print of the loan agreement. Once the loan is agreed to, the borrower must make
monthly payments each month to pay off the loan. The monthly payments consist of principal
(the original amount borrowed) and interest (the amount it cost to borrow the money). The

sooner one repays the loan, the less interest incurred.

Credit reporting: Once an individual has secured a personal bank loan, the activity on that
loan is reported to the credit rating bureaus. The way in which a borrower repays the loan can

serve to either enhance or detract their CIBIL score.

Early repayment of personal loans: Since banks earn money from the interest on
outstanding loans, some banks charge an early repayment penalty in the event the borrower
pays of the loan ahead of time. Applicants should review the loan agreement to ensure they
won’t suffer early repayment penalties. If such a clause exists, negotiate with the loan officer

to have it removed.

Loan limits: Your personal loan limit would be determined by your income and repayment
capacity. Normally you can avail loan up to Rs.2.50 lacs. However, if in metros of New

Delhi, Mumbai, Bangalore, Chennai, Hyderabad and Kolkata, salaried individuals or self-



employed professionals can avail Personal Loan up to Rs.5.00 lacs. Spouse's income can be

included provided he/she guarantees the loan or the loan is taken jointly.

KYC Documents for Personal loan: You will need to furnish only the following documents
if you are an existing customer of the Bank:
> Passport size photograph
> Proof of official address for self employed individuals and professionals. This can
include shop and establishment certificate/Lease deed/Telephone Bill
> Latest Salary slip and Form 16, in the case of salaried persons
> IT returns for the last two financial years, in the case of self employed individuals
and professionals

If you are not an existing bank customer you would also need to establish your identity and
give proof of residence. Loan repayment is expected to be paid every month is the EMI. You

are allowed to pay more than the EMI if you wish to, and no prepayment penalty is charged.

EMI: EMI stands for Equated Monthly Instalments. This instalment comprises both principal
and interest components. Use the EMI calculator to find out your monthly payments based on

the loan amount, the rate of interest and the repayment period.

Processing charges are normally 1 per cent of the loan amount and may vary from bank to
bank. Processing fees have to be paid up front. There are no hidden costs or other

administrative charges. Option is giving selecting a fixed or floating rate for the loan.

In the case of the daily/monthly reducing balance, interest is calculated only on the
outstanding loan amount, which reduces every time EMI payment or make any prepayments

are done. This in essence lowers the effective rate of interest significantly.

Educational Loan: Student loans in India (popularly known as Education loans) have
become a popular method of funding higher education in India with the cost of educational

degrees going higher. All large public sector and private sector banks offer educational loans.

Income Tax Benefits: Under section 80(e) of the Indian Income Tax act, a person can
exempt the amount paid against the interest of the education loan - either for self or for

his/her spouse or children - for eight years from the year (s) he starts to repay the loan or for
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the duration the loan is in effect, whichever is more. Education loan is becoming popular day

by day because of rising fee structure of higher education.

Maximum value of the loan which can be sanctioned: Normally, maximum Loan Amount
that can be sanctioned is:

Studies in India - Maximum Rs. 10.00 lacs

Studies Abroad - Maximum Rs. 30.00 lacs

Normally, repayment will commence one year after completion of course or 6 months after

securing a job, whichever is earlier.

Maximum Loan Limit Repayment Period
Upto Rs. 4 Lacs Upto 10 years
Above Rs. 4 Lacs and up to Rs. 7.5 Upto 10 years
Lacs
Above Rs. 7.5 Lacs Upto 12 years

But it can vary from Bank to Bank.

Loan Repayment Schedule: The outstanding interest for the moratorium period will be
added to the loan amount at the time of commencement of the repayment. The EMI will be
determined on this amount at the time the repayment is to commence.EMI stands for Equated
Monthly Instalments. This instalment comprises both principal and interest components.
Your EMI would be calculated depending on the tenor you choose, to repay your loan. The
EMI would be higher if you choose to repay within a shorter period as against a longer-term
loan. A shorter repayment period, however, reduces your interest cost over the term of the

loan.

Consumer Durable Loans: A Consumer Durable loan is a loan for purchase of consumer

durables like Washing Machine, Refrigerator& Television etc.

You have flexible tenor options to choose from, ranging from 6 to 30 months and documents
required for the loan are:

> Valid income document

> Photo id proof



> Residence proof and
> Post Dated Cheques (PDC's) / ECS for repayment of the loan.

Depending on the Credit program you opt for, you will be required to give some minimal
additional document(s). Since these loans are categorised under “Personal Loans’, interest

charged is generally higher than those applicable for secured loans.

The Manufacturers/Dealers also offer Consumer Durables Finance under which there is
absolutely no interest charged. These offers are available on a range of products.

All that a customer has to pay is some upfront instalments (as applicable) for the amount
financed and a nominal amount of processing charges. The manufacturers bear an annualised
rate of interest which is based on risk gradation, cost of funds, margin & risk premium. There
are no hidden charges whatsoever. Foreclosure loan is possible after 6 months from the loan
disbursement date.

Auto Loan: A personal loan to purchase an automobile is known as Auto Loan. Car loan is a
secured type of loan as the car is used as collateral. Car finance arose because the price of
cars was out of the reach of individual purchasers without borrowing the money. Banks
finance all makes of new cars, and second hand cars not more than five years old. Thus, you
are free to choose any vehicle you want to own. Spouse's income can be included

provided he/she joins as co-borrower.

Repayment schedule: The minimum amount that you are expected to pay every month is the
EMI. You can repay the loan in up to 84 EMIs — the period of the loan depending on the cost
of the vehicle.

EMI calculations: EMI stands for Equated Monthly instalments. This instalment comprises
both principal and interest components. Your EMI would be calculated depending on the
tenor you choose to repay your loan and the applicable rate of interest. Higher the tenor/rate,
higher will be the EMI.

Security for the Car Loan: A charge on the vehicle financed is noted with local RTO. Your
spouse's guarantee, if his/her income has been considered for fixing the loan amount, would

also be required. Some other security may also be required in certain cases.

Home / Mortgage Loan: This is a loan given by a bank, Mortgage Company or other

financial institution for the purchase of a primary or investment residence. In a home



mortgage, the owner of the property (the borrower) transfers the title to the lender on the
condition that the title will be transferred back to the owner once the payment has been made

and other terms of the mortgage have been met.

A home mortgage will have either a fixed or floating interest rate, which is paid monthly
along with a contribution to the principal loan amount. As more principal gets repaid over a
period of time, interest accrued amount comes down. Home mortgages allow a much broader
group of citizens the chance to own real estate, as only a small portion of the value of the
property has to be provided upfront by the borrower as the margin money. Since the lender
actually holds the title for as long as the mortgage is in effect, he has the right to foreclose the
home (sell it on the open market) if the borrower can't make the payments.

A home mortgage is one of the most common forms of debt, and it is also one of the most
advised. Mortgage loans come with lower interest rates than almost any other kind of debt an

individual consumer can find.

A mortgage loan is secured by real property through the use of a mortgage note which
evidences the existence of the loan and the encumbrance of that realty through the granting of
a mortgage which secures the loan. However, the word mortgage alone, in everyday usage, is

most often used to mean mortgage loan.

Features of mortgage loans such as the

> Size of the loan

> Maturity of the loan

> Interest rate,

> Method of paying off the loan and

> Other characteristics can vary considerably from lender to lender.

In many jurisdictions, it is normal for home purchases to be funded by a mortgage loan. Few
individuals have enough savings or liquid funds to enable them to purchase property outright.
In countries where the demand for home ownership is highest, strong domestic markets for

mortgages have developed.

Types of Home Loan:



Home Purchase Loan: This is the basic type of a home loan which has the purpose of

purchasing a new house.

Home Improvement Loan: This type of home loan is for the renovation or repair of the

home which is already bought

Home Extension Loan: This type of loan serves the purpose when the borrower wants to

extend or expand an existing home, like adding an extra room etc.

Home Conversion Loan: It is that loan wherein the borrower has already taken a home loan
to finance his current home, but now wants to move to another home. The Conversion Home
Loan helps the borrower to transfer the existing loan to the new home which requires extra
funds, so the new loan pays the previous loan & fulfils the money required for new home.

Bridge Loan: This type of loan helps finance the new home of the borrower when he wants
to sell the existing home, this is normally a short term loan to the borrower & helps during
the interim period when he wants to sell the old home & want to buy a new one, It is given

till the time a buyer is found for the old home.

Mortgage loans are generally structured as long-term loans, the periodic payments for which
are similar to an annuity and calculated according to the time value of money formulae. The
most basic arrangement would require a fixed monthly payment over a period of ten to thirty
years, depending on local conditions. Lenders provide funds against property to earn interest
income, and generally borrow these funds themselves (for example, by taking deposits or
issuing bonds). The price at which the lenders borrow money therefore affects the cost of

borrowing.

Tax benefits of taking a Housing Loan: Under the Indian Income Tax Act of 1961,
resident Indians are eligible for certain tax benefits on principal and interest components of a

loan.

Under Section 24(1), interest repayment of Rs.1,50,000/- per annum qualifies for tax saving.

An added benefit under Section 80(c) on repayment of principal amount to the extent of
Rs.1,00,000/- per annum is also available on the same loan subject to compliance with

conditions stipulated in the IT Act.



3.5. Term Loans

Term Loans: Short, Medium and Long Term

Individuals:

Classification of the Loans based on repayment is as follows:

> Within 3 years: ‘Short Term’ loans
> In a period of more than 3 years but within 5 years: ‘Medium Term loans
> In a period of more than 5 years: ‘Long Term’ loans.

Short Term Loans: (up to 3 years)
> Gold Loan, Loan on Insurance Policy, Personal Loan, Loan an Term Deposits,
> Loan on Public Provident Funds, Loans against Shares & Mutual Fund

Medium Term Loan:
> Repaid in a period of more than 3 years but within 5 years:
> Loan against Term Deposit (Depends on Tenor of the deposit)
> Loan against Shares & Mutual Funds
> Vehicle Loans

Long Term Loan: Repaid in a period of more than 5 years
Housing Loan

Corporates:

Various term Loans available for Business Banking: Business Banking is also known as

Commercial Banking or Wholesale Banking.

The focus is on the ‘business’ entities. The Business entities are of various sizes and their

needs are also different. So the loan products designed for them are also different.

Corporates require Short Term Loans for Working Capital needs Pre-shipment and Post-

shipment loans for Exports, Cash Credit (Overdraft) accounts, bill discounting limits.

Medium Term Loans: Term loans finance the purchase of furniture, fixtures, vehicles, and

plant and office equipment.



Long Term Loans for their Long Term needs like investments in Plant and Machinery, Land
and Buildings, Projects, Foreign Currency Loans etc. This also includes Small and Medium
Enterprises (SMESs) in the Corporate Sector. Repayment structures depend on the projected

future cash flows of the corporate borrowers.

Interest rate may be fixed or floating and the interest rate as negotiated the customer.

3.6. Cash Credit

Generally the facility given to the Industrial / Business customers is known as ‘Cash Credit’
(CC) account in which the stock (raw material / work in process / finished goods) lying in the
go down is pledged or hypothecated as the security by the bank.

In a CC account, the bank fixes a ‘cash credit limit” for the borrower which is usually 75% to
80% of the values of stocks and book debts (minus creditors for purchase), as declared by the
borrower in a prescribed format periodically. The bank conducts periodical surprise checks
in the go downs of the borrower to ensure that the borrower declares the quantity and value of

the stocks accurately and maintains the acceptable level of financial discipline.

3.7. Overdrafts

An overdraft facility is an open-ended facility. Normally the limit is initially sanctioned for a
period of one year and rolled over after a review by the bank of the facility utilised by the

borrower. Bank charges interest on the actual amount utilised by the borrower.

Generally, the term ‘Overdraft’ is used for the unsecured open ended facility given to a
borrower-for example to professionals like doctors, lawyers, advocates etc. or to any other
individuals without security (depending on the creditworthiness of the borrower) or against
security like Fixed Deposits, Government securities, Stocks and Bonds, Life Insurance
Policies etc.

Types of Overdraft facility available:

Intraday Overdraft Limit:
Maximum limit that can be overdrawn during the day is fixed. During the day, the account

may be overdrawn up to this limit but before the end of the day, the outstanding balance



should come back to levels within the normal limit. It is normally bigger than EOD (End of

the Day) overdraft limit.

End of Day Overdraft Limit (Overnight):
This is to help the borrower to tide over the mismatches of receipts and payments by one day.

So the outstanding balance should be brought within the normal limits on the next day.

Advantages of Overdrafts:
> Flexible — An overdraft is there when you need it, and costs nothing (apart from
possibly a small fee). It allows you to make essential payments and helps to maintain
cash flow. You only need to borrow what you need at the time.

> Quick — Overdrafts are easy and quick to arrange.

Disadvantages of Overdrafts:
> Cost — Overdrafts carry interest and fees; often at much higher rates than loans.
This makes them expensive.
> Recall — Unless specified in the terms and conditions, the bank can recall the
entire overdraft at any time. This may happen if you fail to make other payments, or if
you have broken terms and conditions;.
> Security — Overdrafts may be secured by business assets, which put them at risk if

you cannot meet repayments.

3.8. Purchase and Discounting of Bills

This is another method of extending working capital finance to business entities.
> Bank purchase or discount the commercial bills (drawn by the sellers on the
buyers) and this provide finances. It is a widely used method of short term financing. It
is a fund based activity.

Bill of exchange Definition: According to the Negotiable Instruments Act, 1881, “A Bill of
Exchange or Trade Bill is an instrument in writing containing an unconditional order, signed
by the maker, directing a certain person to pay a certain sum of money only to, or the order

of, a certain person, or to the bearer of that instrument.”

Process of creation of Bill of Exchange (BE) and financing:



>

>

3.9.

Since a BE is a stand-alone instrument which is admissible in a Court of Law, the
business community prefers to draw Bills of Exchanges on the buyers. If the buyers
fail to honour their commitments, then it would be easy for the sellers to go to court
and claim their dues/damages solely on the strength of the dishonoured Bill of
Exchange.

The seller of the goods sends the transport documents and the invoices along with
BE for the invoice amount to the buyer bank with the instruction to deliver the
documents to the buyers:

% Against payment if the agreement with the buyer is for immediate payment basis
of the bill. (In this case, the buyer bank collects the money due from the buyer and

delivers the documents.

X/

% Against the ‘acceptance’ of the BE by the buyer, if the agreement with the buyers
is to grant credit of 30 days, 45 days or 60 days. (In this case, the buyer accepts
the BE, takes delivery of the documents and pays the dues to the bank on or before
the due date.

The endorsement by the bank acts as a valid discharge for the buyers for having
made the payment.

The sellers obtain lines of credit from their bankers to obtain finance against the
bills thus drawn on their buyers by endorsing them in favour of the banks- so now the
banks become the holders and have claim on the buyers for the payment.

At this stage, the sellers seek finance form their banks on the security of the BEs,
so that they need not block their funds till the dues from their buyers are realised.

The banks ‘purchase’ the bills which are payable on Demand (i.e. without any
credit period) and ‘discount’ the bills which are payable after a stipulated credit period.
In both the cases, the banks deduct the interest at the contracted rates in advance for

the period up to the due dates of payment.

Modes of creating charge on securities

While extending credit, banker must secure his position. A wide range of securities e.g. Land,

Building, Goods, Share Certificates, Life Policies, Fixed Deposit Receipts, Title Deeds etc.

are accepted by banks as security for a loan.

Types of charges on securities:



The important methods of charging securities are as follows:
Lien

Pledge

Hypothecation

Mortgage
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Assignment

1. Lien: A lien is the right of a person in the possession of goods to retain them until

debts due to him have been satisfied. A lien may be general or particular.

General lien: arises out of the general dealings between two parties and covers any property
that one party may be holding for the other.

Particular (specific) lien: is a right to retain the goods in respect of which the debt arises.
Thus, a particular lien can be exercised by a person who has spent his time, labour and money
on the goods retained e.g., a scooter repairer may retain the scooter till the repair charges are

paid.

Banker’s lien is a general lien. Bankers, in the absence of a contract to the contrary, can
exercise general lien and retain as security for a general balance of account, any goods bailed
to them. So, no agreement is necessary to create the right of lien. Bills and documents sent for
collection are in the course of banker’s ordinary business and he has a lien upon them. The
lien also extends to all securities held by the banker as cover for any specific loan, but left
with him after the loan has been repaid. Banker’s lien is more extensive than an ordinary
lien. No lien can be exercised in respect of documents or valuables left inadvertently with the

banker.

2. Pledge: Pledge may be defined as the bailment of goods as security for payment
of a debt or performance of a promise. Bailment means delivery of goods by one person
to another for some purpose, under a contract that the goods shall, when the purpose is
accomplished, be returned or otherwise disposed of according to the directions of the

person delivering them. The person, who delivers the goods, as security is called the



‘pledger’ and the person to whom the goods are so delivered, is called the ‘pledgee’. The

ownership of the goods remains with the pledger.

A pledge is created only when the goods are delivered by the borrower to the lender or to
someone on his behalf with the intention of their being treated as security against the
advance. Delivery of goods may, however, be actual or constructive. It is constructive
delivery where the key of a go down in which the goods are kept or documents of title to the

goods are delivered to the Bank.

Similarly, where the goods continue to remain in the borrower’s possession but are agreed to
be held as a ‘bailee’ on behalf of the pledgee and subject to the pledgee’s order, it amounts to

constructive delivery and tantamount to valid pledge.

Advantages of Pledge: To a banker, pledge is perhaps the most satisfactory mode of creating
a charge on securities. It offers the following advantages:-
> The goods are in the possession of the bank and, therefore, in case the borrower
makes a default in payment, they can be disposed of after a reasonable notice is given
to the borrower.
> In the case of insolvency of the borrower, bank can sell the goods and lodge its
claim for the balance of the debt, if any.

Rights of a Pledgee: If the pledger fails to pay his debt or complete the performance, of an
obligation at the stipulated time, the pledgee can exercise any of the following rights:
> Bring a suit against the pledger upon default in the redemption of the debt or
performance of promise and retain possession of goods pledged as collateral security;
or
> Sell the things pledged by giving the pledger reasonable notice of sale.
> In case, the proceeds from goods pledged are not sufficient to meet the amount of
the loan, the pledgee can file a claim for the balance. If, on the other hand, there is

surplus, that has to be returned to the pledger.

In addition to the rights mentioned above, a pledgee has following rights:
> It is the duty of the pledger to disclose any defects or faults in the goods pledged
which are within his knowledge.



> The pledgee has a right to claim any damages suffered because of the defective
title of the pledger.

> In case of injury to the goods or their deprivation by a third party, he would have
all such remedies that the owner of the goods would have against them.

> A pledgee has a right to recover any extraordinary expenditure incurred for the

preservation of the goods pledged.

Duties of a Pledgee

> The pledgee is required to take as much care of the goods pledged to him as a
person of ordinary prudence would, under similar circumstances, take of his own
goods of a similar nature.

> The pledgee must not put the goods to an unauthorized use.

> The pledgee is bound to return the goods on payment of the debt.

> Any accruals to the goods pledged belong to the pledger and should be delivered
to him.

For example, if the security consists of equity shares and the company issues bonus shares to
the equity shareholders, the bonus shares received by the bank are the property of the pledger
and not the pledgee.

Rights of a Pledger:
> Before sale can be executed, a reasonable notice (notice of intended sale of the
security by the creditor) must be given to the pledger so that;
% The ledger may meet his obligation as a last chance.
% He can supervise the sale to see that it fetches the right price
The pledgee will be liable to the pledger for the damages.
> The pledgee has a right to claim back the security pledged on repayment of the
debt with interest and other charges.
> In case of sale, the pledger is entitled to receive from the pledgee any surplus that
may remain with him after the debt is completely paid off.
> The pledger has a right to claim any accruals to the goods pledged.
> If any loss is caused to the goods because of mishandling or negligence on the part

of the pledgee, the pledger has a right to claim the same.

Duties of a Pledger



> A pledger must disclose to the pledgee any material faults or extraordinary risks in
the goods to which the pledgee may be exposed.

> A pledger is responsible to meet any extraordinary expenditure incurred by the
pledgee for the preservation of the goods.

> Where the pledgee has exercised his right of sale of goods, any shortfall has to be
made good by the pledger.
> The pledger is liable for any loss caused to the pledgee because of defects in his

(pledger’s) title the goods.

3. Hypothecation: Hypothecation means that some right created in favour of the
banker on the goods or related documents without transferring their possession to the

lender.

In hypothecation, the goods remain in the possession of the borrower but, he binds himself
under the hypothecation agreement to give possession of the goods to the creditor when
called upon to do so. The goods are charged under hypothecation particularly where pledge is
either inconvenient or impracticable. For example, where the security offered is either raw-
materials or work-in-progress. Under this arrangement, the borrower is allowed to use the
stock, sell it and replenish it by new one. A ‘floating charge’ is created over the movable

assets of the borrower.

4. Mortgage: Mortgage may be defined as “the transfer of an interest in specific
immovable property for the purposes of securing the payment of money advanced or to be
advanced by way of loan, an existing or future debt, or the performance of an engagement
which may give rise to a pecuniary liability. The transferor is called the mortgagor and
the transferee the mortgagee. The instrument by which the transfer is effected is called a

mortgage-deed.

Equitable Mortgage: An equitable mortgage is created by an agreement, express or implied,
that an equitable interest in the property shall pass to the mortgagee as security for a debt due

or to become due. An equitable mortgage is effected by deposit document of title.

The legal title to the property is not passed on to the mortgagee, but the mortgagor

undertakes, through a memorandum of deposit; to execute a legal mortgage in case he fails to



pay the debt in time. Equitable mortgages accompanied by the deposit of title deeds do not
require registration. Registration offers still better security for the bank but it adds cost to the

borrower by way of stamp duty/Registration charges.

Advantages of Equitable Mortgage: An equitable mortgage has the following advantages

over legal mortgage:

> It is easily and inexpensively acquired, as no stamp duty and registration charges
are payable.
> The mortgagor’s credit does not suffer, as in the absence of registration; nobody

knows the transaction except the mortgagee.
> The mortgagee gets the same right in case of an equitable mortgage as are

conferred in case of a legal mortgage.

Risks in Equitable Mortgages:
> The principal risk run by a banker as equitable mortgagee is that the borrower may
subsequently execute a legal mortgage (transfer of title to the lender) in favour of
another party. If a person lends upon a legal mortgage without either a sight of the
deeds or a reasonable explanation of their disappearance, he will get a charge prior to

the equitable mortgagee.
> Even amongst equitable mortgagees, if the first equitable mortgagee has, through
negligence, failed to obtain possession of the title deeds, he will be postponed to a
second equitable mortgagee who has the deeds, and who advanced money without

notice of the “prior equitable charge”.

Transfer of Property Act reads, “where through the fraud, misrepresentation or gross
neglect of a prior mortgagee another person has been induced to advance money on the
security of the already mortgaged property, the prior mortgagee shall be postponed to the

subsequent mortgagee.”

Rights of a Mortgagee
> Right to sue for mortgage-money: under simple mortgage or wherever expressly
so agreed the mortgagee has a right to file a suit in a court of law for the mortgage-
money.
> Right of Sale: In case of simple, equitable and English mortgage, the mortgagee

can cause through the court, the mortgaged properties to be sold in case of default by



the mortgagor in repayment of the mortgage-money. Transfer of Properties
Act, however, confers upon the mortgagee right of sale without the intervention of the
court under certain circumstances.

> Right of possession: to any accession to mortgaged property. If any accession
(addition) is made to the mortgaged property, the mortgagee, in the absence of a
contract to the contrary is entitled to the possession of such accession for the purposes
of security. For instance, if a person mortgages a plot of land and later erects a
building on it, for the purposes of security, the mortgagee is entitled to the plot as well
as the building.

> Right of foreclosure: In case of mortgage by conditional sale, usufructuary
mortgage or anomalous mortgage, a mortgagee may sue for foreclosure, i.e. may

obtain a decree from the court debarring the mortgagor of his right to redeem the
property.

3.10. Types of Security

Loans have two categories: (a) secured, and (b) unsecured. Unsecured loans are those loans
which are not covered by the security of tangible assets. Such loans are granted to
firms/institutions against the personal security of the owner, manager or director. On the
other hand, Secured loans are those which are granted against the security of tangible assets,
like stock in trade and immovable property. Thus, while granting loan against the security of
some assets, a charge is created over the assets of the borrower in favours of the bank. This
enables the bank to recover the dues from the customer out of the sale proceeds of the assets
in case the borrower fails to repay the loan.

There are various types of securities which may be offered against loans granted, but all of
those are not acceptable to the banks. The types of securities generally accepted by the bank

are the following:

> Tangible assets such as plant and machinery, fixtures, annuities, art, motor-van, Gold
ornaments, jewels etc.

Documents of title to goods like Railway Receipt (R/R), Bills of exchange, etc.
Financial Securities (Shares and Debentures),

Stock (raw material / work in process / finished goods)

vV V VY V
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> Real estate’s (Land, building, etc).
> Fixed Deposit Receipt (FDR)

Types of Securities available in the market are:
> Equity
> Bonds
> Mutual Funds
> Warrants

Equity share: Its owner owns a part of the capital of the company which has issued the
shares in question. The shares enable the shareholder the right to take part in the decision-
making in the company. If the latter operates with profit, the owners of shares may receive
dividends. The amount of the dividend is decided upon by the shareholders at a General

Meeting of the Shareholders.

Bond: A bond is a debt security. When purchasing a bond, you have no right to participate in
the company's decision making but are entitled to the reimbursement of the principal and the
interest. Companies may decide that the principal be paid in regular annual instalments or on

the maturity of bonds.
Interest paid can be on fixed rate / floating rate. Issuers pay the interest Half Yearly / Yearly

Warrants: Warrants are options issued by a company, which give holders the right to

purchase a certain quantity of the respective company’s shares at a pre-determined price.

3.11. Summary

Liquidity Risk management is the critical function in all Banks and is managed by the Asset
Liability Management (ALM) team of the Bank using the following parameters:
Loans can be categorized into revolving loan and instalment loan, secured and unsecured

loan, fixed and floating rate loan etc.

CIBIL helps lenders to increase granting good quality loans which results in reduced losses
and faster processing of applications.



Banks follow the 5 C’s of lending which are Character, Capacity, Capital, Collateral, &

Conditions while granting loans.

Bank provides different types of loans such as Credit cards, personal loans, educational loans,

consumer durable loans, car loans& home loans based on the needs of the customers

Corporates require working capital loan such as cash credit, overdrafts, discounting of Bills,
Export Credit (short term loan) and Term Loan (Long term loan) to manage the running of

the organisation.

Banks while providing secured loans take security from the customer to manage the
counterparty credit risk. Different methods of creating charge on security are Lien, Pledge,
Hypothecation, and Mortgage.

3.12. Practice Questions

I. Choose the correct answer:

1. Asecured loan is
a) a loan where the borrower has assured of repayment
b) aloan where the bank is quite sure of repayment

c) aloan where some security is given to the bank

2. Which of the following is Third Party Product?
a) Insurance
b) Mutual Fund
¢) None of them
d) Both of them

3. In anon-fund facility the bank
a) promises to pay
b) pays immediately

c) does not do anything

4. A specific lien on an asset is

a) A type of security



b) A type of charge
c) Both of them
d) None of them

5. Arevolving credit limit
a) is the same as open ended limit
b) is the same as close ended limit
c) is partially open ended and partially close ended

d) none of them

6. A non-revolving credit limit
a) is the same as open ended limit
b) is the same as close ended limit
c) is partially open ended and partially close ended

d) None of the above

7. What type of loan is granted by the Bank for the purchase of white goods?
a) Consumption Loan
b) Consumer Durable Loan
c) Mortgage Loan
d) Home Loan

8. Banks generally don’t pay interest on money deposited in which of the following
account?
a) Savings account
b) Current account
c) Fixed deposit account
d) Overdraft Account

9. Which loan will be recommended to the customer who requires loan for short and has
no collateral?
a) Car Loan
b) Home Loan

c) Personal Loan

10. A loan is known to when the debtor fails to repay the loan



a) Default
b) Insolvency
c) Bankruptcy

d) No specific name

11. A borrower defaults on a secured loan of Rs. 25,000. The underlying security is worth
Rs. 40,000. Which of the following is true?
a) Bank can retain Rs. 25,000.
b) Balance Rs. 15,000 has to be paid to the borrower
c) Bank cannot sell the underlying security because its value is higher than loan
amount.
d) Bank can retain the entire sale proceeds of Rs. 40,000
e) The excess of Rs. 15,000 has to be shared equally between the bank and the

borrower

12. Out of the following which is a fee based product?
» Mutual Fund sale
» Personal Loan
» Education Loan
» Auto Loan

Answer Keys:1-¢,2-d,3-a,4-b,5-a,6-b,7-b,8-b,9-¢,10-4a,11-Db,
12 —a,




o o~ w nh e

Fill in the blanks:

The principal balance at the end of the life of an installment loan willbe
The interim loan for the new house is known

is the organization that maintains the borrower’s history in India.
Loan amount repaid in equal installment is known as
Garnishee Order is issued by a
Pre payment penalties for the housing loan in Indiais

Answer Keys: 1- zero, 2 — Bridge Loan, 3 - CIBIL, 4 — EMI, 5 — Court, 6 — Zero
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Answer in detail:

What is liquid asset and explain when an asset is considered liquid?
What is difference between Fund based and Non fund based loans?
What is the difference between Cash Credit and Overdraft facility?
Explain the difference between intraday overdraft limit and Overnight overdraft limit?

Explain the 5C’s of Lending.

Activities:

Prepare a chart showing against which loans, Bank requires which types of asset?

Do a comparative study of one Public Sector Bank, one Private sector bank, one
foreign bank and one cooperative for the Housing and Vehicle loan and present to the
class?

Discuss the difference between various types of charge created on an asset given for

taking a loan?



Learning Objective — Unit 4

Location | Duration-20 HOURS
Classroom SESSION -1 DEFINITION & CHARACTERISTICS OF CHEQUES
Or Learning Knowledge Performance Teaching and
Banks Outcome Evaluation Evaluation Training Method
After studying this | 1. Describe the | 1. Evaluate the | Classroom teaching
topic the learners definition of characteristic
would be able to cheques of cheques.
learn about the | 2. Understand  the | 2. Detail
concept of a cheque various sections of description of
and its  distinct NI act applicable NI Acts
features throughout life of applicable

the cheque

from the time
of issuance till
paid

SESSION -2 BILLS OF EXCHANGE

(BOE) & PROMISES NOTES (PN)

After studying this | 1. Definition of Explain  the | Classroom teaching,
topic the learners BOE & PN concept of | PPTs
would be able to | 2. Key elements of BOE & PN
learn about the BOE & PN 2. Describe the
distinct features of | 3. NI Acts applicable NI Acts
these instruments & to BOE & PN applicable to
the difference BOE & PN
between them. throughout it
life
3. Usage of BOE
& PN
SESSION-3 CROSSINGS
After studying this | 1. Meaning crossing | 1. Describe with | Classroom teaching,
topic the learners of cheques Ilustrations PPTs
would be able to | 2. Requisites of various forms
learn about the crossing of of crossings
concept of crossing cheques 2. Enlist the
& its significance 3. Various forms of persons who
Crossing can cross a
» Special cheque
Crossing 3. Elucidate the
» General significance of
Crossing Crossing  of
» Account Payee Cheques
Crossing
4. NI Acts applicable
to crossing of
cheques
SESSION-4 ENDORSEMENTS
After studying this | 1. Meaning of | List the types of Classroom teaching,
topic the learners Endorsement endorsements PPTs
would be able to| 2. Use of | Explain the impact
learn about the Endorsements of endorsement on
concept of | 3. Essentials of | Businesses
endorsement Endorsement

SESSION-5 DISHONOUR, NOTING & PROTESTING OF BE




Location

Duration-20 HOURS

After studying this
topic the learners
would be able to
know about the
process of
Dishonour, Noting
and Protesting of
BE

1.

Understanding of
process of
acceptance of bill
of exchange
Meaning of
dishonour by non
acceptance & non
payment
Understanding
Noting &
Protesting

1. Explain the
acceptance
process of BE.

2. List reason of
dishonour by
non
acceptance

3. Elucidate
what is noting
& protesting

Classroom teaching,
PPTs

SESSION-6 LIABILITIES OF PARTIES

After studying this
topic the learners
would be able to
identify the
Liabilities of
Parties

1.

Meaning of
primary &
secondary
liabilities
Liabilities of

various parties

List the liabilities
of various parties

Classroom teaching,
PPTs




UNIT 4

LAWS RELATING TO NEGOTIABLE INSTRUMENTS

OBJECTIVES

After reading this unit, you will be able to:

Explain the definition & characteristics of cheque

Describe the features of Bill of Exchange & Promissory note
Understand what is Crossing and its advantages

Understand what is Endorsements and it uses

Explain about the process of Dishonour, Noting and Protesting of BE
Summarise the liabilities of parties to negotiable instrument

STRUCTURE
4.1.  Definition & Characteristics of Cheques
4.2.  Bills of Exchange& Promissory Notes
4.3.  Crossings
4.4. Endorsement
4.5.  Dishonour, Noting and Protesting of BE
4.6. Liabilities of Parties
4.7.  Summary
4.8.  Practice Questions



Introduction:

Exchange of goods and services is the basis of every business activity. Goods are bought and
sold for cash as well as on credit. All these transactions require flow of cash either
immediately or after a certain time. In modern business, large number of transactions
involving huge sums of money takes place every day. It is quite inconvenient as well as risky
for either party to make and receive payments in cash. Therefore, it is a common practice for
businessmen to make use of certain documents as means of making payment. Some of these

documents are called negotiable instruments. In this lesson let us learn about these documents

4.1. Definition & Characteristics of Cheques

Cheque is a very common form of negotiable instrument. If you have a savings bank account
or current account in a bank, you can issue a cheque in your own name or in favour of others,
thereby directing the bank to pay the specified amount to the person named in the cheque.
Therefore, a cheque may be regarded as a bill of exchange; the only difference is that the
bank is always the drawee in case of a cheque. The Negotiable Instruments Act, 1881 defines
a cheque as a bill of exchange drawn on a specified banker and not expressed to be payable
otherwise than on demand. Actually, a cheque is an order by the account holder of the bank
directing his banker to pay on demand, the specified amount, to or to the order of the person

named therein or to the bearer.
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Section 6 of the Act provides that a cheque is a bill of exchange drawn on a specified banker,
and not expressed to be payable otherwise than on demand. Simply stated, a cheque is a bill
of exchange drawn on a bank payable always on demand. Thus, a cheque is a bill of
exchange with two additional qualifications, namely:

> Itis always drawn on a banker, and

> ltis always payable on demand.

A cheque being a species of a bill of exchange must satisfy all the requirements of a bill; it

does not, however, require acceptance.

Note: By virtue of Section 31 of the Reserve Bank of India Act, no bill of exchange or hundi

can be made payable to bearer on demand and no promissory note or a bank draft can be
made payable to bearer at all, whether on demand or after a specified time. Only a cheque
can be payable to bearer on demand.

Parties to a cheque: The following are the parties to a cheque:

(a) The drawer: The person who draws the cheque.

(b) The drawee: The banker of the drawer on whom the cheque is drawn.

(c) The payee: one to whom the sum stated in the cheque is payable, either the drawer or any
other person may be the payee.

(d) The holder: is either the original payee or any other person to whom, the payee has
endorsed the cheque. In case of a bearer cheque, the bearer is the holder.

(e) The endorser: when the holder endorses the cheque to anyone else he becomes the
endorser.

(f) The endorsee: is the person to whom the cheque is endorsed.

Essentials of a Cheque

» Itis always drawn on a banker.

» Itis always payable on demand.

» It does not require acceptance. There is, however, a custom among banks to mark
cheques as good for purposes of clearance.

» A cheque can be drawn on bank where the drawer has an account.

» Cheques may be payable to the drawer himself. It may be made payable to bearer on
demand unlike a bill or a note.



» The banker is liable only to the drawer. A holder has no remedy against the banker if
a cheque is dishonoured.

» A cheque is usually valid for 3 months in India. However, it is not invalid if it is post
dated or ante-dated.

» No Stamp is required to be affixed on cheques.

Types of Cheque: Broadly speaking, cheques are of four types.

a) Open cheque, and
b) Crossed cheque.
c) Bearer cheque

d) Order cheque

a) Open cheque: A cheque is called ‘Open’ when it is possible to get cash over the counter at
the bank. The holder of an open cheque can do the following:

> Receive its payment over the counter at the bank,

> Deposit the cheque in his own account

» Pass it to someone else by signing on the back of a cheque.

b) Crossed cheque: Since open cheque is subject to risk of theft, it is dangerous to issue such
cheques. This risk can be avoided by issuing another types of cheque called ‘Crossed
cheque’. The payment of such cheque is not made over the counter at the bank. It is only
credited to the bank account of the payee. A cheque can be crossed by drawing two
transverse parallel lines across the cheque, with or without the writing ‘Account payee’ or

‘Not Negotiable’.

c) Bearer cheque: A cheque which is payable to any person who presents it for payment at
the bank counter is called ‘Bearer cheque’. A bearer cheque can be transferred by mere

delivery and requires no endorsement.

d) Order cheque: An order cheque is one which is payable to a particular person. In such a
cheque the word ‘bearer’ may be cut out or cancelled and the word ‘order’ may be written.
The payee can transfer an order cheque to someone else by signing his or her name on the
back of it.



f)

9)

h)

4.2,

Ante-dated cheques: Cheque in which the drawer mentions the date earlier to the date of
presenting if for payment. For example, a cheque issued on 20th May 2015 may bear a
date 5th May 2015.

Stale Cheque: A cheque which is issued today must be presented before the bank for
payment within a stipulated period. After expiry of that period, no payment will be made
and it is then called ‘stale cheque’. Validity period of cheque in India is 3 months.

Mutilated Cheque: In case a cheque is torn into two or more pieces and presented for
payment, such a cheque is called a mutilated cheque. The bank will not make payment
against such a cheque without getting confirmation of the drawer. But if a cheque is torn
at the corners and no material fact is erased or cancelled, the bank may make payment

against such a cheque.

Post-dated Cheque: Cheque on which drawer mentions a date which is subsequent to the
date on which it is presented, is called post-dated cheque. For example, if a cheque
presented on 8th May 2015 bears a date of 25th May 2015, it is a post-dated cheque. The
bank will make payment only on or after 25th May 2015.

Bills of Exchange& Promissory Notes:

Specimen of Bill of Exchange

Specimen of a Bill of Exchange

Rs 1,000 New Defhi, 25 Aug'i1

One month afier date pay to Mr. A K. Jha or
order the sum of rnupees one thousand only.
for value received.

"’."-fiﬁﬁw
To =0 Pt
Satyender SR
12 miles
MIN, Ranchi Sd/Ritesh.



A "bill of exchange™ is an instrument in writing containing an unconditional order, signed by
the maker, directing a certain person to pay a certain sum of money only to or to the order of,

a certain person or to the bearer of the instrument. (Section 5)

The definition of a bill of exchange is very similar to that of a promissory note and for most
of the cases the rules which apply to promissory notes are in general applicable to bills. There

are however, certain important points of distinction between the two.
Parties to bills of exchange: The following are parties to a bill of exchange:

(a) The Drawer: the person who draws the bill.

(b) The Drawee: the person on whom the bill is drawn.

(c) The Acceptor: one who accepts the bill. Generally, the drawee is the acceptor but a
stranger may accept it on behalf of the drawee.

(d) The payee: one to whom the sum stated in the bill is payable, either the drawer or any
other person may be the payee.

(e) The holder: is either the original payee or any other person to whom, the payee has
endorsed the bill. In case of a bearer bill, the bearer is the holder.

(F) The endorser: when the holder endorses the bill to anyone else he becomes the endorser.
(9) The endorsee: is the person to whom the bill is endorsed.

(h) Drawee in case of need: Besides the above parties, another person called the "drawee in
case of need” may be introduced at the option of the drawer. The name of such a person may
be inserted either by the drawer or by any endorser in order that resort may be had to him in
case of need, i.e., when the bill is dishonoured by either non-acceptance or non-payment.

(i) Acceptor for honour: Further, any person may voluntarily become a party to a bill as
acceptor. A person, who on the refusal by the original drawee to accept the bill or to furnish
better security, when demanded by the notary, accept the bill supra protest in order to

safeguard the honour of the drawer or any endorser, is called the acceptor for honour.
Essentials of a Bill of Exchange:

(2) 1t must be in writing.
(2) 1t must contain an unconditional order to pay money only and not merely a request
(3) It must be signed by the drawer.

(4) The parties must be certain.



(5) The sum payable must also be certain.

(6) It must comply with other formalities e.g. stamps, date, etc.

Promissory Notes:

Specimen of the Maker promises to pay a certain sum of money along with interest:

For value received, the undersigned jointly and severally promise to pay to the order of

, the sum of Rs. ,

together with interest of % per annum on the unpaid balance. The entire unpaid
principal and any accrued interest shall be fully and immediately payable UPON DEMAND

of any holder hereof.

Place

Date: (Signature of the Promisors)

Specimen of Usance PN

30 days after date I, Slo.

promise to pay Sri. Slo.

or order, the sum of Rs. (Rupees only)

Place:

Date: Signature.

A "promissory note" is an instrument in writing (not being a bank note or a currency note)
containing an unconditional undertaking, signed by the maker to pay a certain sum of money

to, or to the order of, a certain person, or only to bearer of the instrument. (Section 4)

Parties to a Promissory Note: A promissory note has the following parties:

(a) The maker: the person who makes or executes the note promising to pay the amount
stated therein.

(b) The payee: one to whom the note is payable.

(c) The holder: is either the payee or some other person to whom he may have endorsed the

note.



(d) The endorser.

(e) The endorsee.

Essentials of a Promissory Note:

To be a promissory note, an instrument must possess the following essentials:

(@) It must be in writing. An oral promise to pay will not do.

(b) It must contain an express promise or clear undertaking to pay. A promise to pay cannot
be inferred. A mere acknowledgement of debt is not sufficient.

If A writes to B "l owe you (1.0.U.) Rs. 500", there is no promise to pay and the instrument is
not a promissory note.

(c) The promise or undertaking to pay must be unconditional. A promise to pay "when able",
or "as soon as possible”, or "after your marriage to 1?" is conditional. But a promise to pay
after a specific' time or on the happening of an event which must happen, is not conditional,
e.g. "l promise to pay Rs. 1,000 ten days after the death of B", is unconditional.

(d) The maker must sign the promissory note in token of an undertaking to pay to the payee
or his order.

(e) The maker must be a certain person, the note must show clearly who the person is
engaging himself to pay.

(F) The payee must be certain. The promissory note must contain a promise to pay to some
person or persons ascertained by name or designation or to their order.

(g) The sum payable must be certain and the amount must not be capable of
contingent additions or subtractions. If A promises to pay Rs. 100 and all other sums which
shall become due to him, the instrument is not a promissory note.

(h) Payment must be in legal money of the country. Thus, a promise to pay Rs. 500 and
deliver 10 quintals of rice is not a promissory note.

(i) It must be properly stamped in accordance with the provisions of the Indian Stamp Act.
Each stamp must be duly cancelled by maker's signature or initials.

(J) It must contain the name of place, number and the date on which it is made. However,
their omission will not render the instrument invalid, e.g. if it is undated, it is deemed to be

dated on the date of delivery.

Note: A promissory note cannot be made payable or issued to bearer, no matter whether it is
payable on demand or after a certain time



PN in Installments:
A PN can be drawn payable in installments also and a provision also can be made that on

default of one installment the entire amount mentioned in PN becomes payable.

Specimen of a PN payable in instalment:

| Sri. Slo. promise to pay to

Sri. Slo. the sum of

Rs. (Rupees only) by five equal installments,

the first installmentof Rs._ (Rupees only) to be paid on

the day of , the second on the day of , the third on

the day of , the fourth on the day of and the fifth
on the day of with interest thereon at the rate of per cent

per annum (the interest to cease on the installment paid) in consideration of full value

received.

Place:-

Date:- Signature.

Since a PN is transferable, when a PN is transferred to another party, the latter become the
‘holder’. Any person who becomes a party to a NI should be capable of entering into a

contract.

Persons who are incapable of entering into a contract

> Minor: As per Section 26 of the Act, a minor may draw, endorse, deliver and
negotiate a NI so as to bind all parties except himself. He does not incur any liability
but other adult parties do remain liable. He can be an endorsee or payee.

> An insolvent person is not competent to draw, make, accept or endorse a NI

> A person of unsound mind cannot enter into a contract when he is in that state. A
person in a drunken state of mind cannot enter into a valid contract

> A company cannot incur liability under NI unless expressly or impliedly permitted
by the Memorandum of Association or Article of Association. However it can be a

payee or an endorsee.



> As per Section 27, every person capable of binding himself or being bound, by a

NI, may so bind himself or be bound by a duly authorised agent acting in his name.

> As per Section 29, a Legal Representative can deal with the NIs belonging to the

deceased, to the same extent as the deceased could have done. While signing he must

use words to indicate that he is signing in the capacity of a legal representative, so as

to avoid being held personally responsible.

> In the case of a Hindu Undivided Family (HUF) (also known as Joint Family), the

Karta (oldest member of the family) can bind the joint family by executing a NI

provided it is for the benefit of family. It should be noted that the other members are

not liable personally.

Similarities and Difference between Bill of Exchange and Cheque:

Similarities:

Three parties : Drawer, Drawee and Payee; Drawer and Payee may be the same person;

Written and signed, should contain an unconditional order to pay a certain sum of money

only;

Payee may endorse the instrument to another person.

BE ---—--m Differences----------- Cheques

Drawee may be anybody including a banker

Drawee is always a banker

May be payable on demand or after the

expiry of a specified period

Always payable on demand

3 days’ grace are allowed to the drawee for
making the payment in the case of bills
payable after the expiry of the specified

usance period

Cheque is always payable on demand and so

no question of 3 days grace for payment

If dishonoured, it should be noted and

protested for filing a suit

A bank dishonours a cheque drawn on it only
when the cheque is not payable for some
reason like for want of balance in the account

of the drawer and so it cannot be protested

Stamp duty is applicable on bills payable

Cheques being payable on demand stamp




after 90 days

duty is not applicable

A PN or a BE cannot be crossed

A cheque can be crossed

Differences between a PN and a BE:

Promissory Note

Bill of Exchange

It contains a Promise to pay

It contains an Order to pay

Primary liability is the maker of the PN

Primary liability is that of the drawee. If the
drawee fails, the liability will fall on the

drawer

A PN has to be presented for payment
only (not for acceptance since the PN is

itself issued by the person who has to pay)

A ‘demand’ BE has to be presented for

payment.

A ‘usance’ BE has to be first presented for
acceptance and after acceptance it has to be
presented to the acceptor for payment on or

before the due date

Initially there are two parties — the maker
(promissor) and the payee (promisee).
Maker and payee have to be different

persons.

Initially there are three parties — the maker
who is the drawer, the drawee who is ordered
to pay and the payee who has to get the
money. The drawer and the payee may be the

same.

PN is drawn in a single copy of operative
NI

NI Act provides BEs to be drawn in sets. (One

of them being satisfied, the other is

automatically nullified).

PN cannot be drawn conditionally

BE also cannot be drawn conditionally, but
the acceptor/ endorser can make it conditional
by the

endorsements.

restricting effect of further




Promissory Note Bill of Exchange

If a PN is dishonoured, notice of | If a BE is dishonoured, the holder has to give
dishonour need not be given. notice of dishonour to all his prior parties

against whom he desires to take action.

How to distinguish between a holder and a holder in due course?

Holder Holder in due course

A holder may become the possessor of a NI | A holder in due course acquires the

even without consideration possession of a NI for consideration

A holder in due course becomes the
possessor payee of the NI before it

becomes due

A holder in due course becomes the
possessor of the instrument in ‘good

faith’

A holder cannot get a better title to the NI | A holder in due course can get a better

than the transferor title than the transferor




4.3. Crossings

Specimen Of General Crossing

Specimen of Special or Restrictive Crossing

A cheque is either "open" or "crossed”. An open cheque can be presented by the payee to the
paying banker and is paid over the counter. A crossed cheque cannot be paid across the
counter but must be collected through a banker.

A crossing is a direction to the paying banker to pay the money generally to a banker or to a
particular banker, and not to pay otherwise. The object of crossing is to secure payment to a
banker so that it could be traced to the person receiving the amount of the cheque. Crossing is
a direction to the paying banker that the cheque should be paid only to a banker or a specified
banker. To restrain negotiability, addition of words "Not Negotiable" or "Account Payee
Only" is necessary. A crossed bearer cheque can be negotiated by delivery and crossed order
cheque by endorsement and delivery. Crossing affords security and protection to the holder of
the cheque.



Modes of Crossing (Sections 123-131A)
There are two types of crossing which may be used on cheque, namely: (i) General and (ii)

Special.

It is in general crossing where a cheque bears across its face an addition of two parallel
transverse lines and/or the addition of the words "and Co." between them, or addition of "not
negotiable”. As stated earlier, where a cheque is crossed generally, the paying banker will pay
to any banker. Two transverse parallel lines are essential for a general crossing (Sections 123-
126).

In case of general crossing, the holder or payee cannot get the payment over the counter of
the bank but through a bank only. The addition of the words "and Co." do not have any
significance but the addition of the words "not negotiable™ restrict the negotiability of the
cheque and in case of transfer, the transferee will not give a better title than that of a

transferor.

Where a cheque bears across its face an addition of the name of a banker, either with or
without the words "not negotiable™ that addition constitutes a crossing and the cheque is
crossed specially and to that banker. The paying banker will pay only to the banker whose
name appears across the cheque, or to his collecting agent. Parallel transverse lines are not
essential but the name of the banker is the insignia of a special crossing.

In case of special crossing, the paying, banker is to honour the cheque only when it is

prescribed through the bank mentioned in the crossing or it's agent bank.

Account Payee's Crossing: Such crossing does, in practice, restrict negotiability of a
cheque. It warns the collecting banker that the proceeds are to be credited only to the account
of the payee, or the party named, or his agent. If the collecting banker allows the proceeds of
a cheque bearing such crossing to be credited to any other account, he will be guilty of
negligence and will not be entitled to the protection given to collecting banker under Section
131. Such crossing does not affect the paying banker, who is under no duty to ascertain that

the cheque is in fact collected for the account of the person named as payee.



Not Negotiable Crossing:

A cheque may be crossed not negotiable by writing across the face of the cheque the words
"Not Negotiable" within two transverse parallel lines in the case of a general crossing or
along with the name of a banker in the case of a special crossing.

Section 130 of the Negotiable Instruments Act provides "A person taking a cheque crossed
generally or specially bearing in either case with the words "not negotiable™ shall not have
and shall not be capable of giving, a better title to the cheque than that which the person from
whom he took it had". The crossing of cheque "not negotiable” does not mean that it is non-

transferable. It only deprives the instrument of the incident of negotiability.

The object of this Section is to afford protection to the drawer or holder of a cheque who is
desirous of transmitting it to another person, as much protection as can reasonably be
afforded to him against dishonestly or actual miscarriage in the course of transit. For
example, a cheque payable to bearer is crossed generally and is marked "not negotiable". It is
lost or stolen and comes into the possession of X who takes it in good faith and gives value
for it, X collects the cheque through his bank and paying banker also pays. In this case, both
the paying and the collecting bankers are protected under Sections 128 and 131 respectively.
But X cannot claim that he is a holder-in-due course which he could have under the normal
circumstances claimed. The reason is that cheque is crossed "not negotiable™ and hence the
true owner's (holder's) right supersedes the rights of the holder-in-due-course. Since X
obtained the cheque from a person who had no title to the cheque, X can claim no better title
solely because the cheque was crossed "not negotiable™ and not for any .other reason. Thus
"not negotiable" crossing not only protects the rights of the true owner of the cheque but also
serves as a warning to the endorsees' to enquire thoroughly before taking the cheque as they
may have to be answerable to the true owner thereof if the endorser's title is found to be
defective. "Not negotiable" restricts the negotiability of the cheque and in case of transfer; the

transferee will not get a better title than that of a transferor.

If the cheque becomes "not negotiable™ it lacks negotiability. A cheque crossed specially or
generally bearing the words "not negotiable” lacks negotiability and therefore is not a
negotiable instrument in the true sense. It does not restrict transferability but restricts

negotiability only.



As per Section 131, a collecting banker who ‘in good faith’ and ‘without negligence’ collects
the proceeds of a cheque crossed generally or specially to himself on behalf of his customer is

not liable to the true owner of the cheque if the tile of the cheque is proved to be defective.

According to section 131-A, these sections are also applicable in case of drafts. Thus not only

cheques but bank drafts also may be crossed.

4.4. Endorsement

Introduction: A negotiable instrument may be transferred by negotiation.
> Negotiation can be effected by mere delivery if the instrument is a bearer one.

> By endorsement and delivery in case it is an order instrument.

An order instrument means instrument payable to a specified person or to the order of that
specified person. If an instrument payable to order is transferred without endorsement, it is

merely assigned and the holder thereof is not entitled to the rights of a holder in due course.

Meaning of Endorsement: An endorsement is the mode of negotiating a negotiable
instrument. A negotiable instrument payable otherwise than to a bearer can be negotiated
only by endorsement and delivery. An endorsement, according to section 15 of the NI Act is
“when the maker or holder of a negotiable instrument signs the same, otherwise than as such
marker. For the purpose of negotiation on the back or face thereof or on a slip of paper
annexed thereto, he is said to endorse the same and is called the endorser. The person to

whom the instrument is endorsed is called the endorsee.

“The word endorsement is said to have been derived from Latin ‘en’ means ‘upon’ and
‘dorsum’ meaning ‘the back’. Thus usually the endorsement is on the back of the instrument
though it may be even on the face of it. Where no space is left on the instrument, the
endorsement may be made on a slip of paper attached to it. This attached slip of paper is
called ‘Allonge’.

Who may endorse?
The payee of an instrument is the rightful person to make the first endorsement. Thereafter

the instrument may be endorsed by any person who has become the holder of the instrument.
The maker or the drawer cannot endorse the instrument but if any of them has become the
holder thereof he may endorse the instrument (Section 51). The maker or drawer cannot



endorse or negotiate an instrument unless he is in lawful possession of instrument or is the
holder there of. A payee or indorsee cannot endorse or negotiate unless he is the holder

thereof.

Essentials of a Valid Endorsement: An endorsement in order to operate as mode of
negotiation must comply with the following conditions, namely:
> It must be written on the instrument itself and be signed by the endorser. The
simple signature of the endorser, without additional words, is sufficient. An
endorsement written on an allonge is deemed to be written on the instrument itself.
> The endorsement must be of the entire instrument. A partial endorsement, that is
to say, an endorsement, which purports to transfer to the endorsee a part only of the
amount payable, or which purports to transfer the instrument to two or more endorsees
severally (i.e. separately), does not operate as a negotiation of the instrument.
> Where a negotiable instrument is payable to the order of two or more payees or
endorsees who are not partners, all must endorse unless the one endorsee has authority
to endorse for the others.
> Wherein a negotiable instrument payable to order, the payee or endorsee is
wrongly designated or his name is wrongly spelled, he should sign the instrument in
the same manner as given in the instrument. Though, he may add, if he thinks fit, his
proper signature.
> Where there are two or more endorsements on an instrument, each endorsement is
deemed to have been made in the order in which it appears on the instrument, until
contrary is provided.

> An endorsement may be made in blank or special. It may also be restrictive.

Types of Endorsement

A cheque endorsement that includes only the signature or
“C stamp of the depositor. It does not specify the new owner of

( blank endorsement ‘
the check. st

( special endorsement
A cheque endorsement that a transfers ownership of the
T check to a specific individual or business.

A cheque endorsement that transfers ownership to a
Tspecific owner and limits how the cheque may be handled (for

( restrictive endorsement ‘
example, For Deposit Only).

According to the N.I. Act, 1881 endorsement may take any of the following forms:

> Endorsement in blank or general endorsement.



Endorsement in full or special endorsement.
Restrictive endorsement.

Partial endorsement.

YV V V V

Conditional endorsement.

Endorsement in Blank or General Endorsement: In case of an endorsement in blank, the
payee or endorser does not specify an endorsee and he simply signs his name (Section 16 of
NI Act).

Endorsement in Full or Special Endorsement: When the payee or endorser specifies the
person to whom or to whose order the instrument is to be paid, the endorsement is called
special endorsement or endorsement in full. The specified person i.e. the endorsee then

becomes the payee of the instrument.

Restrictive Endorsement: An endorsement is restrictive when it prohibits further
negotiation of a negotiable instrument. Sec. 50 of the NI Act 1881states:“The endorsement
may, by express words, exclude the right to negotiable or pay constitutes the endorsee an
agent to endorse the instrument or to receive its contents for the endorser or for some other

specified person.”

For example, if B endorses an instrument payable to barer as follows, the right of C to further
negotiate is excluded

> Pay the contents to C only

> Pay C for my use

Partial Endorsement: If only a part of the amount of the instrument is endorsed, it is a case
of partial endorsement. An endorsement which purports to transfer to the endorsee only a part
of the amount payable, or which purports to transfer the instrument to two or more endorsees

severally, is not valid.

Conditional Endorsement: If the endorser of a negotiable instrument, by express words in
the endorsement, makes his liability or the right of the endorsee to receive the amount due
thereon, dependent on the happening of a specified event, although such event may never
happen, such endorsement is called a conditional endorsement (Section 52 of NI Act).



Such an endorser gets the following rights:

He may make his liability on the instrument conditional on the happening of a particular
event. He will not be liable to the subsequent holder if the specified event does not take place

to the instrument even before the particular event takes place.

For example, “pay C if he returns from London”. Thus C gets the right to receive payment

only on the happening of a particular event, i.e. if he returns from London.

Effects of endorsement: The legal effect of negotiation by endorsement and delivery is:

(i) To transfer property in the instrument from the endorser to the endorsee.

(i) To vest in the latter the right of further negotiation, and

(iii) A right to sue on the instrument in his own name against all the other parties (Section
50).

Cancellation of endorsement:
When the holder of a negotiable instrument, without the consent of the endorser destroys or
impairs the endorser’s remedy against prior party, the endorser is discharged from liability to

the holder to the same extent as if the instrument had been paid at maturity (Section 40).

4.5. Dishonour, Noting & Protesting of BE

DISHONOUR OF A NEGOTIABLE INSTRUMENT

When a negotiable instrument is dishonoured, the holder must give a notice of dishonour to
all the previous parties in order to make them liable. A negotiable instrument can be
dishonoured either by non acceptance or by non-payment. A cheque and a promissory note
can only be dishonoured by non-payment but a bill of exchange can be dishonoured either by
non-acceptance or by non-payment.

Dishonour by non-acceptance (Section 91)

A bill of exchange can be dishonoured by non-acceptance in the following ways:

1. If a bill is presented to the drawee for acceptance and he does not accept it within 48 hours
from the time of presentment for acceptance. When there are several drawees even if one of
them makes a default in acceptance, the bill is deemed to be dishonoured unless these several

drawees are partners. Ordinarily when there are a number of drawees all of them must accept



the same, but when the drawees are partners’ acceptance by one of them means acceptance by
all.

2. When the drawee is a fictitious person or if he cannot be traced after reasonable search.

3. When the drawee is incompetent to contract, the bill is treated as dishonoured.

4. When a bill is accepted with a qualified acceptance, the holder may treat the bill of
exchange having been dishonoured.

5. When the drawee has either become insolvent or is dead.

6. When presentment for acceptance is excused and the bill is not accepted. Where a drawee
in case of need is named in a bill or in any indorsement thereon, the bill is not dishonoured

until it has been dishonoured by such drawee.

Dishonour by non-payment (Section 92)

A bill after being accepted has got to be presented for payment on the date of its maturity. If
the acceptor fails to make payment when it is due, the bill is dishonoured by non-payment. In
the case of a promissory note if the maker fails to make payment on the due date the note is
dishonoured by non-payment. A cheque is dishonoured by non-payment as soon as a banker
refuses to pay.

An instrument is also dishonoured by non-payment when presentment for payment is excused

and the instrument when overdue remains unpaid (Sec 76).

Effect of dishonour: When a negotiable instrument is dishonoured either by non acceptance
or by non-payment, the other parties thereto can be charged with liability. For example, if the
acceptor of a bill dishonours the bill, the holder may bring an action against the drawer and
the indorsers. There is a duty cast upon the holder towards those whom he wants to make

liable to give notice of dishonour to them.

Notice of dishonour: Notice of dishonour means the actual notification of the dishonour of
the instrument by non-acceptance or by non-payment. When a negotiable instrument is
refused acceptance or payment notice of such refusal must immediately be given to parties to
whom the holder wishes to make liable. Failure to give notice of the dishonour by the holder

would discharge all parties other than the maker or the acceptor (Sec. 93).

Notice by whom: Where a negotiable instrument is dishonoured either by non- acceptance or
by non-payment, the holder of the instrument or some party to it who is liable thereon must

give a notice of dishonour to all the prior parties whom he wants to make liable on the



instrument (Section 93). The agent of any such party may also be given notice of dishonour.
A notice given by a stranger is not valid. Each party receiving notice of dishonour must, in
order to render any prior party liable give notice of dishonour to such party within a
reasonable time after he has received it. (Section 95)

When an instrument is deposited with an agent for presentment and is dishonoured, he may
either himself give notice to the parties liable on the instrument or he may give notice to his
principal. If he gives notice to his principal, he must do so within the same time as if he were
the holder. The principal, too, in his turn has the same time for giving notice as if the agent is
an independent holder. (Section 96)

Notice to whom? Notice of dishonour must be given to all parties to whom the holder seeks
to make liable. No notice need be given to a maker, acceptor or drawee, who are the principal
debtors (Section 93). Notice of dishonour may be given to an endorser. Notice of dishonour
may be given to a duly authorised agent of the person to whom it is required to be given. In
case of the death of such a person, it may be given to his legal representative. Where he has
been declared insolvent the notice may be given to him or to his official assignee (Section
94). Where a party entitled to a notice of dishonour is dead, and notice is given to him in
ignorance of his death, it is sufficient (Section 97).

Mode of notice: The notice of dishonour may be oral or written or partly oral and partly
written. It may be sent by post. It may be in any form but it must inform the party to whom it
is given either in express terms or by reasonable intendment that the instrument has been
dishonoured and in what way it has been dishonoured and that the person served with the
notice will be held liable thereon.

What is reasonable time? It is not possible to lay down any hard and fast rule for
determining what is reasonable time. In determining what reasonable time is, regard shall be
had to the nature of the instrument, the usual course the dealings with respect to similar
instrument, the distance between the parties and the nature of communication between them.

In calculating reasonable time, public holidays shall be excluded (Section 105).

Section 106 lays down two different rules for determining reasonable time in connection with
the notice of dishonour (a) when the holder and the party to whom notice is due carry on
business or live in different places, (b) when the parties live or carry on business in the same

place. In the first case the notice of dishonour must be dispatched by the next post or on the



day next after the day of dishonour. In the second case the notice of dishonour should reach

its destination on the day next after dishonour.

Place of notice: The place of business or (in case such party has no place of business) at the
residence of the party for whom it is intended, is the place where the notice is to given. If the
person who is to give the notice does not know the address of the person to whom the notice
is to be given, he must make reasonable efforts to find the latter’s address. But if the party

entitled to the notice cannot after due search be found, notice of dishonour is dispensed with.

Duties of the holder upon dishonour

(1) Notice of dishonour. When a promissory note, bill of exchange or cheque is dishonoured
by non-acceptance or non-payment the holder must give notice of dishonour to all the parties
to the instrument whom he seeks to make liable thereon. (Sec. 93)

(2) Noting and protesting. When a promissory note or bill of exchange has been
dishonoured by non-acceptance or non-payment, the holder may cause such dishonour to be
noted by a notary public upon the instrument or upon a paper attached thereto or partly upon
each (Section 99). The holder may also within a reasonable time of the dishonour of the note
or bill, get the instrument protested by notary public (Section 100).

(3) Suit for money. After the formality of noting and protesting is gone through, the holder
may bring a suit against the parties liable for the recovery of the amount due on the
instrument.

Instrument acquired after dishonour: The holder for value of a negotiable instrument as a
rule is not affected by the defect of title in his transferor. But this rule is subject to two
important exceptions (i) when the holder acquires it after maturity and (ii) when he acquires it
with notice of dishonour. The holder of a negotiable instrument who acquired it after
dishonour, whether by non-acceptance or non-payment, with notice thereof, or after maturity,

has only, as against the other parties, the rights thereon of his transfer (Section 59).

As per Section 138, a person who issues a cheque which is unpaid by the bank for want of
funds / arrangement in the account is deemed to commit an offence and may be punished

with imprisonment and fine.

Section 138: Dishonour of cheque for insufficiency, etc., of funds in the account: Where
any cheque drawn by a person on an account maintained by him with a banker for payment of

any amount of money to another person from out of that account for the discharge, in whole



or in part, of any debt or other liability, is returned by the bank unpaid, either because of the
amount of money standing to the credit of that account is insufficient to honour the cheque or
that it exceeds the amount arranged to be paid from that account by an agreement made with
that bank, such person shall be deemed to have committed an offence and shall, without
prejudice to any other provision of this Act, be punished with imprisonment for a term which
may extend to one year, or with fine which may extend to twice the amount of the cheque, or
with both: Provided that nothing contained in this section shall apply unless-
> The cheque has been presented to the bank within a period of three months from
the date on which it is drawn or within the period of its validity, whichever is earlier;
> The payee or the holder in due course of the cheque as the case may be, makes a
demand for the payment of the said amount of money by giving a notice, in writing, to
the drawer of the cheque, within fifteen days of the receipt of information by him
from the bank regarding the return of the cheque as unpaid; and
> The drawer of such cheque fails to make the payment of the said amount of
money to the payee or, as the case may be, to the holder in due course of the cheque,
within fifteen days of the receipt of the said notice.

Explanation-For the purposes of this section: “debt or other liability" means a legally
enforceable debt or other liability.

NOTING AND PROTESTING

When a negotiable instrument is dishonoured the holder may sue his prior parties’ i.e. the
drawer and the indorsers after he has given a notice of dishonour to them. The holder may
need an authentic evidence of the fact that a negotiable instrument has been dishonoured.
When a cheque is dishonoured generally the bank who refuses payment returns back the
cheque giving reasons in writing for the dishonour of the cheque. Sections 99 and 100 provide
convenient methods of authenticating the fact of dishonour of a bill of exchange and a

promissory note by means of ‘noting’ and ‘protest’.

Noting

As soon as a bill of exchange or a promissory note is dishonoured, the holder can after giving
the parties due notice of dishonour, sue the parties liable thereon. Section 99 provides a mode
of authenticating the fact of the bill having been dishonoured. Such mode is by noting the
instrument. Noting is a minute recorded by a notary public on the dishonoured instrument or
on a paper attached to such instrument. When a bill is to be noted, the bill is taken to a notary



public who represents it for acceptance or payment as the case may be and if the drawee or
acceptor still refuses to accept or pay the bill, the bill is noted as stated above.

Noting should specify in the instrument, (a) the fact of dishonour, (b) the date of dishonour,
(c) the reason for such dishonour, if any (d) the notary’s charges, (¢) a reference to the
notary’s register and (f) the notary’s initials.

Noting should be made by the notary within a reasonable time after dishonour. Noting and
protesting is not compulsory but foreign bills must be protested for dishonour when such
protest is required by the law of the place where they are drawn. Cheques do not require
noting and protesting. Noting by itself has no legal effect. Still it has some advantages. If
noting is done within a reasonable time protest may be drawn later on. Noting without protest

is sufficient to allow a bill to be accepted for honour.

Protest

Protest is a formal certificate of the notary public attesting the dishonour of the bill by non-
acceptance or by non-payment. After noting, the next step for notary is to draw a certificate
of protest, which is a formal declaration on the bill or a copy thereof. The chief advantage of
protest is that the court on proof of the protest shall presume the fact of dishonour. Besides
the protest for non-acceptance and for non-payment the holder may protest the bill for better
security. When the acceptor of a bill becomes insolvent or suspends payment before the date
of maturity, or when he absconds the holder may protest it in order to obtain better security
for the amount due. For this purpose the holder may employ a notary public to make the
demand on the acceptor and if refused, protest may be made. Notice of protest may be given
to prior parties. When promissory notes and bills of exchange are required to be protested,
notice of protest must be given instead of notice of dishonour (Section 102). Inland bills may
or may not be protested. But foreign bills must be protested for dishonour when such protest
is required by the law of the place where they are drawn (Sec. 104).

Where a bill is required to be protested under the Act within a specified time, it is sufficient if
it is ‘noted for protest’ within such time. The formal protest may be given at any time after
the noting (Section 104A)

Contents of protest
Section 101 of the Act lays down the contents of a regular and perfect protest which are as

follows:



1. The instrument itself or a literal transcript of the instrument; and of everything written or
printed thereupon.

2. The name of the person for whom and against whom the instrument has been protested.

3. The fact of and reasons for dishonour i.e. a statement that payment or acceptance or better
security, as the case may be, has been demanded of such person by the notary public from the
person concerned and he refused to give it or did not answer or that he could not be found.

4. The time and place of demand and dishonour.

5. The signature of the notary public.

4.6. Liabilities of Parties

The provisions regarding the liability of parties to negotiable instruments are laid down in
Sections 30 to 32 and 35 to 42 of the Negotiable Instruments Act. These provisions are as
follows:

Liability of Drawer (Section 30):

The drawer of a bill of exchange or cheque is bound, in case of dishonour by the drawee or
acceptor thereof, to compensate the holder, provided due notice of dishonour has been given
to or received by the drawer. The nature of drawer's liability is that by drawing a bill, he

undertakes that
Q) on due presentation, it shall be accepted and paid according to its tenor, and

(i) In case of dishonour, he will compensate the holder or any endorser, provided notice

of dishonour has been duly given.

However, in case of accommodation bill no notice of dishonour to the drawer is required. The
liability of a drawer of a bill of exchange is secondary and arises only on default of the

drawee, who is primarily liable to make payment of the negotiable instrument.

Liability of the Drawee of Cheque (Section 31):

The drawee of a cheque having sufficient funds of the drawer in his hands properly
applicable to the payment of such cheque must pay the cheque when duly required to do so
and, or in default of such payment, he shall compensate the drawer for any loss or damage

caused by such default.

As a cheque is a bill of exchange, drawn on a specified banker, the drawee of a cheque must



always be a banker. The banker, therefore, is bound to pay the cheque of the drawer, i.e.,
customer, if the following conditions are satisfied:

(1) The banker has sufficient funds to the credit of customer's account.

(if) The funds are properly applicable to the payment of such cheque, e.g., the funds are not

under any kind of lien etc.

(iii) The cheque is duly required to be paid, during banking hours and on or after the date on
which it is made payable. If the banker is unjustified in refusing to honour the cheque of its

customer, it shall be liable for damages.

Liability of "*"Maker" of Note and ""Acceptor’ of Bill (Section 32):

In the absence of a contract to the contrary, the maker of a promissory note and the acceptor
before maturity of a bill of exchange are bound to pay the amount thereof at maturity,
according to the apparent tenor of the note or acceptance respectively. The acceptor of a bill

of exchange at or after maturity is bound to pay the amount thereof to the holder on demand:

It follows that the liability of the acceptor of a bill corresponds to that of the maker of a note
and is absolute and unconditional but the liability under this Section is subject to the contract
to the contrary (e.g., as in the case of accommodation bills) and may be excluded or modified
by a collateral agreement. Further, the payment must be made to the party named in the

instrument and not to any-one else, and it must be made at maturity and not before.

Liability of endorser (Section 35):

Every endorser incurs liability to the parties that are subsequent to him. Whoever endorses
and delivers a negotiable instrument before maturity is bound thereby to every subsequent
holder in case of dishonour of the instrument by the drawee, acceptor or maker, to
compensate such holder of any loss or damage caused to him by such dishonour provided (i)
there is no contract to the contrary; (ii) he (endorser) has not expressly excluded, limited or
made conditional his own liability; and (iii) due notice of dishonour has been given to, or
received by, such endorser. Every endorser after dishonour, is liable upon the instrument as if

it is payable on demand.

He is bound by his endorsement notwithstanding any previous alteration of the instrument.
(Section 88)



Liability of Prior Parties (Section 36):

Every prior party to a negotiable instrument is liable thereon to a holder in due course until
the instrument is duly satisfied. Prior parties may include the maker or drawer, the acceptor
and all the intervening endorsers to a negotiable instrument. The liability of the prior parties
to a holder in due course is joint and several. The holder in due course may hold any or all

prior parties liable for the amount of the dishonoured instrument.

Liability interse

Various parties to a negotiable instrument who are liable thereon stand on a different footing

with respect to the nature of liability of each one of them.

Liability of Acceptor of Forged Endorsement (Section 41):

An acceptor of a bill of exchange already endorsed is not relieved from liability by reason
that such endorsement is forged, if he knew or had reason to believe the endorsement to be

forged when he accepted the bill.

Acceptor's Liability on a Bill drawn in a Fictitious Name:

An acceptor of a bill of exchange drawn in a fictitious name and payable to the drawer's order
is not, by reason that such name is fictitious, relieved from liability to any holder In due
course claiming under an endorsement by the same hand as the drawer's signature, and

purporting to be made by the drawer.

Surety ship: As per Section 39, when the holder of an accepted bill of exchange enters into
any contract with the acceptor which, under section 134 or 135 of the Indian Contract Act,
1872, (9 of 1872) would discharge the other parties, the holder may expressly reserve his

right to charge the other parties, and in such case they are not discharged.

4.7. Summary:

A Negotiable instrument means
> A promissory note,
> Bill of exchange or

> Cheque

>

Either to order or bearer.
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Negotiable instruments can be
Payable to Order

Payable to Bearer

Payable to Joint payee

Negotiable instruments are regulated by the Negotiable instruments Act which was passed in

1881.

Promissory note is an instrument in writing containing an unconditional undertaking signed

by the maker to pay a certain sum of money only to or to the order of a certain person or to

the bearer of the instrument.

Bill of Exchange is an instrument in writing, containing an unconditional order signed by the

maker directing a certain person to pay a certain sum of money only to or to the order of a

certain person or to the bearer of the instrument.

Cheque is a bill of exchange drawn on a specified banker and not expressed to be payable

otherwise than on demand and it includes the electronic image of a truncated cheque and a

cheque in the electronic form

Characteristics of Negotiable instrument are:

>
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Instrument in writing

Unconditional order / promise

A cheque is drawn on a specific banker

The promise or acceptance to pay is for payment of money and money only
Certainty of the sum

Payable to order or bearer:

Payee must be a certain person

Delivery of the instrument

Currency note

Transferability

Confers absolute and good title on the transferee

Parties to Negotiable Instruments:

>

Bill of Exchange are Drawer, Drawee, Acceptor, Payee, Endorser, Endorsee, &
Holder



> Parties to a Promissory Note are maker, Payee & Holder

> Parties to a Cheque are Drawer, Drawee & Payee

There are type of crossing of cheques — General and Special. Crossing provides a protection
and safeguard to the owner of the cheque as by securing payment through a banker it can be
easily detected to whose use the money is received. A cheque can be crossed by the holder,
drawer and the Banker.

Negotiation of an instrument is a process by which the ownership of the instrument is
transferred by one person to another. There are two methods of negotiation: by mere delivery
and by endorsement. In its literal sense, the term ‘indorsement’ means writing on an
instrument but in its technical sense, under the Negotiable Instrument Act, it means the
writing of a person’s name on the face or back of a negotiable instrument or on a slip of paper

annexed thereto, for the purpose of negotiation.

A bill may be dishonoured by non-acceptance (since only bills require acceptance) or by non-
payment, while a promissory note and cheque may be dishonoured by non-payment only.
Noting means recording of the fact of dishonour by a notary public on the bill or paper or

both partly. Protest is a formal notarial certificate attesting the dishonour of the bill.

The term ‘discharge’ in relation to negotiable instrument is used in two senses, viz., (a)
discharge of one or more parties from liability thereon, and (b) discharge of the instrument.
When a person signs a negotiable instrument as maker, drawer, endorser or some other
capacity, the person becomes contractually liable on the instrument (i.e., to pay). Liability
also arises from improper transfer or presentment of an instrument, negligence in instrument

issuance, alteration, or endorsement, improper payment or conversion.

4.8. Practice Questions

I. Choose the correct answer:

1. The purpose of accommodation bill is :
a) To finance actual purchase or sale of goods
b) To facilitate trade transmission
c) When any one or both parties are in need of funds
d) None of these



If the due date is a public holiday, what will be the due date of the PN or BE :
a) Following Business day

b) Preceding Business day

c) The same day only

d) One month later

. A cheque issued by a branch of a bank against consideration received is known as
a) Drawing Cheque
b) Banker's cheque

c) Clearing cheque

. According to Negotiable Instrument Act, 1881, all of the following are types of the
cheque, EXCEPT:

a) Bearer Cheques

b) Pay Order cheques

c) Crossed Cheques

d) Blank Cheques

. Dishonor of a cheque due to ‘insufficient fund’ is punishable under which section of
NI Act?

a) Sec 128

b) Sec 131

c) Sec 138

d) Not punishable

Endorsement in blank is

a) writing nothing on the cheque

b) signing by the holder on the cheque
¢) neither of them

d) both of them

. If a cheque is drawn ‘Payable to Ramesh Verma only’, it means
a) Ramesh Verma cannot further negotiate or transfer the cheque to another person
by delivery



b) Ramesh Verma can further negotiate or transfer the cheque to another person by
endorsement & delivery

c) Cheque can be paid to Ramesh Verma only

d) None of these

8. InaPN/BE/ cheque, the endorsers are
a) principals
b) sureties
c) neither of the above
d) both

9. Mr. Gupta issued a cheque in favor of a charitable trust for donation. Here, Trust is
a) Holder
b) Holder in due course
c) Both of the above

d) None of the above

10. Which of the following is true when words ‘Not Negotiable’ are included in a
generally or specially crossed cheque?
a) Cheque becomes non-transferable
b) Cheque can be further transferred but the transferee cannot get the better title than
the transferor
C) An open or uncrossed cheque with the words ‘Not Negotiable’ has similar effect

d) None of these

11. Which of the followings is not the feature of Negotiable Instrument?
a) It is transferable by mere delivery if payable to bearer
b) Itis transferable by endorsement & delivery if payable to order
c) Both of the above

d) None of the above

Answer Keys:1-c¢,2-b,3-b,4-b,5-¢,6-b,7-c,8-¢,9-¢,10-a, 11-c,

Fill in the blanks:
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A PN payable by installments, grace period of __ days is allowed.
In a cheque, there is no grace period as the cheque is instrument
Stamp duty is applicable on bills payables after ___ days

A bill of exchange is a order to pay.
The bill has to be to the payee to make it an effective BE/
cheque.

Maker of the BE / Cheque is called the
Where the drawee is incompetent to contract, or the acceptance is qualified, the BE

may be treated as

Answer Keys: 1- 3, 2 — demand, 3 — 90 days, 4 — unconditional, 5 — delivered,
6 — drawee, 7 — dishonored
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Answer in detail:

What is negotiable instrument?

What does “Endorsement in Blank” means?

What is payment in due course?

Compare the characteristics of Bills of Exchange and Promissory note?
Explain the difference between Demand and Usance Promissory Note?
Explain how to distinguish between a holder and a holder in due course?
Explain what is protest?

Explain the parties to the Promissory note and cheque?’

What is the notice of dishonor?

. Explain what is the noting and protest?

. What are the types of endorsements available as per NI act?++
. Explain briefly the cheque clearing process?

. What is Surety ship?

Activities:

Prepare a chart showing the different negotiable instrument?



Explain the class the different ways a cheque can be crossed and it implications?
Prepare a chart showing the characteristics, differences and usage of Bill Payable,

cheque and Promissory Note?
. Carry out a role play on the parties involved in Bills of Exchange, Promissory note

and cheque?
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